David Youngberg

Econ 310

Lecture 14: Option Strategies II
I. LTCM
a. Long-Term suffered two interactive curses: abundance and success.
i. “Thus do free markets punish success.” p 96.
b. Thus they engaged in riskier areas, such as stocks. But their basic strategy did not change: bet prices will converge, then hedge and leverage.
II. Strategies
a. LTCM often talked in terms of spreads, or the difference between the divergent assets that would soon converge. The bigger the spread, the bigger the profit (if they were right).
b. Option spreads are very close to this idea as all spreads include at least one long position and one short position.
III. Spreads
a. Refer to the following information for these spreads:

	5,000 troy ounces of gold

	Strike price
	Call (Dec)
	Put (Dec)

	96
	2.50
	1.00

	98
	1.50
	1.50

	100
	1.00
	2.50


b. Bull Spread—one long at a low strike price and short at a high one.
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c. Bear Spread—one long at a high strike price and short at a low one.
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d. Butterfly spread—long at the lowest and highest strike prices and short two in the middle strike price.
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e. Note that all of these are expressed in calls. Just like in the last series of strategies, if you want to know the other side, flip them around on the price axis. Trades of these sorts are zero sums—for every profit there’s a loss. For example, the put side of the butterfly spread would yield a rare maximum loss of 2 and a more likely maximum gain of 0.5.
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