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Amity School of Businessy

Trading Strategies Involving Trading Strategies Involving 
OptionsOptions
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Amity School of BusinessType of strategiesyyp g

• Take a position in the option and the 
underlying

• Take a position in 2 or more options of the p p
same type (A spread) 

• Combination: Take a position in a mixture ofCombination: Take a position in a mixture of 
calls & puts (A combination)
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Amity School of BusinessPayoffs from optionsy

long call short call

y p

Payoff Payoff

ST STK
K

ST STK

Payoff PayoffPayoff Payoff
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Long put short put



Amity School of BusinessTrading strategiesyg g

a) Strategy involving a single option and a 
stock

a) Long stock and short call
b) Short stock and long callb) Short stock and long call
c) Long put and long stock
d) Short put and short stock



Amity School of BusinessPosition in the option and the yp
underlying

Profit Profit

STK ST

K

Profit Profit
(a) (b)
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Amity School of BusinessBull SpreadBull spread yBull Spreadp

• In bull spread you expect the market to 
rise 

• The profits and risk though are limited 
P blProblem
• An investor buys for Rs3 a call with a esto buys o s3 a ca t a

strike price of Rs30 and sells for Rs1 a call 
with a strike price of Rs35with a strike price of Rs35. 



Amity School of BusinessBull Spread Using CallsBull Spread Using CallsBull spread using callyBull Spread Using CallsBull Spread Using Calls
Longing a call and shorting a call at a higher priceLonging a call and shorting a call at a higher price

p g

Profit

Longing a call and shorting a call at a higher priceLonging a call and shorting a call at a higher price

Profit

K K
ST

K1 K2
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Amity School of BusinessBull Spread Using PutsBull Spread Using PutsBull spread using PutsyBull Spread Using PutsBull Spread Using Puts
Longing a put and shorting a put at a higher priceLonging a put and shorting a put at a higher price

p g

Profit

Longing a put and shorting a put at a higher priceLonging a put and shorting a put at a higher price

Profit

K1 K2 ST
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Amity School of BusinessBear spread yp

• In bear spread you expect the market to 
fall

• The profits and risk though are limited 
P blProblem
• An investor buys for Rs3 a put with a strike esto buys o s3 a put t a st e

price of Rs35 and sells for Rs1 a put with 
a strike price of Rs30a strike price of Rs30. 



Amity School of BusinessBear spread using Putsy

Longing a put and shorting a put at a lower priceLonging a put and shorting a put at a lower price

p g

Profit

Longing a put and shorting a put at a lower priceLonging a put and shorting a put at a lower price

Profit

K K SK1 K2 ST
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Amity School of BusinessBear spread using callsy

Longing a call and shorting a call at a lower priceLonging a call and shorting a call at a lower price

p g

Profi
Longing a call and shorting a call at a lower priceLonging a call and shorting a call at a lower price

t

K1 K2 ST
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Amity School of BusinessBox spread yp

• A combination of a bull call spread and a bear 
put spread

• If all options are European a box spread is worth 
the present value of the difference between the 
strike prices

• If they are American this is not necessarily so.If they are American this is not necessarily so.
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Amity School of BusinessButterfly spread y

Wh th i f h i th k t i t t d

y p

• When the price of share in the market is not expected 
to change in the relevant time period.

• The profits are limited and will be available for s shortThe profits are limited and will be available for s short 
span. The loss is also limited.

Problem
• Stock price is Rs 61and Investor feel the market will 

not be volatile for another 6 months. The calls 
available areavailable are

Strike Price Call pricep
55 10
60 7
65 5



Amity School of BusinessButterfly spread using callsy

Longing a call with low strike price K1 longing a call optionLonging a call with low strike price K1 longing a call option

Butterfly spread using calls
Longing a call with low strike price K1, longing a call option Longing a call with low strike price K1, longing a call option 

with relatively high strike price K3 and selling two call with relatively high strike price K3 and selling two call 
option with strike price K2, halfway between K1 and K3option with strike price K2, halfway between K1 and K3

Profit

K
1

K
3

S
T

K
2
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Amity School of BusinessButterfly spread using Putsy

L i t ith l t ik i K1 d b t ithL i t ith l t ik i K1 d b t ith

Butterfly spread using Puts

Longing a put with low strike price K1, and buys a put with Longing a put with low strike price K1, and buys a put with 
relatively high strike price K3,  and shorting two put at a relatively high strike price K3,  and shorting two put at a 

strike price K2 midway between K1 and K3strike price K2 midway between K1 and K3

Profit

strike price K2, midway between K1 and K3.strike price K2, midway between K1 and K3.

Profit

K1 K3 STK2
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Amity School of BusinessStraddle combinationy

If th t k i i l t th t ik i

Straddle combination

• If the stock price is close to the strike price, 
straddle leads to a loss. However, if there is a 
sufficient large move in either direction it leads tosufficient large move in either direction it leads to 
a great amount of profit.

ProblemProblem
• Stock is currently valued at Rs 69 and is 

expected highly volatile in next three month Callexpected highly volatile in next three month. Call 
and put are available for Rs 4 and Rs3 
respectively for a strike price Rs70 and samerespectively, for a strike price Rs70 and same 
expiration date.



Amity School of BusinessStraddle combinationyStraddle combination

Profit

Longing a call and longing a put at a same strike price and Longing a call and longing a put at a same strike price and 
same expiration datesame expiration date

Profit

SK STK
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Amity School of BusinessStrip & Strap yStrip & Strap

• Strip - Longing a call and longing two put at the 
same strike price for same maturity date.

• A large movement is expected towards lower 
side

• Strap - Longing two call and longing a put at the 
same strike price for same maturity date.same strike price for same maturity date.

• A large movement is expected towards upper 
sideside



Amity School of BusinessStrip & Strap yStrip & Strap

Profit ProfitProfit Profit

K S K SK ST K ST

Strip Strap
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Amity School of BusinessStrangle combinationy

Wh it i t d th t l t i

Strangle combination

• When it is expected that a large movement is 
expected but the direction is uncertain.

• The call strike price is higher than the put strike• The call strike price is higher than the put strike 
price. 

• For profits in strangle the price have to move inFor profits in strangle the price have to move in 
great amount as compared to straddle. But the 
loss is limited as compared to straddle. 

Problem
• The call and put are available at Rs4 and Rs3 

respectively The strike price of call and put isrespectively.  The strike price of call and put is 
Rs 74 and Rs 69 respectively.



Amity School of BusinessStrangle combinationyStrangle combination

Profit

Longing a call and longing a put at a different strike price Longing a call and longing a put at a different strike price 
but same expiration datebut same expiration date

Profit

K1 K2

SST
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Amity School of BusinessProblems y

What strategy will you apply when the market is highly

Problems

• What strategy will you apply when the market is highly 
volatile in nature and the investor don’t know in which 
direction will the market move.

• Market is expected to be volatile as budget approaches.  
FM wants to increase the prices of Petrol by a Rs and 
reduce steel excise duty by 2%.  What strategies will you y y g y
recommend a investor for profit making.

• If  an investor buys for Rs3 100 call with a strike price of 
Rs30 and sells for Rs1 100 call with a strike price ofRs30 and sells for Rs1 100 call with a strike price of 
Rs35. Draw a strategy for the same

• An investor buys for Rs3 100 call with a strike price of 
R 100 b f R 2 100 ll ith t ik i f R 140Rs100, buys for Rs2 100 call with a strike price of Rs140 
and sells for Rs1 200 call with a strike price of Rs120. 
Draw his strategy.


