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Hedging options with... options

We’ve already covered what it means to delta hedge an option
by pairing it with proportional shares of the underlying

Volatility trading (“Vol trading”) involves structuring
combinations of options to hedge- or “spread”- your risk.

Possible combinations are endless

Hedging can target any of the risk parameters (Greeks)
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Straddle
Strangle
Butterfly
Condor
Ratio Spread
Christmas Tree
Calendar Spread
Changing Interest Rates & Dividends
Choosing an Appropriate Strategy
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The Straddle

A Straddle consists of a Call & Put of the same strike & expiry
Buy both legs = long; Sell both legs = short
A long straddle is +Gamma, +Vega, and –Theta (paying)
A short straddle is –Gamma, –Vega, and +Theta (collecting)
As a rule- flip the signs (+/–) when comparing long & short
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The Strangle

A Strangle consists of +C & +P with different strikes
Usually set up 1:1 with offsetting deltas on C vs P
Common version is the -20d Put + 20d Call
A long strangle is +Gamma, +Vega, –Theta (paying)
Cheaper to own than the Straddle, with technically unlimited
profit potential
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The Butterfly

A Butterfly (“Call/Put fly”) consists of 3 legs +1, -2, +1
Strikes are chosen to be equidistant from the center
Generally a fly involves all Calls (or Puts) of the same expiry
A Butterfly centered ATM will have SHORT STRADDLE Greeks:

–Gamma, –Vega, +Theta (collecting)
Shift the fly– Greeks will vary!
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The Condor

A Call/Put Condor consists of  long spread vs a short spread
All calls or all puts / same expiration / strikes equidistant
An Iron Condor is a Long (inside) vs. Short (outside) Strangle
A Condor centered ATM will have SHORT STRANGLE Greeks:

–Gamma, –Vega, +Theta (collecting)
Shift the condor– Greeks will vary!
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Ratio Spread

Ratio spreads involve options of same type (P/C & expiry) but
different quantities on the legs
Payoff profile depends on actual structure
Subject to Vanna / Volga dynamics before expiry

examples
Common phrase = “backspread”

Convention in quoting is to state “buying/selling the 1”
Do not trade net short options without knowing your risk!
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Christmas Tree

Consists of a Call or Put Spread with extra short options
farther OTM
More commonly called:

“Call tree” or “Put tree”
“Call ladder” or “Put ladder”

Similar to a Ratio Spread in terms of payoff profile
Note... any structure with net short options is going to
have unlimited risk in one direction or the other (or both!)
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Calendar Spread

Consists of a Call/Put on same strike, long in one expiration vs
short in another
aka “timespread” or “horizontal”
Long vs Short convention depends on time exposure

Long the higher DTE = “long the calendar”
Long Calendar spreads are usually +Vega, –Gamma, +Theta
(collecting), but this does when the options in the spread are
far OTM.
Payoff profiles looks like that of a long Butterfly!
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What happens when rates or dividends change?

Recall the forward equation, including dividends:
F = S e0

(r-d)(t)

Interest rates and dividends impact the option’s price via changes in the underlying forward values
Options with more time until expiration will be affected to a greater degree (greater rho risk)
In general:

rates + = + forward / + call $ / – put $
rates – = – forward / – call $ / + put $
dividends + = – forward / – call $ / + put $
dividends – = + forward / + call $ / – put $
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Choose the appropriate strategy. Adjust as needed.
There are virtually endless possibilities. Use this reference to keep it simple—
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Chapter 12 — Bull and Bear Spreads
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