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Disclosures

In order to simplify the computations, commissions have not been included in the
examples used in these materials. Commission costs will impact the outcome of all
stock and options transactions and must be considered prior to entering into any
transactions. Multiple leg strategies involve multiple commission charges.

Any strategies discussed, including examples using actual securities and price data,
are strictly for illustrative and educational purposes only and are not to be construed
as an endorsement, recommendation, or solicitation to buy or sell securities.

Options involve risks and are not suitable for all investors. Prior to buying or
selling an option, an investor must receive a copy of Characteristics and Risks of
Standardized Options. Copies are available from your broker, by calling 1-888-
OPTIONS, or from The Options Clearing Corporation, One North Wacker Drive,
Suite 500, Chicago, lllinois 60606. Investors considering options should consult
their tax advisor as to how taxes may affect the outcome of contemplated options
transactions.

CBOE, Chicago Board Options Exchange, OEX and XEO are registered
trademarks and The Options Institute and SPX are servicemarks of CBOE. All other
trademarks and servicemarks are the property of their respective owners.

Copyright © 2009 Chicago Board Options Exchange, Incorporated. All rights reserved.
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Session Outline

Debit Spread Basics
Price Behavior and the Greeks
Motivations and Considerations

Trading Exercises
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Debit Spread Basics CBOE

Debit Spread Defined:

The purchase of one option and sale of another
option with the same underlying and the same
expiration date, but with a different strike price.

— Established for a net debit (cost)

— Also called “vertical spreads”

— Examples: Bull Call Spread
Bear Put Spread
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Bull Call Spread CBOE

The purchase of one call and sale of another
call with the same underlying and the same
expiration date, but with a higher strike price.

Example: Long 1 XSP 70Call@ 3.60
Short 1 XSP 7/5Call@ 2.00
Net Debit (Cost) 1.60

XSP @ 68.00; 45 days to expiration
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Buy 1 70 Call

Sell 1 75 Call

@ 3.60
@ 2.00

Stock
Price

+1 70 Call
at 3.60

-1 75 Call
at 2.00

P /(L)

85

80

75

70

65

OOOOOOOOOOOOOOOOOOOOOOOOOOO
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Buy 1 7/0Call @ 3.60

Sell 1 75Call @ 2.00

+5 =
P /(L)
4340 |
R R S
+3.40 i
(160) 1 -
_(1.60)
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Bull Call Spread — Possible Outcomes CB(E

AT EXPIRATION:

Stock price at or below the lower strike price:
— Both calls expire; result: no position

Stock price between the strikes:

— Long call exercised; short call expires;
result: long 100 shares

Stock price above the higher strike price:

— Long call exercised; short call assigned,;
result: no position
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Bear Put Spread CBOE

The purchase of one put and sale of another
put with the same underlying and the same
expiration date, but with a lower strike price.

Example: Long 1 XSP65Put@ 2.40
Short 1 XSP60Put@ 1.05
Net Debit (Cost) 1.35

XSP @ 68.00; 45 days to expiration
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Buy 1 65 Put @

Sell 1 60Put @

2.40
1.05

Stock
Price

+1 65 Put
at 2.40

—1 60 Put
at 1.05

P /(L)

75

70

65

60

55

OOOOOOOOOOOOOOOOOOOOOOOOOOO
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Buy 1 65Put @ 2.40

Sell 1 60Put @ 1.05

+5 =
P /(L) :
(135) | .
—Aal g o 0 &
(1.35) i
+3.65 y
+3.65
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Bear Put Spread — Possible Outcomes CB(E

AT EXPIRATION:

Stock price at or above the higher strike price:
— Both puts expire; result: no position

Stock price between the strikes:

— Long put exercised; short put expires;
result: short 100 shares

Stock price below the lower strike price:

— Long put exercised; short put assigned,;
result: no position
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Market Up 6% in 10 Days

XSP Index 68.70 — 72.80
Days to Exp 50 — 40
70 Call 250 —» 4,50
/5 Call 1.00 —» 1.95
Spread 1.50 —» 255

Volatility unchanged at 30%

AAAAAAAAAAAAAAAAAAAAAAAAAAAA
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Why Debit Spreads?

Every option strategy IS unique.
Unique profit/loss graph
Unique price behavior
Unique tradeoffs

Some option buyers prefer debit spreads. Why?
Psychology: ??
Consider the “Greeks”
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The “Greeks” CBOE

Delta Impact of underlying price
Gamma Change in delta

Theta Impact of time

Vega Impact of volatility

Rho Impact of interest rates
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The Greeks of a Debit Spread CBOE

A J L T
+170Call 250 +.46 +.05 +.10 -0.22
-175Call 1.00 -23 -.04 -.08 +0.17
Spread 150 +.23 +.01 +.02 -0.05

XSP, 68.70; Days, 50; Volatility 30%
* 7-day theta

Trading Debit Spreads — 16



Debit Spread Offer Tradeoffs CBOE

Positives:

Negatives:

OOOOOOOOOOOOOOOOOOOOOOOOOOO

Lower cost than at-the-money option

Near zero ex
Near zero ex

Lower delta t
Limited profit

posure to volatility
posure to time

nan at-the-money option
potential

Two bid-ask spreads

Extra commissions
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Buy 1 70 Call @ 2.50
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Buy 1 70-75 Call Spread @ 1.50

CBOE

8 days

4,95

5,00

5,00

4,84

5,00

5,00

4.57

4,96

5,00

4,04

4,66

5,00

3.2

3.67

4,00

2.21

2,08

2,00

1.25

0,69

2,00

.55

010

2,00

018

0,00

0,00

0,04
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0,00

0,00
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Debit Spreads — The Psychology CBOE

Debit spreads only reach their maximum value
(1) very close to expiration and/or (2) when
they are deep in the money.

Therefore, buy debit spreads when:

(1) you forecast a stock price rise to or above
the higher strike price at expiration.

(2) there Is time to benefit from time decay.
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Back to the Original Forecast CBOE

XSP Index 68.70 — 72.80 Mkt up 6%
In 10 days
Days to Exp 50 — 40
70 Call 250 —»> 450
/5 Call 1.00 —» 1.95
Spread 1.50 —» 255

Volatility unchanged at 30%

AAAAAAAAAAAAAAAAAAAAAAAAAAAA
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Capital Management

Total $
Buy 5 70 Call 2.50 15.00
Buy 15 75 Call 1.00 15.00

Buy 10 70-75Call Spd 1.50 15.00
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Market Up 6% — Volatility Down CBOE

XSP Index 68.70 — 72.80
Days to Exp 50 — 40
Volatility 30% —» 22%
70 Call 250 —» 3.80
/5 Call 1.00 » 1.25
Spread 1.50 —» 2.55
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Back to the Greeks

Ccom
cal
oul

pare the Greeks of an at-the-money bull
spread to those of an out-of-the-money

call spread.

What are differences?

When would choose one over the other?
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The Greeks — A-T-M vs.

+1 70 Call
—1 75 Call
Net Debit

+1 72 Call
—-1 77 Call
Net Debit

XSP, 68.70; Days, 50; Volatility 30%

AAAAAAAAAAAAAAAAAAAAAAAAAAAA

2.50
1.00
1.50

1.80
0.75
1.05

A
+.46
—.23
+.23

+.34
—.17
+.17

9
+.05
—.04
+.01

+.04
—.03
+.01

L 1
+.10 -0.22
—-.08 +0.17
+.02 -0.05
+.09 -0.23
—.06 +0.15
+.03 -0.08

* 7-day theta
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Back Again to the Forecast CBOE

XSP Index 68.70 — 72.80 Mkt up 6%
In 10 days

Days to Exp 50 — 40
/70 Call 250 - 450 +2.00 +80%
/5 Call 1.00 - 195 +0.95 +95%
70-75 Spread 150 —» 255 +1.05 +70%
72 Call 1.80 —» 3.70 +1.90 +105%
77 Call 0.75 —» 1.70 +0.95 +126%

2.00 +0.95 + 90%

"

72-77 Spread 1.05
Volatility unchanged at 30%

AAAAAAAAAAAAAAAAAAAAAAAAAAAA
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Original Forecast — Volatility Down CBOE

XSP Index 68.70 — 72.80 Mkt up 6%
In 10 days

Days to Exp 50 — 40

Volatility 30% —» 22%
70 Call 250 —» 450 +1.30 +52%
75 Call 1.00 - 1.95 +0.25 +25%
7/0-75 Spread 150 —» 255 +1.05 +70%
72 Call 1.80 —» 255 +0.75 +41%
77 Call 0.75 —» 0.70 (0.05) (7%)
72-77 Spread 1.05 —» 1.85 +0.80 +76%
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Observations CBOE

At-the-money spreads and out-of-the-money
spreads frequently behave similarly!

However, the individual options behave
differently.

The choice is based on the forecast for the
underlying price.
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Trading Exercise 1 CBOE

Market up 4% in 25 days (50 days, vol unch)
XSP Index 86.20 — 89.65

Days to Exp 50 — 25
Volatility 30% —» 30%
86 Call 395 » 7?7
91 Call 200 » 7?77
Spread 195 » 7?72
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Trading Exercise 2

CBOE

Market down 5% in 4 days (22 days, vol up)

XSP Index 95.90
Days to Exp 22
Volatility 25%
95 Put 1.90
90 Put 0.45
Spread 1.45

OOOOOOOOOOOOOOOOOOOOOOOOOOO

— 91.10
—> 18
—  33%
—> ?7?
—> ?7?
—> ?7?
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Trading Exercise 3 CBOE

Market up 9% in 30 days (60 days, vol down)
XSP Index 92.20 — 100.50

Days to Exp 60 — 30
Volatility 32% — 25%
95 Call 3.60 » 7?7
100 Call 205 —» 7?77
Spread 1.5 —» 7?72

Trading Debit Spreads — 31

AAAAAAAAAAAAAAAAAAAAAAAAAAAA



Entering Spread Orders

XSP @ 96.99 55 days to expiration
Bid  Ask

95 Put 2.76 — 2.86

90 Put 1.15 - 1.23

Buy the 95-90 Put Spread at what price?

Trading Debit Spreads — 32
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Summary CBOE

Debit spreads cost less and have near zero
exposure to time decay and volatility.

The tradeoff Is a lower delta and extra costs.

Psychology: A “gradual” stock price rise to
the short strike.

Debit spreads are the preferred strategy
when volatility is declining.

Enter spread orders at a net price.
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Trading Debit Spreads

THANK YOU FOR ATTENDING.
Visit us at: www.choe.com

Seminar offerings at The Options Institute

http://www.cboe.com/LearnCenter/Seminars.asp

Free Educational Webcasts

http://www.cboe.com/LearnCenter/webcast/webcastlive.aspx

lusk@cbhoe.com

The OPTIONS

INSUTE Trading Debit Spreads — 34



http://www.cboe.com/
http://www.cboe.com/

LT S P P Py

........... ” . TTONG

O OSSO D SOOO PO O SOTUOP U PP UOUOE OPPUUPTUOE SOOPPUUON: SOPTUUPUOS-HUUUTUOO JOUPTUOPON PUNPPUUOE SOUPTUOPEE JPURUPPURNE SOSOPPUPPN: SOPRROPTORC-NUPPeoors sooees I 1 1 I INSUTE
. ANSWERS 4

........................................................................................................................................................................................................................

CBOE

CHICAGO BOARD OPTIONS EXCHANGE

N N sesecscesdeeccccsscccfecscccccccsfocnes

......................................................................................................

Trading Debit Spreads



CBOE

Buy 1 7/0Call @ 3.60

Sell 1 7/5Call @ 2.00
Stock +1 70 Call | -1 75 Call
Price at 3.60 at 2.00 P /(L)
e5 | +11.40 | (8.00) | +3.40
80 +6.40 | (3.00) | +3.40
75 +1.40 | +2.00 | +3.40
70 (3.60)| +2.00 | (1.60)
65 (3.60)| +2.00 | (1.60)

AAAAAAAAAAAAAAAAAAAAAAAAAAAA
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Buy 1 7/0Call @ 3.60
Sell 1 75Call @ 2.00

No Long No

—CL-G-O-)— position 100 shares position
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CBOE

Buy 1 65Put @ 2.40

Sell 1 60Put @ 1.05
Stock +1 65 Put | -1 60 Put
Price at 2.40 at 1.05 P /(L)
5 | (2.40)| +1.05 | (1.35)
70 (2.40)| +1.05 | (1.35)
65 (2.40) | +1.05 | (1.35)
60 +2.60 | +1.05 | +3.65
s5 | +7.60 | (3.95)] +3.65

AAAAAAAAAAAAAAAAAAAAAAAAAAAA
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Buy 1 65Put @ 2.40
Sell 1 60Put @ 1.05

No Short No
| +36D0 position 100 shares position
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Market Up 6% in 10 Days CBOE

XSP Index 68.70 — 72.80
Days to Exp 50 — 40
/70 Call 250 —»> 450 +2.00 +80%
/5 Call 1.00 - 1.95 +0.95 +95%
—>

Spread 1.50 2.55 +1.05 +/70%

Volatility unchanged at 30%

AAAAAAAAAAAAAAAAAAAAAAAAAAAA

Trading Debit Spreads — 40



The Greeks of a Debit Spread CBOE

A 9 L T

+170Call 250 +.46 +.05 +.10 -0.22
~175Call  1.00 -.23 -04 -.08 +0.17
Spread  1.50 | +.23 +.01 [+.02 -0.05

Positive: Near -0- exposure to volatility and time
Negative: low delta and near zero gamma

XSP, 68.70; Days, 50; Volatility 30%
* 7-day theta
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Debit Spreads — The Psychology CBOE

Debit spreads only reach their maximum value
(1) very close to expiration and/or (2) when
they are deep in the money.

Therefore, buy debit spreads when:

(1) you forecast a stock price rise to or above
the higher strike price at expiration.

(2) there Is time to benefit from time decay.

The psychology:
A “gradual” price move to the short strike.

Trading Debit Spreads — 42

AAAAAAAAAAAAAAAAAAAAAAAAAAAA



Back to the Original Forecast CBOE

XSP Index 68.70 — 72.80 Mkt up 6%
In 10 days
Days to Exp 50 — 40
/70 Call 250 —» 450 +2.00 +80%
/5 Call 1.00 - 1.95 +0.95 +95%
—>

Spread 1.50 2.55 +1.05 +/70%

Two guestions:
How to trade for percentage profits?

What if volatility declines?
Volatility unchanged at 30%

AAAAAAAAAAAAAAAAAAAAAAAAAAAA
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Capital Management CBOE

Total $
Buy 5| 70 Call 2.50 15.00
Buy 15| 75 Call 1.00 15.00
Buy 10| 70-75Call Spd 1.50 15.00

Different quantities
All approx $1,500 invested.

Now you can target % profits.
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Market Up 6% — Volatility Down CBOE

XSP Index 68.70 — 72.80

Days to Exp 50 — 40

| Volatility 30% — 22%
70 Call 250 —» 3.80 +1.30 +52%
75 Call 1.00 » 1.25 +0.25 +25%
Spread 1.50 —» 255 +1.05 +/7/0%

The spread profit is unchanged!
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Trading Exercise 1 CBOE

Market up 4% in 25 days (50 days, vol unch)
XSP Index 86.20 — 89.65

Days to Exp 50 — 25

Volatility 30% — 30%
86 Call 395 - 7?7 +1.05 +26%
91 Call 200 - 7?7 +0.20 +10%
Spread 195 —» ?7 +0.85 +44%
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Trading Exercise 2 CBOE

Market down 5% in 4 days (22 days, vol up)
XSP Index 9590 — 91.10

Days to Exp 22 — 18

Volatility 25% — 33%
95 Put 190 » 7?7 +3.20 +168%
90 Put 045 —» ??7 +1.65 +360%
Spread 145 —» 7?7 +1.55 +107/%
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Trading Exercise 3 CBOE

Market up 9% in 30 days (60 days, vol down)
XSP Index 92.20 — 100.50

Days to Exp 60 — 30

Volatility 32% — 25%
95 Call 3.60 - 7?7 +2.80 + 78%
100 Call 205 —» 7?7 +1.10 + 54%
Spread 1.55 » 7?7 +1.70 +110%
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Entering Spread Orders

XSP @ 96.99 55 days to expiration

Bid Ask +1 95 Put
o5Put 276 —(2.86) @286
90 Put 1.15 —l 1.23 -1 90 Put
1.19 @ 1.19

Buy the 95-90 Put Spread the \tNP%]} %rrice?

Bid for the expensive option on the ask.

Offer the cheap option in the middle.
Bid for the spread at a net price (1.67 debit).
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