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Foreword

ption traders have an advantage over other

investors because they can structure positions

that generate a profit regardless of the direction
of movement of the underlying security. Many of these
trades generate their maximum profit if the underlying
stock remains motionless for an extended period of
time. Condor is such a trade. Simply stated, condors
generate large profits when the underlying security
remains range-bound for the duration of the trade.
Properly structured condors can absorb large market
changes and still generate impressive profits.

This characteristic has made condors one of the
most popular trades among knowledgeable investors
who have discovered the benefits of not betting on the
direction of anything. Their view is exactly opposite
that of a stock picker who spends all his time searching
for “underpriced” securities that can be purchased
below fair value. Condor traders assume that the mar-
ket knows the fair value of a stock or index, and that it
will continue to trade close to the current price until
additional news generates a distinctly different view.
Moreover, because option prices are based on volatility,
they normally comprehend the effects of such news. A
knowledgeable option trader, therefore, should be able
to structure profitable condors in most markets.
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As always, the devil is in the details. If structuring
profitable condors was easy, everyone would be rich;
there would be nothing to write about, and this book
would collapse into a single page with a bulleted list of
rules. But nothing could be further from the truth.
Condors have four moving parts that are each affected
by time and volatility. Volatility, in turn, has a structure
that varies according to strike price and expiration date.
It often rises or falls in a complex pattern that can be
difficult to understand. Writing these words causes me
to remember a conversation with Michael where he
pointed out that the trade is somewhat asymmetrical
because volatility falls in a rising market but rises in a
falling market. Adjustments on the call side should,
therefore, be handled differently than adjustments on
the put side. That little nugget of gold and its associated
details are just one of hundreds contained in this book.

Just a few years ago, private investors could dabble
in the market and still make money. Those days are
gone forever. Today’s complex markets are a challenge
for even the most sophisticated investor. Successful trad-
ing strategies are built around complex trade structures,
careful risk management, a detailed understanding of
how the market responds to news and events, and pre-
cise timing. This book explores all those topics and
more for one of the most popular trade structures.
More importantly, it represents the accumulated knowl-
edge of many years of trading with millions of dollars in
one of the most turbulent markets in history.

—]Jeff Augen
Author of Trading Options at Expiration
December 2010
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Preface

ing is that you have to know too much in order to

be correct, or you have to trade on blind faith.
People buy and sell stock every day without having the
slightest idea about the company or the stock they are
trading.

Iused to hate trading. The problem with stock trad-

A while back I used to work in Mergers and
Acquisitions. My job was to determine the viability of
businesses for acquisition by large corporations. Let’s
scale it down and say you have $100,000 and you want
to buy a small business. What kinds of things do you
want to know about that business? You need to look at
the books and track revenues, profits, and expenses.
But to buy a business solely on that information would

be foolish.

You also want to know about the competition, mar-
ket share, number of competitors, and competitive
advantage. Without an understanding of the competi-
tors and who they are, you don’t really have a grasp of
the future of the company.

There’s more. Who are the suppliers? What con-
tracts exist? Who else do they supply? The supply line
is crucial for the bottom line.

There are even more questions about the employees.
You need to know who is indispensable and who isn’t
and what kind of employment contracts are in place. You
need to talk to the sales staff and marketing department
to get their perspective.
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There are many more questions you should ask
about a business before investing. Yet almost everybody
who invests in stocks cannot answer the most basic
questions about a company. Pick your favorite com-
pany. Can you name its five biggest competitors? How
about the main suppliers? Would you buy a business by
just looking at charts? Usually just those few questions
are enough to stop people cold. Still, people will put
their life savings on a name about which they really
know nothing.

Who actually knows the answers to those questions?
Maybe there are things about the company that full-
time experts know and that you never will know. Even
those experts still will get it wrong some of the time.

So I hated trading because I didn’t believe I had the
confidence to make sound decisions that wouldn’t just
be guesses at the end of the day. I was a Financial
Advisor and people were always asking me about what
I thought about the market or whether I had a good
stock tip. It wasn’t too impressive to say, “I don’t
know,” but it was an honest answer. I mostly recom-
mended Structured Products, hybrids of stocks, options,
and bonds designed for hedging risk. Some of those
Structured Products were unfortunately issued and
guaranteed by venerable institutions like Lehman
Brothers. The more I learned about these products, the
more | started to learn about the intricacies of options.

What appealed to me about options was that there
were strategies that worked even if you didn’t know
anything about the company whatsoever. You didn’t
even need to know whether the price was going to go up
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or down. In fact, the trade had nothing to do with either
the company or the price. It had to do with the fear built
into the price and how much time was left until expira-
tion. The actual ticker was irrelevant. So now I realized
I could trade without having an opinion.

Over time, I worked on and studied various options
strategies and adopted condors as my favorite. There
are a number of ways to trade this strategy and I tried
them all. The strategy presented in this book is the one
that I find works best in a variety of market conditions.
In the very difficult market conditions of the past few
years, ’'ve managed to generate pretty decent returns on
a regular basis. Don’t be surprised if your returns are in
the 30% to 60% range in a year. No guarantees, but it
can be done.

There are a few questions I’'m always asked after I
explain what I do. The first is always, “What’s the
risk?” The second is, “Why have I never heard about
this before?” The third is, “Why doesn’t everybody do
this?”

As to the first question, I always describe the risky
nature of the trade. There is a lot of risk in this trade.
Everybody should consider the nature of the trade and
how much they are willing to risk and who they are
willing to risk it with. Results count. I’'m generally far
more risk averse than I am for the clients whose capital
I trade.

“Why have I never heard about this before?” The
answer to this question is not so simple. The ordinary
investor either is trading his own stocks or has handed
a portfolio over to an advisor to manage for him.
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Advisors by and large don’t really want anything to do
with options. What they do understand about options is
generally very limited, and their approach is pretty sim-
ple. They trade them like stocks. Buy this or that option
and see what happens at expiration. The other officially
condoned strategy is covered calls. Additionally, my
experience at large firms is that they actually dissuade
advisors from trading options in any sophisticated man-
ner. There are generally no tools on the system to do
proper analysis of options even if they wanted to trade
effectively. I was told by a chief options strategist at a
major brokerage that they don’t want their advisors
trading options because they are worried about big mis-
takes. That is a smart decision on their part but truly
limits what you as a trader and investor can do to earn
money and protect your assets.

Additionally, sophisticated option trades require con-
stant supervision. An easy trade needs no attention, but
you can never tell which one is an easy trade until you
are done. Markets can move on a dime and you have to
be ready to respond. Unless you have the luxury to pay
attention to the market and place orders when necessary,
you could increase your risk in a trade substantially.

The last question is, “Why doesn’t everybody do
this?” This has a few different answers. First is the poor
experience investors have had with options in the past.
Most of those burned by options have lost money buy-
ing options, which is all too often a sucker’s bet. Second
is a genuine lack of education and understanding of
options and particular strategies, which this book seeks
to help remedy. The third answer is that no one will do
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this job for you. Your advisor will not manage options
strategies for you because there is not enough money in
this for him relative to the risk involved. He will not
monitor it because he has 100 other clients for which he
has to make financial plans. Mutual funds don’t do this
because it’s not in their charter. Hedge funds are too big.
They can’t just step up and start spending a billion dol-
lars in the options market.

Many people have asked me why I'm giving away my
strategy. They wonder, wouldn’t that ruin its effectiveness?
First of all, T didn’t invent condors nor am I reinventing
the wheel. This is a merely a strategy and not a formula.
Think of it as a method or an approach to trading con-
dors. What’s missing for a lot of traders or people who
would like to trade options is a proper understanding of
how options really work. There are a lot of moving parts
to track. I imagine stock trading akin to flipping a coin.
Options trading is more like playing chess.

Two caveats before going forward:

Caveat #1: By their very nature, condors are high-
risk strategies. They can blow up on you and you
can lose all or most of the money you put up in the
trade. This book takes that possibility into account
and points out ways to diminish but not eliminate
the risk. You will learn that picking the right instru-
ment to trade, picking the size of your condor,
strategically choosing your entry and exit points,
limiting your time in the market and, especially, not
getting greedy will all help to mitigate risk. But there
is always the possibility of total failure regardless of
all the risk management in the world.
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Caveat #2: This is not an income strategy. In order
to entice people to attend classes or buy books,
many people would call this an income-generating
strategy because of how successful it can be on a
regular basis. But calling this an income strategy is
misleading and inaccurate.

An options condor is a trade. That’s it. No more and
no less. If you start thinking of this as an income
strategy or, worse still, depending on it for your
income, you will lose all of it. You will push this
strategy too far and too hard and the condor will
swoop down and eat you alive.

Caveats aside, I absolutely love trading condors. I’ve
made a lot of money for myself and my clients even
though I’ve also had many sleepless nights. However,
making money is never easy and never without risk.
Still, there is a certain pride about making stellar returns
even when I am wrong about market direction.

A condor is a big bird with a wingspan that can
reach 10 feet. When it flies, it flaps only occasionally
and glides most of the way. The silent, patient image of
this lovely bird floating through time and space will
provide a useful metaphor for the trade you will learn.
Like the flapping of its wings, the opening and closing
of a condor trade should be done infrequently. The
patient drift through calm air reflects the slow and
steady time decay and the low volatility that will lift our
profits. Treat this awesome bird with the respect it
deserves and you can ride on its wings.

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

The Horse Race

n iron condor is a complex options trade that

creates a “zone,” as illustrated in Figure 1.1, in

which a profit occurs over time and within a
specific price range. Correctly picking the direction of
price movement is not necessary. Understanding the
dynamics involved in the trade is the key to long-term
success and limited risk.

Price S&P 500 Index Chart Price
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Source: OptionVue 6
FIGURE 1.1  S&P 500 Index chart
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Too Good to Be True

Too many people trade options without knowing about
the range of risks they face, or without first acquiring
the knowledge they need. This book addresses that
problem with respect to condor trading. Nonetheless,
condors are lucrative and you can create profits quite
easily; but you can also lose money in a condor trade.
Condors are the most consistently profitable trade you
can create, with potential annual returns reaching 30%,
40%, 50%, or more if put together correctly.

Just as there are different ways to play chess, there
are different strategic methods for trading options. This
book presents a conservative strategy designed to max-
imize gains and minimize risk.

Introduction to Trading

Ironically, with condor trading, having an opinion
about a company or the direction of the market is the
easiest way to lose money. The more convinced you are
that your opinion is correct, the more you’ll hold onto
a losing position and ignore the realities, not of the
company but of your trade. A wise investor named
Bernard Baruch once said that the main purpose of the
stock market is to make fools of as many people as pos-
sible. The best response to this advice is to not have an
opinion.

There are very few places where not having an opin-
ion is actually profitable, and surprisingly the options
world is one of those places. Some options strategies are
“market neutral,” meaning their potential to generate a
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profit is not dependent on whether the market goes up
or down. Actually, these market-neutral strategies do
best when the market moves up and down within a
given timeframe.

Once upon a time, a myth was perpetuated that all
you had to do was keep your money in the stock mar-
ket and you would get rich and retire. This assumption
was considered so obvious that something called an
“Individual Retirement Account,” or IRA, was created
so that people could put their money in the stock mar-
ket and benefit from tax incentives. The fundamental
problem with this way of thinking is that people forgot
that the stock market is a place of investment with all of
its associated risks and dangers. It is 7ot a retirement
account. After the 2008-09 crash in the market, most
people are now painfully aware of this fact. The buy-
and-hold strategy is not guaranteed to create wealth.

Investing also presents you with a huge obstacle,
namely, acquiring and applying knowledge. Do you
really know more than the stock market? If Apple is
priced at $200, you need to know something that
nobody else knows in order to believe that the market
has mispriced Apple and that the company should be
worth either much more or much less. Actually convine-
ing yourself that you have an edge against full-time pro-
fessionals with their massive supercomputers and their
team of Ph.D. programmers is delusional. Chances are
if you do make money investing in the market, you are
likely riding the wave that is making everybody else
money as well—in other words, you got lucky!
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There is another way to make money in the stock
market that has nothing whatsoever to do with invest-
ing: trading. Investing requires, or at least should
require, research, understanding, careful analysis, and
strategy regarding a company and its sector. Trading is
simply about making money. The shorter the timeframe
involved in the trade, the less significant fundamental
information and all the accompanying research
becomes.

Swing traders like to trade in a timeframe of days or
weeks. Day traders like to trade in a timeframe of hours
or minutes or even seconds. Now computers are
involved in high-frequency trading (HFT), which moves
money in and out of positions in millionths of a second.
Computers have taken any kind of qualitative edge
away from human traders. They can process all relevant
news and information and trade accordingly before the
nerves in your eyes can electrically send the visual infor-
mation of the words you just read to your brain.

There is one domain where computers will not drive
out the human competition. That is the world of
options trading. Options traders observe and rely on the
market’s emotions, fear, and panic, and design their
moves to maximize or minimize the effects of time.
Increased fear means increased prices in options, and
decreased fear means lower prices. Although computers
have been programmed to exploit mispriced options in
an instant, fear is something computers don’t under-
stand...yet.
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How Options Work

Options can be thought of as the Swiss Army knife of
trading. The combinations and maneuvers available in
options trading strategies seem endless. By comparison,
stock trading is a simple directional trade. The decision
to buy or sell a stock is usually done through fundamen-
tal analysis or technical charting techniques. Options
traders look at these tools and so much more.

This section is not meant to be an introduction to
options, but rather an introduction to options trading.
Most options books focus a great deal on comparing
completely different options strategies and on what
happens at the end of an options trade. A skilled
options trader, however, might be in and out of the
trade several times before expiration.

In this book the focus is more on practical trading
strategies and less on theory. It’s not what you know, it’s
“how” you know it. Your significant paradigm shift is
to think like traders and not like investors.

Summarizing some of the basics of options trading is
a good starting point for the following review. This
review is not meant to be comprehensive but, rather, to
serve as an approach that shows you what you need to
know in order to get going. Even if you already have
some ideas about how options work, the following dis-
cussion might still give you food for thought.
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The Horse Race

The following analogy gives you a mind-set for options
trading. Picture a horse race in which you place your
bet. The value of your bet depends on the odds. If your
horse is a 2-1 favorite, your chances of winning are high
but you won’t make much money. If the horse you pick
is 100-1, your chances of winning are remote but if you
do win the payout will be huge.

So you go to the horse race and you bet on your
favorite horse, SeeBo, who is rated at 100-1, to win.
The race is four laps, and as it begins you wait to see
whether you will win or lose at the end. Pretty straight-
forward so far.

Now add a twist to make this race more interesting.
You can buy or sell your bet during the race. If you are
the kind of person who just likes to wait until the end
of the race, then this twist changes nothing. If you are
the kind who likes to take advantage of a positive devel-
opment or if you are risk averse, this new dynamic
changes everything, making it literally a whole new
horse race.

Run through the possibilities to get a better picture
of the complexities this twist adds.

First Lap

After the first lap, SeeBo, surprisingly, is in the lead. You
hold a bet in your hand that could be worth a fortune if
SeeBo keeps this up and wins the race. What do you do?
Do you sell it now? There are still three laps to go, so

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

The Horse Race 13

you won’t get as much for your bet now as you would
in the end—but is a little profit better than nothing?
You decide to hold on.

Second Lap

In the second lap SeeBo fades and starts to fall behind.
You regret not selling the bet when you had a chance,
but still, if you sell it now you might get some of your
money back. Instead you decide to hold on because you
believe he really “should” win.

Third Lap

Third lap and SeeBo has caught his second wind, now
starting to close in on first place. You pat yourself on
the back for your intelligence since you were obviously
right. The bet is gaining in value, so why sell it now
when you could win big?

Final Stretch

Final stretch, and your heart is beating fast. What is
your bet worth if SeeBo is way in front? What if SeeBo
is neck and neck? What if he starts to fall behind? Time
is running out quickly and his position now is
absolutely critical because there is almost no time for
major changes in the outcome.

And the Winner Is...

It doesn’t matter because now you get the idea. In a nut-
shell these are the kinds of dynamics involved in options
trading. Just as the horse race has a finish line, options
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have an expiration date, the third Friday (for index
options) or Saturday (for equity options) of every
month, at which point either they have value or they
don’t. Prior to that date, the value changes based on the
changing odds, being in-the-money or out-of-the-
money, and the time remaining until expiration.

The energy and excitement of the race is expressed in
different terms in options. The horse’s position in the
race is the Delta; so if your horse has a Delta of 1 he is
way up front, and if he has a Delta of .1 then things are
not looking so good. The speed with which he starts to
catch up to first place is called Gamma. All the fear,
hope, and energy of the race are expressed as Vega, also
known as implied volatility. Of course, all of these con-
cepts collapse when the race is over because all you have
left is a winner or a loser.

When you buy an option, you are placing a very sim-
ilar kind of bet to that of the horse race. If Apple is at
$200 a share, you can place a $5 bet that it will rise to
$220 during the next month. If in a month, Apple’s
price is $220 or more, the person who sold you the bet
has to sell you Apple stock for $220. Unlike in the horse
race, the potential profit is limitless because even if
Apple stock goes to $300 the seller still has to sell you
the stock at $220, and you get to make a cool $75 ($80
profit minus the $5 cost of the option) by reselling those
same 100 shares of stock in the open market.

When you buy options and the price is in the win-
ning zone, that option is “in-the-money.” Buyers of
options like to be in-the-money. Sellers would prefer
that the price stay “out-of-the money.”
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Options are not investments. When you purchase
options, you don’t receive a dividend. You don’t get
annual reports or voting rights because you don’t have
a material interest in the company. When you buy
options, all you receive are certain rights that you may
choose to exercise.

For every buyer there is a seller, and you can be
either. Selling options is also referred to as writing
options because you are essentially “writing” a contract
that obligates you to sell your options at the agreed
price to the buyer at his discretion. In other words, you
can think of an option contract as simply a promise, so
options trading is merely the buying and selling of
legally binding promises.

Just like the bookie in the horse race, the seller can
profit only to the extent of the value of the initial bet,
the sales price. The buyer is the one hoping to cash in
big.

The flip side is that the buyer knows upfront how
much he can lose, namely the money he paid for the
option. The seller’s potential loss may be unlimited if he
sold a call, so his broker will require a certain amount
of money to be available in order to pay in case of a big
loss. This is the margin required to be kept on hand to
protect the broker from catastrophic losses in case
traders end up being wrong.

Those traders who buy calls want the market to go
up, and those traders who buy puts want the market to
go down. If you are a seller, you will lose money if the
put you sell ends up in-the-money in the same way and
proportion as if you had to pay for in-the-money call.
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Buying Versus Selling

Which is better, to be a buyer or a seller? There are
many factors that affect that decision, so there really is
no “better.” Both offer advantages and disadvantages.

The Buyer

The buyer has the advantage of potentially unlimited
gains. He leverages his money through the purchase of
options and can make returns several times his initial
cost. He does, however, have a few things working
against him.

Those who buy stocks have to get only one thing
right: direction. If the stock goes up and they sell, they
make money. Simple and uncomplicated. The buyer of
options has to do the same thing, pick the right direc-
tion, but that’s not all. He also has to be concerned with
two additional factors: time and expiration.

Actually, picking the right direction is extremely dif-
ficult. An analyst who does nothing but study a certain
company for years, talks to the CEO, knows the busi-
ness inside and out, and even works at the company can
still pick the wrong direction for the company’s stock
price. You, the ordinary investor, have access to no
information that gives you an edge in the marketplace.
Regardless, picking the correct direction is crucial for
the stock buyer and also for the options buyer.

The options buyer can’t just pick the right direction;
he also has to pick the right distance the price will
move. If he buys an option believing that Apple’s stock
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price will go to $220, then Apple has to go to $220 and
not just to $210. This is an example of getting the direc-
tion right but the distance wrong. Additionally, not only
does the price of the stock have to reach $220, but the
buyer also has to include the price of the option (for
example, $5), which means the stock price has to go
even further before he makes money. So you can be cor-
rect as to the strike price but can still make no money
because you haven’t covered your cost of purchasing the
option.

Finally, the greatest difficulty the options buyer has
to contend with is time. Correctly picking the direction
and the strength of the move in that direction is worth-
less if the target is met after expiration day. If the mar-
ket quickly moves favorably for the options buyer, there
is a chance to make a profit if he quickly closes his
trade. However, each day that goes by a little more
value is lost in that option, making the likelihood of a
profitable trade more remote if the stock doesn’t do
what the buyer hopes.

To review, the options buyer has to be correct about
three things:
1. Direction

2. Distance

3. Time

All three have to be in confluence to create a prof-
itable trade for the options buyer. Some simple odds
demonstrate the difficulty in getting all three of these

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

18  Profiting with Iron Condor Options

correct. Attribute 50/50 odds to correctly choosing each
of the three elements. But 50/50 is generous. Direction
is either up or down but distance and time are far more
complicated. What do we get? Direction (50%) X
Distance (50%) x Time (50%) = 12.5%. At best the
odds of holding a profitable option at expiration are
about 1 in 8. You may think you have an edge. Study
after study shows you really don’t.

The Seller

The seller of options has to be right about only one
thing: time. He doesn’t care if the direction works
against him or even about the strength of the move. All
he cares is that time works against the trade. At worst
his odds are 50/50 because time will work either for him
or against him. The disadvantage of selling is that if he
is wrong about time, his losses could be potentially
quite high.

From a risk/ratio perspective buying looks better
than selling. You can lose only what you spent for the
option, which is not a lot of money compared to buying
100 shares of stock. (Every option is equivalent to con-
trol over 100 shares.) The defined potential loss
involved is why many people who go into options trad-
ing start by being buyers. The potential gain is unlim-
ited. Nonetheless, the odds of a successful trade for a
buyer are small. So even though the risk/reward profile
is appealing, the odds of success are low.

The risk/reward of selling looks terrible. The gain is
limited to the premium collected, and the potential for
loss can be unlimited. To make selling more palatable,
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you want at least two things. First, you want to limit
your potential loss, and second, you want to increase
your odds of success as much as possible.

There are two ways to limit losses for a seller. The
first and most popular way is to actually own the under-
lying stock when you sell calls (the popular “covered”
call strategy). In a worst-case scenario the seller merely
gives up the stock that he owns to the buyer if and when
exercised, making a capital gain on the stock as well as
keeping the option premium. The second way is to buy
another option whose strike price is farther away from
the option that was sold to cap the loss, creating what is
called a “credit spread.” A “spread” is the simultaneous
opening of two or more option positions that offset each
other in some manner. This can involve a long (buying)
and short (selling) call or a long and short put; it can also
involve variations in expiration date, strike price, or
both. There are many kinds of spreads. The most impor-
tant attribute of any spread is that it can reduce risk,
even the risk of exercise. It can cap potential losses on
the short side by an offsetting long position. The spread,
specifically the credit spread, is the essence of the struc-
ture in a condor.

Think of a credit spread as simply “sell one and buy
one.” You make money on the one you sell, called the
“short strike,” but the potential loss can be unlimited.
The option you buy, called the “long strike,” is the one
that makes you money when you pass the strike price.
The difference between the two strikes is your maxi-
mum loss.
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Profit »|Short strike |-Loss >
--------------------- L0SS---=| ===mmmmmmmmmmammmaa-3| LONG SlrikE -------Profit-»
|

A word on options quotes: Every quote is given in
dollars and cents per share and without dollar signs.
These translate to dollar value on a per-share basis; but
options always relate to 100 shares, so the shorthand
quotation has to be multiplied by 100. For example, an
options quote of 1.50 equals $150.00 and a quote of
2.06 equals $206.00.

With this is mind, here’s an example of applying the
credit spread. Assume that Apple (AAPL) is currently at
$200 a share. The price of a call at the 210 strike is 3.45
(that is, $345.00), which is the most the seller can make
from selling one contract. The seller buys a 220 strike
call for 1.41 ($141.00). So buying the call limits the
potential loss to 2.05. If you do both—selling the 210
and buying the 220—you create a spread.

------- Loss-----I > Long 220(-1.41 Debit)--Profit-- >
| Max Loss =10 - 2.04 |Max Loss=(220-210)-(3.45-1.41)

Figure 1.2 shows the same idea expressed graphically.

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

2

“Wiekd by Changes mn ARPL Camon Fice

Maximum Profit

$204 \

L1

n

B8

L EEEEEEEEREE

18650 16350

\~ Maximum Loss
\ $1000

17290 17550 1MAS0

1S 15 17E0  190S) 193E) 1S 1ms

225 HES) 20850 21150 22U A7 208 23 XS A% Rw

255 8% M5 24 4%

FIGURE 1.2 Yield by change in AAPL common price

abcBourselir

8§ @abcBourselir

Source: OptionVue 6

200y 2SL0[] 2],

Lc

£


http://abcbourse.ir/

22 Profiting with Iron Condor Options

Figure 1.3 shows you what selling a spread on the
call side looks like at expiration. You can also sell a
spread on the put side that has the same profile, but
with the price trend going in the other direction. Buying
the outside strikes cuts the downward fall of the line
and creates an outcome that looks like a wing. Two
wings look like a bird and with that you have a condor.

For the ordinary stock trader there are a few counter-
intuitive ideas that need digesting. First is the idea of sell-
ing as opposed to buying, especially regarding something
you don’t own. The second is that a strategy with a worse
risk-to-reward ratio can be the better trade. Counterintu-
itive is not to be confused with contrarian. A contrarian
wants to trade in the opposite direction of the trend of the
market or stock because he thinks the masses are wrong.
Counterintuitive trading says that the premises that seem
logically correct on first blush might turn out to be exactly
the wrong trade and the opposite approach is warranted.
Even within condor trading you can employ a counterin-
tuitive approach.
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Trading the Math

When you think back to the analogy of the horse race,
you find a number of variables that affect the value of
the bet before the end of the race. Time is a major con-
sideration. Position during the race is crucial. But there
are other elements of the race that affect the nature of
the bet as well.

For example, acceleration changes everything. What
if the horse bolts out of the gate far ahead of the pack?
Suddenly the odds change dramatically in his favor. So
you have to also keep track of acceleration.

How about other conditions that could change dur-
ing the race? A sudden trip could break the horse’s leg.
It could start to rain. Lightning could spook the horses.
The jockey could fall off. The possibilities go on and on.
Depending on the severity of the change, you want some
idea of how it affects your trade for better or worse.

What is the one consideration that seems to be gone
from the picture? The horse itself. Maybe you picked the
horse because you know horses. You grew up with horses.
The jockey is your son. Maybe you picked the horse
because, based on his past performance you think he is
due to win. Whatever the reason you had for choosing the
horse initially, it becomes irrelevant and superfluous once
the race starts.

You are now playing the odds. The odds are set by
the bookies and the other gamblers. You have to deal
with that reality now. If you hold your ticket until the
end of the race, that’s one thing, but if you are trading
during the race, you are trading the odds or, in other
words, you are trading the math.
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Options trading is ultimately all about trading the
math. Once you are in a condor trade, you don’t care
about the market, the news, or the price direction—you
care only about the math.

Trading stocks is also trading math but on a much
simpler level. The reason that inspired you to buy a par-
ticular stock, whether it came through fundamental or
technical analysis, takes a back seat to profit and loss. If
your stock starts to lose too much money, you have to
decide to stay in or get out. Your risk tolerance dictates
your trade, not the stock. Your opinion about the com-
pany, the curves and indicators, all evaporate into noth-
ing when you see the negative dollar signs getting larger
and larger. You realize that the market doesn’t care
what you think or the price you paid for the stock. You
now have to make a decision. Are you willing to lose $1
more or not? At this point you are trading math, period.

The same considerations occur when the stock goes
up in value. Are you trying to capture a certain profit or
are you just going to ride the trend or keep the stock
through retirement? Here again, you are trading the
math.

The nice thing about options is that all these consid-
erations have been quantified and given names.

Time decay is called Theta. The effect of a change in
price is called Delta. Acceleration is Gamma. Worry is
expressed as Vega. The name for this group of “deriva-
tives” is the Greeks.

In order to trade any options, it is useful to know
how these work. For the topic of this book, you are
interested only in how they affect condors. Knowing
these risks and challenges in advance helps you get into
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a good trade. Keeping track of these risks and chal-
lenges during the trade helps you manage risk.

Time Is Money—Theta

Options trading requires you to reorient your thinking.
When you’re buying stock, the company behind the
trade is important. Your goal is to be an informed and
educated investor. But you are not investing when you
buy and sell options—you are trading.

First and foremost, you are trading time. What does
that mean? The longer the term of an option, the more
time premium is built into its overall cost. An everyday
example is the option period when you’re buying a
house. Tying up the house for one month will cost more
than tying it up for one week. There is a cost to obligat-
ing the seller to remain committed to selling the house
to you for a certain time and taking it off the market.
Options are the same way. The longer the seller obli-
gates himself, the more he will charge you.

A small amount is shaved off the price of an option
every day. The rate and size of the depreciation is
dependent on how close the contract is to expiration.

Picture a full pot of water costing $10. If you place
a cold pot of water on a fire, the water slowly evapo-
rates as it heats up. A half pot of water costs $5. The
hotter the water, the quicker the evaporation, until there
is no water left and the pot becomes worthless. Options
mimic this curve of evaporation. It starts slowly and
accelerates toward the end.
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So you want to sell options when there is more time
priced in, wait until the price evaporates somewhat, and
then buy them to close and take your profit. Sell high
and buy low. You are selling time at a high price and
buying it to close at a lower price. The sequence of
events when you sell is “sell-hold-buy,” as opposed to
the better-known long position’s sequence, “buy-hold-
sell.”

So far you don’t care about the underlying stock.
You are looking for candidates that will move neither
up nor down too much or too quickly, over a very short
window of time. The alphabet soup of different ticker
symbols is almost irrelevant. Some of the important
considerations of the stock you pick include liquidity
and volatility. What is not important is whether the fun-
damentals of the company are strong or weak. Charts
are of limited value because they only tell you what has
already happened. Almost everything a stock investor
uses to weigh the decision is irrelevant when you sell
condors.

Time decay doesn’t appear to behave the same at all
strike prices. The at-the-money (ATM) strike price
decays differently than the out-of-the-money strike
price. This difference is key for understanding entries
and exits for the condor strategy.

Time decay accelerates quickly as expiration nears.
So the best time to sell is as close to expiration as possi-
ble. Many condor traders like to sell about a month
before expiration to take advantage of the accelerating
time decay. Figure 1.4 represents the decay of at-the-
money options 95 days out.
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FIGURE 1.4 Time decay at-the-money

Out-of-the-money options have a very different pro-
file. Their value drops dramatically and then levels off
close to expiration, reflecting the roller coaster of fear
(that is, implied volatility) and its interaction with the
more predictable decline in time value.

The reason to pick far out-of-the-money strikes is
their low exercise probability. If the price stays more or
less stable, those low probabilities cause the price to
drop quickly; as a seller, you want to see the value of the
premium drop as quickly as possible.

As shown in Figure 1.5, in the first 30 days, the value
went from approximately $1.60 to $0.80, a 50% drop.
In the next 15 days it lost another 50% to $0.40. Once
the option gets near zero in value, the curve simply flat-
tens out because there is almost no time value left to lose.
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Time decay affects a condor’s value just like all
option positions, and this is where you gain the edge.
Learning how to read and use the graph shown in
Figure 1.6 is crucial to your success as a condor trader.
The top line graph that looks like a condor is the value
at expiration and only at expiration. Your goal is not to
stay until expiration but to stay until you get the desired
return. So you need to know what your profit and loss
targets are before expiration. As time decay accumu-
lates, those levels change. The P&L curve for a condor
resembles an upside-down smile. Study the patterns of
the multiple curves.
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In order to put on a strategy that sells for a credit,
brokerages require that a certain amount of cash (or
equivalent liquidity) be available in your account to
cover against potential losses. Your “real” risk is the
total potential loss minus the credit you received for
selling the condor. So, for example, if your total poten-
tial loss is $10, the broker will require $10 to cover
potential losses. However, because you received $2 in
credit, your “real” risk is $8. However, in this book you
need to look at the $10 only as your reference point
because you are trying to measure your returns as a
function of the cash you need to make available to do
the trade. This condor, reflecting an actual trade, was
sold for a 17% credit based on cash margin required.!
The options expire in 72 days. The put strikes used were
sell 975 and buy 950. The call strikes used were sell
1,225 and buy 1,250. The market was hovering at
1,100.

The first curve on the bottom represents the P&L
from the day you entered the trade. The black dot rep-
resents the position value. If the price moved at all and
traveled along the curve, the position would almost
immediately lose value. Why? Remember, you are trying
to make money from time decay. No time had elapsed
yet so there was no accumulated value.

The second curve represents what should be the
P&L 18 days from your entry. By the way, the 18 days
includes the weekend. This model is theoretical because

1. If one side of a condor requires a margin of $2,500 for a single contract
condor with strikes 25 points apart then some brokerages will require an
additional $2,500 as margin for the other side of the condor. Most options-
savvy brokerages will allow you to margin the same $2,500 on both sides.
Check with your broker to find out the policies used.
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it assumes no change in volatility over the period. This
condor was sold at a 17% credit based on margin. After
18 days, if the market had remained right in the center,
you were then able to give up 11% and keep 6%. You
still had 54 days to expiration.

As time progressed, each curve broadened so the
potential profit increased and the break-even points for
the condor reached farther out. Decisions about exiting
or adjusting the condor invariably have to be made con-
sidering the rate of time decay over the coming days and
weeks. Remember, it is easy to get greedy and try to
squeeze a little bit more money out of the condor, but
decisions should rely on the risk/reward profile.

In a 72-day condor, for example, you might get 5%
in 18 days. Those 18 days represent only 25% of the
total length of the contract. If you wait 36 days, you
could keep 12% of the 17%, which represents 71% of
the total credit and 50% of the time of the total con-
tract. Figure 1.7 proves that the best risk/reward ratio is
halfway through the trade. There is a point where the
risk/reward ratio shifts and, as the position moves closer
to expiration, you start taking on ever higher risk to get
each incremental percentage point.

You could decide to wait the entire 72 days with the
idea of keeping the entire credit. But why? There are
two truisms in the market. Truism #1: You can make
money only if you are in the market. Truism #2: You
can lose money only if you are in the market. If you are
content with 6% (which is good by anybody’s stan-
dard), why expose yourself to another 54 days of risk?
Even if you want to stay 36 days and get 71% of the
credit, why stay in the market for the remaining 29%:?
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Things go wrong and any great winning trade can start
to lose money. Better to take the money off the table.
Don’t forget, you can always do another trade with con-
tracts farther out in time. Another opportunity will
eventually present itself.
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FIGURE 1.7  Time risk versus reward

Many who trade condors like to start the trade with
30 to 45 days until expiration because they believe that
most of the time decay occurs in the last month.
Although it is true that time decay accelerates in the last
1 to 2 weeks, no time is left for any kind of risk manage-
ment besides simply closing the position and possibly
taking a loss. Don’t forget that for out-of-the-money
options the greater decay happens very quickly and
there is no need to hold the options until expiration.
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One other consideration: Remember what you hope
will happen. You want the underlying stock to remain
stable for a period of time. How long seems reasonable?
If you are in a condor trade and the market has been
calm for a few weeks already, is it wise to assume that
the market will stay calm? The caveat in trading is
“don’t push your luck.”

So when you see a number next to Theta, that num-
ber represents the amount of value (theoretically) that
will be lost in the option in one day. You also know that
time decay for out-of-the-money options happens pretty
quickly and that you don’t need to stay in that long for
a nice profit to be realized.

Volatility: Everything Else

The study of volatility is the subject of entire books and
a slew of academic studies. You do need the foundation
for a basic technical understanding of volatility and
what it means in practice, but not the deep analysis that
too often goes into its study.

Most of the elements that go into pricing an option
are well known. You know the strike price, current
price, current interest rates, dividends, and expiration
date. There is no conjecture or debate about these.
What’s missing? Well, everything else. Every piece of
information, conjecture, concern, and hope is the last
piece that determines the price of an option. This piece
is quantified and called implied volatility (IV).

Technically speaking, all of options trading can be
understood as trading standard deviations. A standard
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deviation is a measure of the likelihood of a certain
event happening. So if IV calculates a 1 standard devia-
tion move from $90 to $110, then that means that there
is a 68% chance that the price will fall in that range. In
other words, there is a 34% chance it will move from
100 to 110 and a 34% chance it will move from 100 to
90, similarly depicted in Figure 1.8. Two standard devi-
ations might be from $80 to $120, placing the odds of
the price falling in that range to 95%. Three standard
deviations place the odds at 98 % that the price will fall
between $70 and $130. Options trading is essentially
trading a disagreement over standard deviations.

N

2.14 13.59 34.13 34.13 13.59 2.14
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L |
95%
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FIGURE 1.8  Standard deviation curve

For example, there are two traders with different
views on a stock valued at $100. The calculation of IV
currently predicts that a stock’s 1 standard deviation
move will be from $90 to $110. The put at 90 or the
call at 110 will cost the buyer $10 ($1,000). The buyer
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disagrees with IV and believes that a 1 standard devia-
tion will be greater than the $10 he paid. The buyer
always thinks that the IV is lower than it should be and
that he is getting a deal. The seller of the option must
have the opposite opinion. For the seller, the IV is over-
priced and that it reflects a 1 standard deviation move
under $10. As such, if it moves $10 or more he loses
money. Each is trading his prediction of a 1 standard
deviation move versus the 1 standard deviation move
priced into the option and expressed as IV. Just as in the
stock market, for every buyer there is a seller, and each
thinks the other is wrong.

So the implied volatility of an at-the-money call
option is the market’s collective prediction of how much
a stock should move in a day, week, month, or year. The
IV gives you a statistical window of what a 1 standard
deviation move should look like. The way to calculate
the projected stock volatility for one day is to take the
IV and divide by the square root of 256, which is the
number of trading days in a year. Since the square root
of 256 is 16, the rule of thumb is to divide the implied
volatility number by 16, and that will give you a 1 stan-
dard deviation move for one day. So if your implied
volatility is 32%, divide 32% by 16 and you get 2%.
Therefore, in one day there is a 68% chance the stock
will make a 2% move. If you want to know how much
the price could move on a different time scale, the for-
mula is IV divided by 16 times the square root of the
number of days in question. For example, if you want
to know how much the price could move in 49 days,
you take the square root of the number of 49, 7 in this
case, and multiply your 2% against that number, which
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is 14%. Therefore, a volatility number of 32% is pric-
ing in a 1 standard deviation range movement of 14%
up or down over the next 49 days.

What is the practical implication of IV? After all is
said and done, a higher IV means that options sell for a
higher price than if IV were lower, and vice versa. IV
gives you the probability of how far the market should
move up or down in a given timeframe. However, the IV
fluctuates constantly so it has limited predictive capabil-
ity and usefulness. IV does not tell you what will hap-
pen next. This is important to remember. Like all
indicators, IV works until it doesn’t.

IV calculators easily show the odds of whether the
trade should be profitable by a given date.
Unfortunately, the use of probabilities frequently gives a
false sense of security. You look at a trade that shows an
80% chance that the options will expire worthless and
feel as though this is the easiest trade in the world. You
should simply ignore the statistics or think of them as
giving you a false sense of confidence. This is not to say
the statistics are necessarily wrong; it is just safer to not
rely too heavily on any one indicator.

Low volatility today does not mean low volatility
tomorrow. If volatility jumps from 16% to 32%
overnight, and IV moves from predicting a 1% daily
move to a 2% daily move, then the statistics of success
or failure change accordingly and all those high proba-
bilities you were counting on shrink significantly.

Some traders are contrarian in terms of IV. They see
a high IV and think the price will go down or vice versa.
Sometimes that works and sometimes it doesn’t.
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The point is that IV is simply a number. Even though
IV is one of the most important, relevant, and useful
pieces of information, it has limited value because it can
change dramatically from one day to the next. More
significantly, IV provides a critical reference point in
trading options. IV means that an option with an IV of
20% would be less expensive if it were at 15% and
more expensive if it were at 25%. Therefore, as an
options seller, you need a good reason to believe that the
options are mispriced in your favor.

First you need to understand why IV goes up or
down. The answer comes from understanding various
reasons why traders buy or sell options. Your strategy is
to make money from time decay. Some traders buy
options as a leveraged proxy for stocks. Others buy
options as a hedge. Perhaps a trader has a large position
in a particular stock and wants to buy some puts to
ensure profits because he is concerned that the stock
might turn downward. He could just sell the stock, of
course, but he might not want to for various reasons,
short-term capital gains being high among them. He
also might not be convinced that the stock will go down
permanently.

Another trader could be shorting the stock and could
buy calls to hedge that position. People panic more
when stock prices fall because they tend to fall a lot
faster than they rise. So if markets start taking signifi-
cant steps down, traders may buy puts to hedge their
positions, and the more worried they are, the more they
are willing to pay for that protection. This is why
volatility is frequently referred to as a “fear” indicator.
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Actually it is more of a “hedge” indicator and how
much traders are willing to pay for that hedge. Of
course, the “fear” priced in could be under- or over-
priced. This market psychology explains why trading
the math also may mean trading the fear in the market
at the moment.

Imagine having the right to buy fire insurance on
your house even after the fire started. As the fire starts
to spread, the price of that insurance starts to go way
up. You’ll buy that insurance as long as insurance costs
less than the repairs or the house itself. You know you’ll
pay way more for that insurance even to the point of
overpaying.

From a practical trading standpoint, think of IV as a
thermometer that measures actual current temperature.
When it is high the option prices are high, and when it
is low the prices are low. As an options seller, you are
not concerned so much with the amount of premium
you get on the sale. Granted, it feels great to get a 20%
credit on margin rather than 12%, but what does mat-
ter is the percentage change in the volatility. A 20%
credit doesn’t feel so great when the IV moves up 50%
over the next few days.

Volatility also doesn’t give you an accurate indica-
tion of the slope of the price action. If IV stays low, the
stock price can keep rising higher and higher. A low IV
is an indication of complacency. The level of the
complacency can stay relatively stable while the stock
keeps going straight up aggressively.
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CSI: Condor

Since there are options on almost everything, you could
theoretically do condor trades with almost any stock,
index, exchange traded fund (ETF), or future. You need
to narrow down the playing field as much as possible so
your trade has the greatest chance for success. So you
need to work backward and profile what a good condor
looks like and then find candidates that best fit that
model.

First you have to look at which type of underlying
stock is practical for condors. Low-priced stocks are no
good because there are not enough strike prices on the
put side to make a condor work. There could be only
two or three strikes on the put side. The goal with con-
dors is to sell far out-of-the-money options. Low-priced
stocks may undermine this goal.

Low-priced stocks can also move a great deal sud-
denly in both percentage and real terms. A good piece
of news can move a $5 stock to a $10 overnight. A bad
piece of news can take a $10 stock to a $2 stock, and
then there is no way to maneuver or shift the condor. So
the price of the underlying stock or index has to be high
enough that we can adjust the condor, and there have to
be enough strikes with enough value to make condors
viable.

Even if the gap is not merely at the opening but the
stock moves aggressively for several days, the stock
could burst right through one of the strike prices. For
example, Apple closed at 122 on May 22, 2009. It then
proceeded to move straight up for the next nine trading
sessions before closing at 145, a 19% move. That was
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great if you were bullish Apple, but a June condor at 10
Deltas (more about this later) would have had a range

from 105 to 140. A sudden move to 145 would defi-
nitely have ruined your day.

Liquidity requires having plenty of traders on the
other side of the trade. This is especially important in a
fast-moving market. You might try to buy to close your
condor or adjust one of the wings and find that no one
is interested. The more liquid the market, the less this
becomes an issue; for most of the large cap, publicly
traded companies, options trading has plenty of liquid-
ity. This problem is more likely to be seen in low-volume
OTC stocks. Liquidity also affects the bid-ask spread.
You want to trade condors on underlying stocks that
experience a large volume of shares traded each day, and
high open interest, so pricing stays reasonable without
huge spreads between the bid and the ask.

Price of the underlying stock, a healthy number of
strikes, and liquidity are key elements in picking the
condor. You also want some fundamental reason for
picking a stock. A stock whose price cannot be easily
manipulated by large investors is very desirable. It
wouldn’t prevent large moves but it could minimize
their impact on price. One indication that a stock can-
not be easily manipulated is market cap (total dollar
value of all outstanding stock). A company worth bil-
lions of dollars is going to be harder to push up or down
more than a few dollars by any large institution because
there will always be buyers and sellers to take advan-
tage of price action. Large market cap isn’t enough by
itself to make a stock a good candidate, however.
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For example, as shown in Figure 1.9, ConAgra
(CAG) reported market cap of $9.6 billion in August
2010. Over time, the price has stayed roughly in a side-
ways range. For months at a time, it frequently stayed
within a $2 to $7 trading range. (By August 2010, the
1-year range was approximately $19 to $26.)

Source: thinkorswim by TD Ameritrade

FIGURE 1.9  ConAgra graph

At this point, it looked like a good stock for trading
condors. However, from the options profile it didn’t
look as attractive.

The price in Figure 1.10 was $25, right at the $25
strike. There were only two strikes above 25 on the call
side, and neither had any value to speak of even 5§ months
out. The put side was not much better, although a small
bump in value appeared at the September 20 puts. Open
interest (the number of outstanding contracts) was tiny
for such a big company, and the volume was nonexistent.
Even if you could trade a condor, it would be difficult to
get out quickly or make an adjustment in a fast market.
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The fact that a stock is a poor candidate for condors is
because the options prices are conveying important infor-
mation about the future of the price.

| Astals [ CAG Common
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APR <5> MAY <40> JUN <68> SEP <159>
45.0 calls ----ﬂ

35.0 calls
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azs 1160
2220
39 -

Source: OptionVue 6
FIGURE 1.10 Open interest (O.l) and volume for ConAgra

A great deal of current information is available
about market opinion within the options prices that is
not available with stocks. With stocks you merely see a
price and efficient market theory says all available
information is reflected within the price with no indica-
tion of future activity. With options you see a much
richer picture. For every month, the 30 calls were sell-
ing for 0.05. With this information do you think it was
a good time to buy stock in ConAgra? This doesn’t
mean that the stock couldn’t go up, but options sellers
were putting themselves at considerable risk for a mere
five cents if they were wrong. The 20 puts didn’t fare
much better.

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

44 Profiting with Iron Condor Options

Google (GOOG) provides a vastly different example.
As shown in Figure 1.11, the stock was priced at $572.
In August 2010, the company had market cap of $121.2
billion. This is not an easy stock to manipulate.

_[G00G Common
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9300 2510 1920 182 1210 127 347 BJ
520 puts " |IEEN] 1880 1890 173 935 118 1440

2
7650 1130 4140 157 1920 436 160 36 j

Source: OptionVue 6
FIGURE 1.11  Open interest and volume for Google

Liquidity was not a problem because open interest and
volume were very high for Google, true in any month and
at any price. Strikes traded at $10 intervals. Because
Google was priced at a high of $572 in this chart’s period,
the number of strikes to trade condors was more than suf-
ficient. Although not visible here, the range of strikes avail-
able ranged from 350 to 740 for May and to 930 for June.

Even so, the history of Google’s chart in Figure 1.12
reveals some obvious red flags for trading condors. The
price swings for Google have ranged from $747 down to

$250 and back up to $644, a 66% move down and a
144% move up—not exactly a sideways-moving stock.
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Google’s chart shows that even when a company has
high market cap and isn’t easily manipulated, it doesn’t
mean that news can’t have a dramatic effect. In April
2008, Google jumped from a close at 450 up to 535 the
next day, following their earnings announcement, a
19% opening gap as depicted in Figure 1.13. This is not
the condition you want to see when trading condors.

So, are any stocks appropriate for condors? When
news comes out regarding a company, the reaction can
be dramatic and sudden. Earnings reports may cause a
stock to surge or fall apart quickly. Decisions from gov-
ernmental agencies like the FDA affect pharmaceutical
stocks. Regulatory decisions by the EPA or FCC, or the
need to obtain government contracts, all can make or
break a company overnight. Sometimes the timing of
those decisions is known in advance and sometimes it is
not. Other events like a criminal investigation, firing of
the CEO, or a hostile takeover are all unplanned and
unanticipated events. As in the horse-race example, the
jockey on the lead horse could suddenly fall off; then all
the odds and values would change for the other horses.

To review the profile of a company desirable for
trading condors, it should possess all the following;:

* A large number of strikes
® A reasonably high-priced underlying stock
e High liquidity in both open interest and volume

e Price not dramatically affected by specific news
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Many companies have the first three elements but
not the fourth. Some companies are so well diversified
that no one piece of news can brutalize the stock. These
include Johnson & Johnson (JNJ). But they suffer from
not having a lot of far out-of-the-money strikes with
decent value and too few available strikes; so it would
be difficult to trade condors on a large and stable com-
pany like JNJ due to too-low IV, thus too-low option
premium values.

The best way to overcome the news effect is to dilute
it through an index. An index represents a basket of
companies. Sometimes they can be very sector specific
like oil or pharmaceuticals, or they can be very broad,
representing the whole stock market or large swaths of
it. The problem with sector-specific indexes is that an
important piece of news regarding oil can affect the
whole oil sector and move the index dramatically. The
more diversified the index, the greater the dilution
effect, which blunts the effect of the news.

The most popular and traded of the indexes are the
S&P 500 (SPX), which represents the 500 largest pub-
licly traded companies; the NASDAQ (NDX), which
mostly represents the technology sector; and the Russell
2000 (RUT), which represents 2,000 publicly traded
small cap companies.

In the Google example the stock jumped 19% from
one day to the next. In contrast to this large move, the
most the S&P 500 moved from 1990 through 2010 was
up (from close to close) 11%. The most it dropped
was 9%.

How about the other three elements of the profile?
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You want high-priced options allowing you to create
large condors, and you want a large number of option
strikes to give you flexibility. In considering the three
indexes, they all have had historically high prices. The
SPX has the most strike intervals. The actual intervals
are less important than the fact that all the intervals are
heavily traded.

Look at the open interest on these three indexes.
Table 1.1 is a snapshot taken on April 13, 2010, of
about 5§ months’ worth of options. The average, median
(so as to take out the effect of extreme highs and lows),
and highest open interest (to show just how large the
market can be) are presented in Table 1.2. For liquidity,
nothing beats the SPX.

TABLE 1.1

Range Range Strike

Low High Intervals
SPX 666 1,576 5
RUT 324 856 10
NDX 795 4,147 25

Source: OptionVue 6
TABLE 1.2
Avg Ol Median OI High

SPX 42,839 27,551 191,487
RUT 3,909 1,598 21,798
NDX 1,749 629 14,011

Source: OptionVue 6

The profile identifies the best candidates for trading
condors. There are other reasons these are good trading
candidates. You could call these “bonus features.”
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American- and European-Style Options

The most frequently asked question asked about con-
dors is the famous “what if” question: What if the mar-
ket goes through the wings of the condor because of a
crash of some sort? Although serious loss is always a
real possibility, there are ways to help mitigate this risk.
One way is through the diluted effect any one company
or even sectorwide news has on diversified indexes. You
can adjust condors and use exit strategies. Another safe-
guard comes from the type of option you trade.

One danger that option traders are exposed to is
assignment. For example, if you sold a 100 put and the
price dropped right through that strike price to $80, the
person who bought that put from you could exercise his
option right away and lock in his profit. This means he
can buy 100 shares at current market value of $80 and
sell them to you for $100 by exercising the put. The
buyer of the put does not have to wait until expiration
to exercise this right. The vast majority of options are
American-style options, meaning they can be exercised
at any time.

The SPY is an ETF that trades on the exchange just
like a stock and that closely mimics the S&P 500 index.
Its prices are one-tenth of the full S&P. What is nice
about this ETF is that it is very liquid, it’s electronically
traded, and the difference between the bid and the ask
is almost nonexistent. However, the SPY trades using
American-style options. If you sell a condor in the SPY
and the market goes right through one of the wings, you
risk having the options exercised immediately. On the
face of it, this might seem unfair. After all, you entered
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this trade thinking there were probabilities in your favor
that the market would expire within your condor, and
now you are forced to take the loss. Unfortunately, that
is one of the risks of trading American-style options.

There is another type of option called European
style. Unlike American-style options that can be exer-
cised at any time, these options cannot be exercised
until the actual day of expiration. Why is this benefi-
cial? If you sell a 100 put and the price drops to $80,
you still have a month until expiration. This is poten-
tially a huge safety net. Losses can’t be forced upon you
until the last trading day. If you do take a loss, it is
because you decided to buy to close the options at a
loss. However, if you hold on and the stock rallies back
over $100 by expiration day, you will have lost nothing.

Most indexes trade using European-style options,
including the SPX, RUT, and NDX. Nobody wants to
experience the scenario where the price breaks through
one of the wings and one side of the condor is assigned.
European-style options take a shade more risk off the
table because occasionally time does heal market
wounds.

Hedging Effect

Why would buyers overpay for options? So far buyers
look like speculators. They have a directional bias and
buy a call, a put, or some combination thereof. Others
use options primarily as a hedge to prevent significant
losses.
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Why not just use a stop loss that executes at a prede-
termined price and not incur the costs of buying a put?
One reason is that a stock could gap down far below the
stop loss and may execute at whatever the market price
is for that stock. So instead of incurring a 10% loss, you
could suddenly find yourself with a 20% loss.

The other reason not to put in a stop loss is to prevent
a taxable event. If the stock you bought has doubled in
value since you bought it 3 months ago, a stop loss to
protect the profit triggers a short-term capital gains tax.
In that situation buying a put, though costly, is less
expensive than the tax consequences of the stop loss kick-
ing in. The put offsets the loss with increased premium
value, but without requiring you to dispose of shares.

What if you had a portfolio of 50 stocks and you
wanted to hedge the portfolio from a drop in the mar-
ket? You could buy puts on each individual stock. The
fees involved for each transaction would be prohibitive.
And you may not own a round number of 100 lot
stocks for each company, complicating the insurance
put even more.

Many investors watch each individual stock move
up and down in value each day. They know that they
have a “portfolio” but act as though they own a bunch
of unrelated stocks. Their portfolio might be down but
it’s because stock xyz is down a lot and has offset small
gains elsewhere.

The sophisticated investor knows the Beta of his
portfolio. Beta is the relationship of the stock or portfo-
lio to the overall market or S&P 500. A Beta of 1 means
if the market moves up or down 1%, then the stock
should correspondingly move up or down 1%. Apple
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had a Beta of 1.5 at the chart date, so it should move
+(-)1.5% as the market moves +(-)1%. ConAgra had a
Beta of 0.8 so its moves should be less volatile than the
overall market, at about 80%. So if you hold many
stocks in your portfolio, the entire holding has its own
net collective Beta.

You could hedge your entire portfolio based on its
Beta by buying the right number of puts on the S&P
500. You would be wise to always know the Beta of
your portfolio with this hedging solution in mind. It
explains why your portfolio may be outperforming or
underperforming the market.

The Volatility Gap

Even though hedging provides a good reason for over-
valued options, you would still like to see some evidence
that options are overvalued. There is another kind of
volatility, historic or statistical volatility (SV). Implied
volatility is the market prediction of future movement
derived from the option’s price, and statistical volatility
is a measure of past movement. Comparing these two
types of volatility, what was predicted versus what actu-
ally happened, is useful for deciding what underlying
stocks to trade.

It is reasonable at this stage to confirm that in fact
IV is historically higher than SV. After establishing that
this is the norm, you can move forward and feel com-
fortable selling options on the underlying stock. The
past is no prologue for the future, but what you’re look-
ing for is a probability in your favor so that you are
confident enough to commit to trading in the index.
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There are several software tools that can help identify
candidates with a skew between IV and SV. Since you have
ruled out stocks, you are interested only in which indexes
are the most likely to report the necessary skew. The report
shown in Figure 1.14 looks at the past 800 trading days
and divides the average SV by the Average IV. Anything
over 1 in the “Sort Value” column has a favorable volatil-
ity skew. The report confirms that the three indexes have
a historical edge in favor of the seller since the average IV
tends to be higher than the volatility realized.

OPSCAN Report 04721710 @ 21:41
noc C Ophons
Picked by ATVOLS(10)210. IV(100)>1
Sorted by AIVBIDYASV(EOO)
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Including Indexus
The information contained in thiz report is for the private use of
the subscriber only. Make no invesiments based solely on
this repaort. without careful research.
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Source: OptionVue 6
FIGURE 1.14 OPSCAN report
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Why not trade the Yen Index since it is the one with
the best skew? The volume on the Yen and almost all the
other indexes disqualifies them as good candidates for
condors.? Liquidity should never be overlooked whether
you are trading condors on indexes or on stocks.

Of course, 800 days is a long time. How do the dif-
ferent indexes fare in different timeframes? In Table 1.3,
you will find consistency in the volatility skew in favor
of the seller over multiple timeframes (as of 4/21/2010).

The skew does not tell the whole story. Figure 1.15
is a graphical representation of volatility for the SPX.
The lower line represents SV and the upper line repre-
sents IV. There is a consistent gap between the two
types. It looks as though a seller of volatility would have
the edge, and if so it is money in the bank. Looks, how-
ever, can be deceiving.
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Source: OptionVue 6
FIGURE 1.15  Graph of volatility gap tells only part of the story

If you view your trade simply as a volatility trade, the
edge would exist. However, you are selling condors and not
just volatility. Time is also involved and it changes every-
thing. You don’t want to over-rely on the probabilities, and
you need to manage your actual risk very carefully.

2. The only exception is the S&'P 500 futures. Trading option condors on
the S&P futures is doable but is complicated by ever-changing margin
requirements, adding a layer of complication you don’t need.
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TABLE 1.3

SPX

Averages 3 weeks 6 weeks 10 weeks 1.5 years 3 years 4.5 years 6 years

Statistical 10.8% 11.1% 13.5% 29.3% 25.0% 20.2% 19.1%

Implied 14.2% 14.7% 15.8% 29.4% 25.5% 20.8% 19.7%
Source: OptionVue 6

RUT

Averages 3 weeks 6 weeks 10 weeks 1.5 years 3 years 4.5 years 6 years

Statistical 15.4% 15.3% 17.1% 35.1% 30.4% 26.0% 24.9%

Implied 19.5% 19.6% 20.3% 36.1% 31.5% 27.3% 26.2%
Source: OptionVue 6

NDX

Averages 3 weeks 6 weeks 10 weeks 1.5 years 3 years 4.5 years 6 years

Statistical 12.3% 12.7% 15.2% 29.3% 26.6% 23.4% 22.3%

Implied 15.4% 15.9% 16.9% 30.3% 27.6% 27.1% 25.6%
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Not solely depending on a volatility skew is important
because many condor sellers have lost money in this time
interval. How could that be if a persistent skew like this
exists? A market with falling IV is a sign of complacency,
not direction. This complacency doesn’t only mean that
the market is moving sideways. It may also mean that it
is rising. Any gain through diminishing volatility (Vega)
can be overcome through the rapid rise (Gamma) in
price, as shown in Figure 1.16.

Condors were actually a challenge to maneuver in this
environment, and those who did not tread carefully lost
a lot of money. In particular, the market jumps in July
2009 and the market rally from February to April 2010
were frightening for most traders relying on market-
neutral strategies. How to maneuver these kinds of mar-
kets is both interesting and revealing, and is explained in
the next chapter.
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condors, and the SPX, RUT, and NDX are the best

of this group. The two main reasons are liquidity
and their use of European-style options. The greater the
liquidity, the easier it is to execute the trade, and
European-style options increase your safety by eliminat-
ing the risk of early exercise.

Indexes are probably the best instruments to trade

The buying and selling of contracts takes place
through an auction process. The bid represents what the
buyer wants to pay, and the ask is the price the seller is
seeking. There is no right way or wrong way to
approach the bid-ask spread, but how you negotiate the
price will result in different outcomes in your trading.

In an electronic market the difference between the
two can be negligible. Whereas the rest of the trading
world has gone electronic, the indexes are traded the
old-fashioned way, by open outcry. As in the old movies
of the stock exchange, traders are yelling back and
forth, frantically buying and selling with hand signals.
One day these will also go the way of complete elec-
tronic trading, but until then the bid-ask spread you see
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on your screen will unfortunately not always be the
price you can get. There is frequently a large discrep-
ancy in the bid-ask on the computer screen and what is
actually traded in the pit. The computer can show a
spread that is dollars apart when the pit may be dimes
apart. Therefore, the midpoint between the bid and ask
is a good generalized reference for analyzing how trades
work out. The midpoint, where the market is most
likely to trade, is a pretty accurate and usable price.

There is no absolutely right or wrong way to decide
which strikes to use, but remember, not all trades are
equal. Going through the different strategies, you will
decide how to approach the market.

Two Out of Three

Getting into a trade and getting out of a trade is what
condors are all about. Everything that happens in
between is just noise. Each trader has his own style.
Your goal may be to trade as conservatively as possible.
But trading condors is risky business. Even within a
risky strategy, there are different degrees of risk taking.

The inevitable forward motion of time is a two-
edged sword. On the one hand, the longer you stay in a
condor, the greater your potential return. On the other
hand, every day you are in the market is another day
exposed to market risk. Everybody loves reward, but
risk is frightful. An overly aggressive approach to trad-
ing just isn’t worth the sleepless nights.

There are numerous ways to trade condors. Be
aware of all the important considerations before you
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make the trade. Condors are very slow-moving crea-
tures. When you sell a condor, time decay occurs slowly
at first. Don’t make any decision too hastily. Moving in
and out of a trade too quickly is expensive simply from
the bid-ask spread. If the bid-ask spread for a condor is
$3.50-$4.00, then it sells, without negotiating, for
$3.50 but is purchased for $4.00. So if you sold a con-
dor and flipped it immediately, you would be out 0.50
a share. This can be a big loss for simply getting in and
out of a trade. Patience really is a virtue when trading
condors. You have to be patient each step of the way,
whether you are getting into a trade or adjusting a
trade. The only time you should be impatient is when
taking a profit.

Many condor traders are in the market every single
day of the year. This may not be the best approach but
it is a legitimate strategy for some. You can make or lose
money only if you are in the market. The strategy of
staying in the market as little as possible and maximiz-
ing profits as much as possible is the most desirable.

Successful trading is all about having a plan.
Without a plan you become victim to the two killers of
all trading, greed and fear. Let the plan make the deci-
sions instead of greed or fear making them. Trading
plans may be prepared in advance not as a decision
model but as a reaction model, which lets you take
advantage of greed and fear in other traders. All aspects
of the trade, entry, adjustment, and exit, are conscious
tactical and strategic reactions to the market.

Trading works best when it is set up as a reaction to
the market. As much as you want to, you will never be
able to move the market one way or the other through
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sheer force of will or prediction. Confidence or worry
will not have any effect on either the market or your
success. If you keep this simple fact in mind, your expe-
rience will be a lot less stressful. Proper planning is sim-
ply making decisions in advance so that you can react
appropriately when the time comes.

The only time in the trading process when you do
not simply react to market conditions is when you enter
the trade. Therefore you need to define your conditions
for waiting for the right moment, entering a trade, and
committing yourself. Because you choose the when and
where of your point of entry, you have the leisure to
make sure your trade fulfills all your predetermined
conditions so that you don’t have to compromise on
your goals.

When entering a condor, you hope that the market
will stay range bound (1) within your wings long
enough (2) to make the profit (3) you seek. Knowing
what you want, “range bound,” “long enough,” and
“profit,” defines the trade. There are three considera-
tions when selling condors:

1. Time
2. Position

3. Price

A perfect condor strategy is one in which the trader
knows exactly how many days away from expiration he
should put in his trade, exactly which strikes to sell in
his vertical spreads, and the correct amount of credit he
wants for the trade. Of course, this never happens
because you can never purposely get every decision right
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in advance. To make a profit with condors, think of
condor trading as the “Art of the Imperfect Trade.” You
don’t have to be exactly right, just approximately right.

Unfortunately, these three conditions are frequently
intertwined and it is difficult to consider one without the
other two. Since volatility is the wildcard in options trad-
ing, you will not know whether your trade met all three
conditions perfectly until after you are out of the trade.
Staring at the choices in front of you prior to making a
trade, you will frequently find that the best you can do is
to compromise and choose two out of three of these con-
siderations for your condor. The question is which two
out of three?

Time

The heart and soul of a condor trade is time decay or
Theta. The immediate enemy of Theta is volatility or
Vega. If you choose to sell a condor with an expiration
date 6 months out, a lot of things can happen. If the
price does nothing, time decay will progress at a nice
clip, but if there are sudden price movements, especially
on the downside, the position could start losing value
very quickly.

What does it mean when a condor is losing value?
You sell condors for one price. If the value of the con-
dor goes up because of volatility, it can become more
expensive to “buy” back the condor you sold. In that
case you would have sold high and bought higher.
Although not always avoidable, this is a scenario you
want avoid as much as possible.
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There is an important give and take between Theta
and Vega. You don’t want to go so far out in time that
the initial time decay is too small for the risk involved.
A jump in volatility or Vega would devour any time
decay you accumulated and then some. All of a sudden
you could find yourself with a condor already in the red
with such a small Theta that you are barely whittling
away at the loss caused by the increase in Vega. On the
other hand, you don’t want to sell a condor too close to
expiration because value could be too low to get a
decent premium; then you run the risk of the price
falling outside of your price ranges.

Table 2.1 gives a snapshot of three different condors
and expirations. The only thing they have in common is
that the Deltas of the options sold are approximately 10.

TABLE 2.1  Comparing Condors with Equivalent Deltas and
Credits with Different Times to Expiration*

Puts 1100/1105, Calls 1220/1225, Credit $10S, Expiration 17 Days

Theta 4.48
Vega -11.90
Puts 1055/1060, Calls, 1255/1260, Credit $99, Expiration 45 Days
Theta 3.52
Vega -11.72
Puts 1025/1030, Calls 1275/1280, Credit $130, Expiration 73 Days
Theta 1.39
Vega -11.81

*May 4, 2010, VIX 25, S&rP 1168, Margin requirement $500.
Source: OptionVue 6

In all three examples, the Vega told you that with
every 1% increase in implied volatility, the condor
would gain $11 in value. Since you want the condor to
lose value, anything that makes it gain works against
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you. On the other hand, Theta told you how much
value the condor would lose per day just from the pas-
sage of time. Your goal may be to keep only one-third
of the initial credit and then buy to close the condor. Use
this “keep one third as profit” as your objective to eval-
uate the three approaches.

Start with the furthest example, of 73 days. With a
Theta of 1.4, it would take about 30 days for the con-
dor to deteriorate $43, or one-third of the initial credit.
Keep in mind that Theta is not constant but normally
increases quickly over time. Theta is kept constant in
this example to keep things simple and to highlight the
relationship between Theta and Vega. With 73 days
remaining, you have about an 11-to-1 ratio. A 1%
increase in volatility would eat up 11 days of time
decay. What you lose in Theta, however, you gain in the
size of the condor, which is 245 points from side to side.

The second condor with 45 days has a different ratio
profile of 11 to 3 with a spread of 195 points from end to
end. For the third condor, with only 17 days remaining,
the Vega-to-Theta ratio is 11 to 4 but the condor is only
115 points wide. The closer you are to expiration, the nar-
rower the ratio of Vega to Theta becomes, which is posi-
tive, but it comes at the expense of the condor’s size.

At what point does the Vega-to-Theta ratio become
too large? Your goal is to capture relatively small prof-
its and give up the rest, hopefully in a 2- to 4-week
period. Sometimes this is just as possible with a longer-
term option trade as a shorter-term trade. If Theta or
Vega were your only concerns, you could just sell con-
dors as close as possible to expiration. Although this
strategy is doable, it is not recommended.
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The flip side of a problem can present an important
and significant opportunity. Emphasis has been on the
effect of volatility rising on your condor. What happens
if there is a 1% decrease in volatility? On the 73-day
trade, a 1% drop would give you an 11-day head start
on your condor. A drop in volatility translates to a
quick profit. This is not an unlikely occurrence. The
advantage of not being in the market every day of the
year is that you get to wait and pick your entry points.
If you spot an unusual spike in volatility on a particular
day, it might be a great time to sell a condor. When
volatility goes up, prices also go up. If the market settles
down after it digests the news that caused the spike in
volatility, then volatility will also settle down. Lower
volatility leads to lower option prices. In this scenario,
you could potentially sell a condor on a volatility spike
and even buy to close the same day and make a nice
profit. On the other hand, just because volatility jumps,
it doesn’t necessarily mean that volatility will go back
down immediately. Very frequently a jump in volatility
is also a precursor to a few more large moves in volatil-
ity. Either way, it’s a chance you take. Usually, the odds
are in your favor if the market panics and overreacts.

So how far out in time should you go to place the
trade? There are a lot of potential trading rules for how
many days away from expiration you should pick.
Many of these ideas work most of the time. For exam-
ple, many traders jump back in the market the day after
expiration. The overabundance of buyers can have a
dampening effect on the prices, so it might not always
be a good time to enter the market immediately after
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expiration. Unfortunately, the most favored trade is
about a month from expiration. From the Vega/Theta
perspective this seems to be the most favorable.
However, when things go wrong and market prices start
flying all over the place, adjustments to an open condor
can get pretty scary and expensive. You might find your-
self at the whim of the market during expiration week
feeling like a day trader praying for the right opportu-
nity to get out.

Other timeframes work better from a risk-management
standpoint. For instance, a condor could be placed the
Friday before the previous month’s expiration, so, depend-
ing on the length of the period between expirations, that
could be anywhere from § to 6 weeks out in time. Getting
in between 7 and 8 weeks from expiration also may be
advantageous based on the balance between time value
and time. You can’t always use an inflexible rule for tim-
ing because there are too many other considerations, such
as volatility, price, and position.

Going out more than 70 days brings in a great deal
of Vega risk relative to Theta. What reason would there
be to trade that far out? One scenario is when volatility
is very, very low during a sustained market rally. Since
sharp rallies are suspect because of the adage and expe-
rience that markets don’t “fall up,” you might believe
that the rally looks too vulnerable and you then fear
that the market could correct sharply. You could wait
for that correction to happen but you might end up
waiting a long time. In the market rally of 2009-2010,
price knew only how to go one way: up. Many condor
traders with their rules to trade just a few weeks away
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from expiration had condors that were too small, and
they ended up losing a lot of money as the market “fell
up.” If the market is trending, make sure that your con-
dor has room to accommodate both the trend and a
sudden reversal. If the condor is too small for your
tastes 6 weeks out, consider the next month’s options,
which might take you out 10 weeks instead.

How about when the volatility is very high as in a
falling market? If you catch the end of the downtrend,
you might get the best of both worlds, selling high
volatility in a consolidating market. Then you get the
benefits of falling volatility and time decay. The other
danger is when the market rebounds up too quickly.
This is called Gamma risk and that can overcome both
Theta and Vega.

It is misguided to assume that there is a best number
of days before expiration to place a trade. The best rec-
ommendation is to stay away from any trade less than
5 weeks away from expiration and preferably enter
longer-term trades. Not trading until the right opportu-
nity comes along is a key part of the trading strategy.

Position

The element of time is a primary concern to clarify the
“when” of putting on a condor trade. Now you need to
decide the “where” of placing the wings of your condor,
which is going to take a bit of educated guesswork
about future market behavior. Fortunately, that guess-
work can be off the mark and still end up profitable.
There are three methods for predicting future market
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behavior: fundamental analysis, technical analysis, and
volatility analysis.

Before prognosticating, make a real effort to con-
vince yourself that any idea or claim that suggests an
edge in direction derived from analysis is wrong. There
are just too many variables. Use charts and the news to
get a sense of market direction and the strength of that
direction, however, also trade based on assuming the
worst in either direction. Not having an opinion about
market direction is harder than you think. It means
assuming that all the websites and news outlets could be
wrong.

Behavioral finance teaches that the average person
thinks he is smarter than the average person. The ordi-
nary investor also tends to attribute his profitable trades
to intelligence and hard work. Losses, on the other
hand, are attributed to bad luck. The sad truth is prob-
ably just the opposite. Success for most is more likely a
matter of luck, whereas failure is the result of poor
judgment. Remember, even smart people get it wrong
regularly. This is why condor traders try to move the
odds in their favor as much as possible without basing
their trades on their own abilities. That way, even when
they are wrong they can make a profit.

Fundamentals

The traditional way to form an opinion about the mar-
ket is to use fundamental analysis. Using a variety of
analytical methods to understand the underpinnings of
the economy, politics, weather, and everything that
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makes the world go around, economists try to predict
future market behavior. Fundamental analysis is of lim-
ited use to condor traders because condors require
short-term trading and fundamentals are better applied
to long-term investing. You don’t really care about the
long-term health of the economy as far as your trade is
concerned. You’re interested only in the stability of the
stock’s price over the next 2 to 4 weeks. Stability does
not mean merely staying in a narrow range. “Stability”
means price is stable enough to stay in the profit range
of your condor. So if your condor is 300 points wide,
the stability we’re ultimately looking for is limited to
300 points. Fundamental analysts are usually longer
term in their projections, which really doesn’t help you
at all. Typically, only truly unexpected news rocks mar-
kets. You know you are a victim of fundamental analy-
sis if you are watching CNBC all day or if you have
subscribed to several newsletters all with the goal of try-
ing to understand “why” the market moved a certain
way and “why” it is going to move a certain way in the
future. Even floor traders frequently don’t know why
the market is moving one way or another on any given
day. Just because an “expert” conveys his opinion with
absolute confidence does not make him correct.

As mentioned earlier, try not to have too strong an
opinion about which way the market is going to go.
This is not to say that you should be oblivious to the
news. You should have a general sense of the financial
mood so you can prepare for the worst. With funda-
mental analysis you are looking for anything that smells
of systemic risk. The kinds of news events that have a
pervasive effect on the economy and that have no easy
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fix, such as bank failures and wars, are the kinds of
things you can’t ignore and what are termed “sys-
temic.” A bad unemployment number or GDP can have
a strong effect on the market but the market will
recover. With systemic risk, you never know when the
problem will be solved, how the “fix” will be received
by the market, or just how big the problem may
become. Government intervention was the catalyst for
pivoting the market straight up after the slide in March
2009. This was completely unpredictable. The subse-
quent market rally was suspect for months. Hedge
funds were not making any money because they were
shorting the market all the way up and then covering
their shorts.

Reading the Wall Street Journal, Barron’s, or
Business Week may just get in the way of your decision-
making process. Remember, you are trading the mathe-
matics of options and that takes precedence over
opinion. One guaranteed way to lose all your money in
the market is to follow the opinions in the news. Bears
and bulls are always right, eventually, like a broken
clock. But you are an options trader and for you timing
is everything. Even if the Bear or the Bull is correct,
what really matters is when he is correct. Having an
opinion might work well for a buy-and-hold investor,
but being right at the wrong time is the kiss of death for
an options trader.

Charts

The next and most popular way, since it seems the eas-
iest, is to look at charts. Everybody looks at charts. The
dilemma, of course, is deciding whether the charts are
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conveying any meaningful information. The lure of
chart or technical analysis lies in a fundamental prob-
lem, the human brain. Perhaps the greatest strength and
simultaneous weakness of the human brain is its hard-
wired tendency for pattern recognition. We spot pat-
terns even where none exist. Thus the expression “the
trend is your friend” can be a deadly trap. However,
there is another school of technical analysis that is con-
trarian, believing every trend ends in a reversal, which
is eventually correct, and that by the time you see the
trend, the trend is over. How could they both be right?
Finally, if any of these ideas really worked, wouldn’t
everybody do them? We would all turn on our comput-
ers and program them to do the exact same trade
according to the same set of rules. Of course, then noth-
ing would ever happen because we would all be buyers
or sellers at the same time.

Not all technical indicators are created equal. There
are some indicators that reveal what should happen and
others that reveal what is happening in an informative
way. The better volatility-based indicators reveal the
statistical significance of a particular price move relative
to previous price moves. Jeff Augen in Volatility Edge
developed a great indicator that looks at the standard
deviation of the change of the price.! Because options
are all about volatility, it makes sense to use some type
of volatility indicators.

1. (C-C[1])/((StandardDev(Log(C[1]/C[2]), 20, 2 ))*C[1]) where C=Close
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One of the most popular statistical indicators is
Bollinger Bands. The bands illustrate a 2 standard devi-
ation move up or down, based on a 20-day moving
average of price. Price has a 95% statistical chance of
remaining within the range. Bollinger Bands can be use-
ful in a sideways market when the bands are above and
below the price range. But when the price trends sharply
up or down, the bands can be to the left and right of the
price, which is not helpful when you’re trying to iden-
tify a range. Prices that break out of the bands tend to
find their way back. This is not true every time because
Bollinger Bands are a lagging indicator, and if there is a
dramatic shift in market sentiment price can travel a
long time along the upper or lower band.

A volatility chart, which is different from a price
chart, can be created for every stock or index. Options
software or some online sites will do this for you.
Bollinger Bands can be created around these volatility
charts. Since the volatility of a stock is assumed to be
relatively steady over time, any big changes in volatility
are also assumed to be temporary and will eventually
revert to the norm. So big volatility spikes through the
Bollinger Bands can be viewed as temporary aberrations
and will revert to the mean. Pure volatility traders seek
these spikes to sell options and buy to close when
volatility drops.

One popular measure of the volatility of the S&P
500 is the VIX. When it comes to implied volatility,
traders usually refer to the volatility of a specific strike
price at-the-money, in-the-money, or out-of-the-money.
At-the-money call option volatility is the usual reference
point when referring to a stock’s or index’s implied
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volatility. The VIX was designed by the CBOE as a
weighted average of out-of-the-money calls and puts,
reflecting volatility for the entire S&P 500. Using
Bollinger Bands around the VIX can also signal whether
the volatility you sell is cheap or expensive. If the price
touches the lower end of the Bollinger Band and the
working assumption is that volatility reverts to the
mean, then you may wait to sell options. If price breaks
through the upper Bollinger Band, this might be a great
time to sell options, because when volatility reverts to
the mean, you can make a quick profit on the move in
volatility. This is not a hard-and-fast rule; market con-
ditions may have changed and the VIX may be steadily
going down, which is what it did for most of 2009, or
perhaps the market is crashing and the VIX is heading
in a new direction as it did in 2008. Keep an eye on the
VIX as one of many tools in the toolbox for getting a
sense of the market.

Another good use of the VIX is to review the VIX’s
option prices. The cost for an at-the-money put and call
should be assumed to be about the same. If you see a big
difference between the two, it might be a hint of things
to come. If next month’s at-the-money prices are sub-
stantially higher than this month’s, indicating potential
large drops in the future, that is another useful hint.

Some indicators are designed to reveal the behavior
of buyers and sellers through the flow of money. The
indicator developed by Pascal Willain in Value in Time
(Wiley, 2008) is particularly useful. The Market Profile®
is another useful indicator. Instead of expressing price
action through a standard graph, it shows you how
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price is distributed throughout a time period. These
types of indicators are used to give you insight as to
market behavior and money flow but are not predictive.

Support and resistance lines are very useful but not
specifically as support and resistance. They are useful if
you consider them as magnets. Markets tend to move
quickly to test previous highs and lows. The underlying
reason is probably due to the volume of stop and buy
orders at round numbers or previous highs or lows.
Imagine if the S&P bounced off of 1,100 once before
and is now headed in that direction again. There are
probably many investors who are short the futures with
triggers in place to buy them to close at 1,100, and there
are many other sellers ready to sell who think that this
time price will fall through support. Whether price falls
through support or not, one side is going to make
money quickly while the other side will have to quickly
cover his position. Either way, it is best to look at sup-
port and resistance lines as magnets that can draw price
action in a certain direction. After a support line is bro-
ken, it tends to become resistance and vice versa.
Support and resistance lines also explain why markets
tend to move in steps rather than straight lines.
Expiration dates for options also influence the market
with stock prices moving from strike to strike the closer
you get to expiration.

Delta

One of the options trader’s favorite tools is Delta, which
is also a function of volatility. (Are you starting to see a
pattern? Everything is a function of volatility.) To better
understand Delta, imagine the probabilities of a single
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stock trade. If you buy a stock, you have a 50/50 chance
that the stock price will move up. Delta for the at-the-
money call and put is approximately 50%. Because of
this, option traders think of Delta in terms of percent-
age probabilities as a rule of thumb. Delta represents a
degree of value of a contract gaining or losing value for
a $1 move. If you buy an at-the-money call with a Delta
of .50, then if the stock goes up $1 the value of the con-
tract will go up 50 cents. If it has a Delta of .10, it will
go up 10 cents. What Delta will be for any given strike
will also depend on current implied volatility. If volatil-
ity spikes, a given strike may jump from a Delta of .10
to .20, doubling your risk in a $1 move.

The beauty of Delta is that the market tells you
specifically what it thinks are the probabilities of a spe-
cific price being reached on expiration day. No techni-
cal analysis or fundamental analyses are needed. The
prices of the options and resulting “odds” are set by the
marketplace. Real traders are putting real money out
for options. It is not conjecture or theory. There is no
need to seek meaning from a graph or speculate about
the Fed’s next move. All those concerns and studies are
priced into the option. Delta is the best forward-looking
indicator and it is made in real time. It is not a result of
moving averages, support/resistance lines, retracements,
waves, cycles, or anything else. It is set by traders.
Unfortunately, just being the best indicator does not
mean it will be accurate. Delta gives you the market’s
best guess at a specific point in time.
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Delta is not symmetrical between the calls and the
puts. Stocks and indexes fall far faster and steeper than
they climb. So a strike at Delta 10 should be much fur-
ther away on the put side than the call side, reflecting
the fear that markets make larger moves more quickly
on the way down.

Figure 2.1 illustrates both the skews in the Deltas
and the effect of volatility on the Deltas. Both examples
are from the S&P 500 (SPX), and they both have 28
days until expiration. In the example on the left, the
S&P was at 1,212 with the VIX at about 16%. On the
right the market was at 883 with a VIX of 77%.

4/23/10 VIX 16% 10/24/08 VIX 77%
Actuals <OX Index SPX Index

L 1212.44
JUN <56>

120850 +6.75

080 11.7% 5.32
110 11.4% 6.98

170 11.8% 40
195  11.5% “m
250 11.4% i

330 116% 176
410 116% 213
560 120% 254
BB0  11.9% 298
750  155% =201
690 162% -176
610  165% -154

930 554%
6.00  521% 8.95
1140 57.1% 965
1120 55.7% 10.4
1190  85.7%

1300 56.3%
1310  B53% 128
1490 B6.8% 136

1010 86.1% -126
980  897.0% -122

930  992%  -117
560 17.0% 320 99.0% @
470 171% @ 840 983%  vo
430 176% : 800 988%  -105

400 182% -8.92
370  188% -7.79

8.50 102% -0
7270 101% -9.72

Source: OptionVue 6

FIGURE 2.1 Comparing condors with equivalent Deltas but
different VIX
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The Delta 11 in both cases was not equal distance
from the actual price. The distance from the actual price
is both quantitatively and qualitatively different. The
example on the left represents an extremely calm mar-
ket, with VIX of 16%; the example on the right, with a
VIX of 77%, was of historic proportions. What was the
options market telling you?

The market on the left was relatively unconcerned
with big moves to the market in either direction. The
1,260 call at Delta 11 was only 48 points (3.9%) away
from the actual price, and the 1,155 puts were just 57
points (4.7%) away. Here you see the distance from the
price for both the call and put, skewed so that an equiv-
alent Delta 11 on the put side was farther away than the
Delta 11 call. This skew is normal because traders know
that markets fall faster than they rise; therefore, equiv-
alent Deltas would be different distances from at-the-
money options.

It might seem that the market on the left with the
lower volatility was telling a completely different story
than the market on the right with the higher volatility.
After all, on that day the S&P was 883, the Delta 11
calls were at 1,035, and the Delta 11 puts were at 620.
The calls were 152 points or 17.2% away from the S&P
price. The puts were 29.7% from the price. The options
market was telling you that it expected big moves in
either direction. So the two markets were dramatically
different in terms of what they projected in potential
moves. Yet a Delta 11 is a Delta 11. The Delta can
change just as market expectations change, so the fact
that Delta is the best forward-looking indicator is of
limited value for predictive accuracy.
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In deciding the position for the wings of your con-
dor, consider the three sources of information: funda-
mental analysis of the market, charts, and what the
options prices reveal about volatility—but not in that
order. Always start with what the options are telling
you both in the price and in volatility charts. Then
examine the charts. Then look at fundamental analysis.
Why do you leave fundamental analysis to last? Because
this is the least useful criterion for judging market
volatility and direction in your limited trading time-
frame.

Starting with price, you want your condor to have
short strikes as far out as possible. You may focus on
the Delta 10 of both the put and call short strikes. A
Delta 10 says that a $1 move affects the price by only
10 cents per $1 market move. You can sell under Delta
10, but not too low, is optimal. If you sell Deltas that
are too small you end up with too small a credit for
both volatility and dollar risk, you will find yourself
waiting longer to get the profit you need.

With Delta as your anchor, you can next look at the
charts. Will Delta 10 place the short strikes outside
some previous lows and highs or other strong support
and resistance levels? Is price trending strongly? Is
volatility declining or rising? Is institutional money
flowing in or out of the market? Is the price moving in
or out of the Bollinger Bands? These are some of the
basic technical questions to consider when deciding
where to place price goals.

Fundamental analysis is probably the last piece of

information you need to review. Every trader needs a
cursory understanding about why prices might spike.
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Was it an unexpected earnings report? Did the Euro
crash? Maybe an election result? GDP? Unemployment?
All of these and more can cause a sharp move in the
stock price, and not necessarily the one you’d expect,
but the lasting consequence of news varies greatly. On
May 21, 2010, the S&P had one of its worst days ever,
dubbed the “flash crash.” It dropped 100 points in one
day and then bounced back 60 points. You can’t look at
something like this from a pure volatility and technical
point of view. What was the news? Everybody was con-
cerned the euro was going to crash. There may have
been a computer problem that created a 60-point swing
within 15 minutes. Over the next weekend the E.U. put
forward $1 trillion to shore up the Euro and then the
market gapped up 50 points. You can’t always know
why these kinds of moves are happening, but you can
understand the basic dynamics and effects of volatile
market moves.

Price

The third critical piece of information to consider after
time and position is the credit you collect for selling
your two credit spreads. A condor 200 points wide
gives you very different credits if the expiration is 2
weeks from now versus 1 month, 2 months, or longer.
The amount of credit you receive is proportional to the
amount of risk you are taking.

Credit should be evaluated of as a percentage of total
margin at risk. For example, you are using $10,000 as
margin to sell your condor and you receive a credit of
$1,000. If you keep the condor through expiration and
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it expires worthless, you keep the $1,000. If the price
expires outside the wings, you might give up the
$10,000 but keep the $1,000 so, technically, you are
risking only $9,000. Think of credit as a percentage of
total margin and ignore the credit you receive as a mit-
igating factor in risk. You have no intention of keeping
the entire credit anyway, and what you are interested in
is what kind of return you make for the margin you are
putting at risk.

Since you are going to examine trading the SPX, you
also need to know how far apart the strikes should be
for each spread. For instance, if you sell a call at 1,200,
which call do you buy? The 1,205 or the 1,210, for
example? A popular approach is to buy the next strike
out, or the 1,205.

With the SPX the greatest liquidity is found at the
strikes every quarter step, meaning 1,200, 1,225, 1,250,
and 1,275, for example. The greater the liquidity, the
tighter the bid-ask spread.

Another advantage to trading the quarter strikes is
less obvious. When you enter the trade when the mar-
ket is at a quarter strike, you will find it easier to bal-
ance the Deltas when your short strikes are also at
quarter strikes. This one observation allows you to take
your time before entering a trade rather than jumping in
too quickly or at the wrong price point. The SPX has a
tendency to gravitate to these prices precisely because of
the greater liquidity in options, futures, and ETFs. Since
everybody is more interested in these prices, you may be
too. You will want to trade with the institutions in this
case and not against them.
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So if you sell a single spread on the SPX consisting of
short 1,200 calls and long 1,225 calls, the margin on
that spread is $2,500. An identically spaced spread sold
on the put side, such as short 1,000 puts and long 975
puts, requires the same $2,500 margin. You may be able
to use the same $2,500 to margin both spreads.? With
the index options this makes sense. Since they are
European-style options and can be exercised only at
expiration, the price can “lose” only on one side of the
condor or the other.

What strikes will you trade and how far apart should
they be in order to have a consistent basis in price?
Every $0.25 credit you receive for selling your condor is
equivalent to 1% return on margin. Therefore, $1 is 4%
credit, and $2 is equal to an 8% credit.

Knowing in advance what kind of return you expect
is crucial in determining what kind of credit you need to
receive to start out. If you wanted a return of 4% on the
trade, and you sold a condor for $4, you would “buy”
back the condor at $3 and keep $1, making 4%. In this
example the condor would have to decay only 25% in
value to move from $4 to $3. What if you sold the con-
dor for $2? Then it would have to lose 50% in value in
order to get the desired return. If your goal is to expose
yourself to the market as little as possible, you would
want the position that will decay the quickest to achieve
your goal.

2. Review your broker’s margin policies.
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Putting It Together

A condor decision is based on time, position, and price.
How far are you trading from expiration, which strikes
are you selling and buying, and what credit are you
hoping to earn in order to achieve your return on mar-
gin? The following is the best of each condition:

e Position: The Delta 10s are well outside previous
highs and lows. Charts are not trending strongly in
either direction. The news is good and everybody is

happy.

® Price: You could get a high credit of $5 for this trade
equal to 20% of margin. Volatility, which has been
trending nicely on the downside, just had a 1-day
spike.

e Time: Expiration is in 4 to 5 weeks.

The reason this particular setup is difficult is that the
objectives can be mutually exclusive.

Choice #1: If you want a short expiration window,
you usually sacrifice position or price. The shorter the
time until expiration, the smaller the condor becomes.
Or you can have the Delta 10 and the short expiration,
but you probably won’t get your credit goal.

Choice #2: If position is your main concern and the
Deltas have to be 10, the problems are switched around.
You can have Delta 10 and the short expiration but will
probably have to sacrifice the high credit. Delta 10s
might be possible with the high credit but not in the
short expiration.
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Choice #3: The last scenario is insisting on a high
credit when selling your condor. A high credit is possi-
ble in a short expiration but not with the strikes so far
away at Delta 10. You can still obtain a high credit with
Delta 10s, but you will probably have to give up on a
short expiration.

The constraints placed on the trade created the situ-
ation in which obtaining all three conditions is difficult
if not impossible. You need to prioritize what you want
in the trade. This defines what is most important to you.

Any of the above strategies is fine. Each has
strengths and weaknesses. If you want the Delta 10s
and rapid time decay, you may trade anywhere from 3
to 5 weeks from expiration. You might conclude that
the best approach is to start with price, then look at
position, and finally look at time.

Price is your first consideration because you want to
capture a portion of the credit but not all of it. Keeping
one-third or one-quarter of the credit is much easier
than waiting long enough to capture half of the credit.
The object is to make money and get out of the position
as soon as possible.

Position is, therefore, directed by price. If the posi-
tion is at Delta 10s and it can’t provide a minimum
credit, you need to either wait until it does or trade the
farther-out month. Position is also nonnegotiable.

Time is negotiable. The market doesn’t care about
your condor. If your range is too narrow because you
wanted short time decay or a bigger credit, the market
will have no mercy. Time is the only constant in trading
condors. When things go wrong, time works against
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you if there is not enough of it left. Consider keeping a
“reserve” of time in your trade so that you have enough
of it to make adjustments if necessary. Your “account”
of time will deplete, so make sure you have enough and
use it wisely.

Since this is a time-decay strategy at heart, why is
time your final consideration and not your first? Time is
a two-edged sword. You are asking the market to
remain relatively stable for a number of weeks. The
sought-after stability can be met with a sharp move in
the market in one direction or the other. When sharp
moves occur, you want to be able to adjust your condor
to conform to the new reality and protect your princi-
pal. The ability to adjust is a luxury derived from addi-
tional time. The larger window of time remaining until
expiration also allows you to decide when to remove or
adjust your trade. As expiration looms, your timetable
for making a decision dwindles and the market makes
you either remove the trade for a potential loss or stay
through expiration.

Why Enter a Trade?

There is one more consideration: What is your reason to
enter a trade? Why do you want to sell a condor? Are
you seeking monthly returns? Are you looking for the
shortest trade possible? Are you looking for the highest
returns possible? Your motivation will determine the
“why” of entering a trade.

If your motivation is monthly returns, don’t trade at
all. You can’t force the market to give you monthly
returns, but you can try to take advantage of every expi-
ration period to sell a condor. In this scenario you look

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

86  Profiting with Iron Condor Options

for a window of time of 6 to 12 weeks out from expira-
tion. A relatively large down day is an excellent oppor-
tunity to take advantage of higher prices and sell from
the increase in volatility. It is always better to trade out
of opportunity, not necessity.

A good strategy, therefore, is to enter a trade is to
wait for a jump in implied volatility measured by the
VIX. The premise behind this entry is that volatility will
revert to the mean, so you can take advantage of the
drop in Vega and make a quick profit. This is not the
same strategy as time decay. The goal here is to make a
volatility trade. If it fails, the volatility trade can revert
to a time-decay trade. The Vega effect will be largest the
farther out in time the trade is from expiration, but
going out too far in time is risky because further
increases in volatility can work sharply against you.

There are different ways to measure a significant
jump in the VIX:

e The jump can be in percentage terms relative to the
previous day. So you can set a rule that you will sell
a condor only if the VIX jumps 10%, 20%, or 30%.
Where you set this bar determines how frequently
you trade.

® You can set your standard as a break in the upper
Bollinger Band on the VIX, which, in a stable mar-
ket, could be a much smaller number than the per-
centage guideline. If the market has been calm,
breaking the upper Bollinger Band may not be that
useful.
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e The third approach is to measure the standard devi-
ation in the change in the price of the VIX or the
S&P and decide to sell only if the change is greater
than 2 standard deviations.

e The best entry is found when a combination of the
preceding factors converge at the same time.

In Figure 2.2, a spike in the price and the VIX
through their Bollinger Bands marked a turnaround for
both the VIX and the S&P. The spike in the bottom part
of each chart was measured in standard deviations, so
both the VIX and the S&P moved more than 2 standard
deviations relative to previous price moves. They also
broke the Bollinger Bands in both charts, more than 2
standard deviations from the 20-day moving average.

The S&P moved from 1,040 to 1,100 within 10
days, which is 5.8 %, while the VIX dropped from 31 to
23, a 25.8% drop in volatility. Gains made from drops
in volatility like this almost always outpace losses from
the quick move in price. That advantage can evaporate
if you wait too long and the price continues to rise; then
you become a victim of Gamma.

These volatility rules are less concerned with a spe-
cific number of days to expiration as the determining
factor for entering a trade, and more focused on volatil-
ity as the buzzer for entry. You may have to be quick on
the trigger to make this work optimally. A trading day
may start with a great deal of volatility at the open,
blow through Bollinger Bands and show a statistically
significant price move, and then wilt away after the first
half-hour of trading.
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VIX: BB and Statistical Spike

Source: thinkorswim by TD Ameritrade

FIGURE 2.2 VIX and S&P spikes
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Indecisiveness or hesitation leads to lost opportunity.
If you wait to see whether more volatility will enter the
market, hoping for a better price, it might be a long
wait. The old cliché that you can’t time the market is
not just true, but absolutely and completely true. If you
get the best price through timing, you were probably
just lucky. If you know what price you want in advance
and you get it, you have to recognize that it was good
enough and move on.

Rules for Putting on a Trade

Patiently waiting to put on a trade allows you the lux-
ury of being choosy. There is no requirement to get into
a trade, so use the flexibility to choose a trade that has
a high probability of success but also reflects your own
risk profile. Regardless of the trigger you use to enter a
trade, you still need a set of rules to guide your condor
decisions, keeping in mind all the issues in play. What
follows is one set of rules for putting on a trade that has
worked in good times and bad:

1. Get a minimum of $3 credit or greater for the trade,
which is 12% return on margin. The smaller the
credit you start with, the longer you will need to be
in the market to get the return you expect.

2. Deltas should be 10 or less if possible but never
greater than 12. You may be tempted to look at the
charts, eyeball support and resistance, and set your
condor accordingly. Don’t do it. Believe what the
options market is telling you. If the market reveals
that a price has a Delta of 10 and another has a
delta of 18, don’t think the price will never get to
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the 18 level. Because of the nature of Delta, the
potential losses will also grow very quickly.

3. Expiration day must be no closer than 49 days. If
volatility takes a huge jump before day 42, consider
it, but prefer to trade the month farther out.

4. The call short strikes should be at least 100 to 125
points higher than the current price, and the put
short strikes should be at least 125 points lower.
These numbers put a straightjacket around the
other conditions. In volatile markets where sudden
large moves are not completely out of the ordinary,
if you have well over 100 points in each direction,
you build in a cushion. Some people have said, “The
market will never move 150 points.” That’s not the
point. You don’t even want to get close to your
short strikes. If you are within 50 points, you need
to consider adjusting your position.3

5. Trade when the SPX is at a quarter price. This is a
constraint that helps your trade. It balances Deltas
since your strikes are also at quarter prices. If the
S&P is at 1,115, Deltas are not balanced the way
you’d like and you don’t have a good sense of which
way the market will be going. When the S&P
reaches a quarter point price, there is a good chance
that the price will be revisited even if it shoots
through it.

6. Get in on a day when the volatility is spiking up
(that is, a down day).

3. By the way, these size condors will obviously need to be reassessed if the
S&P settles in the 600s again or if the volatility drops to 10 or lower, but
you get the idea.
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It is always better to consider the state of the market
you are selling into. However, you can still trade
options profitably without knowing anything about the
market. Since you are merely “trading the math,” all
you need to know are the Greeks and your P&L. The
length and strength of trends give you valuable informa-
tion when you’re placing your condor trade.

There is no back-testing for this strategy because you
are using a method rather than a programmed reaction
trade. Your risk tolerance defines how you trade. No
two people should make exactly the same trade because
their risk tolerance will not be the same.

The market will be in one of three directions: up,
down, or sideways. By the time you can clearly spot a
trend, it might be over. However, you can’t ignore an
obvious trend. So what do you do in different markets?

Sideways Market

A sideways market is the most profitable for a condor
trader. Moving sideways means that the market moves
within the range of your condor while you are in the
trade, preferably closest to the midpoint. Depending on
how you placed your trade, the market may or may not
be moving sideways for you, however. If the S&P over
the past month has been moving in a 50-point range and
you sell a condor whose VIX is based on that trend, then
all is fine as long as the range stays within the 50 points.
On the other hand, if the market becomes more volatile
and the range is now 100 points, as far as you are con-
cerned it is no longer moving sideways. If you sold a
condor when the market was at this new 100-point
range, the market was moving sideways for your condor.
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So a “sideways” market is relative only to the condor
you placed and the volatility circumstance you found
yourself in.

The longer the market has moved sideways, the more
suspicious you should be about continued calm going
forward. Consider what you expect from the market.
You want extended stability to be rewarded with more
stability. Markets are inherently unstable, so by asking
for even greater stability, you are hoping for the market
to remain stable beyond what might be reasonable. This
is the main reason for staying in the market as short a
time as possible. It often occurs that the greatest stability
is followed by a big move as the market tries to figure out
what to do next. If you are fortunate enough to get the
stability you need in a short timeframe to make a profit,
take it and don’t push your luck.

Uptrending Market

If the market is trending upward, you may notice con-
tinuing falling volatility. That is the good news. The bad
news is that an aggressive up market can be difficult to
adjust. So up is good but up too fast is not good.

Uptrending markets are the scariest and most diffi-
cult to trade. There is always the fear that the day after
you enter the trade the market will take a sharp down-
turn and volatility will work strongly against you, so
you may hesitate to put in the trade. This trepidation is
why it is best to wait until a down move in the market
if possible. You want drops in volatility to work for you
to hedge against rapid up moves, or Gamma, in the
market.
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A few more words about what volatility is not. It is
important not to confuse volatility with large fluctua-
tions in the market, even though that is generically how
volatility is usually understood. A 3% drop in the mar-
ket might cause volatility to spike up 10%. A 3% jump
in the market does not necessarily cause a similar drop
in the volatility, even though it is an equally volatile
move strictly in terms of price movement. Volatility is
more a measure of fear about how much the market
could move down, not up. A down move in an up mar-
ket is one of the best trades.

In the example shown in Figure 2.3, from July 2009,
you see that the S&P moved from 880 to 1,000, which is
a 13.6% increase in the market where the market didn’t
break a new low for more than a month. The VIX, on the
other hand, bounced from 26 to 23, then back to 26. The
inverse correlation between the VIX and the S&P fell
apart as the market rose. The stability in the VIX showed
that nobody trusted the rally. Many condor sellers lost
money in this trade waiting too long for the correction
that didn’t come and getting no help from shrinking
volatility.

Figure 2.4 shows the reverse scenario.

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

94  Profiting with Iron Condor Options

Rising Market

Flat VIX
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Source: thinkorswim by TD Ameritrade

FIGURE 2.3  Comparing a rising market to a flat VIX
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Falling Market

Source: thinkorswim by TD Ameritrade

FIGURE 2.4  Relationship between a falling market and a rising VIX
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In the beginning of 2009, the S&P dropped from 920
to 800, a 13% drop. The VIX jumped from 37 to 57, a
54% increase. So volatility may be a good indicator of
how much further the market might move down because
of the premiums buyers are willing to pay, but volatility
is far less useful for how far a market could move up.

So in an uptrending market be very careful to leave
an overexuberant market enough room to continue its
exuberance. Looking at the Greeks just might not be
enough. Never say the market “can’t” do something, as
in, “It can’t go any higher,” because one day it will.

When the market goes up and up, you might want to
wait for the market to finish another leg up to the next
quarter price before selling. If the market can’t make it
and falls back to the lower quarter price, you can use
the lower quarter price as a reference point. The long-
expected big down day with the spike in the VIX might
not happen for quite some time. This is why it can
sometimes be good to lean on the quarter prices as
points of entry. Although the preference is to get in on
a down day, this may not happen for quite some time in
an up market. The key is to assume that the trend will
continue; but also assume that the market could just as
easily give it all up at once.

Another important consideration in an up market is
not the trend or strength of the price movement, but the
trend and strength of volatility. In an up market volatil-
ity is probably decreasing, which is good for the condor
trade. But just how far down is the VIX? Is the VIX pro-
gressively falling from historic highs as it did in 2009,
or is it trading from yearly lows as it did in early 2010?

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

Placing a Trade 97

So the question is, how much lower can volatility rea-
sonably fall? Pay attention to the level of the VIX and
how it is trending.

Don’t be misled into thinking that low volatility
instantly discounts the possibility of trading. The key is
not whether volatility is low. The most important issue
is whether implied volatility is still higher than statisti-
cal volatility.

In early 2010, implied volatility on the S&P was
around 15 but statistical volatility was around 9. So the
implied volatility priced into the options was still higher
than actual volatility. Options sellers, in spite of the
extremely low volatility, were still making money in this
extremely low-volatility environment. Of course, that
situation couldn’t last forever and it didn’t. Note the
arrows in Figure 2.5 and how quickly the gap between
implied and statistical volatility was filled. If you choose
to trade in that kind of environment, be ready to get out
of the trade as quickly as you can to make a profit.

.....
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=
o
-

Source: OptionVue 6
FIGURE 2.5 Gap between implied and statistical volatility
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Downtrending Market

In a downtrending market, you don’t want to get in too
soon. You want to sell at a volatility peak if possible. Of
course, you can’t time the market. When a market starts
to fall, there is always the possibility of a sharp
rebound. The ideal situation is provided by a spike in
the VIX in standard deviation and a break in the
Bollinger Bands. There are no guarantees, and a large
move just might be a prelude to another larger move—
but there are no perfect entry points, just good ones.

Shape of the Curve

The natural inclination is to seek to place a trade when
the current price is equidistant from both wings, 125
points in both directions, for example. This makes the
condor a genuinely market-neutral trade. But that does
not make it a Delta-neutral trade, which is truly direc-
tionally neutral from an options perspective. Following
the rules of trading at the quarter strikes and at Delta
10 gives you an advantageous P&L graph for changing
conditions in the market.

In the example shown in Figure 2.6, a condor was
sold with 825/850 puts and 1,125/1,150 calls with
Deltas of approximately 10.

Figure 2.7 shows what the P&L is for this trade. The
little black ball resting on the dotted zero line represents
the price and value of the condor at entry, $0.
Immediately after you sold the condor, if the market
went up the position started to lose value. If the market
price goes down, the ball travels up the curve and gains
value. This model assumes that volatility remains
exactly the same throughout.
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[1150 calls |
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Source: OptionVue 6
FIGURE 2.6 Delta 10 condor

Reality gives you a different picture. What if the mar-
ket went down 2% and volatility went up 2%? The curve
would shift downward but the ball would still be moving
up the curve. Figure 2.8 shows that the net effect is break-
even although the market went down and the volatility
went up.

On the other hand, if the market moved up 2%, you
might expect volatility to drop 2%. The curve in Figure
2.9 shows that the condor should be showing a loss as
the S&P went up in price because the ball would move
down the curve. However as volatility drops, the curve
moves up, providing a hedge against loss as the S&P
rose.

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

“fiedd by Change n SF Index Frice

32K

2705

»
93600 94400 95200 96000 9EECO 97600 SBA00 $3200 100000 100300 101600 102400 103200 104000 T04B00 105600 105400 107200 108000 108300 103600 110400

FIGURE 2.7  Graph of condor when value is at $0

abeBourselir " @abcBourselir

Source: OptionVue 6

0oL

suondQ) 4opuoy) uoL] gam SuigrJosq


http://abcbourse.ir/

2a%

28%

2%

93600 9300 95200 000 96600 97600 98400 FI200 100000 100600 10600 102900 103200 104000 104800 105600 106300 107200 10H000 105600 109600 110400

270%

il by Change in 5 FX Indes Price

FIGURE 2.8  P&L curve drops when IV goes up and still at breakeven

abcBourselir

8§ @abcBourselir

Source: OptionVue 6

apvi], v Sudv]J

L

L0


http://abcbourse.ir/

.4

270

FIGURE 2.9 P&L curve rises when IV drops and still at breakeven

“Wield by Change n 5P Index Pice

abcBourselir

I S— — — e W
93500 S4400 95200 S6000 S5300 STE00 S3400 S200 100000 100800 VNE00 'IBEACIJ 103200 104000 104800 105600 105400 107200 108000 108800 105600 110400

8§ @abcBourselir

Source: OptionVue 6

ol

suondQ) 4opuoy) uoL] gam SuigrJosq


http://abcbourse.ir/

Placing a Trade 103

Placing your trade so that price is in the precise mid-
dle of the condor puts you at a disadvantage during
another down move. On the other hand, decreasing
volatility should cover you in a rising market as well.
Because of this dynamic, properly placed trades fre-
quently stay positive throughout the life of the trade.

Options are best understood three-dimensionally, with
changes in time, price, and volatility. Graphs are two-
dimensional but the addition of volatility produces a vari-
ety of possible graphs. Good options software allows you
to tweak different scenarios to analyze all the possibilities.

In the next chapter, these rules are applied in the best
and worst markets.
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sing the built-in probabilities associated with
l | Deltas, any generic condor with wings that is

stretched far enough will usually make money.
Some traders sell condors and just let them sit through
expiration simply because of their high probability of
profit. They also accept that they’ll get blown out once
in a while, but the money they put at risk is so small
that they don’t care, as long as the gains exceed the
losses.

The managed approach proposed in this book is a
completely different animal. There are other ways to
increase the probabilities. The first is to patiently wait
for the right opportunity to enter a trade. Let a trend
run its course and wait for the market to settle down.
An appreciation and deeper understanding of volatility
will also increase your odds of success because the prob-
abilities can be misleading. Finally, there is no better
way to increase the probability for success than to claim
a profit when the opportunity presents itself. Profit is
the very definition of a successful trade.
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The temptation with condors is to wait that one
extra day or week to squeeze out even more profit.
Almost every trade you exit could possibly do better,
perhaps even twice as well, sometimes for just an extra
day or two. On the other hand, you might watch prof-
its evaporate into losses and then find yourself scram-
bling to make defensive adjustments that add weeks to
your trade. It is for those few trades that could have
really been dangerous that you should be cautious with
the rest. There is no point in making a return of 40% if
you are going to lose 50% or 100% in a single trade. A
good rule of thumb: Don’t try to stare down the market
because the market never blinks.

What separates the winners from the losers is the
exit strategy. The exit strategy that works best is to give
back almost all of the credit. If you take in an initial
16% credit and keep only 3%, 4%, or 5%, you’re giv-
ing back most of the potential profits. How many trades
have you made that can consistently make profits of 3%
in a few days regardless of the direction of the market?

Staying Through Expiration

So why not stay through expiration? One reason is
Gamma. Think of Gamma as a slide, and the steeper the
slider, the quicker you lose money. Gamma can turn the
trade against you very quickly.

In the scenario illustrated in Figure 3.1, there were
only 5 days left until expiration. The market was at
1,090 and there was a 9% profit for closing the posi-
tion. Held until expiration, the credit would be 15%. If
price moved up 10 points, the position would be worth-
less. If it moved up 20 points, the position would be
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worth —=10%. If that happened, you would be within 15
points of your short strikes, and with only 5 days left to
go, you could lose it all.

This is a generous example because volatility didn’t
change. The positive effects of decreasing volatility dur-
ing expiration week are meaningless when you are close
to your strikes. In fact, the price will act as though
volatility increased rather than decreased even though
the market is moving up because of the intense buying
pressure on the call side.

Markets usually drop faster than they rise, so what
do you think would happen if the market dropped sud-
denly? Volatility goes up, the P&L curve drops, and the
slide goes way down as depicted in Figure 3.1. The the-
oretical models on these graphs don’t show the reality.
Instead of being down 10%, you could be down 30%,
40%, or more.

08480 109340 111390 112840 1142.90 115740

10%% 2% -11% -29% -d4V% -G2%

Source: OptionVue 6
FIGURE 3.1  Gamma slide
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Remember, when you are closing a condor you are a
buyer. The shoe is now on the other foot. If the market
is crashing, the seller is going to take advantage of the
situation and not sell his options cheaply. The seller
knows that time is against you the buyer and your
choices are limited. You don’t want to be in that situa-
tion if you can avoid it.

The other reason is that you are now completely a vic-
tim to the market and time is no longer your ally. Time
decay increases rapidly in expiration week, but if the mar-
ket breaks through one of your strikes and stays there, all
that potential time decay will mean nothing. There are no
defensive strategies such as adjusting spreads this late in
the game. You either take a loss or pray the market will
move in your direction. Prayer as a risk management
strategy is really the subject of another book.

Expiration Friday

There is a misconception that stock options settle on an
expiration price on the closing bell on Friday. They
don’t. They actually settle on Saturday. Stocks continue
trading in the aftermarket after the market closes; the
price can still move rapidly. You can’t trade options
anymore after the closing bell, so if there is any news in
the aftermarkets, you are potentially a victim.

With indexes like the SPX it is potentially worse. The
last time you can trade the SPX is at 4:15 pM ET on the
Thursday of expiration week. However, the SPX does not
settle with a closing price until Friday. When on Friday?
Well, there is the rub. All the component companies on
the S&P have to start trading before they can have a
settlement number for options expiration. That’s 500
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companies. Settlement can take a half an hour or more
after the opening bell. This means that whatever options
you sold are at the mercy of news and market forces from
4:15 pMm ET Thursday to whenever they have a settlement
number on Friday. By the way, you can usually see this
effect on the Friday of expiration week. Watch how the
market frequently will charge in one direction at the open
and then reverse sharply half an hour later. This is not a
coincidence. With the Russell 2000 (RUT), settlement can
take all day. Imagine waiting all day to find out whether
your calls are in-the-money or out-of-the-money.

Parameters for Exiting a Trade

Exiting a trade is where you make money. Unrealized
gains and losses don’t mean a thing. If you can spend it,
it’s yours; otherwise, it’s not. Only four considerations
should guide your exit strategy.

The first consideration is profit. After you decide
how much profit you are shooting for, you can make a
hard and fast rule to exit with that profit. In fact, the
best thing you can do is place a limit order to buy to
close the condor at a specific price that is good until
cancelled (GTC) immediately after you open the condor.
If you make the decision in advance, you prevent your-
self from staying in the trade too long.

The trading experience is less stressful if you place
limit orders in advance. Many traders make the mistake
of not knowing exactly what they want. Indecision
means that you are making decisions all the time. Every
tick of the market becomes a decision. Should I get out
now? Or now? Or now? Indecision itself is a decision,
just the wrong one.
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Place the order before the open if the market looks
as though it is moving in your favor. Some traders call
the first half-hour of trading “amateur hour.” Maybe
this is true for stock traders who get snookered into
jumping onto a quick trend, but for option traders who
are trading Theta, Delta, Gamma, and Vega, it is an
opportunity for both entry and exit.

The second consideration is time left until expira-
tion. Buy to close the condor approximately a month
before expiration, as a general standard. This is, of
course, the exact opposite of how most condor traders
trade. They like to sell 1 month before expiration. The
difference is that your condors may be substantially
larger in size between the wings, which grants a far bet-
ter defensive position in case of a sudden move in the
market. You may also exit the trade when you want to
and not because you have one eye on the expiration cal-
endar. If you do need to stay in the trade longer because
the market moves against you, rapid time decay in the
final month becomes your ally.

The third consideration is knowing where you are on
the P&L curve. Are you at break-even? Or at midpoint?
Take your profits when the position moves from break-
even into the profit zone. Don’t hesitate. Price can move
into a profitable position and then move back out
sharply. You’ll always be disappointed that you didn’t
make more money because you got out too early. That
is just human nature. But that disappointment doesn’t
compare to kicking yourself for not getting out for a
profit when the position started to go negative. You can
never go broke taking a profit.
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The final but most important consideration is capital
preservation. When you’re selling a condor, your objec-
tive is, of course, to make money. If during the course of
the trade you have to adjust the whole position because
the market is moving against you, your first priority is
to close the trade at break-even if possible. There also
has to be a point of no return in terms of loss and time.
How long will you wait to take a 10% loss? Or 15%?
More? Adjustments can be made to protect your condor
position, but sometimes even those don’t work. You
can’t get it right every time and you have to be prepared
to take an occasional loss. If you insist on being prof-
itable 100% of the time, you will eventually lose every-
thing. A lot of small gains and an occasional small loss
are the keys to success over the long run.

Adjustments

The values of both sides of a condor behave as if on a
seesaw. When the market crashes down, the value of the
put spread inflates quickly and the value of the call
spread dissipates just as quickly. The problem you run
into is that a call spread that drops in value can fall only
to zero, whereas the price of the put spread can go up
much higher than the call spread can go down.

Journal of Actual Trades

Enough theory. Now let’s turn to actual trades executed
by the author of this book in which things went right
and things went wrong. Since the market was extremely
unbalanced during the years 2008-2010, you don’t have
to go far to cover the kaleidoscope of easy and difficult
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trades. Some studies suggest that the recent increased
participation of High Frequency Traders may have
added to market volatility in that period, so a volatile
market is a better guide for examination in any case. As
you go through the trades, you will find out how to pro-
tect your principal and make a profit.

The Perfect Trade

Unfortunately, the perfect trade can’t be identified until
after the trade is finished, but you can look for optimal
conditions. So what would a perfect trade have looked
like? You would have seen the market move sideways as
well as diminishing volatility. This combination results in
large returns in a short period after you enter the trade.

Sideways Market

The time was December 2009. Assume that you had
recently exited a trade in November and were looking for
an opportunity to enter the market. You were looking for
a drop in the market to take advantage of a jump in
volatility. Figure 3.2 shows the charts worth looking at.

You would have been eager to get back in the market
quickly for December because of the holidays and the
end of the year. All those vacation days are also included
in time decay, so you wouldn’t want to miss out on the
opportunity. The VIX chart shows that you might have
missed out on a good opportunity to take advantage of
a spike in the VIX when it gapped up. However, you
might have wanted to see whether there would be any
follow-through the next day, which never occurred.
Finally, on December 8, when the market dropped a bit
and VIX rose to 24, you could have sold a February con-
dor for a credit of 18% on margined capital.
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Source: thinkorswim by TD Ameritrade
FIGURE 3.2  Sideways S&P and sideways VIX

The set-up is great as described; however, the execu-
tion was less than desirable. Why? Looking at Figure
3.3, you see that the puts were sold at a Delta of 17.4
instead of 10, breaking one of your rules of trading
Delta 10 or less, and your calls were sold at a Delta of
7. The market had been on a tear since the March lows
of 666, and you would have been more concerned
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about the call side than the put side. You would also
have expected traders to start discounting ahead of the
holidays, thereby dropping the implied volatility and
price of the options.
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145 17.8% +4 378 L
285 181% -4 723
510 183% 124
950  19.2% 193 ..
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1750 265% 222 .
1370 279% -4 -17.4
1060 293% +4 136 .
790 304% 06
600 31.7% 825 ..
450  33.0% 644 .
380 351% 503 .

Source: OptionVue 6
FIGURE 3.3  Condor trade with high Delta on the puts

Some traders call weekends and holidays “free days”
because you get the benefits of time decay without any
trading going on. Unfortunately, there is no free ride. If
a big event happens over the weekend, which is usually
the case if there is some government intervention, the
market will price in 2 or 3 days’ worth of news right at
the open after the holiday. So those days are not free.
The only edge you have, and this is a very important
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edge, is buying to close condors right before the long
weekend when the Theta decay is discounted from the
price of the options. Prices will start to decline after
about midday on Fridays or the day prior to the holi-
days and will be likely to drop quickly in the final few
minutes of the trading day, in particular the 15 minutes
after 4 pM. On the other hand, the time decay over long
weekends is a good reason to try to sell condors at least
two to three days before the holidays and before the
long weekend starts lowering option prices.

You may look for an opportunity to buy to close your
condor within 2 to 4 weeks after selling it and at least a
month before expiration. Looking at Figure 3.4, you see
that in 18 days you would be well within your other goal
of 4% profit. Of course, this is merely a theoretical
model and anything could happen, but at least you have
a sense of what the trade looks like going forward.

Conditions turned out to be perfect. The market
continued to move sideways, which is always beneficial
for a condor. Additionally, the VIX dropped from 24 to
20. In Figure 3.4, the most profit predicted in the theo-
retical model after 18 days is 6%. Instead, as depicted
in Figure 3.5, 12 days later on December 20, you buy to
close the condor and pocket an 8% profit. How was
that possible? The third dimension of the chart not por-
trayed in the two-dimensional chart is volatility.
Declining volatility shifted the P&L curves up, creating
higher and quicker returns.
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FIGURE 3.5 Accelerated profits from drop in implied volatility
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The next question is, why not stay in the position?
There were a bunch of holidays coming up and the mar-
ket would be closed. Use the days off for additional time
decay dollars. In retrospect (always in retrospect), you
could have stayed in and made more money. But you
locked in an 8% gain in 12 days. This captured 44% of
all the profit possible in this condor. When you entered
the condor, there were 73 days until expiration and get-
ting out in 12 days meant you were in the trade for only
16% of the life of the condor. Why expose yourself to
continuing market risk? On those holidays big events
can happen (remember the Berlin Wall falling?) that can
also leave you vulnerable. Those are not free days. Also,
nobody complains when they make a profit.

Great Trade in a Down Market

Figure 3.6 shows a trade in which you could stay pretty
close to your rules. On June 29, 2010, the S&P drops
by 3%. The VIX jumps from 29 to 35, about 20%.
There is also an over 2 standard deviation spike in both
the VIX and the SPX. The S&P drops to 1,045. You sell
an August condor 875/900 puts (150 points away) and
1,175/1,200 (125 points away) with 52 days until expi-
ration. The Delta on the 900 is 13 and on the 1,175
about 7. Always give yourself room for a reversal.
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FIGURE 3.6  Declining market and a declining VIX
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A few factors make this trade successful, the key
being an unusual drop in volatility. In the charts shown
in Figure 3.6, the direction of both the S&P and the VIX
were down after you entered the trade. Normally, when
the S&P continues to fall, the VIX should continue to
go down, especially since the market goes on to hit
yearly lows. Instead, the VIX goes down as the market
goes down. The condor gains value as the market con-
tinues to fall another 30 points. This trade was also
placed on the Wednesday before the July 4 weekend, so
it was a perfect opportunity. The Tuesday after the long
weekend, the market rallies at the open. You make a
very respectable profit.

The other factor was entering the trade at the peak
of uncertainty. The most unstable times to trade are the
first and last hours of the trading day. Strong reversals
in the first hour are not uncommon. So when the mar-
ket opens strongly down, there is always the possibility
for a powerful snap upward. Because of this uncer-
tainty, you can receive a great deal more for the call
spread than you would have at any other point in the
day. In fact, the position was already profitable by 1%
to 2% by the close. You could have taken the profit at
the close and called it a day.

Still, getting out as soon as you can get your target
profit is the initial objective. On the day you closed the
trade, the market went up 20 points and then dropped
all the way back down, in which case you could not
have gotten the same profit at the end of the day that
you could have that same morning. The jump-started
morning rally took a lot of pressure off the puts, and
that was where most of the profits came as their price
went down. When the rally failed, those put prices went
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right back up. If you had not gotten out of the trade on
that day, you would have been kicking yourself, espe-
cially if the market continued to drop the next day. As
it was, the market went straight up for the next 6 days.
Hindsight is easy. The market usually punishes you for
predicting.

Actually, trades that happen in the first hour of the
day can produce the fastest profits. Economic data usu-
ally comes out 1 hour before the market opens or a half
hour after it opens. The full impact of the news that
comes out 1 hour before the market opens is largely
digested by the time the market opens. If there is bad
news, you can try to take advantage of obvious volatil-
ity before the market calms down. If it is good news,
you can try to grab a profit before the market changes
its mind. If you miss the first hour you frequently have
missed your opportunity.

Not-So-Pretty Trade

The one disadvantage of waiting for a jump in volatility
as a signal for selling condors is that not infrequently
the spike is the beginning of a new upward climb in
trader fear. There is no way of knowing that from the
beginning, and sometimes you just get caught.

On January 15, 2010, a new entry point to sell con-
dors appeared. You had closed your previous position
on December 22 and had already waited almost a
month for an opportunity. Actually, the previous mar-
ket moves looked very kindly toward condors. The S&P
had moved up slowly from 1,114 from your previous
position to 1,133. Figure 3.7 shows what the VIX chart
looked like.
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FIGURE 3.7  Trading a declining before a spike

You sell your condor when the VIX jumps from 15 to
19, which seemed like a lot at the time. The feeling that
this was a large move is confirmed by the jump in implied
volatility from the teens to the twenties, creating a new
beneficial gap with statistical volatility, as depicted in
Figure 3.8. So the trade looked pretty good. You sell
March 975/1,000 puts and 1,175/1,200 calls with 63
days left for a 14% credit with 63 days until expiration.
The Deltas for the calls were 10 and for the puts 11.

%

A { 20%

. 10%
0%

J

2010

Source: OptionVue 6
FIGURE 3.8 Volatility gap
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In the next 4 trading days, the VIX jumps from 19 to
28, a 30% increase, with the S&P falling to 1,095. You
start thinking it might be a good time to raise more credit
in case the put spread needs to be bought and resold at a
lower strike. So you pay $0.50 to buy to close the call
spread that you had sold for $2, pocketing $1.50 credit,
and sell the 1,200/1,225 call spread for an additional
$1.35. The Deltas on the 1,200 were only 6, so even if you
rolled down the calls 50 points, the options market was
telling you that there still was not that much risk in it.

Move forward less than a week to January 28, and
the S&P falls further to a low of 1,085 and the VIX rises
to a high of 26. The big news that moved the market
was fear of Greece defaulting and damaging the euro.
This is the kind of news that is the most worrisome. It
was not just a company or a sector but a whole major
currency at stake. Your condor didn’t look as though it
was built for that kind of market, which was clearly
reflected in the damage the increase in the VIX was
doing to it. The market looked as though it wanted to
keep going down. You wisely decide to put an order to
close the trade at break-even and unintentionally make
a profit of .5% on the whole trade. “Live to fight
another day” is an acceptable strategy.

The very next day the market fell some more, and
you jump right back in and sell the March 925/950 (11
Delta) puts and the 1,175 (8 Delta)/1,200 calls with 49
days until expiration when the market was around
1,075. The main difference between this trade and the
trade you just exited the day before was not just the
strikes, but that this condor was an expression of a VIX
at 26 as opposed to the 19 sold previously. It’s always
better to sell a higher VIX than a lower one.
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By February 16, the VIX drops to 22 (-15%) and the
S&P is still at 1,075. You buy to close the condor for a
profit of 6%. Getting out of a trade that looked weak
early on and getting right back in for a more favorable
VIX made the trade much easier because you took
advantage of both declining volatility and time decay
rather than just time decay.

Everything Goes Wrong

The Greece fear passed and the market calmed down
again. Enormously. The question was, how long would
market volatility stay low and the market go up? The
year 2009 proved that if you wait for volatility to jump
20% every time you want to make a trade, you might
not trade for a while.

This trade seemed to have everything going for it.
The S&P has a 2% drop on April 16. The spike is more
than a 3 standard deviation move compared to the pre-
vious 20 days. The VIX jumps 16 to almost 20, which
might not seem like a lot, but it is almost a 5 standard
deviation jump and price levels are touching the upper
Bollinger Band. Everything looks perfect. But you do not
trust the market. The VIX is still too low and you do not
want to get caught with too small a condor again.

So you look for a more favorable situation.
Normally you trade less than 2 and half months from
expiration because you know how sensitive the condor
is to jumps in volatility the farther out you go. The
problem is that you can not get the premium you want
for the size of condor you want to sell. Going over your
checklist, the S&P is at around 1,190 to 1,200, and you
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want around 125 points away from the call short strike
and 150 points from the put short strike, and you want
at least $3 credit. The Delta for 1,050 June (63 days
away) is 10 and generates a credit of about $1.50, and
the 1,300 calls with 6 Delta are about $1 for a total of
$2.50. That low credit is your first concern and you
don’t like what you see in the market. You do not want
to bring the calls any lower because the market had just
hit highs of 1,220 a few days before and anything less
than 1,300 is too close. Remember, it is not enough that
the price probably will not cross the strike price. You
don’t want the market to get anywhere close to your
wings. Fifty points is a good maximum distance from
the short strikes to tolerate.

So you do something you rarely do: sell a condor 3
months from expiration. You reason that if you sell the
condor on a real spike, then a subsequent pullback in
the VIX could yield a quick profit. So you sell a July
1,025/1,050, 1,325/1,350 condor for a credit of $3.30
(13%).

The market proves you correct over the next few
days. You buy to close the condor within the next 2 to
3 days and make a quick 2% profit. You look at your
options P&L graph and think that all you need is a few
more days to nab 4%. You would have been dramati-
cally wrong.

From an options seller’s perspective, what happens
next is as bad as the crash of 2008. The VIX has its
largest 2-week jump in history. The VIX goes from 19
to 48 over the course of the next month, a 150%
increase. The following story that plays out is
graphically depicted in Figure 3.9.
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SPX

Source: thinkorswim by TD Ameritrade

FIGURE 3.9  Trading through the Flash Crash
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The Greece problem that had been put aside previ-
ously came back with a vengeance, and the euro started
to take some serious damage. Currency prices had a real
immediate impact on companies worldwide and were
not something the market could ignore. There were
other factors such as the government ceasing the pur-
chase of Treasuries, an overbought market, and the
complete lack of shorts. This all came to a head.

If all this wasn’t bad enough, there was the infamous
“Flash Crash.” A market that had already fallen 40
points during the day dove almost instantly 60 points
and came back all within 15 minutes. The market had
hit 1,056 in about five minutes and your short strike
was at 1,050. There was no adjusting, or anything else
for that matter, when the market dove like that, at least
not right away. The additional concern about whether
to adjust right away was the actual cause of the crash.
There was speculation that this was actually a computer
error and everybody wanted to see how the next day
would play out.

This is an actual e-mail I wrote to my clients:

Today was an “interesting” day in the market. We
closed down 38 points to 1,128. That’s actually
okay. Market will readjust. BUT, to make matters
worse, a trader error drove the market down 100
points to 1,056. It was crazy—in the span of 15
minutes the market dropped 60 points and then
came back. There was a collective gasp by traders
the world over.
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Even in this worst-case scenario, I wasn’t worried
because of two key elements about our trade: (1)
we still have 70 days until expiration, and (2) we
trade European-style condors, which means we
really incur a loss only when we decide to take it.
Nobody can force us to do anything except on
expiration day. The factors of time until expiration
and the type of contracts we are trading give us the
time, level of security, and maneuverability to
trade successfully.

Where do we go from here?

As far as I’'m concerned, I see this down move as
an opportunity. Down markets are actually easier
to deal with than up markets. My plan is to buy to
close the 1,325 contracts for a nice profit and sell
them again for an additional credit at 1,250 or
1,275. T can also use some of the credit to pay to
move the 1,050 down to 1,025. With the volatility
so high in this trade, when things calm down we
could be substantially ahead quicker than you
think. Those who have been with me through the
bumpy times know that I used to do this kind of
thing all the time with great success.

The sole reason you could ride out this terrible roller
coaster ride was because you stuck to your rules when
you got into the trade. To get the $3 or 12% credit you
were looking for would have required you to pull in

your

condor much closer on both sides. Focusing on the

credit of the trade in combination with the minimum
size you were looking for saved you from a killer of a
trade. Imagine putting in a 4- or 5-week condor on such
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The next day was a Friday, and toward the close the
S&P was hovering at 1,100, 50 points from your short
puts at 1,050, with 70 days left until expiration. Fifty
points is usually as close as you like to get to your wing
regardless of how much time there is until expiration.
But it is a judgment call. The market could bounce the
next day or keep going down. Additionally, you are
going into the weekend, and you have a strong feeling
that some government intervention on behalf of the
euro could create a strong rally.

What do you really know about the future?
Absolutely nothing. As always, all you could do is trade
what was right in front of you. The perceived potential
collapse of a currency is a systemic problem, and
another big leg down in the market seems completely
possible first thing Monday morning.

Shortly before the close when the market is at its
worst and option prices are at their highest, you decide
that you have to make your adjustments. Your hopes for
a quick reversal that day are dashed. Capital preserva-
tion takes precedence over everything. Sure, the market
could turn around on Monday, but Delta on the 1,050 is
already in the upper 20s, and with every point Gamma,
as depicted in Figure 3.10, showed that the losses would
accumulate extremely quickly. Additionally, increasing
volatility accompanying a falling market would pull the
P&L curves down further and make the losses worse
than the theoretical model.
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Another ugly fact is also staring you in the face. Your
1,325/1,350 calls were nearly worthless. Obviously, the
value of a spread can rise higher than it can fall since
value can fall only to 0. When a spread is below 50
cents and you still have a few weeks left until expira-
tion, the spread’s effectiveness as a hedge diminishes
dramatically. The inability to be a good hedge is a result
of two reasons. The first is the limitations of the price
hedge itself because any increase in one spread greater
than 50 cents is unhedged and the condor is essentially
a directional trade from that point on, which was the
case here. The second reason is the Delta. When Delta
falls below 5, further moves away from the 5 Delta will
have rapidly diminishing hedging effects. The less value
there is in the call spread, the greater the damage to
your position if there is a strong move in the other direc-
tion as the put spread gains value unhedged by the call
spread.

Repositioning the condor so price is more centered
in the condor, you buy to close the 1,325/1,350 call
spread and sell the lower 1,250/1,275 spread for a
credit of $2.10. Using credit garnered from lowering the
call position, you buy to close the 1,025/1,050 put
spread and simultaneously sell the 975/1,000 put spread
for a debit of $2. Figure 3.11 shows what the adjust-
ment does for your position.
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Now with the new spreads the whole condor is
shifted over, as is the risk. Essentially, you buy yourself
50 more points or another 5% move in the market. This
is after a drop from the high of 1,220 to 1,100, which
is already a 10% move down. So the market would
have to experience a 20% drop from high to low in
order to hit your short strike. Not that a drop that size
couldn’t happen, but if it did you could go through the
whole process again and shift the condor by buying to
close the call spread, selling a lower one and then doing
the same for the put spread.

Vega is the big risk trading a condor 90 days out.
You are too far away to accumulate any meaningful
time decay to combat the effect of rising volatility on
the condor when the drop happens. On the other hand,
if the market starts to calm down and the volatility
drops, the prices of the puts would also drop rapidly
and the P&L curve would start to move up favorably.
Regardless, you are going to be in this trade for a good
while longer even if the volatility dropped because of
the unrealized loss of =15%. On the other hand, if you
elect to buy to close the condor you will lock in the loss
of close to —15%. Before the condor could even get back
to break-even, time decay and/or volatility have to eat
through the loss first, which takes time.

This is the e-mail I wrote to my clients after I made
my adjustments in this trade:

I just wanted to write a quick e-mail to comfort
you guys before the weekend. I moved the 1,325 to
1,250 and used the money I made from that to pay
to move 1,050 to 1,000. This ends up like being in
a new condor so we’ll be in this for a while.
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If it falls too far again, ’ll just shift it over again.

If the market were to rise for some reason next
week, volatility would drop, which would help our
position, and I made sure that our upper side is still
higher than the high for the year. If the market goes
to 1,000, that would take us back to August prices
in the market, which is a pretty big drop. We
already dropped 10% in about a week. I think
we’re good to go.

My gut tells me that on Monday the market will go
up and that our 1,050 would have been okay. But
I only trade what is in front of me not what I think
will happen.

By the way, I was completely right about the
Monday opening. Over the next 3 days, the market ral-
lied to 1173. If I had stayed in, I would have been out
for a profit and that would have been it. But if the mar-
ket had gone down instead of up, how could I have
explained my failure to make an adjustment when I had
the chance?

The expense of the Gamma slide would make the
adjustment exponentially higher, requiring you to bring
the calls in even closer or using some or all of your initial
credit (if not more) to make the adjustment to save the
principal. All of this would have required staying in the
position probably as close to expiration as possible.

Markets continued to make large movements over
the next month, but volatility started to drop. The S&P
eventually hit a low of 1,040, but by then the time decay
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was eating away at the value of the condor, and the
unrealized loss when you hit the low was even less than
previous unrealized losses. Eventually, a rally and a
drop in volatility conspired, and after 7 weeks you get
out with a profit of close to 4%. For me, this trade was
an example of one of the longest exposure periods to
the market for one stretch, and it was during a pretty
difficult time. Had you stayed in this trade, it would
eventually have made even more money.

Let’s review what made this trade work:
e Making sure that the condor was large
e Trading at quarter strikes
* Selling 10 Delta
® Making sure that the initial credit was high

e Making the proper adjustments to the condor to
protect principal

Most of these factors are the entry rules spelled out
in the preceding chapter. Some people might say that the
VIX was too low and the trade should never have been
initiated. The assumption with this criticism is that
volatility would inevitably spike higher in the near term.
Volatility can go lower and lower for a long time and
many opportunities would be missed. The only thing to
have done differently would have been to take the quick
profit since the expiration day was so far away and the
trade was still too sensitive to Vega risk. Still, hindsight
always makes for an easy trade.
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Ugly Trade—Crash of 2008

Many traders back-test strategies using rules that are
put in place and then see what the results would be year
after year. Entries and exits are somewhat subjective
since volatility is defined by the subjectivity of fear; this
makes back testing difficult to quantify for these condor
trades. Guidelines have been offered for what a condor
should look like, when it should be sold, when to
adjust, and conditions for taking a profit. Every trader
will have different profit objectives and risk tolerance,
which will color the results of the trade.

Since everybody wants to know what a worst-case sce-
nario would look like, the following hypothetical starts
with an entry point on what was probably the worst day
to make a trade. What makes this the worst trade is the
huge jump in the VIX and drop in the SPX the following
trading day. Ignoring all news, resistance and support, and
other charts, just remember to trade the math.! This trade
shows how to maneuver a condor through one of the
most difficult markets in recent history.

During the period from September 26, 2008, to the
expiration day of November 21, 2008, the market expe-
rienced incredible gyrations. The SPX moved from
1,200 down to 750, a —=37% drop. The VIX surged
from 32 to a high of 96, a 300% increase.

On September 26, 2008, the S&P was up 5 points to
1,214. Use one rule: Sell the November contracts closest

to the quarter strike with the short strikes at 10 Delta.
Figure 3.12 shows selling the November 1,375/

1. Also ignore slippage in bid-ask spread and just assume execution at the
midpoint price. Also ignore all transaction costs because those vary.
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1,400 calls and the 975/1,000 puts. The condor would
be 375 from wing to wing. This trade produces a credit
of 16.4%, nice credit and a nice size condor with 56
days until expiration. Most elements are within pre-
ferred guidelines for entering a trade. What makes this a
less-than-optimum trade is that you did not take advan-
tage of any rise in the VIX upon entering the trade.

[ Novee
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Source: OptionVue 6
FIGURE 3.12  Worst possible entry for 2008

Monday comes and you wish you had waited for a
nice down day to get in. The SPX closes down 91 points
(=7.5%) to 1,122. VIX pops up 12 points (+35%) to
45, not a good way to start the week or the trade.

The first big test happens 2 weeks into the trade on
October 6, 2008, when the market has another extraor-
dinarily volatile day and moves 90 points down from
high to low of the day and closes down 40 points to
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1,060. Considering the speed of these drops, you decide
60 points is not enough and that this is the time to
adjust the condor down.

Some timing issues when placing a trade should be
examined at this point. There are two ways to look at
this particular daily move. One way is that the market
did a sharp reversal and the price was 60 points away
from your short strike. In that case, the best strategy is
to do nothing and wait. On the other hand, you could
look at the day’s move and consider the implication that
the intraday market was within 10 points of your short
strike and it is time to make an adjustment. The first
way is a bit of a gamble and the latter is the more con-
servative approach.

When prices are falling quickly, buying to close puts
is like catching a falling knife. It can be done, but it is
going to hurt. The best time to adjust the put spread is
when the market rallies. Even in a down market you can
have huge intraday rallies. Use these rallies as opportu-
nities to make your adjustments.

The proper way to place an order to adjust a condor
requires you to turn fear and greed on its head. Greed
says “don’t adjust” and fear says “it’s not so bad.” Even
if you’re not watching all the horrible news, a 90-point
drop should encourage you to be greedy to protect your
principal and fearful of another reversal.

When the market starts to rally from its lows, using
that last half-hour to make the adjustment would be
optimal. The SPX closes 15 minutes after the regular
market so you can keep on trading.
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With the continuing fall of the market to 1,060, the
1,375/1,400 call spread that you sold for $2.30 (9%)
credit is nearly worthless. Buying to close the worthless
spread and selling a new spread creates a new credit.
Selling the 1,225/1,250 spread generates an additional
$3 (12%) in credit. Why so much? Because high volatil-
ity affects the prices of everything. Why sell the
1,225/1,250? The Delta on the 1,225 of 13 is a bit
higher than Delta 10, but in a directional market you
might consider taking a bit more risk in the other direc-
tion. With the extra $3 credit you are going to try to use
that money to move the put spread down as much as
possible. According to these numbers, you buy to close
the put spread for about $6.50 and sell the 925/900 for
about $4.25, the difference costing you about $2.25 and
keeping about $0.75 in credit (see Figure 3.13).2
Achieving these prices is only possible because you are
making these trades into a very strong rally.
Momentarily, the risk starts to increase to the calls and
reduce on the puts. The new midpoint on this condor is
1,075, which isn’t too bad when the market closes at
1,060. You have 135 points on the put side and 150
points on the call side with 46 days until expiration.

Two days later, the market looks as though it is
capitulating when it closed at 984 after hitting a low of
970. That is a 90-point drop in 2 days. Time again to
get defensive. A big flashing red light should come up
whenever the market gets closer than 50 points from
your short strike. The Delta on your 925 was 37.
Anything over 30 and you need to consider making
some adjustments (see Figure 3.14).

2. It does look as though the 875/900 would produce the same result but I
don’t believe it.
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Source: OptionVue 6
FIGURE 3.13 2008 crash: first adjustment

Two days later, the market is still in full free fall. The
SPX closes at 902 after hitting a low of 840. However,
the S&P rises 60 points from 3 P.M. to 3:30 P.M. During
that time the value of the condor is very near to break-
even. Intraday moves can have tremendous effects on the
price of options, and you have to be ready to take advan-
tage of these situations in fast-moving markets. In this
kind of market, you should have a limit order in place to
get out at break-even or at an acceptable loss just in case
you get lucky. At this point, even for a small loss it would
be worth getting out of this trade and waiting for the
market to calm down before putting in another one.
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Source: OptionVue 6
FIGURE 3.14 2008 crash: second adjustment

Let’s say you missed the opportunity to exit the
trade, which does happen. The 825 has a Delta 31 after
being in the high 40s. Another defensive move is called
for. Rolling down the call spread to 1,100/1,125 where
the Delta is 11 gives you a new credit of $6. There is an
unusual opportunity to buy to close the put spread for
under $6, leaving you only the call side to concern your-
self. Of course, if you are to close the put spread then
you are essentially trading directionally. The problem at
this point is that a market rally could happen and then
you wouldn’t be hedged from the puts losing value from
the accompanying drop in volatility. So you decide to
buy to close the put spread and sell the strike under 10
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Delta, which will be a 625/650. So with the market sit-
ting at 900, you have a condor extending from 650 to
1,100, or 550 points with only 42 days remaining (see
Figure 3.15).
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Source: OptionVue 6
FIGURE 3.15 2008 crash: third adjustment

Every time you bought to close calls, you bought
them for less than you paid for them, so there was actu-
ally a credit that you got to keep. After this adjustment,
you have accumulated a credit worth 28% of your mar-
gin. Now it is just a matter of waiting to break even or
making a profit. Figure 3.16 shows what this final con-

dor looks like.
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FIGURE 3.16 2008 crash: final condor
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By expiration, the SPX barely breaks 1,000 and
reaches a low of 750 (the day before expiration), both
well within your range. So this would have been a winning
trade at the end of the day. This is not to say you should
stay until expiration but the adjustments did work.

In all likelihood, trading through this horrific time
would have been much more difficult than presented
here. The bid-ask spread probably would have made
each adjustment more expensive. Nonetheless, the
process, reasoning, and approach are legitimate and
very well could have been executed.

The key to successful adjustments is to be nimble
and decisive. Know why you are making an adjustment.
When the market is moving against you, the only con-
sideration for doing any adjustment should be preserva-
tion of capital and not profit. If you guard the condor
ferociously, profits will most likely result.

If you are still in the trade the week before expiration,
you should look for an exit point even at a loss. During
options expiration week, the market starts off making
large moves and settles down at the end of the week.
There is no telling which way the market will jump, and
it can just as easily move against you as for you.

Trading an Out-of-Control Rally

Many traders lose money in bear-market rallies because
the rally apparently seems irrational. This sentiment
feeds itself. Traders who were betting the market would
keep going down found themselves buying the market
in order to stop their losses as the market went up. The
more people who are bearish at any one time, the faster
the market will go up in a frenzy of buying.
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In the environment of disbelief, condor sellers ini-
tially bask in the sun of declining volatility only to have
it snatched away by higher Delta and higher Gamma.
No trade is a sure thing. The following illustrates the
follies of overconfidence and disbelief.

From July to August of 2009, the market moves
from 900 to 1,005 in a trend straight up, which may not
seem like a lot but is a 11.6% jump in a very fidgety
environment. The drop in volatility makes traders reluc-
tant to make what could potentially be a disastrous
adjustment. A sharp reversal would not only bring you
much closer to your puts, but it would also be accom-
panied by a higher volatility resulting in a double
whammy against you in higher prices. Here is a hypo-
thetical trade entered at the worst possible time.

On July 10, 2009, the SPX closes at 879. You place
the trade just under the Delta 10 to generate a credit of
$3 or 12% on margin. Right away, one red flag with
this trade is that there is not enough time until expira-
tion, nor is it large enough. When trading in a market
with a strong up trend, try to sell when the VIX has
some sort of spike.

The trade was August 750/755 puts and 975/1,000
calls with 42 days until expiration, for a 15% credit.

The SPX is up to 934 on July 16. The accompanying
drop in volatility exposes the difficulty in adjusting this
condor. This position is down 9% and the Delta is at
27. Figure 3.17 shows how difficult it is to roll up the
calls. If you roll the puts up a full 50 points, you garner
only $2.30 in credit, while it costs $3.90 to roll up the
calls 25 points for a net debit of $1.60.
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What is particularly nerve-racking is that the put side
is a mere 100 points away from the current price, which
would be vulnerable to a sharp reversal. The market
continues to go straight up to 1,000 over the next 3
weeks, which means that this trade requires at least one
more adjustment. This was the “no way” trade because
all the prognosticators were saying “no way” could the
market continue to go up in this manner. You wanted to
believe all these “experts” but it didn’t help; they were
wrong. You always have to trade what is in front of you.
The main lesson to learn from this example is while a
shrinking volatility can benefit condor trades, a sharp up
move means you might have to fight Gamma. In order
to collect the credit necessary to roll up the call side, you
will have to bring the put side uncomfortably close.
Regardless, do what you have to do and trade the math.

3 AUG <37> Ii
_ MkiPr MIV  Trade ExPos Delta  OngPr

015  21.8% 02s L
055 225% 115 ..
070 202% 3.42
[1025 calls | IR RS +4 811
410 206% -8 +4 16.0 0.95
970 221% +4 -4 270 2.30
1830 23.3% 01 L
3090 24.7% 535 .
1150 27.3% 247 ..
7E0 291% 174 L
510 315% -4 -12.0
330 332% +4 -5.24 -
220  355% +4 -4 .64 £.60
175 387% -4 +4 -3.85 4.40
100 39.9% 264
075 425% a8 L

Source: OptionVue 6

FIGURE 3.17  Out of control rally: condor adjustment
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The trades in the month of July were quite different.
In Figure 3.18, you see how two quick actual trades
were executed while yielding good returns. When you
see the market rally, you choose to wait until it looks as
though the rally is over before selling options. At the
end of June, there is a down day with a jump in the VIX
and you sell a condor. Within a few days you are able to
take your profits. Then you wait more than 2 weeks
before putting in another trade. If you had chosen to
remain in the first position to try to make more profits,
you would have quickly regretted it because the market
kept going up. Exposure to market risk is not worth the
risk that it can move against you. Just take the money
and wait for the next opportunity. There is always a
next opportunity.

- B o

_:U?TiﬂleQT r;

A
Entry on 630/09 P T T ]
8001000 s J b
Aug Contracts <1 P
- T Entry 772809
251050

—._‘-.;1*& -y %
. IT%TU o _//

Source: thinkorswim by TD Ameritrade
FIGURE 3.18 Two short profitable trades

A quick review of some adjustment rules:

e It is easier to adjust in a down market because you
get more for rolling down the call credit spreads.
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e It is harder to adjust in an up market because you
don’t get much for rolling up the put credit spread
and you bring the position closer to your downside
risk.

e Trade the math: Don’t let Deltas go over 25 to 30.

e When possible, adjust when the market is moving in
the opposite direction intraday. Adjust the puts
when the market rallies or adjust the calls when the
market dips.

e Trade only what is in front of you and not what you
or anybody else thinks the market will do.

e If you must speculate, assume the worst-case, not
the best-case, scenario.

e If you must adjust, consider getting out at break-
even at the first chance available.

®* You can always put in a new trade with better
strikes.

Risk Management

Other strategies may reduce your exposure to risk. The
adjustment strategy is only one facet of risk manage-
ment. The goal has been to minimize exposure to time
in the market and to maximize gains.

Take the Loss

The most unpleasant risk-management strategy is tak-
ing a loss. Sometimes you will have to take a loss but
that is all part of the game. If you make 4% a month for
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several months, you can afford to take a 5% or 10%
loss if necessary. Insisting on 100% wins means you will
one day push a trade too far. With the strategies out-
lined previously, a losing trade might not happen for
years. Patiently waiting for good entry points and quick
exits out of the market reduces your exposure to the
market and therefore to market risk.

Reduce Your Exposure

Buying to close half or a third of a condor can derive
from different motivations. One motivation is to mini-
mize loss. So instead of taking a loss on the entire posi-
tion, you take off part of the trade at a loss and keep
trading the rest of the condor with less money at risk.
Another reason to buy to close part of the condor is to
capture a quick small profit with the intention of grab-
bing a larger profit by remaining in the rest of the con-
dor for a longer period for perhaps greater profits. Of
course, you’ll be exposing yourself to further market
risk. But have a specific target in mind regarding time to
remain in the trade, the level of loss you are able to take
with the rest of the condor, and how much more gain
you are looking to capture as a trigger for closing the
trade.

Wing Buyback

A third strategy is buying to close all or part of one side
of the condor. When you’re making an adjustment, the
technique is to buy to close one spread and sell a more
expensive spread. When making an adjustment, you
want to buy to close the spread when it is worth less
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than what you sold it for originally so that you can cap-
ture a profit from that trade. There are three reasons a
spread will lose value: decreasing volatility, time decay,
and a change in market direction. When the market
moves quickly in one direction, the chances are that the
diminished value of the spread in the other direction
will become an opportunity to buy to close and then to
sell a different strike. If the reason the spread loses value
is because of decreased volatility or time decay, it might
be an opportunity to buy to close all or some of that
side of the condor. Volatility could always rise on one
hand, and on the other hand there might not be a lot left
for time value to fall any further to diminish the value
of that spread.

Buying to close one side of a condor makes sense
only in two scenarios. The first scenario is when you
have a strong conviction that the market will reverse
direction so that the value of the condor falls enough to
create profits. If correct, you will be able to buy to close
the spread at pennies on the dollar and then sell the
other spread at a higher price when the reversal occurs.
Although this works, don’t wait too long to close the
remaining spread. If after a few days you have still not
bought to close the remaining spread, if you were
wrong in your timing, you still have the other side to

hedge.

Trading condors can make a lot of money but only if
you are very careful. There is no reward without risk.
The risk in condors is always substantial and the
rewards are commensurate. But through the use of the
insights presented here you will have a better chance of
succeeding with profitable trades.
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r I Yhroughout the book, you have studied a very
specific strategy, selling condors for their time
value. The basics of the strategy are to sell large

condors 6 to 8 weeks away from expiration and to get
out a month before expiration. In that strategy you can
sell condors on stocks, ETFs, or—best of all—indexes
because of their lower sensitivity to news on individual
companies.

There is another way to make money selling condors
more akin to a day-trading strategy by selling ahead of
major news events. The idea of selling condors prior to
a big news event seems contradictory to everything you
have learned about condors so far. Selling condors is
supposed to be about time decay and stability in price.
You know for a fact that before major announcements,
a stock’s price is unstable and that there is a high prob-
ability the stock will move more than usual the day after
the news announcement. On the surface, this strategy
seems counterintuitive. Nonetheless, all the fundamen-
tal principles of how Theta, Gamma, Delta, and Vega
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work are exactly the same but with aggressive dynam-
ics. Whereas the centerpiece of condor selling has been
the decay of Theta, the focus on this second type of
trade is purely on volatility, or a Vega play.

A Little About Earnings

Every company announces their earnings quarterly.
After the report is issued, markets can react dramati-
cally, tepidly, or not at all. The cause of the move is at
times a mystery to traders. It is not unusual for the mar-
kets to punish positive earnings reports or reward poor
earnings because it all depends on “expectations.” Even
meeting or exceeding expectations doesn’t always help.
So although there might be a cause and effect from
earnings reports to price action, the thread behind the
market’s collective reasoning is often tenuous.
Regardless of the reasons involved, stock prices can act
dramatically so traders of all stripes will try to find a
way to take advantage of this probability and make a
quick profit.

The ordinary stock trader usually just buys stock if
he thinks there will be a big jump the next day. There is
always the possibility to short the stock, planning to sell
high and buy low, but in an IRA you are not normally
allowed to go short. Even if you could short the stock,
your chances are 50/50 that price action will be in your
favor, no better than buying the stock. If you’re wrong,
at best, you’ll be down a few percentage points. At
worst, the stock could be in a sharp new trend in the
wrong direction and you decide to wait it out for what-
ever reason, increasing your losses.
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When trading stocks long or short, you can make
money only if you get the direction right. No one can
guarantee with any certainty that, on a specific date, a
stock will go up or down in price. Traders guess and
wager but no one knows for sure. You can say the same
thing about volatility. Predicting volatility is exactly like
predicting direction because implied volatility usually
goes up when the stock goes down. Just because you are
a volatility trader does not by itself mean you have any
meaningful edge.

However, there are a few very important exceptions
in which there is certainty regarding the rise and fall of
volatility. One exception occurs around earnings
announcements. This is one of those events written in
stone, and you can count on it four times a year. Hand
in hand with this certainty is the increase in implied
volatility the day before earnings are announced.
Everyone wants to take advantage of this certainty. The
universal question is, how?

The day before earnings announcements the stock
price is likely to be relatively calm. Stock price is sup-
posed to move up on good news and down on bad
news, so most traders don’t want to take a big bet in
one direction or the other before the big earnings news
is announced. Anticipation is very high before the
announcement. If the stock has a history of volatile fluc-
tuations, this only adds to the uncertainty of the mar-
ket’s reaction after the earnings news.

Some options traders advocate buying at-the-money
calls and puts, called a long straddle, right before the
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earnings announcements. On the one hand, your poten-
tial loss is limited to the price of the options, and on the
other hand, the potential for gains is unlimited if the
move is large enough. This rationale makes sense on its
surface. You place a bet that the market will move up or
down. What could go wrong?

Losing money is easier than you think. Travel back
in time to a couple of weeks before the earnings
announcement. Put yourself on the other side of a strad-
dle. Imagine you are the seller of the at-the-money puts
and calls. Let’s say the stock XYZ is currently at $100
and you think the stock could move a maximum $10 up
or down by expiration. As a seller, how much would
you sell these at-the-money calls and put options for?
You wouldn’t sell either the put or the calls for less than
$10, so you’d probably ask at least $20 for the straddle.

Examine the different outcomes for this trade. If the
market moves up $10, you as the seller have to pay $10
on the calls you sold, and you keep the difference of $10
on the puts you sold. The only way you start to lose
money on the trade is if the stock moves more than $20
in either direction. The straddle buyer needs one side of
the trade to be 200% wrong in order to make any
money. The only problem is that this trade is naked on
both sides, and you are exposing yourself to more risk
than a condor if the price shoots up or down substan-
tially. Since violent moves are not uncommon after
earnings announcements, you would like to increase
probabilities even more in your favor.
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Two weeks go by and you are up against the earn-
ings announcement. Keep in mind that you are also 2
weeks closer to expiration. Normally, after 2 weeks of
time decay these options might be worth only $16, $8
for each side of the straddle, but with all the fear asso-
ciated with the earnings announcement, the price has
jumped up to $20. As a seller of the straddle, you’ll sell
for two reasons. The first reason is that, as before, you
still don’t think the price will move more than $20 in
either direction by expiration. The second reason is that
you also know that the fear and speculation right before
earnings are inflating the prices. After the earnings are
announced, there will be nothing to be afraid of any-
more because there will be no more uncertainty. When
the fear gets sucked out of the price of the options,
reflected in a drop in implied volatility, the $20 options
could be worth $16 or less.

One way to increase the odds in your favor is to
trade the higher volatility. Remember that higher
volatility does not mean that the volatility number
before the earnings announcement is wrong. There is no
claim here that the prices are somehow overinflated. All
you know with near certainty is that volatility will be
lower the next day. The greater the drop in volatility,
the more the drop favors the seller who sold at a high
volatility, especially if the higher volatility was
unfounded by reports of an uninteresting earnings
announcement.
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The other way to increase the odds of success is to
trade the lower Delta. Compare the straddle to a condor
by using an example from Apple. With Apple at $250,
the at-the-money call and put for September 2010 each
cost $8 for a total cost of $16 ($1,600). An Apple
Condor with Deltas at 10 or lower has a range between
230 and 280. Whereas the straddle sellers and buyers
are debating whether the price could move $16, the
condor seller needs the price to move more than $30 in
either direction to lose any money. Looking at the
example shown in Figure 4.1, you can see that the strad-
dle depicted here would earn the buyer 80% returns
(with the seller obviously suffering equivalent losses) if
the price moved $30 in either direction, but the condor
seller would still break even.
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Source: OptionVue 6
FIGURE 4.1  Straddle versus condor
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Not all earnings announcements or stocks are cre-
ated equal. You may investigate the best conditions to
place a trade that will take advantage of increased
volatility with each company. There is risk in this trade
just as in any other. In fact, there will be times you will
lose big but you can mitigate the risk.

The Perfect Setup and Trade

First you want to determine how much of an edge
you get from selling before earnings. The determining
factor on whether to sell a condor before earnings is a
skew in volatility and its subsequent collapse. When sell-
ing condors for time decay, keep an eye on implied
volatility versus historical volatility. If the implied is
greater than the historical, the trade favors the seller,
using past behavior as an indication of future fluctua-
tions. This skew looks into the future instead of the past.

Figure 4.2 is an example of Amazon (AMZN) the
day before earnings on Thursday, April 22, 2010, the
May at-the-money calls were priced at a 48.2% implied
volatility. Compare that with the volatility in June with
41.4% volatility and July with 39.0% volatility.
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75 calls

181 457% 188 305 395% 238 420 372% 274
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Source: OptionVue 6
FIGURE 4.2 Monthly volatility skew
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In Table 4.1, you see that volatility had been rising
steadily for the previous few days. Three days earlier on
Monday, the implied volatility for the at-the-money-call
was 42.5%. The logical conclusion for the rise in volatil-
ity would be an accompanying drop in the price of the
stock, because when stocks go up, volatility goes down.
Not in this case.

TABLE 4.1  Simultaneous Rise in Price and Volatility Prior to

Earnings for AMZN
Before After
4/19/2010 4/20/2010 |4/21/2010 4/22/2010 4/23/2010
Stock 142 144 146 150 145
Price
Implied |42.50% 42.50% |43.70%  48.30%  30.80%
Volatility

Source: OptionVue 6

Ahead of the earnings announcement, market price of
the stock went up steadily the entire week. As you can
see in Table 4.1, volatility also rose gradually and
popped right before the earnings announcement. The
day after earnings were released, volatility collapsed
from 48% to 30%, or a full 37.5% drop. The stock price
also dropped.

A condor trade would have been interesting on AMZN
right before and after the earnings announcement. You let
the Deltas be your guide. Know nothing about the com-
pany, history, or industry, just trade the math. In this trade
(see Figure 4.3), you sell the 125/130 puts and the 175/180
calls. The credit is 20% of the margin at risk.

abcBourseli ¥ @abcBourselir



http://abcbourse.ir/

Day Trading Condors 159

Notice also the value of a straddle at 150. The calls are
worth 8.35 and the puts are 7.95. A long straddle buyer
needs the market to move more than 16.30 in either direc-
tion by expiration in order to make money in the trade.
The call side is $25 away and the puts are $20 away.

AMZN Common
15009 +360 AR ERGIN

MKPr MV (Trade  Delta |
028 445% 274
048 45.1% 465
077 450% +20 754
123 453% -20 17

191 457% 173
289 461% 244
425 468% 323
EOS  476% 426
B35 483% 528
795 465% 472
560 47.0% 371
370 468% 277
242 475% 187
142 475% 20 A3z
085 437% +20 834
050 50.4% -4.95
027 &1.4% 274
015 535% 142

Source: OptionVue 6
FIGURE 4.3 AMZN condor day trade

The fundamentals of a condor are always the same.
All the Greeks are still in play. Figure 4.4 is a standard
condor graph. Based on the first dotted line, which rep-
resents today, any sharp moves in the market immedi-
ately register as a losing trade. The second line shows
that if the price is at the same level in 16 days the value
of the condor should reach 11%. This two-dimensional
graph doesn’t simultaneously show the third dimension
of the trade, which is the effect of volatility.
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Nothing conveys the importance of volatility better
than the visuals in these two graphs. Within the first
half hour after the open the next day, the earnings
announcement had been completely digested into the
price of the stock. It really doesn’t matter whether earn-
ings were good or bad. The market was unimpressed in
either direction. The market did decide that uncertainty
had diminished; so had the price of the options. The
value of the condor plummeted and the trade yielded an
11% profit overnight as can be seen in Figure 4.5.

This trade was successful because you traded the
math; you traded Vega. Although there are other pieces
of information to consider before putting on the trade,
any additional information will have no effect on the
trade’s profitability or likelihood of success. Further
research helps you decide whether the trade is worth
putting on or whether it should be left alone.

Most of the same conditions that guided your con-
dor trade still apply. The first of these is price. A stock
with a high price will have many different strike prices.
But it is not just the number of strikes that is significant.
You have to look at the Deltas and see how much they
jump from one strike to the next. The Delta should vary
by a few points from strike to strike. You don’t want to
see a Delta of 30 on one strike and 10 on the next. That
kind of range doesn’t give you a lot of choices. If the
jump is too large, the stock is not useful. You want to
see high open interest and volume in the options. The
window of profitability might be very small and you
want to be able to trade quickly and without losing too
much on the bid-ask spread.
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The Process

A review of option opportunities on Friday, July 16,2010,
expiration day showed the following: An earnings trade
was 30 days away from expiration, so you could look at
the other extreme, only one day from expiration. Table
4.2 shows the results of a program that looks specifically
for volatility skews from one month to the next. To rank
the results, the program divides the first month by the sec-
ond month. If the number is over 1, there is a skew.
Anything under 1 is not worth considering.

Number 1 on the list didn’t surprise me. Google fre-
quently announces earnings the night before expiration
Friday. Naturally, with only one day left, IV goes
through the ceiling because the market doesn’t care that
it is expiration Friday and will move whatever number
of points it thinks is correct. The option pricing has to
accommodate the projected range for a one-day move
after an earnings report from a heavily traded stock.

At the end of Thursday, everybody who was buying
and selling options about to expire was speculating. If a
trader really wanted to hedge their Google position, it
would be far cheaper to buy next month’s puts with
implied volatility of 32% than to pay 79% for one day’s
worth of protection. Because this trade is so speculative,
volatility is high, almost two-and-a-half times higher
than the next month.

Figure 4.6 gives you a look into the past to see how
much Google tends to move on expiration day.
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TABLE 4.2 Volatility Skew Candidates for Day Trade

Asset Name Symbol Sort IV.1stMo IV.2ndMo 1IV.3rdMo Avg. Tot. Underly
Value $Volume (5) Last

1 Google GOOG 2.45 79.2 32.3 30.5 56,274 494.02

2 Goldman GS 1.50 56.7 37.8 35.3 19,532 145.22
Sachs Group

3 BP Prudhoe BPT 1.09 26.8 24.7 29.9 4,125 91.37
Bay Trust

4 Potash POT 1.06 41.2 38.9 38.2 6,999 98.49
Saskatchewan

5 PNC Financial PNC 1.05 37.0 35.3 37.0 1,182 60.88
Services

6 Diamonds DIA 0.97 19.5 20.2 20.7 4,650 103.70

Trust Series

Source: OptionVue 6
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Earnings History [ Explain |
Same Day Next Day
Date / Time (ET) Announcement [ifbmo] [ifame]

gap close | gap close
15 Jul 10 amc Q2 2010 Google 0.08 0.55 -
15 Apr 10 amc Q1 2010 Google 0.54 1.07| =543 -7.59‘
21 Jan 10 amc Q4 2009 Google 0.52 0.44 3.17 -5.66
15 Oct 09 amc Q3 2009 Google -0.29 -1.01 3.29 3.76 ‘
16 Jul 08 Q2 2009 Google -0.34 1.01 217 -2.79
16 Apr 09 amc Q1 2009 Google 0.53 243 0.70 0.90‘
22 Jan 09 amc Q4 2008 Google -1.66 1.13 0.90 5.94
16 Oct 08 Q3 2008 Google -1.89 4.08 7.35 5.53‘
17 Jul 08 amc Q2 2008 Google -0.27 -0.40 6.58 -9.77
17 Apr 08 amc Q1 2008 Google 0.28 -1.06| 19.06 19.99 ‘
31 dan 08 axc Q4 2007 Google -1.69 2.92 6.31 -8.58
18 Oct 07 amc Q3 2007 Google 0.30 097 2.35 0.80|
Skews of Implied Volatility

1 Iv2 V3
79.20% 32.30% 30.50%
Skew IV2 to IV1 Skew IV3 to IV2
46.90% 1.80%

Source: DiscoverOptions

FIGURE 4.6  GOOG earnings moves

The column on the right shows the percentage move
from one day to the next when earnings were
announced. There have been some pretty serious price
jumps. No matter how far apart your spread was on
April 17, 2008, you got blown out the next day, when
Google was up 90 points, or +19%. These types of 20%
moves demonstrate the risk inherent in trading individ-
ual stocks rather than indexes. Sometimes you lose,
which is why you are wise to keep the amount of risk
small.
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166  Profiting with Iron Condor Options

Ignoring those once-in-a-blue-moon spectacular
price leaps, you shouldn’t be dissuaded by large moves
by themselves. What matters is not the size of the move
in percentage terms but how well the market priced
condors at the low Deltas. In other words, did it still
turn out profitably even after a hefty 7.5% move?
Could you still execute your trade and make money or
break even because of the high volatility?

The guideline for a trade is to seek Deltas below 10
for the short strike. On the call side you might choose
to be more aggressive because the bigger moves, with
one notable exception in this case, are usually down.
The goal is to see how this trade would have fared the
next day. With the IV at 72% (two-and-a-half times the
next month’s IV) you would have sold the 540/550 puts
and the 650/660 calls for a credit worth 8.5% on your
margin with Google at $595 (see Figure 4.7). Google
closed at $550 right at the lower strike. So that trade
would have cost you nothing except commission. On to
the next trade, right?

You are a trader, remember. These “day trading”
condors have to be watched and traded waiting for just
the right opportunity. Just because the price closed at
$550 doesn’t mean the position was worthless from the
open.

In fact, right at the open Google was at $565 and the
position was worth 7.2% (see Figure 4.8). An hour later
it was worth almost the whole 8%. As the day moved
and the stock continued dropping, it stayed profitable
but less so until 3 p.M. At 3:30 it started to lose money
as the price moved to $5535, only 5 points away from
the short strike with 30 minutes left to go.
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59530 +5.30 | ARG [ERSINN

-
MKWPr MIV [Trade  Delta |
035  803% 253
080 B842% 408
090 76.2% +10 £.52
130 71.8% -10 02

235 714% 156
400 70.9% 230
G40 70.0% 28
1050 721% 44.8
1470 69.3% -BE.2
HTETCe | 920 GRA% -42.0
EED BE7% 205
295 BE.3% -19.2
155 B7.9% 115
0a0 711% 10 623
040 720% +10 <317
025  7R1% -1.46
[520 puts | IRTI -0.61

Source: OptionVue 6
FIGURE 4.7 GOOG day trade
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FIGURE 4.8 GOOG at the open
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The main lesson here is that the “trade ain’t over till
it’s over.” The smart move after hearing the bad news
was to just take the money at the open and call it a day.
For a quick trade it did pretty well, considering how
bad a day it was.

Now look at the Google trade in front of you. You
already know that the IV is predictably high. Don’t look
at the charts just to see where you are.

Looking at Figure 4.9, you see that Google had quite
a rally from a low in the $440s to almost $500 in 2
weeks. It also looks as though it was reaching a previ-
ous high, which can serve as a warning flag. Still, the
price could continue going up. It sure looked as though
the market had already priced a great deal of good news
into the trade.

Source: OptionVue 6
FIGURE 4.9 GOOG price graph
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With these day trades, being a brilliant technical
analyst doesn’t help much because the earnings news
will create a temporary blip in the trade anyway, which
charting doesn’t predict. Still, just looking at this, it is
likely that either a slight rise, a small profit-taking
move, or a big drop would happen. So you need to be
worried about downside risk.

This is the story the options market is telling you.
Looking at the price of the at-the-money calls, the sell-
ers think the price will go up $13.50 at the most.
Interestingly, the at-the-money-puts are only $9.80 even
with such a high volatility, clearly showing a bias to the
upside.

Looking at Figure 4.10, if you decide to sell the
530/540 with a Delta of 10, you get $0.55 credit. If you
go up one strike, to the 540/550, you also get the same
credit. Notice that the IV on $540 is higher than that on
$550 or $530. These price distortions happen some-
times depending on the demand for certain strikes.
Therefore, it makes sense to take the high spread with
less risk. On the put side don’t even ask yourself the
question; just go as low as you can and still make
money, which is 550/540. The total credit is worth
9.8%. You could go lower but there just isn’t any
money in it.
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[optons ] ues W
T N A Fescici [Escs Beiam Brsea - |
030 95.4% 078
035 88.7% 1.60
040 79.8% +10 316 J
095 80.7% -10 506 .
150 76.3% 107
Al 275 755% 18.0

5ED 797% 285

BE0 77.0% 420
1350 7B0% 57.2 R
480 puis>  |BEEEEEA 28 2
620 830% -28.7 .
130 #13% -175

[460 puts | IERIATEE:ES -9.70
Eel| 030 851% -10 -4.40
EETCl | 040 858% +10 -2.25

025  925% -0.95
015 -0.37 J
[410 puts |3 013
[400 puis | OIS -0.04 e 7]

Source: OptionVue 6
FIGURE 4.10 GOOG day trade 2

Next Morning

The news was bad. Google was taking a big hit and
opened down 25 points to $469, a 5% move. In this sit-
uation, you should get out right away. Sure, you have
another 19 points but who knows how far down this
could go? You get 9% by getting out right away. It’s not
worth staying in for even another minute. Figure 4.11
shows what the screenshot looked like in the first
minute.

So what happened at the end of the day? Does it even
matter? After your trade is done, so is your interest.
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GOOG day trade at the open
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Important Announcements

There is one more type of event that can have a deep
impact on volatility: Any kind of government
announcement. Perhaps the FDA is scheduled to make
a decision about a new drug for a pharmaceutical com-
pany. Maybe an important ruling on a court case or an
expected vote in Congress will directly affect the com-
pany. Any planned event that can affect a company
when the outcome is not predictable will cause volatil-
ity to rise.

At the end of the trading day (exactly 3:27 p.Mm.
according to the pop in the charts), another nice oppor-
tunity also came up the day before expiration. The
Securities and Exchange Commission (SEC) announced
that they were going to make a “Significant
Announcement” about Goldman Sachs (GS) at 4:45
P.M., right after the close of the market. In 33 minutes
GS rose from $140 to $145, a 3.5% move. The buzz
was that the SEC and GS had negotiated a settlement,
and that rumor made the stock price rally.

In one hour, the volatility went straight up from
30% to 56% (see Figure 4.12). By all indications, the
market had already priced in the good news. A rise in
volatility defies normal reasoning because the market
was soaring at the same time. Straddles were selling for

about $5 (calls $2.48 and puts $2.35).
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GS3P.M.ET GS4PM. ET

Options JUL <2>
MKktPr  MIY  Delta

040 7056% 1.3
106 _Bd4%; 252
248 52.3
5.80 a0.2
10.40 94.0
16.25 966
10.35 -88.7
5.85 -748

238 50.2% 477
073 B01% -198
023  B7.9% -6.00
0.08 -142
0.04 -0.28

Source: OptionVue 6
FIGURE 4.12 GS announcement

The problem with this trade was the credit you could
have gotten for putting on a condor. A 10 Delta condor
garnered only a 5% credit on margin (see Figure 4.13).
That seemed like a lot of risk for such a small possible
return. The Deltas also took very large jumps because
there were relatively fewer strikes.

By all indications, the good news could have had a
further upside effect. The likelihood was that any good
news was probably priced in, limiting further upside
moves. Another 10-point move was 6.8% on top of the
3.5% that had already occurred.
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i ons | JUL <2>
165 calls

160 calls 517
155 calls 040 705% =20 1.3

106 B49% 252
248 55.2% 523
580 802
10.40 940
1038 -88.7
5.5 748
238 RR2% -47.7

073 G601% 138

023 67.9% 20 600
008 w20 142
004 -0.28

Source: OptionVue 6
FIGURE 4.13  GS day trade

The next day, GS opened up 6 points but never man-
aged to stay over $150. An hour into the trading day the
condor was nearly worthless. So even in a less-than-
perfect situation the trade worked.

Day trading by definition is a very risky trade. The
leverage effect of options only amplifies the risk dimen-
sion. The objectives here as in the previous trades are to
use the pieces of information the option prices give you
to set up a trade. The changes in volatility provide
opportunities for entry and exit. Deltas tell you what
the market thinks is an outside chance for price to reach
a certain level. By eliminating opinion and conjecture
and just looking at what the option prices themselves
are telling you through the Greeks, you should greatly
increase your chances for profit and success.
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