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Voletitify Spreads lag

1.  Adiust art mgular fnfenvale—In theory, the adjustment process 15 assumed 10
be contnuous because volatly s assumed to be a continuous measure of the
speed of the market. In practios, however, volatility 15 measured over regular time
Intervals, 5o a reasonable approach 15 1o adjust a posldon at similar regular Intervals.
If 2 trader's volatility estimane 5 based on dally prce changes, the trader might
adjust dally, If the estimate Is based on weekly price changes, he might adjust
weekly. This is a trader’s best attempt 10 emmulate the assumptions bulll imo the
thearetical pricing model,

2. Adfust when the positfon becomes & prederermined number of deltas long
or shont—Very few traders Insist on belng delta neutral all the dme. Most traders
realtze that this is not & realistic approach, both because a contnuous adfustment
process s physically Impessible, and because no one can be ceftaln that all the
assumptions and Inputs In a theoretical pricing model, from which the del@ &
calculated, are correct. Even if one could be certain that all dela calculations were
accurate, 3 trader might sull be willing (o ke on some directonal risk. Buta trader
ought to knaw just how muoch directional risk he Is willlng o accept. I he wants
1o pursue delta neutral strategles, but belleves thar he can comdonably Uve with &
position which IS up 1o 500 deltas long or shart, then he can adjust the posidon any
time his deita position reaches this Hmit. Unlike the trader who afjusts at regular
Intervals, & trader who adjusts based on a fixed number of deltas cannot be sure
hovwr often he will need to adjust his positon. In some cases he may have to adjust
very frequently; Inother cases he may go for long pertods of tme withoutadjusting.

The number of deltas long or shorm a trader chooses for his adjustment polnts
depends on the size of his pesittons and his capi@lization, A small, independent
trader may find that he 1s uncomfortable with a pesition which Is even 200 deitas
long or shor, while a large trading flrm may consider 2 pesition which ls several
thousand deltas bang of short as being approXximately delta neutral.

1. Adfust by feel—This suggestion s not made facetiusly, Some traders have
g00d market feel, They can sense when the market §§ about 10 move In one
direction or another, If a trader has this ability, there is no reason why he shouldn'
make wee of it. For example, suppose that the underlying market is ar 50.00 and a
trader 1s delta nevtral with 2 gamma of ~200. I the mariet falls to 43.00, the trader
can estlmate that he 4 approximately 400 deltas long. If 00 deltaz |5 the Hmbt of
risk he ks willing to accept, he might declie to adjust 31 this polin. 1, however, he
Is alsn awrane that 48,00 represénts strong support for the market, he might choose
not 1o adiust under the assumption that the market Is Itkely © rebound from the
support level, If he i right, be will have avoided an unprofitable adjustment. Of
course, If he is wrong and the market continues downward through the supporn
leved, Tt will regret not having adjusted. I the rader b right mare often than not,
there Is no reason why he shouldn't take advantage of this skill,
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Figure 10-3

maoney, and out-ofthe-money put. The Include an priceof 100,
12 weeks o explration, a volatillty estimate of 20%, and an Interest rate of 8%.

Suppose we are interested In dolng a bull call spread. Two possibilities are to buy
295 call and sell a 100 call, or buy a 100 call and sell & 105 call, The spreads and thelr
theoretical values are:

Spread Theoretical Value Delta
95/100 call spread 2.87 +20
100105 call spread 1.88 +20
Figure 10-4
Fulirosprico = 100, Timo = 12 woaks;  Volalifty = 20%;  Inlarest = B.00%

Theoretical
Option Valug Deita Gamma Theta Vega
%5 call 663 n 34 -o17 18
100 call a7e 5 a1 -0z RL]
105 call 188 £l a7 - 020 a7
85 put .72 =7 24 =019 16
100 put 276 -7 a1 ] RT]
105 put 679 -7 a7 -8 a7
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for an author to wait 20 years to revise a professional publication, especially one that has been continuously in print over the entire period. To those of you who were hoping for at least one revision in the inter- vening years, I can only offer my apology and the excuse that other obligations prevented me from undertaking such a revision. Much has
changed in option markets over the last 20 years. Most mar- kets are now fully electronic, and the days of floor trading are clearly num- bered. do ultrasonic pest repellents work on bedbugs Only in the United States do option-trading floors still exist, and even those are inevitably giving way to electronic trading.

Twenty years ago, orga- nized option markets existed only in the major industrialized nations. But as the importance of derivatives as both an investment vehicle and a risk-man- agement tool has become widely recognized, new option markets have opened in countries around the world. Options are now traded not only on traditional products—stocks,
interest rates, commodities, and foreign currencies—but also on a bewildering array of new products—real estate, pollution, weather, infla- tion, and insurance. Many exchanges have also added variations on traditional products—short-term and midcurve options, flex options, options on spreads, and implied and realized volatility contracts. Not only
has there been a dramatic increase in the number of option mar- kets, but the traders in those markets have become increasingly sophisticated. When this text was first published, knowledgeable traders could only be found at firms that traded derivatives professionally—market-making firms, hedge funds, investment banks, and other proprietary
trading firms. Now, many retail customers have a level of knowledge equal to that of a professional trader.
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At the same time, universities are adding or expanding programs in financial engineering. In many cases, those who choose a career in derivatives trading have already had in-depth exposure to the mathematics of option pricing. While much has changed in the last 20 years, much has also remained the same. There is still a core body of material that
a serious option trader needs to master, and this core material is much the same as it has always been. mcgraw hill physical scien h r 3 review answers The previous edition of this text was an attempt to present this material in a manner that was easily accessible and that did not require a familiarity with advanced mathematics. This edition
retains that approach. Although some presentations may have been changed in the interest of improving an expla- nation or clarifying a concept, all the major topics from the previous edition have been retained. fresher electrical engineer resume pdf 00-Natenberg FM.indd 13 10/10/14 9:28 PM So what’s new in this edition? As in the first edition, an
attempt has been made to explain important concepts in the simplest possible manner using an intuitive rather than mathematical approach. goblin stat block 5e However, it is also true that a full understanding of many option concepts requires a familiarity with more ad- vanced mathematics. Consequently, some explanations have been expanded to
include a discussion of the relevant mathematics. But even these discussions tend to avoid mathematical concepts with which many readers are unlikely to be familiar. Many chapters have also been expanded to include a more detailed discussion of the relevant topics. In addition, there are several completely new chapters covering forward pricing,
risk dynamics, the Black-Scholes model, binomial option pricing, and volatility contracts. As with any living language, market terminology, and more specifically, op- tion terminology, has changed over time. Some terms that were common when the first edition appeared have gone out of favor or disappeared completely. Other terms that did not
previously exist have gained wide acceptance. This is reflected in small changes to the vocabulary used in this text. It is almost impossible to keep up with the amount of information that is available on options. Not only do new books appear with greater frequency, but the Internet has enabled traders to find relevant source material almost instan-
taneously. For this reason, the Bibliography has been eliminated. This should not be construed as an attempt to discourage readers from consulting other sources. This book represents only one approach to options—that of a pro- fessional trader. Many excellent option books are available, and any aspiring option trader will want to consult a broad
range of texts in order to understand the many different ways one can approach option markets. For those who are interested in the mathematics of option pricing, this text is in no way meant to take the place of a good university textbook on financial engineering. Nothing in this text is really new, and all the concepts will be familiar, in one form or
another, to most experienced option traders. 6983856307.pdf The presentation represents my best attempt, as an option educator, to present these concepts in a clear and easily accessible manner.
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Early Exercise
of American Options

Thus far we have assumed that all option strategles Involve hoiding a pesidon to
expiration. Since the great majority of exchange traded options are American, cammying
with them the right of early exercise, It will be worthwhile to consider some of the
characteristics of American options, Speciflcally, we will want to answer two questions:

1. Given the opportunity, under what clroumstances might & trader consider
exerclsing an American option prior to explration?

2. How much more shouid a trader be willing to pay foran American option aver
an equivalent Eurcpean option?

In order for early exercise 1o be desirable, thers must be some positive cash flow
which will result from early exercise, and the vabue of this cash must be greater than
the insurance value of the option. Because the cash fiow which resulrs from the exercise
of a stock option i significantly different from the cash flow which results from the
exercise of a futures option, the conditions under which early exercise will be desirable
are different. For this reason, we will look at these two situatbons separately.

FUTURES OPTIONS

From previous discussions (see Chapter &) we know that in evaluating an option there
are somee factors which make the option more valuable and there are some factars which
make the option less vakuabile. Consider a futures option. We mighe list the factors which
alfect its value as fobows:

option value = [niringlc value + volatlilty value = interest rate value

Since the intringic value and volatlity components can never be less than zero, these
factors always enhance the optien’s value. As elther rises, the opton value rises. Oniy
the interest rate component might affect the opdon's value negatively. As Interest
considerations rise, the option's value falis, B the negatve effects of Interest, rates are
greater than the pasitive effects of valatility, It might be passibie for an option, It k8

The material is based not only on what I have personally learned throughout my career but also on the knowledge and experiences of many others with whom I have been privileged to work. In par- ticular, my colleagues Tim Weithers and Samuel Kadziela offered many help- ful comments and insights and in some cases rescued me from embarrassing
errors. Any remaining errors, of which there are almost certainly a few, are strictly my own. I make no claim to having found a magic secret to successful option trad- ing.
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Anyone seeking such a formula will have to look elsewhere.

The secret, if there is one, is in learning as much as possible, applying in the real world what has been learned, and analyzing both one’s successes and one’s failures. Sheldon Natenberg xiv P R E FA C E 00-Natenberg FM.indd 14 10/10/14 9:28 PM Academia.edu uses cookies to personalize content, tailor ads and improve the user experience. By
using our site, you agree to our collection of information through the use of cookies. To learn more, view our Privacy Policy. testimonies for the church volume 3.pdf
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