David Youngberg

Econ 310

Lecture 13: Option Strategies I
I. LTCM

a. Keep in mind they engaged in massive hedging to limit their exposure to problems.
b. They leveraged very heavily, increasing their exposure to the worst-case scenario.

c. However, they stuck with low-risk trades.

II. Graphing options

a. Consider options for gold. Assume a strike price of $57 and an upfront price of $1.
b. Long call
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i. Betting that the price will increase.

c. Short call
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i. Betting that the price will decrease.

d. Long put
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i. Betting that the price will decrease.

e. Short put
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i. Betting that the price will increase.
III. Strategies
a. By mixing and matching different options, investors can create different strategies that allow them to bet in both directions. 
b. Just like LTCM, financial firms hedge their bets—buying and selling on the same commodity. In options (and in futures), there are various strategies to limit ones risk at the price of limiting one’s profit.
i. The exact character of LTCM’s strategy is very complicated. However to give an idea on what sorts of strategies can appear in derivative markets, I cover them here.

c. When it comes to options, there are two basic types of strategies.

i. Spreads (to be covered in lecture 22).
ii. “Option strategies.” For clarity purposes, the contract price will differ ($1 for put and $2 for call).
IV. Option strategies 
a. Note that the strike price is always the same and the position is always long; a short version would be the flip of the long version.
b. Straddle—a symmetric strategy composed of one call and one put.
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c. Strap—an asymmetric strategy composed of two calls and one put.
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d. Strip—an asymmetric strategy composed of one call and two puts.
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