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CHAPTER 6: LIMITED RISK OPTION SELLING—VERTICAL CREDIT SPREADS

S

ome traders are intrigued by the odds of success short option traders enjoy but are not willing to accept
theoretically unlimited risk on a trade that provides limited profit potential. An alternative to selling naked
options is the credit spread. A credit spread involves the sale of an option with the purchase of a distant
option of the same kind. In other words, if a trader sells a call option, a call option with a higher strike price can be
purchased to limit the trader’s risk.
Early on in my career, I was convinced that naked option selling was the optimal choice but as markets changed, so
did my mind. Algorithmic trading hasn’t ruined the markets as some suggest, but it has certainly altered the
landscape. In my experience, the presence of computer trading has resulted in the potential for quicker and more
dramatic price spikes. Because of this, the idea of traders utilizing a naked short option approach is no longer
appealing to me. Instead, I like the idea of having some sort of catastrophic insurance in place. This means that for
every option sold, there should be an option purchased at a low premium, but strategically placed for maximum
price hedging. In some circumstances, this might mean executing a vertical spread as discussed in this chapter, but
in many cases, the most sensible method is with horizontal or diagonal spreads discussed in the next chapter
(Chapter 7, “Selling Options with Insurance: Horizontal and Diagonal Spreads”).
LIMITED RISK PREMIUM COLLECTION
Essentially, when executing a credit spread, a trader is giving up a portion of the collected premium for peace of
mind. It is a clear advantage to have confidence in knowing that no matter what takes place throughout the life of
the trade, at expiration the loss is limited. However, just as everything else in the world of trading, buying
protection can act as a double-edged sword.
Although loss is limited, it has been suggested that the overall probability of a losing trade is greater with a credit
spread relative to selling naked options. This theory lies in the fact that the cost of the protective option often
persuades traders into selling options with relatively proximate strike prices and in higher quantities. In the end,
traders convert a strategy intended to be less risky than naked option selling into one that is actually riskier!
Also, it is more difficult to adjust a spread than it is to modify a lone short option position should something go
wrong. Consequently, as we experienced with the long vertical spreads, short vertical spread trading can
sometimes make a trader feel trapped in the trade. This sense of entrapment occurs because the long option of
the spread can get in the way of profits on the primary leg of the trade (short option), leaving the spread itself
unable to generate the desired profit until close to expiration. Finally, although losses can be defined when trading
vertical credit spreads, the dollar amount can be substantial. We will soon be reminded that limited risk and low
risk are not the same things.
BULLISH OR BEARISH?
Credit spreads can be directional or neutral. Those who are bullish in a commodity market may want to
simultaneously sell a put and purchase one at a lower strike price. This is referred to as a bull put spread or a short
vertical put spread. Likewise, a bearish trader could sell a call option and purchase one with the same expiration
date at a higher strike price. This is known as a bear call spread or a short vertical call spread.
In any case, the premium collected represents the maximum profit, while the distance between the strike prices
minus the premium received provides the maximum loss. A trader without a bullish or bearish bias but with the
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opinion that volatility might decline, or the underlying futures will stay tame, might opt to sell credit spreads on
both sides of the market; this is known as the (short) iron condor.
IS HAVING LIMITED RISK WORTH THE OPPORTUNITY COST?
Obviously, there is a tradeoff between capping your risk and
maximizing premium collected. Armed with the notion that most
options will expire worthless, many traders are enticed into selling
naked options. Yet, even if an investor successfully collects premium
eight out of ten times, the two inevitable losing trades have the
potential to erase previous profits and then some.

“Good judgment is usually the result
of experience, and experience
frequently is the result of bad
judgment.” —Robert Hormats

Have you ever noticed that all insurance policies have a maximum benefit? This is not a coincidence. The insurance
firm Lloyd’s of London discovered the importance of limiting losses the hard way. They prided themselves on the
sale of “no-limit” policies, but in the early 1990s, they were averaging close to $3 billion a year due to asbestos
claims and quickly reconsidered their business model.
Reinsurance is another way in which insurers limit their risk. After collecting premiums on a policy, firms allocate a
portion of the proceeds to the purchase of insurance against the sold coverage. Vertical credit spreads can be
viewed in the same terms. Following the sale of an option, it might be beneficial to limit potential losses by
purchasing a distant option for protection.
Another benefit of a credit spread is a reduction in the required margin. Exchanges set the margin on limited risk
spreads much lower than that of naked short options. However, it is important to note that this also increases
leverage, which may turn out to be unmanageable in highly volatile market conditions.
On the bright side, lower margin requirements and limited risk prospects enable traders to operate with more
lasting power. Unlike naked option sellers who are prone to liquidate positions prematurely at inopportune prices
due to a lack of margin or fortitude, credit spread traders can more comfortably ride out the ebbs and flows of the
commodity markets.
THE CONS OF CREDIT SPREADS: INSURANCE ISN’T FREE
Although limited, the losses produced by credit spreads have the potential to be substantial relative to the amount
of premium collected. Depending on the design of the spread, the risk could easily be tenfold relative to the
premium collected. On a side note, the beauty of commodity options is the complete control traders have
regarding their trading strategy, time horizon, and risk-to-reward ratio. If the reward is minuscule relative to the
risk, adjusting strike prices and expiration dates can generally create a more attractive trade; the trick is to be
creative.
There are significant opportunity costs that come with the luxury of limited risk. Here are a few reasons that credit
spreads may not be as profitable or attractive as they seem on the surface.
Closer to the fire. The cost to insure a short option can be steep. Credit spread traders are tempted to sell
closer-to-the-money options to mitigate the impact purchasing insurance has on profit potential.
The tendency of traders to overload risk. Margin discounts for credit spread traders often induce traders
to overload an account by trading larger lot sizes.
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Insurance eats potential profits. Insurance of all types (car, life, etc.) is expensive and the commodity
markets are no different; most of the premium paid for protection will be unnecessary, but when it does
pay off, you will be thankful you had it!
You can’t have your cake and eat it too. Time value erosion occurs on the protective long option in
addition to the short option, which is counterproductive to the strategy.
A false sense of security. Limited risk prospects tend to aid complacency, which causes traders to be slow
to react to adverse conditions.
Feeling of being trapped. Once a credit spread is sold, traders sometimes feel trapped because the
expected profit often doesn’t materialize until close to expiration. This is because of premium erosion on
the protective long option and the obstacle of bid/ask spread slippage on two options rather than one.
Difficult to adjust. When trading options naked, it is relatively easy to roll positions to adjust risk if
something goes awry, but when trading vertical spreads, there are more moving pieces, and adjustments
can be difficult and costly. This sometimes leads to slow risk management.
Exercises can be an exhausting “exercise.” Exercise and assignments are even more intense for credit
spread traders than it is for naked option sellers. This is because spread traders generally sell options with
closer to-the-money strike prices at higher premiums to make the trade worthwhile. Accordingly, the
odds of the option being in-the-money at expiration, and therefore exercised, are greater than a naked
option seller using further OTM options. Now, due to the nature of a spread and the difficulty to get out
before expiration with the desired profit, more traders
Not having access to a competent
hold the trade until the end, which increases the odds of
support line can cost far more in
being at the wrong place at the wrong time as well as an
unnecessary market blunders than
in-the-money-option and subsequent exercise.
one could ever save in commission
Complications also arise should the futures market price
seeking the lowest rate.
be trading between the short option and the long option.
If this is the case, the spread holder may have to hastily
offset their options or even buy or sell futures contracts against the spread at expiration to avoid being
long or short the market in the following session. Times like this can be critical; you would likely need the
help of an experienced broker to avoid costly mistakes. It is a good idea for self-directed online traders to
house their accounts at a brokerage service willing to pick up the phone and respond to emails with
helpful and experienced guidance in these types of situations.
BEAR CALL SPREAD AKA SHORT VERTICAL CALL SPREAD (BEARISH STRATEGY)
The term bear call spread sounds like an oxymoron, but it isn’t. Call options are only bullish when they are
purchased, and when sold, they are a bearish play. Also, the fact that the title has the word “bear” in it is a good
clue that this is a bearish strategy. Thus, bear call spread is one in which the trader is selling a call option as a
primary position intended to be the money maker and purchasing of a distant call option. The long call is merely a
risk hedge that should be considered the opportunity cost for sleeping soundly at night. The bear call spread also
referred to amongst traders as a short vertical call spread.

ACTION
Sell an OTM call.
Buy a further OTM call.
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WHEN TO USE
You believe the market is not going up (bearish).
Volatility is expected to decline.
You are unwilling to accept unlimited loss potential.
PROFIT PROFILE
The profit potential is limited to the premium collected minus transaction costs.
At expiration, the breakeven is equal to the short option strike price plus the net amount collected for the
spread minus commission and fees.
o BE = Short Call Strike + Net Premium Collected – Transaction Costs
The maximum profit is achieved at expiration if the futures market is at or below the strike price of the
short call.
The trade is profitable to some degree if the futures price is below the breakeven price at expiration.
RISK
The risk is limited by buying a distant option.
The maximum loss is the difference between the short and long option strike prices less the premium
collected plus transaction costs.
o Max Loss = Maximum Intrinsic Value of Spread – Total Premium Collected + Transaction Costs
The maximum loss occurs when the futures market is trading at or above the long call strike price at
expiration.
ADVANTAGES
Limited risk.
Lower margin.
Lasting power.
Some peace of mind.
Benefit from time value erosion.
DISADVANTAGES
Limited risk is not synonymous with low risk.
Some of the advantages of credit spreads turn into disadvantages if traders use them to overleverage.
Complex and difficult to adjust or exit with desired profit before expiration.
Higher transaction costs compared to selling call option outright.
Like naked option selling strictly for premium collection, a credit spread trader is attempting to benefit from the
probabilities suggesting that option sellers will come out ahead in the long run. However, in the case of a credit
spread, the trader is purchasing an option with a distant strike price to limit the risk of the trade.
In reference to a bear call spread, the trade would consist of selling a call option and buying a call option with a
distant strike price. You might have noticed; a bear call spread is the opposite of the bull call spread we outlined in
Chapter 5. Simply, a vertical call spread is one in which the trader is speculating on the difference in price between
two options; a trader can buy the spread expecting the price of vertical spread to increase as the futures market
moves higher or she can sell the spread in hopes the value of the spread decreases as the underlying futures price
decline.
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With this strategy of selling the vertical spread (bear call spread) the trader is bearish, slightly bearish, or at least
not bullish. Such a trade leaves some room for error, meaning that a bearish trader can make money on this
position even if the market goes up moderately. If the strike price of the short call in a bear call spread is executed
out-of-the-money, the trade can return a profit if the market trades sideways, goes down, or goes up but stays
below the breakeven of the trade.
The risk of a bear call spread is equal to the distance between the strike price of the long call and the strike price of
the short call minus the total premium collected for the spread. The maximum loss occurs if the market is above
the strike price of the insurance or long call.
The maximum profit potential on a bear call spread, without regard to transaction costs, is the amount of premium
collected. Regardless of how right you are in the direction of the market, the absolute best-case scenario is keeping
the amount of money received when the trade was implemented.
NOTE: Credit spreads are a way to collect premium while still maintaining limited risk. It is important to realize
that limited and minimal are not the same thing. Depending on the structure and positioning of the spread, the
risk may be high.
EXAMPLE:

TRADE:

Sell one March e-mini S&P 500 3300 call option @28.00 w/93 DTE (money-maker)
Buy one March e-mini S&P 500 3400 call option @8.00 w/ 93 DTE (hedge)

MARGIN REQUIRED:

$1,564

CASH INTAKE:

$1,000

MAX PROFIT:

$1,000 ((28.00 – 8.00) * $50)

MAX RISK:

$4,000 ((3,400.00 – 3,300.00) – 20.00) * $50)

Call spread sellers believe the market will be beneath the strike price of their short call option at expiration to
render the maximum profit potential. Accordingly, the trader in this example sells a March 3300 call option
intended to be the money-maker component of the trade and then purchases a March 3400 call to cap risk
exposure. In short, the 3400 call acts as a hedge; its purpose is to protect the trader from excessive risk, not make
money. In this example, if the March e-mini S&P 500 future is below 3,300.00 at expiration both options of the
spread expire worthless. The profit on the short call would be 28.00 points or $1,400 (28.00 x $50), but the loss on
the long call option would reduce the overall profit by 8.00 points or $400. This creates a net profit potential of
$1,000 before considering transaction costs.
As we have learned, the premium collected acts as a risk buffer to losses for the option seller. If the price of the emini S&P 500 is above the strike price of 3,300.00, the trade might still be profitable to some degree, but the
futures price cannot surpass the breakeven point of 3,320.00 (Figure 34), which is determined by adding the
premium collected to the strike price of the short call. If it does, the trade loses tick for tick above 3,320.00 until
reaching the strike price of the long option (3,400.00). Beyond that level, losses on the short option are offset by
gains on the long option; thus, profits and losses are washed out leaving the trader with the maximum possible
loss.
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Figure 34: The sale of a vertical call spread is also known as a bear call spread strategy. The maximum loss at expiration occurs if the
underlying futures contract is above the long call strike price. The maximum profit occurs below the strike price of the short call.

Although the vertical spread seller faces limited risk compliments of an option purchased to cap the exposure of
the short option leg of the strategy, that risk can be rather deep. The beauty of a trade like this is that if the
trader’s interpretation of the market is wrong, the threat is limited. No matter what happens, the maximum loss of
a bear call spread would be the distance between the strike prices minus the net credit collected at execution
(don’t forget to add transaction costs to the final number). This trader faces a maximum risk of 80 points or $4,000
((100.00 – 80.00) x $50). Should the market be between the breakeven and the strike price of the long call, the
trade will be a loser, but the magnitude will be reduced. To illustrate if the e-mini S&P 500 is trading at 3,330.0 at
expiration, the trader will be at a loss of only $500 before the commission. This is figured by subtracting the
breakeven from the price of the underlying (3,330.00 – 3,320.00) x $50 = $500.
To summarize, the trader is risking $4,000 to make $1,000. Again, despite an unfavorable risk-to-reward ratio,
option selling offers traders favorable odds of success because profits happen if something unlikely to happen
doesn’t happen. The spread buyer, on the other hand, would require something unlikely to happen which is,
obviously, a tougher burden. Looking at the big picture, excluding transaction costs, the profit zone at expiration
begins at 3,320.00 and goes all the way down to zero. This trade makes money if the futures market is trading
under 3,320.00 at expiration.
As it turns out, the coronavirus pandemic swept the globe and the US financial markets in late February and early
March 2020 to allow this spread to expire worthless, at least on paper, to return the maximum hypothetical profit.
NOTE: Credit spreads provide a limited risk method for premium collectors. However, credit spreads also
subject traders to feeling trapped into a position. This can occur if the futures market fails to move in the
desired direction and time value erosion on the long option eats the profits on the short option.
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BULL PUT SPREAD AKA SHORT VERTICAL PUT SPREAD (BULLISH STRATEGY)
Traders who are bullish a commodity market or are at least convinced the market won’t move sharply lower might
consider selling a vertical put spread. This strategy is known as a bull put spread and it involves the sale of a closerto-the-money put option intended to be the money-making aspect of the trade and the purchase of a further-outof-the-money put option for hedging purposes. As the name implied, this is a bullish strategy.

ACTION
Sell an OTM put.
Buy a further OTM put.
WHEN TO USE
You believe the market is not going down (bullish).
It is believed volatility will decline.
You are unwilling to accept unlimited loss potential.
PROFIT PROFILE
The profit potential is limited to the premium collected minus transaction costs.
At expiration, the breakeven is equal to the short put option strike price minus the net amount collected
for the spread, plus transaction costs.
o BE = Short Put Strike – Total Premium Collected + Transaction Costs
The maximum profit is achieved at expiration if the futures market is at or above the short put strike
price.
RISK
The risk is limited by buying a distant option.
The maximum loss is the difference between the strike prices of the short and long put options less the
premium collected, plus the transaction costs.
o Max Loss = Maximum Intrinsic Value of Spread – Total Premium Collected + Transaction Costs
The maximum loss occurs when the market, at expiration, is trading at or below the strike price of the
long put.
ADVANTAGES
Limited risk.
Lower margin.
Lasting power.
Some peace of mind.
Benefit from time value erosion.
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DISADVANTAGES
Limited risk is not synonymous with low risk.
Some of the advantages of credit spreads turn into disadvantages if traders use them to overleverage.
Complex and difficult to adjust or exit with desired profit before expiration.
Higher transaction costs compared to selling call option outright.
A bull put spread is the exact opposite of a bear put spread and trading the bull put spread is synonymous with the
act of selling a vertical put spread. Specifically, a bull put spread consists of a short put option placed at or out-ofthe-money and a long put further out-of-the-money, which acts as insurance to the short option. A trader
executing a bull put spread is anticipating that the market will either sustain current valuations enough to remain
above the short put strike price or move higher.
Just as the bear call spread demonstrated in the previous example, the bull put spread offers traders the comfort
in knowing the absolute worst-case scenario. You’ve probably concluded that the risk is limited to the distance
between the strike prices minus the amount of premium collected. However, just because the risk is limited
doesn’t mean the trade is safe or even logical. Sometimes, credit spreads contain excessive amounts of risk
exposure with little profit potential.
It is up to the trader to determine how much risk she is willing to take for the corresponding reward. The risk
tolerance and personality of the trader plays a big part in this. We have seen traders rationalize the execution of a
bull put spread for a credit of $250 and a risk of nearly $5,000. In their point of view, they believe that the odds of
sustaining a maximum loss are slim, and the probability of walking away from the trade with a profit, albeit
minuscule, is large. However, if this type of risk-reward position was taken consistently, the trader’s win
percentage had better be 95%; otherwise, it would be impossible to break even, let alone turn a profit.
I have a hard time justifying such a risk/reward ratio given the structure of the
trade. While a naked short option trader faces theoretically unlimited risk, it
might be a little easier to unwind the trade when compared to a two-legged
credit spread. This is because changes in volatility and the bid/ask spread could
pose an additional hurdle for a spread trader. In addition, depending on the
delta value of the protective option, if the trade goes against you, the long option may not cushion the blow at all.
If it is considerably out-of-the-money, the premium erosion will likely outpace any benefits from the market
moving in the direction of the option. Nevertheless, I do think it is worthwhile to have some sort of risk floor in
place in the form of an insurance policy (long option), but it is important to ensure such a risk hedge will offer
protection and not just look good on an account statement to appease the margin clerk.
Limited risk doesn’t
necessarily mean less risk.

EXAMPLE:

TRADE:

Sell February hog 67.00 put 3.00 cents or $1,200 w/59 DTE (money-maker)
Buy February hog 57.00 put @ 0.65 or $260 w/59 DTE (hedge)

MARGIN REQUIRED:

$794

CASH INTAKE:

$940

MAX PROFIT:

$940 = ((3.00 – 0.65) x $400)

MAX RISK:

$3,060 = ((10.00 – 2.35) x $400)

Ironically, years after the CME delisted pork belly futures, I still get inquiries by new traders seeking to speculate in
the bacon market. Yet, I receive very little interest from green traders in trading lean hogs. Nevertheless, despite
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the drawbacks of the hog market such as liquidity and occasional locked limit market conditions, it can be a good
market for smaller traders. This is because hog futures and options margin is lower than most commodities and it
is a market that can offer some exceptional seasonal opportunities.
A bullish premium collector might look to sell vertical put spreads, also known as a bull put spread, in hopes of
sideways to higher price action in the underlying futures market. In late 2019, a trader could have sold a February
67.00 put for 3.00 cents or $1,200 because each cent is worth $400 to a trader. This leg of the trade is intended to
be the primary position or money-maker. The trader then could have used some of the proceeds from the short
67.00 put to buy protection against unlimited risk exposure using the 57.00 put. The cost of this protection would
have been 0.65 tenths of a cent or $260, leaving the trade with a net premium collected of 2.35 cents or $940
((3.00 – 0.65) x $400). This represents the maximum profit potential before accounting for transaction costs.

Figure 35: Credit spreads such as the bull put spread offer limited risk to the trader, but that risk can be quite large.

The trade’s risk is calculated by subtracting the amount of premium collected from the distance between the strike
prices and multiplying it by $400. Thus, the max risk is equal to $3,060 figure by ((10.00 – 2.35) x $400). As you can
see, the risk on the trade is limited, but the maximum loss is substantial. In such a case, you would ask yourself
whether buying the protection in this manner is even worth it. After all, would you be willing to risk nearly $3,000
on a trade if you were selling naked options? The answer is probably not (on purpose), so buying the protection
isn’t as comforting as one may think. That said, I am a believer in well-placed catastrophic insurance in which the
intrinsic risk is far less than it is in this example. In the next chapter, we will introduce a few methods of doing just
that.
The maximum profit on this trade occurs if the underlying futures contract is trading above the strike price of the
short put, 67.00. If the trade is below 67.00, the trade returns a lesser amount as long as the futures price is above
the breakeven point of 64.65 at expiration, as illustrated in Figure 35. The maximum loss occurs at expiration if the
market is trading at or below 57.00, which is the strike price of the long put. If you are struggling with how the
breakeven point was determined, it is calculated by subtracting the net credit from the strike price of the short put
before consideration of commissions (67.00 – 2.35) = 64.65.
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In summary, the trade loses less than the maximum risk if the market is trading between the breakeven and the
strike price of the long put at expiration. The farther the market moves beyond the breakeven (64.65), the bigger
the loss until reaching the strike price of the long put (57.00). Of course, beyond 57.00 the risk is capped because
the trader’s losses on the short put are being made up by gains on the long put.
NOTE: A bull put spread is used when a trader expects a market to head higher or at least be above the short
put strike price at expiration. Just like a short put option provides the trader with some room for error, a bull
put spread can be profitable to an extent whether the market goes up, down, or sideways. Of course, the risk
lies in the potential for the market to drop beneath the BE of the trade. Once again, limited risk is not
synonymous with minimal risk.
SHORT IRON CONDOR (NEUTRAL STRATEGY)
In the trading community, the use of the term iron condor is synonymous with a short iron condor rather than the
long iron condor version reviewed in Chapter 5. An iron condor appears complicated on the surface due to the
number of options involved but it is simply the practice of trading a short vertical call spread (bear call spread) and
a short vertical put spread (bull put spread) simultaneously. Another way to look at it is the sale of a strangle using
options with the same underlying asset and expiration date, then also purchasing a strangle using the same
commodity and expiration month but distant strike prices. However you look at it, iron condors collect limited risk
premium on both sides of the market but because a trader can only lose on one side, the risk buffer is essentially
doubled relative to selling only the call spread or the put spread.

ACTION
Sell an OTM call.
Buy a further OTM call.
Sell an OTM put.
Buy a further OTM put.
WHEN TO USE
In a range-bound market, or a market that is not expected to move sharply in either direction before
expiration.
Volatility is expected to decline or at least remain steady.
You wish to sell a strangle but isn’t willing to accept unlimited risk.
PROFIT PROFILE
The profit potential is limited to the premium collected minus the transaction costs.
At expiration, the breakeven is equal to the short option strike price plus or minus the net amount
collected for the spread plus or minus transaction costs.
o BE1 on Call Side = Short Call Strike + Total Premium Collected – Transaction Costs
o BE2 on Put Side = Short Put Strike – Total Premium Collected + Transaction Costs
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The maximum profit is achieved at expiration if the market is at or between the short call and short put
strike prices.
RISK
The risk is limited by the purchase of the distant strike priced options.
The maximum loss is the difference between the short and long option strike prices less the premium
collected, plus transaction costs (four commissions).
o Max Loss = Distance Between Long and Short Strike Prices – Total Premium Collected +
Transaction Costs
The maximum loss occurs if the underlying futures market is trading at or below the long put, or at or
above the long call at expiration. The amount is equivalent whether it is the call spread or the put spread
that loses.
ADVANTAGES
Limited risk.
Lower margin.
Lasting power.
Some peace of mind.
Make money regardless of direction.
Benefit from time value erosion.
DISADVANTAGES
Limited risk is not synonymous with low risk.
Some of the advantages of credit spreads turn into disadvantages if traders use them to overleverage.
Complex and difficult to adjust or exit with the desired profit before expiration.
Higher transaction costs compared to selling naked options.
Again, a short iron condor is simply the simultaneous execution of a bear call spread and a bull put spread. A trader
who doesn’t believe that a commodity is going to make a dramatic move in either direction may look to sell a
credit spread above the market and another one below the market.
The breakeven points of an iron condor, along with maximum risk,
and profit potential are calculated identically to that of the bull put
The strategy of selling iron condors
spread and the bear call spread aside from the fact that the
has significant advantages such as
calculations involve the net credit for both the call spread and the
limited risk, neutrality, and the benefit
put spread. In other words, the call spread and the put spread are
of time value erosion. Yet its title
treated as one trade in the calculations because it is only possible to
implies something safer than it is.
lose on one side of the spread at expiration. For example, to figure
the breakevens of the trade you would add the premium collected
for the bull put spread to the premium collected for the bear call spread and then add that number to the strike
price of the call or subtract that number from the strike price of the put. Similarly, the maximum profit on an iron
condor consists of the net credit collected for both the bull put spread and the bear call spread; this is the outcome
if the underlying futures contract is trading between the strike prices of the short options. The maximum loss
occurs if the underlying futures contract is trading beyond either of the long option strike prices at expiration and
can be calculated by subtracting the net premium collected from the distance between long and short options.
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The attraction of an iron condor is it can make money whether the market goes up, down, or sideways, assuming it
doesn’t move too far. The directionless structure of the trade means that at expiration you can lose on only one
side of the spread; this is obvious because the market can go up or down but not both—at least not if measured at
a particular point in time such as at expiration. If the spread is a loser at expiration, the market must be above the
breakeven of the bear call spread, or below the breakeven of the bull put spread; of course, it cannot be both. At
any time before expiration an iron condor trader might experience a loss on one side of the trade then later on the
other, should volatility increase or if the futures price change is highly directional.
One important item to note is the transaction costs of such a trade. An iron condor involves four separate option
contracts in which execution involves slippage in the form of a bid/ask spread. In addition, there are four
commission charges and four sets of exchange fees. Depending on the commission rate that you pay, this may or
may not be substantial, but you should be cognizant. If your goal is to collect a credit of $250, but you are paying
$35 to execute the trade, the risk may not be worth the reward. To be honest, even if your cost is less than $10, it
probably isn’t worth the risk. Not only that, when trading with discount brokers there are additional obstacles
outside of transaction costs that can be even more challenging than commission. Completely ignoring transaction
costs, an iron condor collecting a mere $200 to $300 in premium is likely akin to picking up pennies in front of a
steamroller. In my view, if you are going to sell options and accept the risk of doing so, you might as well make it
count.
Keep in mind, if you are executing multileg option spreads, your broker will likely give you a lower commission
rate—it never hurts to ask. Another point to note is it might or might not be possible to execute multiple-leg
option spreads using a single order ticket. Before the demise of the open outcry pits, there were human brokers
and market makers to fill option spread orders regardless of the type or style. In today’s environment, pit trading is
no longer feasible or accessible to many traders. Instead, orders must be entered into electronic trading platforms
and some are better than others at handling spreads. Having access to the proper platform, clearing arrangement,
and brokerage support will help get efficient execution of iron condors; slippage in the fill translates into less
premium collected, which correspondingly increases the risk of the trade. We will talk about this in detail in
Chapters 19 and 20.
EXAMPLE:

Sell one March e-mini S&P 500 3300 call option @28.00 w/93 DTE (money-maker)
TRADE:

Buy one March e-mini S&P 500 3400 call option @8.00 w/ 93 DTE (hedge)
Sell one March e-mini S&P 500 2950 put @ 28.00 w/93 DTE (money-maker)
Buy one March e-mini S&P 500 2650 put @ 8.00 w/93 DTE (hedge)

MARGIN REQUIRED:

$1,363

CASH INTAKE:

$2,000

MAX PROFIT:

$2,000 ((28.00 – 8.00) + (28.00 – 8.00) * $50)

MAX RISK:

$13,000 on put side (call side is only $3,000 in risk)

In Figure 36, we have modified the previously used example of a bear call spread in the e-mini S&P by selling a
vertical put spread (bull put spread) to collect the additional premium. The result is a neutral position facing risk on
both sides of the market but with distant breakeven points and higher profit potential. The shift in breakeven point
and increased profit potential can be directly attributed to the additional premium collected on the put side of the
trade.
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NOTE: An option seller makes money if something doesn’t happen, whereas an option buyer relies on
something happening to make money. Even with that in mind, despite the name, a short iron condor strategy
has some holes in it.
In this example, a trader without a directional bias and with expectations of a relatively quiet market might look to
sell the March 3300 call option for 28.00 points and purchase the 3400 call for protection at a cost of 8.00 points
while simultaneously selling the March 2950 put for 28.00 and buying the 2650 put for insurance for 8.00. In this
hypothetical example, a trader could have collected 20.00 points (28.00 – 8.00) or $1,000 (20.00 x $50) for the
3300/3400 vertical call spread and the other 20.00 points could have been collected for the 2950/2650 vertical put
spread. The new version of the trade collects 40.00 points, or $2,000 ((20.00 + 20.00) x $50).
As a reminder, simultaneously selling vertical call and put spreads can also be viewed as selling a near-the-money
strangle and buying an out-of-the-money strangle. Regardless of how you look at it, the trade makes the most
money if the underlying futures price is between the two short strikes (3,300.00 and 2,950.00) at expiration.
The premium collected on both sides is used to cushion risk beyond the strike price of either short option. Further,
because it is only possible to lose on one side of the trade or the other, but not both, there are two breakeven
points. If the market rallies above the 3,300.00 strike price, the trader essentially gives back premium collected
(potential profits) until running out of money at 3,340.00. In the previous example in which only the vertical call
spread was sold, the trade collected 20.00 points and the breakeven point was 3,320.00 but the condor collects a
total of 40.00 points pushing the breakeven favorably to 3,340.00. In short, the trader has more room for error
because losses at expiration only occur (on the upside) if the futures price is beyond 3,340.00 rather than 3,320.00.

Figure 36: Iron condor traders enjoy higher profit potential and more room for error in exchange for accepting risk on both sides of the
market.
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On a side note, this is a great depiction of how the options market skews risk and
An iron condor should be
reward based on market characteristics. As mentioned, stocks fall faster than
treated as one trade for
they rally, and the market knows this. Accordingly, short vertical call spreads
purposes of risk and
tend to have favorable risk/reward prospects relative to short vertical put
reward simply because it
spreads. As this example portrays, the high cost of put premium forces the trader
is possible to lose on only
to construct a wider vertical put spread spread (more distance between short
one side of the trade.
and long strike prices) to achieve the same premium collection as a narrower
short vertical call spread. While the trader could collect 20.00 points for a call
spread in which the strike prices are 100.00 points apart, the same premium
collection requires a 300.00 point spread on the put side of the market. In the end, this creates a much larger risk
to the downside. However, this phenomenon also enables traders to position short vertical put spreads furtherfrom-the-money relative to call spreads. In short, with the futures contract near 3,200.00 at the time of the trade,
it would require a rally of 140.00 points before a loss at expiration would occur, but the market could drop 290.00
points before a loss would occur at expiration.
The maximum risk of an iron condor is figured by subtracting the premium collected from the difference between
the strike prices on each side of the market individually. Thus, the risk on the call spread is limited to $3,000
((100.00 – 40.00) x $50), but the risk on the put spread is a whopping $13,000 ((300.00 – 40.00) x $50). To be fair,
this depiction of risk and reward for calls and puts is somewhat misleading in that we are using option market
prices in an environment of an extended bull market run and with a market at all-time highs. In other words, the
calls are relatively overpriced, and the puts underpriced in such an atmosphere. As traders are soon reminded,
selling a put spread in an overheated market can quickly turn dangerous. I hope any traders with similar trades on
didn’t hold to expiration; the March futures contract melted into the 2,400.00s as investors liquidated assets on
concerns over the coronavirus. On option expiration day in mid-March 2020, this example would have suffered the
maximum loss of $13,000!
Hopefully, it has been made clear that although credit spreads offer traders
limited risk, it doesn’t necessarily offer less risk than other trading methods. In
truth, I would argue that selling naked puts in the S&P 500 poses less risk than
selling credit spreads in many circumstances. As the example outlined, the
vertical put spread in this trade was exposed to $14,000 in risk (ignoring the
premium collected for the call spread). While $14,000 is a risk floor, it isn’t one any of us would likely be happy
with. A naked short put trader wouldn’t hold the trade long enough to suffer such a loss. The trader could have
opted to sell the 2900 put naked for 20.00 points as opposed to the 2950/2650 put spread; by doing this, the
breakeven point of the trade would have been a more favorable 2,880.00. Thus, a spread trader must sell a closerto-the-money option and accept a less favorable breakeven point to achieve the same premium collection due to
the cost of limiting risk.
What goes up will
generally continue to do
so until you buy it.

NOTE: An iron condor is simply a bear call spread and a bull put spread held simultaneously. The strategy is to
exploit a market that is trading sideways. As with a short option strangle or a straddle, an iron condor can lose
on only one side of the spread. The key difference is the characteristic of limited risk for the iron condor, and
accordingly a reduced profit potential.

