Beating the Options Game

By Rick Ackerman

If you’ve traded puts and calls profitably, count yourself in the minority. It’s a rough game, and the odds of winning consistently are probably no better than you could hope for at the race track. Still, when the payoff can be 10-to-1 or better, as it sometimes is for leveraged players, it’s not hard to see why retail customers keep returning to the game. Big gains are surely possible, and we’ve all heard stories about someone who made a killing in some call option that quadrupled in a week or less. But far more often the option expired worthless, just as most 10-to-one horses finished out of the money.  Why? For one, those who take the other side of your bet are very savvy handicappers. If you think you know something that would give you an edge in buying a particular call option, say, the guy who takes the other side of the bet by selling you the option knows it too, and he will have priced the option accordingly.

So how can the retail customer level the playing field? In practice it’s not possible to compete on perfectly even footing with the pros, since they trade with much lower commissions and margin requirements. Still,  there a few ways the customer can close the gap, and through diligence and discipline hope to achieve consistently positive results with puts and calls. One way is to find a means of accurately identifying turning points in the price of the underlying stock. Once you are able to predict where a rally will peak, it is fairly easy to buy put options at the lowest possible price whenever that occurs. But it is not necessary to master a price-forecasting system to succeed. It will suffice in many instances to merely have good hunches about whether a stock’s next big move will be up or down. Let’s look at a strategy that can leverage such hunches by fattening your edge on directional bets. It entails buying calendar spreads, but not in the usual way. Instead, we will want to buy call or put calendar spreads, respectively, at strikes well above or below the market. This strategy is used often in Rick’s Picks, yielding maximum advantage when a stock moves significantly higher or lower over a period of one to three months.   

Here’s How It Works

Here’s how it works. For the example, we’ll use eBay, which on December 26 was trading around $68, down sharply on the day. At present we view eBay shares as a decent bullish play within a market that is riddled with fear and doubt. Which is to say, if one is going to be “long” any stock in this market, it might as well be eBay. The company is one of the very few that so far has met ambitious earnings projections in an otherwise weak economy.  Now, that doesn’t necessarily mean the stock is going to rally to $75 or $80 in the coming weeks. But if the bull shows any life whatsoever in 2003, eBay will almost surely outperform the pack. For that reason, an expectation of $75 to $80 per share over the next few months is not unreasonable for anyone who is at least moderately bullish on stocks as we enter the New Year.  

Can we make money with call options if our bullish bias proves correct? Possibly, though not by buying naked January or February 75 calls, the out-of-the-moneys that would give us the most leverage. Consider the price we’d have to pay. The Febs were trading around 1.50 on December 26, meaning the stock would have to rally 8.50 points by February 21, or 12.5%, just for us to break even. And while it is possible that a very powerful rally between now and then could push the Feb 75 calls to 2.00 or perhaps even 2.50, that would not be enough to justify taking a plunge.  But suppose we were to buy a Feb 75 for 1.50 and sell a Jan 75 short against it for 0.40 – the going price for that series on December 26. That would give us the Feb 75 – Jan 75 calendar spread for a debit of 1.10, the difference between what we paid for the long side of the position and what we took in for selling the Jan 75. We might even be able to do better by legging into the spread – that is, by buying the Feb 75 call now for 1.50, then waiting for a rally to sell the Jan 75 against it for more than its current 0.40 per. 

Double Benefits

In practice, this is a strategy we employ all the time. The trade is initiated from the long side by buying a call when the stock is falling toward a downside target. If we are right and the stock bounces from the target, we can doubly benefit, since we would be buying Feb 75 calls near their cyclical low, and we’d be able to offer the Jan 75 against it thereafter at a fat price. Typically, we will offer the short option for the same price that we have paid for the long option, effectively legging into the calendar spread for nothing. This means no loss is possible, since we effectively paid nothing for the spread. It would achieve its maximum value with the stock trading near $75. 

But we do not have to be precisely right to make money. Indeed, we’ll do just fine if eBay slowly works its way up to $75 between late December, when the position was initiated, and February 21, when the Feb options expire.  We might also try to adjust the position on the way up to fatten our edge. For instance, if we put on the spread for $1.10 as detailed initially and the stock were to fall, it might be possible to cover (repurchase) the short January 75 call for 0.05. We’d still be holding the long February call, but our basis cost would have been reduced by the 0.15 profit we made being short a January 75. Then, if the stock were to rally, we could again sell a Feb 75 call against our January 75, further reducing its basis cost. 

Our Edge

A further possibility would take advantage of the fact that way-out-of-the-money options tend to be more overpriced than near-the-moneys. Because of this, we might try to short a January 80 call against the long Feb 75 call. If eBay were to rally with unexpected power in early January, we might have an opportunity to sell the Jan 80 call for as much as, or perhaps even more than, we paid for the Feb 75. This would be legging into a “vertical calendar spread” for nothing, or perhaps even for a credit, yielding a position that cannot lose but which can produce a profit of as much as $500 for each spread. 

The above example is not intended to be a one-size-fits-all strategy, since changing market conditions make it nearly impossible to profit by using the same trick all the time. But the basic principle should be kept in mind whenever you trade options. Very simply, whenever you buy an option, you should try to sell something against it. This will reduce your cost basis and build precious pennies of “edge” into your positions.  So give it a try – and good luck in your trading! 

***

Note: If you’re interested in a more detailed discussion of my option strategies, please send me a message at RicksPicks55@gmail.com.  I will return to you an article on the subject that I wrote for Stocks, Futures & Options magazine.  It is in the form of a pdf file – and please note that the file is about 6MB in size.
And here’s the tradng recommendation for GDX exactly as it went out to subscribers:

+  GDX Gold Miners ETF (30.96) 
02/25/2009 18:48:25 EST 9157

We bought six June 25 puts yesterday for an average of 1.33. With a delta value of 16, the puts make us short the equivalent of 96 shares, but that value will increase if GDX continues to fall. (This is the "backspread effect"). Let's try to lock in a riskless profit by shorting six June 23 puts (GBJRW) for 1.35 against our position. Make the order good-till-canceled. If it's filled, we'll have legged into the June 25-June 23 put spread at no cost. The total position at that point would have $1,200 of profit potential and no possible loss -- a riskless hedge against weakness in gold shares. Regarding the underlying stock, my worst-case target for the next 3-5 days is 30.70, predicated on the breach of a midpoint support at 32.72. Both of these Hidden Pivot targets are shown in the accompanying chart. ________ UPDATE: The market for June 25 puts has turned predatory, with a 20-cent spread now quoted between bid and asked. Let's get in the market makers' sleazy faces by offering the June 23 puts short for 1.25, a nickel less than is reflected. This is a day order. _______ FURTHER UPDATE: GDX fell hard this mroning, to within 13 cents of the 30.70 target. The short sale was an easy fill for 1.25, so we've now locked in the June 25-June 23 put spread for an 0.08 debit. This means that most we can lose on the position is $48, and the most we can make is $1152 -- a reward:risk of 24:1!  A late note: Amazingly, the stock bounced $1.66 off the low, but it has since relaped to within a nickel of the original target, 30.70.
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