


    

THE COMPLETE BOOK

OF OPTION SPREADS 

AND COMBINATIONS

Strategies for Income Generation, Directional 

Moves, and Risk Reduction

Scott Nations

 

 

 

 



Cover images: © iStock.com / Taylor Hinton; © iStock.com / Storman; © iStock.com / joel-t 
Cover design: Wiley

Copyright © 2014 by Scott Nations. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey. 
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any
means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under
Section 107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the
Publisher, or authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center,
Inc., 222 Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the Web at
www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions
Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-
6008, or online at www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in
preparing this book, they make no representations or warranties with respect to the accuracy or completeness of
the contents of this book and speci�cally disclaim any implied warranties of merchantability or �tness for a
particular purpose. No warranty may be created or extended by sales representatives or written sales materials.
The advice and strategies contained herein may not be suitable for your situation. You should consult with a
professional where appropriate. Neither the publisher nor author shall be liable for any loss of pro�t or any other
commercial damages, including but not limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical support, please contact our
Customer Care Department within the United States at (800) 762-2974, outside the United States at (317) 572-
3993, or fax (317) 572-4002.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some material included
with standard print versions of this book may not be included in e-books or in print-on-demand. If this book
refers to media such as a CD or DVD that is not included in the version you purchased, you may download this
material at http://booksupport.wiley.com. For more information about Wiley products, visit www.wiley.com.

Library of Congress Cataloging-in-Publication Data: 
Nations, Scott. 
The complete book of option spreads and combinations : strategies for income generation, directional moves,
and risk reduction / Scott Nations. 
pages cm. – (Wiley trading) 
Includes index. 
ISBN 978-1-118-80545-9 (paperback); ISBN 978-1-118-80639-5 (ebk); ISBN 978-1-118-80620-3 (ebk) 
1. Options (Finance) 2. Options (Finance)–Mathematics. 3. Investment analysis. I. Title. 
HG6024.A3N347 2014 

332.64′53–dc23 
2014016781

http://www.copyright.com/
http://www.wiley.com/go/permissions
http://booksupport.wiley.com/
http://www.wiley.com/


 

For my mother, who always made the time to answer a question from a curious kid.
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I

FOREWORD

n this book, Options Spreads and Combinations, Scott takes the subject of options and
option spreads and shows investors how they can be easy to understand through

interesting, real world examples. Just as he does every week on CNBC’s Options
Action and in his �rst book, Options Math for Traders, Scott takes what many have
viewed as intimidating concepts and breaks down the barrier of entry for the self-
directed investor. Scott has a wonderful ability to use his years of experience and
vast knowledge of markets and rather than use industry jargon or high-level
mathematics, he breaks things down to a level that is interesting and easy to grasp for
all levels of investor—from the novice to the seasoned. This ability to relate to and
write for people of all knowledge levels, without arrogance or condescension is
impressive when you review his track record which includes being the brains behind
the “Nations VolDex®” implied volatility index.

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

A prominent and important part of this book is to address some of the most
common mistakes that retail traders make. All too often, when folks are starting out
in the world of options trading, they only buy or sell single options in directional
trades. This can be a successful strategy for some people but over time it is probably
not a strategy with which the average person can have long-term success. This book
encourages you to consider spreading your trades, which spreads out your risk and
the cost of your trades. As you read along, you will quickly grasp that this type of
trading allows you to use less capital and de�ne your risk right up front on your



trades. You will have the opportunity in this book to learn about every type of
spread trade that is realistic and imaginable.

Chapter 1 addresses the differences in risk and return and the fundamental
difference in options payoffs, which sets the pace for the rest of this book and the
difference in thinking about options as compared to just buying or selling stock. As
Scott emphasizes, the ability for one to manage risk and exposure to the market is
much easier if you understand these spreads. This concept of risk differentiates this
book from others and is one to keep in mind as you read. Scott gives insight in to
how a professional looks at trading. That is, the �rst thing he looks at is how much
risk or how much exposure do I have, then he looks at potential return. This
concept is so important and helps to mitigate one of the primary mistakes that many
newer options traders have. By de�ning risk right up front, which most spreads do,
it keeps the investor away from a situation where they are in over their head or have
risked too much capital, while at the same time setting out a worst-case scenario
right up front. You can see this clearly illustrated in Chapter 3 on vertical spreads,
no matter if you are buying or selling the spread, you should view the money you
can lose and the potential return on the trade. This is not to be minimized and
should be heeded in every example. Read this to better understand risk and, more
importantly, understand how to de�ne the appropriate risk for you, and it can help
you on your road to success.

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

As someone that talks to retail traders on a regular basis, I �nd it so refreshing to see
someone teaching in a sensible, risk-de�ned manner to help the average person have
a greater chance of success in the market. I commend Scott’s thoughtful work
delivered in fun and logical lessons in this book. I consider him one of the best
options teachers. One of the great bene�ts of this book is that it is not going to be
read and put away; this book can serve as a reference guide for the rest of your
trading career. As you step up in knowledge or want to take different types of risk,
you can reread the chapters on different spreads as you change your strategies based



on market conditions. These lessons are timeless. I hope you enjoy this book as
much as I did as you get the chance to learn from a great teacher and a great friend.

—JJ Kinahan



T

PREFACE

he goal of option trading is to make money. The vital element of making money
over the long run is to de�ne risk when you can and reduce the cost of your

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

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

As we’ve mentioned, some spreads and combinations have a built-in advantage. For
example, we’ll discuss one built-in advantage when we discuss risk reversals.
Covered calls are another combination with a different built-in advantage—over
time, the call option you sell will generate more in premium received than the



option is ultimately worth. Some spreads and combinations have a built-in
disadvantage. Collars are a great way to de�ne risk if you own appreciated stock but
you’re swimming against the tide a bit. That’s okay as long as you don’t use collars
constantly and understand why that is.

The Complete Book of Option Spreads and Combinations isn’t intended for someone who’s
a complete newcomer to options. We discuss outright options, that is, options that
aren’t part of a spread or combination, but outright options are rarely the right
strategy, particularly if you’re a speculative seller of options, so we’ll focus on
spreads and combinations and while they’re not necessarily complicated, if you’re
still stuck on the difference between a put option and a call option then read this
book but reread the �rst couple of chapters before diving into the strategies which
begin with Chapter 3.

■ The Spreads and Combinations

We’ll take a detailed look at nearly every common option spread or combination and
we’ll look at some rare, quirky spreads that even a professional option trader may
never actually execute. I’ve been a professional option trader for a long time
including decades in the option pits of Chicago and I’ve traded some odd
combinations, sometimes including as many as eight legs but I don’t believe I’ve ever
actually traded a “guts” spread. But each strategy has something to recommend it
and many show symmetry or similarity to another strategy. Once you start to
recognize these similarities you can start to construct the best, cheapest-to-execute
strategy given your market point of view. Once you can recognize these symmetries,
you’re also on your way to really understanding options, which means you’re able to
create return pro�les that aren’t just about more or less return but rather are
fundamentally superior to the risk/return pro�les that are possible if you’re just
trading stock. These fundamentally different return pro�les are the real power of
option spreads and combinations.
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CHAPTER 1

Not Just More or Less but Different

ptions are about choice and the freedom to do something, exercise your
option, or not do that something and let your option expire. An option is the

right but not the obligation to do something; in our context, it’s the right to buy or
sell stock at a predetermined price before the option’s expiration date. For this
reason, options are obviously very different than ownership of the underlying stock.
While it’s true that if you own stock you always have the freedom, the “option,” of
selling your stock, that’s a pretty drastic choice; there’s no middle ground. It’s the
choice inherent in ownership of an option, or the premium collected in selling an
option, and the ability to enjoy the shades of gray between owning the underlying
stock and not owning the underlying stock that make options such a useful tool. The
owner of the option gets to make this choice but pays money for the privilege. The
seller of the option doesn’t get to make the choice, he’s at the mercy of the option
owner but he is paid for being at the mercy of the option buyer and he’s often paid
very handsomely.

This choice also means that options, when combined with other options in spreads
and combinations and when combined with stock, result in risk/reward payoffs that
are very different than stock alone or options alone can generate. If standard asset
allocation between stocks, bonds, commodities, precious metals, and so on is
diversi�cation, then it’s diversi�cation in two dimensions. Allocation using different
asset classes and option spreads or combinations is diversi�cation in three
dimensions.

“As we see it, the principal function of options is to provide a signi�cant
expansion of the patterns of portfolio returns available to investors. Such
expansions make investors better off . . .”

Myron Scholes and Robert Merton



If you buy a share of stock and the price goes up by $1, then you’ve made $1. If the
price goes down by $1, then you’ve lost $1. Pretty straightforward but not very
nuanced either. By using options, particularly in a spread or combination, it’s
possible to create a trade structure that will make money if the stock goes up; it’s
possible to create a trade structure that will make money if the stock goes down; it’s
possible to create a trade structure that will make money if the stock doesn’t move.
It’s possible to create trade structures that lose money if the stock moves a little but
make money if the stock moves a lot. It’s not just about more or less, with options
the pattern of returns are fundamentally different.

But merely adding alternative structures isn’t what really matters. What matters is
that one of those payoff scenarios is likely to coincide with your outlook for the price
action, or lack of price action, in the underlying stock. It’s this ability to make
money if the stock does what you believe it’s going to do, regardless of what that
belief is, even if it’s the belief that the stock isn’t going to go anywhere, that make
spreads and combinations so useful.

While every investor or student of �nance has heard of options, we’ll focus on listed
options on stocks, indexes and exchange-traded funds (ETFs). We won’t discuss
options to buy the real estate next door, nor will we discuss employee stock options,
the sort of options given to employees as part of their compensation or as an
incentive and that allow the employee to buy stock at a discount. Rather, we’ll focus
on the options nearly every investor can and probably should be using—listed
options.

■ The “Flavors”: Calls and Puts

Listed stock options come in two “�avors”—the right to buy stock (a call option,
often referred to simply as a call) and the right to sell stock (a put option, often
referred to simply as a put). It’s useful to remember the terms by thinking of the
option to buy stock as the right to call it away from the existing owner. The right to
sell stock is the right to put the stock back into the market.

The owner of a call option gets to choose, that is, he has the option, whether to
exercise his right and buy the underlying stock at the exercise price before the
option expires. The seller of the call option has to sell the stock at the exercise price
if the owner of the option elects to exercise it. In that case, the seller of the call



option is required to sell the stock at the exercise price regardless of how far above
the exercise price the stock is currently trading. In exchange for being willing to do
so, he will collect an option premium in the form of cash when he sells the option.
This cash is his to keep no matter what.

The owner of a put option gets to choose whether to exercise his right and sell the
underlying stock at the exercise price before the option expires. The seller of the
put option has to buy the stock at the exercise price if the owner of the put option
elects to exercise it. In that case, the seller of the put option is required to buy the
stock at the exercise price regardless of how far below the exercise price the stock is
currently trading. In exchange for being willing to do so, he will collect an option
premium in the form of cash when he sells the options. This cash is his to keep no
matter what.

One note: no one keeps track of whom you actually bought your option from or
whom you sold it to. Rather, all options that share the underlying stock, expiration
date, strike price, and type (call or put) are identical, regardless of which exchange
they were executed on or which brokerage executed them, so when it’s time for you
to exercise your call option, the Options Clearing Corporation, the clearinghouse
for option trades, will more or less randomly pick someone who is short one of
those options to satisfy the duty to you.

■ The Expiration Date

For exchange-listed options, there are a number of expiration dates, usually by
calendar month, to satisfy the hedging and speculation needs of all sorts of market
participants, but for standard options, the expiration is �xed within the expiration
month. The last trading day for these standard options is the third Friday of the
month, and while the options technically expire the next day, the Saturday following
that third Friday, for all intents and purposes the last day that matters is that last
trading day. You can trade these options right up until the closing bell on that Friday
and make the all-important decision about whether to exercise your option and buy
(in the case of owning a call option) or sell (in the case of owning a put option) the
underlying stock. We’ll discuss this decision to exercise your option in greater detail
when we de�ne moneyness.



There are a few nonstandard expiration date regimes, and they can be useful. Many
underlying stocks now have options with weekly expirations trading. Instead of
expiring on the third Friday of the month, these will expire on the next Friday, or
there might be two or more weekly expirations listed, each expiring on subsequent
Fridays. The goal is to allow traders to take advantage of market events and catalysts
such as earnings announcements; market-moving government announcements, such
as unemployment and jobs data; or major corporate events, like a new product
announcement or a Food and Drug Administration decision for a pharmaceutical
company and to isolate that event or catalyst.

Some stocks, ETFs, and indexes also have quarterly expirations. These options
expire on the last day of the calendar quarter and are intended for institutions that
are judged by quarterly results.

As an example, Table 1.1 shows expiration dates for options that were recently
trading on Microsoft Corporation (MSFT).

Table 1.1 MSFT Option Expirations

Expiration Month/Year Last Trading Date Option Expiration Date

May May 17, 2013 May 18, 2013

May Weekly May 23, 2013 May 24, 2013

June June 21, 2013 May 22, 2013

July July 19, 2013 July 20, 2013

August August 16, 2013 August 17, 2013

October October 18, 2013 October 19, 2013

January ’14 January 17, 2014 January 18, 2014

January ’15 January 16, 2015 January 17, 2015

This sort of range of expiration dates is about normal for a major stock like
Microsoft. While some other stocks will have slightly different expiration cycles,
most will have options expiring in the current month, if the third Friday hasn’t
passed, or the next month and the following month. After those �rst couple of
expirations, the expiration months will usually fall into a more or less quarterly
pattern. For example, options on McDonald’s Corporation (MCD) follow a



September/December cycle rather than the August/October cycle that MSFT did.
For longer-term options, most stocks will have listed options expiring next January
and one or two Januarys after that. Note that the last trading day is the third Friday
of each month, while the option expiration is the next day, a Saturday. You can trade
each option until the close of trading on that Friday, but in reality you’ll have to
make your decision about exercising any options you’re long within a few hours of
that market close. Your broker will have speci�c guidelines on when you must enter
any instructions to exercise the options you own, but note that nearly every option
you own that is in-the-money at the close of trading on that Friday will be
automatically exercised. We’ll de�ne in-the-money in the moneyness section of this
chapter.

There’s not a lot of rhyme or reason to the expiration cycles, so don’t get too
involved in trying to �gure out what expirations exist or why they’re set up the way
they are. There will be plenty of expiration alternatives for you to use.

■ The Strike Price

If an option allows the option owner to buy a stock at a predetermined price (in the
case of a call option) or sell a stock at a predetermined price (in the case of a put
option), what is that predetermined price? That is the price the option owner would
pay or receive if they chose to exercise their option. Hence, it’s called the exercise
strike. Some call it the strike price. The two terms are interchangeable, but we’ll use
the term strike price.

While the increments between strike prices used to be consistent and logical, it’s a
little more ad hoc now. For stocks below $50 with actively traded options, the
increment between strike prices is usually $1. If the stock and options are less
actively traded, meaning there’s less demand for narrower strike price increments,
then the increment is usually $2.50. The increment will increase as the stock price
increases. With stock prices above $100, the strike price increment is usually $5,
after all, with IBM trading above $200, a $5 strike price increment is only 2.5
percent of the stock price, while with MSFT just over $30, a $1 strike price
increment is just over 3 percent of the stock price.

For these IBM options, we’d say they are “struck” every $5, and that’s about as wide
as the increment will get. Even with Google close to $1,200 a share, the options are



still struck at $5 increments.

Remember that strike price increments are subject to market demand. If option
exchanges hear from their customers that they’d like to see narrower strike price
increments in XYZ stock, then the options exchanges are likely to offer narrower
strike price increments for XYZ. Expanding bandwidth for exchange data feeds has
made it easier for option exchanges to offer more strike prices, so they do, even if it
ends up being a little confusing to the new option trader. Don’t look for hard-and-
fast rules for what strike prices will be listed; they’re subject to this market demand
for strike prices. In addition, as a stock moves around, it will near the top or bottom
of the band of listed strike prices. It may seem that traders are “running out of ”
strike prices. Soon, the exchanges will list new strike prices for trading, but until
that happens the strikes and their increments will seem odd. Don’t be confused. The
listed strike prices will almost certainly satisfy any trading or hedging need you
might have.

■ An Option Corresponds to 100 Shares of

Stock

Each regular option gives the right to buy, in the case of a call option, 100 shares of
the underlying stock or to sell, in the case of a put option, 100 shares of stock—
each option corresponds to 100 shares of stock. If you’ve sold one put option and
the owner of the put option chooses to exercise it, then you’re going to have to buy
100 shares of stock at the exercise price.

Just as stock is priced per share, regardless of how many shares you intend to buy,
options are priced per share even though each option corresponds to 100 shares. If
the option you buy is trading at 1.25, then your total outlay, assuming you buy a
single option is $125.00 (1.25 × 100 shares).

■ Defining an Option

So we know what the underlying stock or ETF for our option is. We see the
expiration and know that for regular options the third Friday of the month is the last
trading day. For other options, like weekly or quarterly options, the expiration date
is given explicitly. The strike price is understood. The type of option is easy—call or



put. We know that each option corresponds to 100 shares of stock. With those
pieces of information, we can precisely de�ne any option so that every market
participant, even a new option trader, understands exactly what the terms of the
option are and how much any outlay will be for buying it and how much will be
collected for selling it.

If we were to discuss the SPY June 150 put, then everyone would be in agreement
about which option we’re referencing. The underlying ETF is ticker symbol SPY, the
S&P 500 ETF. The expiration date is the third Friday in June. If the third Friday in
June for the current year has already passed, then we’re discussing an option that
will expire on the third Friday of June of the next year. If the third Friday hasn’t
already passed, then we’re talking about an option that will expire the third Friday of
June of this year. The exercise price or strike price (the two terms are synonymous)
is 150. The buyer of this put gets the right but not the obligation; they get the
freedom to sell 100 shares of SPY at $150 a share at or before expiration. If the
quoted price of this option is 1.35, then the total outlay will be $135.00, ignoring
commissions.

Let’s jump in and look at some options listed on GM. We see these in Figure 1.1.

Figure 1.1 Some Options in GM


