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hen consider-
ing options
pricing, there
are two types
of volatility that must
be taken into account,
historical volatility and
implied volatility.

Historical, or statistical,
volatility is the measure
of how much an under-
lying (e.g., stock)
changes in price. This
change is in terms of
rate and magnitude and
is usually measured by
taking the daily (close-
to-close) percentage
price changes and calcu-
lating the average over
a given time period. If
historical volatility is
high, you can expect the
premium of an option
to be relatively high as
well, i.e. if the stock
moves around a lot,
those moves will be
reflected in a higher

price for an option on
that stock compared to
an option on a stock
that makes relatively
small moves.

Once you have estab-
lished the historical
volatility for any under-
lying, you can plug that
value into a standard
options pricing model
and calculate the fair
market value of an
option, i.e. at what
price one should expect
the option to be trad-

ing. Sometimes the fair
market value is higher
or lower than where the
option is actually trad-
ing. This is the result of
the market pricing
expected, or implied,
volatility into an

option.

The implied volatility of
an option represents the
current expectations of
future volatility of the
underlying stock, as
estimated or implied by
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its option price, based
on an options pricing
model (e.g., Black-
Scholes) — a measure
of how much the "mar-
ket place" expects the
underlying asset price to
move, In other words, it
is the volatility that
yields a theoretical
value for the option
equal to the current
market price. If you
plug in the factors you
know, such as market
price, interest rate, expi-
ration date and strike
price, you can derive
the implied volatility.

How can implied
volatility be used to
trade options? Unlike

directional trading,
volatility trading doesn’t
require you to “predict”
the direction of the
market. And unlike
“time value” trading, it
doesn’t subscribe to the
myth that most options
expire worthless there-
fore only selling is prof-
itable.

What are the two most
important ingredients
contributing to volatil-
ity? You might guess
that some heavy duty
math is involved here
— which is not the
case; the computation
of historical volatility is
a difficult problem for
mathematical applica-

“Volatility shifts come as a result of
changing investor emotions and the
psychology of the marketplace.”

tion. In the Black-
Scholes model, volatility
is defined as the annual
standard deviation of
the stock price.
However, there is a way
in which a trader can
let the market compute
the volatility for him,
by using implied volatil-
ity — i.e., the volatility
that the market itself is
implying. This is similar
to an “efficient market
hypothesis”. If there is
enough trading interest
in an option that is
close to the money, that
option will generally be
fairly priced.

Fear and greed are
probably the two pri-
mary factors driving
stock prices. Volatility
shifts come as a result
of changing investor
emotions and the psy-
chology of the market-
place. Increased
volatility is usually
associated with falling

FROM THE

Editor

Welcome to the Fall 2007 issue of Options Central — The Options Industry Council’s educational

newsletter!

In this issue, one of our OIC exchange instructors discusses some frequent factors that come into

play with options’ trading volatility. Then in the Bid and Ask section, OIC’s Help Desk provides
some insight on the new rules regarding adjustments for stock splits, and also tackles a common
FAQ concerning corporate actions. Also, don’t forget to review our Readers’ Quotes section
where fellow investors share their thoughts on strategies that have worked for them, as well as
some comments about the benefits and frustrations they, or even you, have run into with options.

We hope you enjoy reading this issue of Options Central and as always, we welcome your feedback!
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stock prices, however, a
fast rising market can
also have a high level of
volatility. Rather than
looking at upward or
downward moves, one
can observe that periods
of low volume trading
equate with lower
volatility; more active
trading generally means
that volatility is higher.

Take for example the
past few months of
2007. Although indus-
try options have been
rising significantly over
the past few years as a
result of a vastly wider
array of participants, if
you look at the time
period from mid-July to
mid-August, you will
see that the VIX jumped
from around 16 to over
30. During that same
time, option volumes
jumped significantly
over year-to-date aver-
age daily volumes.
August daily averages
(to date) for index
options are 1.647 mil-
lion, compared to a
year-to-date ave daily
volume of 1.08 million.
For equity options,
August average daily
volumes are 12.78 mil-
lion compared to year-
to-date average volumes
of 9.85 million con-
tracts. On August 16,
the VIX hit 30.83, and
options total daily vol-
ume that day was
23,791,702." Similarly,

the late February/early
March spike in volatil-
ity, which saw an
abrupt move from
around 10 to nearly 20
correlated with spikes
in options contract vol-
ume. Does this mean
that higher levels of
trading activity some-
how cause higher
volatility? No. Quite
the opposite is true.
When levels of uncer-
tainty rise, and thus
volatility rises, the
desire to decrease risk
(fear) or take advantage
of profit opportunities
(greed) come into play
and more participants
make more trades based
on their existing portfo-
lios or desire to open
new positions.

Short-term investors
tend to be more active
traders (entering and
exiting trades intraday)
and therefore typically
use shorter time periods
for measuring historical
volatility: five-day, ten-
day, twenty-day and
thirty-day.
Intermediate-term and
long-term investors tend
to use longer time peri-
ods, most commonly
two months, six
months, and one year
intervals. Someone buy-
ing an option with low
implied volatility
expects the following
profit/loss profile: many
small losses (time
decay), with occasional

large windfalls, and a
rise in volatility some-
time before the option
expires. The goal of
someone selling an
option with high
implied volatility is to
bring in ongoing small
profits (time decay)
with the understood
risk that large losses are
possible on a significant
move in the underlying
or a further increase in
implied volatility. The
volatility seller expects
that volatility is high
and will revert to the
mean, i.e. fall, prior to
the option's expiration.

One way that active,
intra-day traders benefit
from volatility moves is
through delta-neutral
trading. In the simplest
terms, this means that
for every option bought
or sold, the appropriate

amount of stock is
bought or sold based on
the option’s delta. By
hedging with the under-
lying, “delta-neutral”
traders eliminate their
exposure to direction-
based risk from small
moves in the stock.

The goal is to consis-
tently buy options at an
implied volatility that is
lower than the histori-
cal or mean implied
volatility of the option
and sell options at an
implied volatility that is
higher than the histori-
cal mean implied
volatility of the option.
This isn’t a “one and
done” trade, however.
The theory is that you
will pay less for an
option than what you
can make by buying
and selling the underly-
ing as it moves up and
down — buying low



PAGE 4

and selling high in the
underlying and there-
fore paying for the
option’s decay, plus
some amount of profit.
Likewise, if you sell an
option, the idea is that
you will earn more pre-
mium from the sale and
the option’s decay over
time than it will cost to
hedge the short position
by selling stock low and
buying it high. The rea-
son this strategy is
employed by active,
professional traders is
because the hedge must
be constantly adjusted
as the underlying
moves. This type of
risk management is very
high maintenance,
requiring constant mon-
itoring and many trans-
actions in order to be
effective.

Alternatives to hedging
with the underlying that
might be more attrac-
tive to the less active or
non-professional trader
that can still effectively
capture volatility moves
include straddles, stran-
gles and spreads.

If you buy a straddle,
on the face of it you are
getting a win-win in
terms of profitability on
up or down moves in
the underlying.
However, the rights to
both buy and sell the
underlying at a price do
not come without a
hefty price tag.

The goal is to take
advantage of a possible
increase in implied
volatility, as this will
increase the value of
both your call and put
options, and rising
volatility acts as an
indicator that the mar-
ket expects the underly-
ing might make a large
move. The tricky part
is that because you have
double the exposure to
time decay as both a
call and put owner, time
Is your enemy. You
must know several
things for this to be an
effective volatility trade:
what the historical
volatility of the underly-
ing is relative to the
options’ implied volatil-
ities; what if any events
are on the horizon (e.g.,
earnings, litigation), and
what the options’ cur-
rent implied volatilities
are compared to their
historical implied
volatilities.

Likewise, if you want to
sell a straddle to collect
the premium of the call
and put as they decay,
moving toward expira-
tion, you need to be
reasonably confident
that you are selling an
implied volatility that is
higher than the option’s
historical implied
volatility. If a straddle’s
implied volatility is in
line or low compared to
historical implied
volatilities, this may not

the time to be selling,
depending on your
analysis of other market
indicators or events.
Once you establish a
short straddle, time is
your friend, but increas-
ing implied volatility is
deadly, as you have
double the exposure to
an upward move in
volatility being short
both the call and the
put. And again, you
must know if there are
any events coming up
that could cause the
volatility to spike,
increasing the premium
of the options as well as
signaling a potential
move in the underlying
that might wipe out the
profit you have made
by selling the options.

Similarly, buying and
selling strangles present
the opportunity to

e

make a volatility predic-
tion.

Again, you are doubling
your risks at the same
time you are increasing
your profit potential.
The difference between
a straddle and a stran-
gle is that for a strangle,
you are not buying a
call and put on the
same strike. This
reduces the net cost if
you are buying the
strangle but necessitates
a larger move in the
underlying to become
profitable.

Once the long strangle
is established, rising
implied volatility is
your friend as it will
increase the value of
your options and indi-
cates an increased possi-
bility of a price swing in
the underlying. For
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“Other ways to protect yourself are to

be sensible about how many eggs you
put into one volatility basket.”

short strangles, just the
opposite is true. You
want falling volatility
— if you miscalculate
and sell volatility when
it is low or on a rising
trend, it works doubly
against you as it rises,
increasing the cost of
closing the position, as
well as signaling an
increased possibility
that the underlying will
make a significant
move.

Another way to take
advantage of event
driven changes in
volatility is the use of a
calendar spread. If you
buy a “one-month” (an
example would be a
May-June calendar
spread) or time spread
(remember, by buying
the farther term option
you are “buying time”
or buying the spread)
you don’t want any
huge moves in the
underlying, since you
are short the front
month option, which
being at the money, will
be very sensitive to
moves in the underlying
price.. What you do
want to look for is a

front month option that
has a higher implied
volatility than the 2nd
month option, thereby
giving you the chance to
collect a lot of time
decay as the volatility
collapses as expiration
approaches. How is it
possible to find a situa-
tion where the near-
term options have a
higher implied volatility
than the 2nd month
options? A good oppor-
tunity can arise when a
stock makes a large
move, especially a large
downward move,
because this causes
near-term option
volatility to explode as
traders scramble to
cover risk or as they
seek profit opportunity
through speculation
(fear and greed again).
Here is the opportunity
for you to buy a calen-
dar spread. Because the
longer-term option that
you are buying falls
outside this window of
immediacy, it generally
will not be as affected
by the turmoil nor will
the implied volatility
spike so severely as in
the front month option

you are selling, and,
therefore, the calendar
spread can be an attrac-
tive strategy. This
requires some research
and a good sense of
timing. If you put on
the calendar spread far
in advance of the front
month expiration, you
run the risk that the
underlying will make a
significant move and
render the spread prof-
itless. If you wait until
very near expiration,
you will forego some
profit potential from
time decay, meaning
you will have to pay
more for the spread and
then if the underlying
does make a big move,
you are risking more
money.

Just before the front-
month expiration, buy
back the shorter-term
call and sell the back
month call in order to
close out your position.
Ideally, you will have
captured the benefits of
both time decay and
volatility.

Worst-case scenarios for
volatility trading: if you
are holding short
volatility positions and
the underlying stock
moves considerably or
implied volatility goes
up. Or, if you are hold-
ing long volatility posi-
tions and the underlying
stock moves moderately
and volatility collapses.

How do you protect
yourself? First, you
must do the research
prior to putting on a
volatility trade. You
must know what events
are on the horizon for
your underlying. You
should have a good
grasp of what the
underlying’s historical
volatility has been; you
should also have in
mind what the histori-
cal mean implied
volatility for the option
is, and where the cur-
rent implied volatility is
in relation to both. You
must understand that if
you buy an out-of-the-
money call in a stock
and very positive earn-
ings come out, that the
volatility “crush” result-
ing from this news
might negate a lot of
profit potential from
the move if you bought
“expensive” volatility
prior to the announce-
ment. And this can
happen if the stock
makes no significant
move or even moves up
in price.

Other ways to protect
yourself are to be sensi-
ble about how many
eggs you put into one
volatility basket. Limit
your exposure in any
one underlying. Limit
your exposure by sector.
If your market research
isn’t giving you any
strong direction with
regard to volatility, then
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use vertical spreads or
other strategies that can
protect you from unex-
pected volatility moves
rather than expose you
to losses.

Finally, remember that
volatility cannot be pre-
dicted over long periods
of time. Option mar-
kets generally use “mar-
ket forecasts” from one
month to a year.
Statistical models are
useful in forecasting
volatility over very
short periods of time.

Never forget the impor-
tance of taking into

account news and
events, even large
scale/non-specific to
underlying stock events
or news — macro world
events can put the mar-
kets into turmoil and
send volatility through
the roof just as easily as
an earnings event or
court case outcome can
affect one issue or sec-
tor.

And always remember,
if the volatility assump-
tion driving a particular
option changes, the
option price can change
without any dramatic
move in the underlying.

To simplify the computations, the examples in this article do not
include commissions or transaction costs. Commissions and
transaction costs will affect the outcome of all stock and options
transactions and must be considered prior to entering into any
transaction. Investors considering options should consult their tax
advisors as to how taxes may affect the outcome of contemplated

options transactions.

Common
Options Terms

Black-Scholes formula

The first widely-used model for option pricing. This for-
mula can be used to calculate a theoretical value for an
option using current stock prices, expected dividends,
the option's strike price, expected interest rates, time to
expiration and expected stock volatility.

Implied volatility
The volatility percentage that produces the 'best fit' for
all underlying option prices on that underlying stock.

Historical volatility
A measure of actual stock price changes over a specific
period of time.

Spread

A position consisting of two parts, each of which alone
would profit from opposite directional price moves. As
orders, these opposite parts are entered and executed
simultaneously in the hope of (1) limiting risk, or (2)
benefiting from a change of price relationship between
the two parts.

Straddle

A trading position involving puts and calls on a one-to-
one basis in which the puts and calls have the same
strike price, expiration and underlying stock. When both
options are owned it is a long straddle, and a short
straddle is when both options are written.

Strangle

Selling both a call and a put that are currently out-of-
the-money, or with two different strike prices, which can
help to reduce the risk of a written straddle.

Time value

The part of an option's total price that exceeds its
intrinsic value. The price of an out-of-the-money option
consists entirely of time value.

Volatility

A measure of stock price fluctuation. Mathematically,
volatility is the annualized standard deviation of a
stock's daily price changes.
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@ ~ | Ask

Q: What are the new rules regarding option contract adjustments
for stock splits that pertain to rounding?

A: Effective for ex-distribution dates September 4, 2007 and later
(the first trading day after the Labor Day weekend), option
adjustment methodology will change for stock splits that under
old rules required rounding of the strike prices. Under the new
method, for "odd" splits (4:3; 3:1; 3:2; etc.), the strike prices
will no longer be adjusted downward to reflect the splits.

Only the deliverable will change to reflect the terms of these
splits. A strike price of 75 still calls for the exchange of $7,500
upon exercise or assignment. For example, on the ex-date for a
3:2 split, a 75 strike price would now call for 150 shares of the
underlying in exchange for $7,500. This new method
eliminates the need to round some strikes to the nearest 1/8

of a point. Please refer to www.optionsclearing.com for
further details.

Figure |: EXAMPLE OF NEW METHOD - NO CHANGE IN STRKE PRICES

3 for 2 Split Old Method New Method

Before Ex Date Ex Date Ex Date
Option Symbol ABC XXX XXX
Stock Price 42 28 28
Strike 40 26 5/8 40
Premium/Strike Multiplier 100 150 100
Deliverable 100 ABC 150 ABC 150 ABC
Price Formula for Underlying 1.0 (42) 1.0 (28) =28 1.5 (28) =42
# Contracts | | |

Note: Strikes do not change; The premium/strike multiplier does not change;
The price formula to calculate the value of the underlying changes; and
with the stock at $28, under the new method the adjuste 40 strike call is
in-the-money ($28.00 stock price X 1.5 = $42.00)

Q:I'm trying to trade an option that was adjusted for a corporate
action in the underlying a few months ago. This was once a
LEAPS® option and traded quite a bit, but it appears as though
the volume has fallen off and the bid-ask size isn’t what it once
was. Why is that?

A: Those adjusted options will continue to exist, but it is not likely
that any investors will want to open new positions in them.
The majority of the volume for the adjusted options is typically
a result of closing trades. Investors wishing to trade the new
standard contracts will typically trade the ones that the
exchanges list the day after the corporate action.

“My strategy is very simple. After having

tried many different angles for trading
options, the method I consistently use is
selling covered calls. Employing other
strategies, there are always factors that
enter into the equation that can't be con-
trolled. I can make a lot of money but also
lose a lot of money. For me, covered calls
are a way of making a steady, appreciable
income year over year. Slow and steady
wins the race...”

Jim Baughman - West Hollywood, CA

“The OIC site is a great place to get the
basics and advanced help on options.
Everyone can benefit from the learning
opportunities. Log in and stay tuned is my
advice. Thanks for the good programming
and information.”

Don Reinhardt - Atlanta, GA

Want to let others know about a strategy that
worked great for your portfolio? Have an
experience to share about an educational tool
that gave you some insight into options trading?

The Options Industry Council invites you to
submit your options experiences to be featured
in Options Central. Send us your testimonials

to be featured in our Readers’ Quotes section for

our next issue!

Options Central welcomes letters and questions
that address articles or other options items.
Submit letters to optionscentral@theocc.com.

Letter submissions may be edited for space.

By submitting any letter, you consent to its
publication along with your name. Options
Central is under no obligation to print all pieces
submitted.
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...sent directly to your e-mail from OIC!
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Dan Sheridan
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Industry Council
One N.Wacker Drive, Suite 500
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1-888-OPTIONS (1-888-678-4667)
www.888options.com

Options involve risk and are not suitable for
everyone. Prior to buying or selling options, you
must read the options disclosure document,
Characteristics and Risks of Standardized Options,
which can be obtained from your brokerage firm,
from any exchange on which options are traded,
by calling 1-888-OPTIONS or by writing The
Options Clearing Corporation, One North Wacker
Drive, Suite 500, Chicago, lllinois 60606. Consult
your tax advisor for tax considerations.

FOR MORE INFORMATION

If you have additional questions about
options, contact your financial advisor or one
of the exchanges listed here.

The American Stock Exchange
1-800-THE-AMEX; www.amex.com

Boston Options Exchange

1-617-235-2000; www.bostonoptions.com

Chicago Board Options Exchange
|-877-THE-CBOE; www.cboe.com

International Securities Exchange
1-212-943-2400; www.ise.com

NYSE Arca™
1-212-430-6900; www.nysearca.com/traders/options.asp

Philadelphia Stock Exchange
1-800-THE-PHLX; www.phlx.com

The Options Clearing Corporation
1-800-621-6072; www.optionsclearing.com

Upcoming
Seminars

Check out www.888options.com,
for a complete description and
schedule of fall 2007 OIC seminars.

October

2 Washington, D.C. - Basic
3 Washington, D.C. - Advanced
4 Dallas - Basic
Schaumburg - Spreads
9  Parsippany - Basic
10 Parsippany - Advanced
St. Louis - Covered Calls
11 St. Louis - Spreads
16 Orlando - Basic
17 Boca Raton - Basic
18 Boca Raton - Advanced
23 NY Downtown - Covered Calls
24 NY Downtown - Spreads

Registration is required. All seminars
are FREE and held from 6 p.m. -

9 p.m. To register for a seminar or
order educational materials, call
1-888-OPTIONS or visit
www.888options.com.

Investor Education Day
presented by The Options Industry Council
and the Futures Industry Association

November 28,2007
Hyatt Regency - Chicago, IL

Topics that will be covered include:
Options Fundamentals
Developing a Trading Strategy
Real-Time Trading
Market Analysis Panel

For more information, visit
www.888options.com




