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ABSTRACT

This thesis has presented three strategies for deferring capital
gains income from one year to the next for income tax purposes. All
three strategies involved the establishment of neutral spreads using
options. As the price of the underlying stock changes, losses will
occur on one side of the spread and gains on the other side of the spread.
The losses should be recognised for tax purposes in the current year and
the gains in the following year.

Techniques have been developed for adjusting all of the possible
spreads so that they can be compared at a constant risk level. The metric
used to compare the spreads is the dollar volatility of each side of the
spreads. This is an indicator of the likely tax deduction which an inves-
tor can expect.

At the time that the spread is established, it is not possible to know
what the price of the stock will be in the future. Analyses have been
presented to illustrate the potential outcomes of the spreads for a
variety of stock prices.

The precise amount of tax savings which an investor can realize for
a given short term capital loss will depend on the investor's tax bracket
and the type of gains, that is, short term or long term, which are being
offset. The tables and analyses which have been presented in this paper
provide a framework which may be helpful in evaluating spreads for use as
a tax planning tool. However, this information does not specify which
strategy is the best choice for a particular investor.

ADVISOR: Fischer Black
TITLE: Professor of Finance
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1.0 INTRODUCTION

The Chicago Board Options Exchange (CBOE) began operations on
April 26, 1973. Since that time options trading has been introduced on
the American Stock Exchange, the Pacific Stock Exchange, and the Midwest
Exchange. Plans are currently being made to trade options on the New
York Stock Exchange. Presently, these exchanges deal exclusively with
call options, however, trading in put options will begin in the near
future.

The volume of call options traded has soared since 1973. Prior to
the opening of the CBOE, all options were individually negotiated and
offered very little liquidity. The CBOE increased the liquidity of call
options by standardizing the terms of the contract, severing the link
between the buyer and seller by substituting the Options Clearing Corpo-
ration as the primary obligor in all CBOE options, introducing a secondary
market for the options, and eliminating adjustments for cash payments of
dividends. The new options exchanges have followed the example of the
CBOE and provide an active secondary market in options.

Because options trading has become so popular it is important to
know what the tax effects of various transactions are. This will affect
the use of options as a tax planning tool, and will affect the profit-
ability of various types of transactions.

This thesis analyzes a set of option trading techniques which post-
pone the recognition of income from one year to the next. This process
may be repeated in consecutive years so that tax payment is deferred
indefinitely. The funds, which would have been used to pay taxes, may be

reinvestigated to earn additional income. The process may be terminated



in any year in which the investor wishes to recognize the income. For
example, if substantial losses are incurred in a particular year it may
be appropriate to recognize the income which has been deferred. When
the tax is finally paid, it will be paid in a year of lower income so
the average tax rate will be lower than in prior years for the investor.
There are risks involved in these tax strategies. First, there are
commission costs which the investor must pay to establish the position.
Before entering a position it must be determined that the tax savings
will exceed the cost of the transaction with reasonable certainty.
Second, there is always the possibility of capital losses when investing
in capital markets. The objective of this paper is to provide a framework
in which to choose the transaction which provides the maximum tax benefit
for a given level of risk, and to illustrate the potential outcomes of
the transaction. Once the investor has the alternatives and potential
consequences he is in a better position to make an intelligent choice as
to whether or not to utilize these tax deferral techniques.
The strategies presented in this paper make use of puts, calls, and
the underlying stock. The strategies assume efficient stock markets.
That is, the stocks are properly priced and the investor has no way of
knowing in which direction the prices will move. The option markets are
assumed to be less efficient. This leads to option prices which differ
from the values predicted by the formula. Although several different
trading techniques are presented, which assume efficient markets, they all
are based on the same concept. A neutral spread is established. When the
prices of the securities change, the net effect on the position will be

zero. Gains on one side of the transaction merely offset losses on the
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other side of the transaction. The key to this set of techniques is that

the losses are recognized in the current year, and the gains are recognized
in the following year. This provides a capital loss in the current year
and a capital gain of the same amount in the next year.

The first three chapters of the thesis are devoted to background
information. Section 2 presents a series of definitions which are commonly
used in the field of options. It then elaborates on the definitioms,
attempting to present én overview of the major relationships between stocks
and options which are used in formulating the trading strategies. The next
section discusses some of the tax consequences of options trading. The
information presented in these two sections establishes the foundation for

the understanding of the strategies which are presented in Section 4.



2.0 BACKGROUND ?

2.1 Definitions
An option is a contract which gives its owner the right to buy or sell

a stock. Since the introduction of auction markets for options, such as

the CBOE, the characteristics of options have become standard. The fol-

lowing list of definitions refers to options which are traded on these new
exchanges.

Call option-A call option is a contract which gives its owner the right to
buy a specified number of shares of a particular stock within a stated
period of time. Currently the CBOE, American Stock Exchange (AMEX),
Philadelphia Exchange (PHLX), Midwest Exchange (MWE), and Pacific
Exchange (PSE) list options which may be traded.

Put option-A put option is a contract which gives its owner the right to
sell a specified number of shares of a particular stock at a specified
price within a stated period of time. Although put options are not
currently traded on any of the four option exchanges, they will be
introduced early in 1977.

Contract Size-The standard size of an option contract is 100 shares.

Expiration Date-The expiration date is the date by which an option must be
exercised. If it is not exercised by the expiration date it becomes
worthless. There are two sets of expiration dates which are commonly
used. The first set has expiration dates of the third Saturday of
January, April, July and October. The second set has expiration dates
of the third Saturday of February, May, August and November. Options
are originally listed with nine month maturities. As time passes, the

duration of the options decreases. After three months another set of
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options with nine months duration is listed. There would now be two

sets of options, one with six months left until expiration and one
with nine months left until expiration.

Exercise Price-The exercise price of an option is the price for which the
option owner has the right to call or put the stock. This price is
often referred to as the strike price or striking price. For stocks
with market prices less than $50 at the time the optidns are listed
the strike prices are in increments of $5. For stocks with market
prices between $50 and $200 per share the strike prices are in incre-
ments of $10. And for stocks with market prices in excess of $200 per
share the strike prices are in increments of $20. As the market price
of the stock increases above the highest existing option exercise price,
a new option is introduced.

Premium-The premium is the total price of the option. It is higher for
options with long durations than for options which are about to
expire. Assume that the current price of the stock is less than the
exercise price of the option. If there is a long time left before the
stock option expires, the option will have some value because the stock
may go up. If the stock is volatile, the option premium will be higher.
As the expiration date approaches, it becomes less likely that the option
will be exercised since the stock is lower than the exercise price. Con-
sequently the value of the option declines and approaches zero. If the
stock price is higher than the exercise price, the premium is equal to
the difference between the stock price and the exercise plus an ad-
ditional amount to account for the time remaining before expiration.

As the expiration date approaches, the premium approaches the difference

between the stock price and the exercise price.



Out of the Money Option-An out of the money call option exists when the
exercise price is higher than the stock price. An out of the money
put option exists when the exercise price is lower than the stock
price.

In the money option-An in the money option exists when the exercise price
for a call is lower than the stock price or when the exercise price
for a put is higher than the stock price.

Covered option-A covered option exists when the seller has 100 shares of
the stock for each contract.

Naked option-A seller is said to be writing options naked when he sells
options for which he has no: corresponding stock.

Spreads-Spreads are combination of options of the same basic type but with

11

different exercise prices or expiration dates. One option is purchased

and the other is sold. A vertical spread is a pair of options on the
same stock with different exercise prices. For example, the investor
night but a Digital Equipment January call with a strike price of $50
and sell a January call with a strike price of $60. This would be a
bearish vertical spread; if the stock price goes down, the investor
makes money. If the positions were reversed, it would be a bullish
spread. A calendar spread is constructed by purchasing an option
with one expiration date and sélling another option with an identical
exercise price but a different expiration date.

Straddle-A straddle is a combination of a put and a call, both exercisable
at the same market price and for the same period.

Strip-A strip is a straddle with a second put component.

Strap-A strap is a straddle with a second call component.



2.2 Basic Options Relationships 12

The Black-Scholes option pricing formula is a mathematical model
which estimates the value of an option based on the volatility of the
underlying stock, the strike price of the option, the market price of the
underlying stock, the duration of the option, and the interest rate.[g]
The value which the formula predicts will often differ from the market
value of the option. If we assume that the basic formula is correct,
these differences may be explained by errors in the market or errors in
the inputs to the model.

This paper will not deal with the derivation of the model. Rather,
the model will be treated as both given and wvalid; the inputs are pro-
vided and option values are predicted. A detailed discussions of the
model is provided in several papers published by Black and Scholes.[l]’[gl

In this paper it will be assumed that the values predicted by the
model are correct and that the market will eventually adjust prices to
match values. = Under this assumption it is possible to identify options
which are underpriced and options which are overpriced. One of the criteria
used in choosing the appropriate spread for the tax strategies will be the
difference between the values and prices of the options to be used in the
spread.

The formula may be used to demonstrate some of the basic relationships
in options pricing. The next section provides an overview of the sensitivity
of the formula to its inputs and of the dependence of option values on the
input parameters. International Business Machines (IBM) has been chosen
as the underlying stock to illustrate these relationships. IBM has two sets
of call options which are traded. One set has an exercise price of $260. The

other set has an exercise price of $280. The termination dates of the options



are in January, April, August and October. At any time there will be three
options traded in each set; the maximum duration is nine months. It is
assumed, for this set of examples, that there exist put options with the
same strike prices and termination dates as the call optionms.
2.2.1 Call Options

Figure 1 illustrates the value of the call options with a strike
price of $260. 1In this diagram it is assumed that the interest rate is
6% and that the stock volatility (the annual standard deviation Qf the
return on the stock) is .17. The interest rate is a reasonable approxima-
tion of the return on short term government notes. The volatility estimate
was provided by Fischer Black.

The starting point for understanding the pricing of call options is
to look at their value at the time of expiration. At expiration the options
only have value if the stock has a market price which exceeds the strike
price. If the stock price is less than $260, an option to buy the stock
at $260 is worthless. If the stock price is above $260, that option is
worth the difference between the stock price and the strike price. For
example, if the stock were selling for $280 per share when the option
expired, an option to buy the stock at $260 per sﬁare would be worth
exactly $20.

When there remains time before the option expires, the option will
have some value even if the stock price is below the strike price. There
is the possibility that the stock price will increase before the option
expires. The value of the option increases with the duration of the option.
The lines labeled "t=3 months'" and "t=6 months" indicate the effect of the

duration on the value of the option.

13
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15
Figure 2 illustrates that the interest rates does not substantially

affect the price of an option. This diagram shows the value of a call
option under the assumptions that the interest rate is 2%, 6%, and 10%.
For stock prices in the vicinity of the strike price, a different in
interest rates of 400% (2% to 10%) results in an option value difference
of less than 507%. This indicgtes that the value used for the interest
rate in the option pricing formula does not have to be extremely accurate.

Figure 3 illustrates the value of three month call options as a
func;ion of stock price for two assumptions of stock volatility. The first
assumption is that the volatility is 0.50. For a stock price equal to the
strike price, this 2007% increase in the volatility resulted in approximately
a 200% increase in the value of the option. Clearly the stock volatility
estimate is more crucial in the option valuation than the interest rate.
This emphasizes the importance of accurately estimating the volatility of
the underlying stock.

Figure 4 illustrates the value of the delta for the IBM 260 call
options with three month duration as a function of the stock price. [The
delta is the ratio of the change in the option vélue to the change in the
stock price, for very small changes in the stock price.] For stock prices
far below the exercise price, a small change in the stock price will not
change the option value significantly. Therefore, the delta is much less
than one in this range. For stock prices far above the strike price, the
portion of the premium which is due to the duration of the option has almost
disappeared. The major factor in the premium is the difference between the
stock price and the exercise price. The option price follows the stock
price approximately point for point. Therefore, the delta approaches unity

in this range.
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Figure 4 also illustrates the value of the six and nine month call 19

option deltas as a function of stock price. For options which are deep
in-the-money, the longer durations results in higher deltas. However, for
options which are out-of-the-money, the shorter durations result in higher
deltas.

Figure 5 illustrates the value of a vertical spread between the IBM
options with exercise prices of $260 and $280. 1In this case it is assumed
that the options with the $260 exercise price are bought and the options
with a $280 exercise price are sold. This results in a positive cost to
the investor. Each of the spreads shown consists of two options with the
same expiration date. The limiting case occurs when the options are about
to expire. This is shown by the line labeled "t=0". For stock prices below
$260 both options are worthless. TFor stock prices between $260 and $280, the
option with the $260 strike price increases in value point for point with
the stock. And for prices above $280 both options increase in value point
for point with the stock; therefore, the value of the spread remains fixed
at $20.

As the duration of the options increases above zero, the situation
becomes more complex. The two options no longer move point for point with
the stock. Nor do they move point for point with one another. The relation-
ships are shown by the lines labeled "t=3 months', "t=€¢ months" and "t=9
months'". The duration has the same effect on the spreads as it did on the
delta of an individual option. This is because the difference between the
values of the two options varies directly with their deltas.

2.2.2 Put Options
The value of put options depends on the input parameters in much the

same way as the value of call options. This section illustrates that the
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21
effects of duration, interest rate and stock volatility are directly

analogous to their effects on calls.

Figure 6 illustrates the value of an IBM put with a strike price of
$260, for several different durations. As with calls, the limiting case
occurs at expiration. If the stock price is greater than $260 at the time
of expiration, the value of an option to sell the stock at $260 per share is
zero. If the stock price is below $260, the value of this‘option increases
one point for each one point decrease in the stock. This is shown by the
line labeled "t=0".

As the duration of the option is increased, its value becomes greater.
This is becauée the option assumes a time premium in excess of the amount
by which the strike price exceeds the stock price. If the stock price is
far less than the strike price, the relative importance of this time premium
diminishes. The value of the put approaches the difference between the
strike and stock prices.

Figure 7 illustrates that the interest rate does not substantially
effect the value of the put. This is the same conclusion that was drawn for
the effect of interest rate on the value of call optionms.

Figure 8 shows the relationship between the stock volatility and the
value of the put. Just as with calls, the stock volatility has a major
impact on the‘put value. Consequently, it is importént to have an accurate
estimate of the stock volatility.

Figure 9 illustrates the value of the option delta as a function of the
stock price for put options. It is important to note that the delta for a
put is negative; the value of the put increases when the stock price declines.
The magnitude of the delta has the same characteristics as the magnitude of

the call delta. For stock prices far above the exercise price, a change in
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26
the stock price will have very little effect on the value of the put. And,

for stock prices well below the strike price, the value of the option is
heavily dependent on changes in the stock price; the delta approaches unity.

Figure 9 also illustrates the values of deltas for options with longer
durations. The deltas for put options have the same characteristics as the
deltas for call options. For options which are deep in-the-money, the longer
durations yield higher deltas. For options which are out of the money, the
shorter durations yield higher deltas. And the effect of duration disappears
at the extremes; the delta approaches zero for options which are very far
out-of-the~-money and unity for options which are very deep in-the-money.

Figure 10 illustrates the value of vertical put spreads. It is assumed
that the put with a strike price of $280 is long and the put with a strike
price of $260 is short. This leads to a positive value for the spread. The
value of the spread is the mirror image of the call spread discussed previously.

The limiting case for the put spread occurs at expiration. For stock
prices above $280, both options are worth zero so the spread is worthless.
For stock prices between $260 and $280, the options with a strike price of
8280 begin to assume a value, but the other options remain worthless. The
value of the spread increases point for point with decreases in the price of
the stock. And, when the stock price is below $260, both options increase
in value with decreases in the stock price; the value of the spread remains
constant at $20.

As the duration of the options increases, the situation becomes more
complex. The two options no longer move point for point with decreases in
the stock price. Nor do they move point for point with one another. The
relationships are shown by the lines labeled 't=3 months'", "t=6 months'" and
"t=9 months". Notice that the duration has the same effect on the spreads

as it did on the magnitude of the delta of an individual put.
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2.2.3 Straddles 28

Figure 11 illustrates the value of straddles consisting on an IBM
call and an IBM put, each having a strike price of $260. The simplest case
is when both options are about to expire. This is shown by the line labeled
"t=0". When the stock price equals the strike price, both the put and call
are worthless. Below the strike price the put increases in value point for
point with decreases in the stock price, and the call remains worthless.
Above the exercise price the call increases in value point for point with
the stock price and the put remains worthless.

As the duration of the options increases, the v-shape of the curve
flattens out. The value of the straddle increases near the strike priée
faster than it increases either above or below the strike price. This is
because both the put and call are increasing in value in the vicinity of
the strike price. However, as the stock price differs from the strike price
only one of the options increases in value.

As the stock price moves farther from the strike price, in either
direction, the value of the straddle approaches its value at expiration.

However, the value of a straddle always varies directly with its duration.
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3.0 TAX TREATMENT OF OPTIONS TRANSACTIONS 30

The purchase and sale of options contracts are considered to be
capital tramsactions for income tax purposes, just as the purchase and
sale of common stock are capital transactions. However, the tax con-
sequences of options trading are more complex than stock trading because
of the possibilities of exercise and expiration.

Capital gains or losses may be long or short term, depending on the
length of time that the asset was held. For transactions which are com-
pleted during 1977, the holding period requirement for long term capital
gains or losses is nine months and one day. Beginning in 1978 this period
is extended to one year and one day. When computing personal income tax,
long and short term capital gains and losses may be uséd to offset one
another. However, long term gains in excess of allllosses are taxed at
half the rate of short term gains. Similarly, long term losses provide
half the deduction of short term losses. This gives the investor an
incentive to have long term gains rather than short term gains, and it
gives the investor an incentive to have short term losses rather than long
term losses.

Since options, which are traded on the exchanges, have a maximum
duration of only nine months, all simple options transactions will result
in short term gains or losses. However, if the option is exercised, the
holding period is measured by the length of time that the stock is held.
This opens the possibility of achieving long term holdings.

3.1 Simple Purchase and Sale of Options

Assume that on January first the price of IBM stock is $270 per share.

An investor purchases a call option to buy 100 shares of IBM with a strike

price of $260 and expiration date in April. The price of the option would
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be approximately $1850. If the stock price increases to $300 in the next
few days, the option would be worth about $4500. Assuming that the investor
sells the option, he will realize a short term capital of $2650. If the
stock price had declined to $250 per share, the option would have declined
to about $675. If the investor sold the option at this price, he would
realize a short term capital loss of $1175. The writer of these options
would have exactly the opposite results. When the stock went up he would
experience a short term capital loss and when the stock went down he would
experience a short term capital gain.

If the investor had bought a put option to sell 100 shares of IBM with
a strike price of $260 and expiration in April, he would have paid about
$500. If the stock price rose to $300, the option would decline to about
$30. Sale of the option would result in a short term capital loss of $470.
If the stock price declined to $250 per share, the option would rise to $1400.
If the option were sold, a short term gain of $900 would be realized. As
before, the writer of the option would experience exactly the opposite
results.
3.2 Purchasing Options and Exercising Them

When an option is exercised, the premium which was paid is used to adjust
the tax basis of the stock. For example, suppose an investor paid $1850 for
a three month call on IBM with a strike price of $260 when the stock was
selling for $270 per share. If, at the end of the three months, the stock
price was above the strike price, the investor may decide to exercise his
option. If the stock price was below the strike price, the investor would
not exercise the option because he could purchase the stock on the open

market for less than the strike price. When the call is exercised, the
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investor purchases 100 shares of IBM for $26,000, which is less than the

current market price. When computing the cost of this stock for tax
purposes, the $1850 premium is added, bringing the total to $27850. The
holding period for the stock begins when the option is exercised. No gain
or loss is recognized for the option.

If the investor had purchased a put and exercised it, the tax treatment
would be analogous to the treatment of a call. 1In this case the stock would
have to be below the strike price in order for the put to be exercised. The
holder of the option receives an amount equal to the strike price for each
share he delivers. The tax basis for the individual delivering of the stock
is equal to the strike price less the premium. The holding period is deter-
mined by the length of time that the stock was owned. Again, no gain or loss
is recognized for the option.

3.3 Purchasing Options and Allowing Them to Expire

If an option expires, the holder may write off the entire premium as a
capital loss. A call option will expire worthless if the stock price is
below the strike price at the termination date. A put option will expire
worthless if the stock price is greater than the strike price at the
termination date.

3.4 Writing Options and Having Them Exercised

The writer of an option receives a premium. This premium is held in a
"deferred suspense account" for tax purposes until the entire transaction
is completed. No tax effects are recognized at the time the option is
written.

The writer of acall optionmust deliver the stock at the strike price if

the option is exercised. The tax basis for the sake of the stock is adjusted
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by the amount which the investor receives for the option. For example,

the writer of the three month call on IBM received an $1850 premium in a
previous example. When the option is exercised, this investor must deliver
the stock at a total price of $26,000 for the 100 shares, even though the
stock may be selling for a much higher price. The option writer records
the sale‘price of the stock as the sum of the $26,000 received for the
stock plus the $1850 received for the option, a total of $27,850.

If the call writer had owned the underlying stock, he could deliver
from his inventory or he could purchase new shares on the open market and
deliver them. If the calls had been written naked, the writer would be
forced to purchase shares on the market for delivery. The holding period
for capital gain or loss on the entire transaction is determined by the
amount of time that the stock was held prior to exercise of the option.

The writer of a put option must purchase the stock at the strike price
if the option is exercised. The cost basis for the stock is adjusted by the
premium received for the option. For example, the writer of the three month
put on IBM in a previous example received a $500 premium. When the put is
exercised, the writer must purchase 100 shares of IBM for $26,000, even if
the stock price is substantilly lower. The option writer records his cost
basis as the $26,000 paid for the stock less the $500 received for the
option, a total of $25,500.

The put writer may have sold the stock short. 1In this case the exercise
of the put would serve to cover his short position. If the option writer did
not have a short position in the stock, he would simply be forced to buy the
stock from the option holder. 1In the first case, a short term capital gain
or loss would be recognized at the time of exercise. 1In the latter case, the
holding period of the transaction would depend on the time the stock was

owned before it was sold.
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If an option expires, the writer records the entire premium as a
short term capital gain. A call option will expire worthless if the stock
price is below the strike price at the termination date. A put option will
expire worthless if the stock price is higher than the strike price at the
termination date. The writer's position in the underlying stock has no
effect on this transaction.

3.6 Straddles

The tax code defines a straddle as a simultaneous combination of an
option to buy and an option to sell the same quantity of a security at the
same price during the same period of time. The tax treatment for the
purchaser of a straddle is the same as if he had purchased a put and call
separately. The writer, however, has two alternatives for allocating the
premium received between the put and the call for tax purposes. The premium
may be allocated based on the respective market values of tﬁe two parts of
the straddle. (Rev. Rul. 65-31, 1965-1 CB 365) Or, the writer may allocate
55% of the total premium to the call and 457 of the premium to the put.

The latter alternative is only permitted if the writer uses it for all
straddles that are written. (Rev. Rul. 65-29, 1965-2 CB 1023)

Usually the writer of a straddle will only have to fulfill one side of
the straddle contract. If either or both sides of the contract are exercised,
the writer must pay taxes on the premium allocated to the exercised part as
if it were a put or call not sold as part of a straddle. The unexercised
part is treated as a shoft term capital gain at expiration. If the straddle
expires wholly unexercised, the entire premium is treated as a short term

capital gain.
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To illustrate the taxation of straddles, consider the investor who

writes the put and call used in previous examples. He receives $1850 for
the call and $500 for the put. He has two alternatives for allocating the
joint premium. He can allocate the premiums based on their market wvalues,
or he can allocate $1292.50 to the call and $1057.50 to the put. The
writer faces four possible outcomes from this transaction. The first pos-
sibility is that the call is exercised and the put expires. This would
occur if the price of the underlying stock was about $260 at expiration.
If the percentage allocation approach is chosen, the $1292.50 would be
added to the exercise price received for the stock and is taxed as if the
call had been written independently of the put. The $1057.50 allocated to
the put is taxed as a short term capital gain.

The second alternative is that the price of the underlying stock is
below $260 at expiration. In this case the premium allocated call is
realized as a short term capital gain, and the premium allocated to the
put is subtracted from the price paid for the stock. The put side of thé
contract is taxed as if it were written independently of the call.

If the put and call are both exercised, each option is treated as if
it were written separately. This could happen if one of the options was
prematurely exercised and then the stock price changed allowing profitable
exercise of the other option.

The final possibility is that neither side of the straddle is exer-
cised. This would occur if the stock price exactly equalled the strike price
at the time of expiration and in this case, the entire premium, $2350, would

be taxed as a short term capital gain.
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Previously, it was necessary for the writer to identify which parts

of the transaction comprised the straddle and which are independent options.
This is no longer true for straddle strips or straps. This was necessary
to determine which parts of the combined option were qualified to receive
capital gains treatment upon expiration, and which would be taxed as
ordinary income. This is no longer necessary because all unexercised

options are now treated as short term capital gains.
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The intent of the following tax strageties is to defer the recog-
nition of capital gains from one year to the next for income tax reporting
purposes. It is assumed that the capital markets are efficient, and that
the transactions which comprise the strategy are short term capital events.
The objective is to establish a loss in the current year and recognize the
offsetting gain in the following year. The losses may be used to offset
capital gains which were recognized during the current year for tax
reporting.

The following sections discuss three basic strategies. The first
strategy involves setting up neutral spreads between options of the same
kind. That is, the investor would buy one set of calls and sell another
set. Or, the investor would buy one set of puts and sell another set of
puts.

The second strategy involves spreads between options and the under-
lying stock. Here, the investor would establish a position in the stock
and take a position in the option which would neutralize the net holdings.
For example, the investor might purchase stock. To neutralize this posi-
tion he could either write calls or purchase puts. Alternatively, if the
investor sold the stock, the situation could be neutralized by buying
calls or writing puts. It is important to note that the ratio of stock
to options will not necessarily be one in order to have a neutral spread.
This would only be true if the delta of the option were unity. Since this
is not usually the case, a neutral spread will be composed of more options

than shares of stock. The exact ratio is determined by the option's delta.



The third strategy consists of spreads between puts and calls. A 38
neutral spread is established by either buying puts and calls or selling
puts and calls. The ratio of puts to calls is determined by the deltas
of the options which comprise the spread.

The neutrality of a spread is guaranteed by setting the delta of
the spread equal to zero. However, the delta of an option changes with
changes in the price of the underlying stock. As the stock price véries,
the ratio of the number of options on each side of the neutral spread
changes. This introduces a risk into the transaction. The risk may be
measured by the gamma of the spread. This is the change in the spread's
delta divided by the change in the underlying stock price for small moves
in the stock in the short run. A gamma of zero would mean that the
spread's delta was independent of the stock price. Therefore, the spread
would remain neutral (delta equal to zero) no matter what happened to the
stock price.

Gamma is an adequate measure of risk if the comparisons are being
made among spreads on a single stock. However, if it is necessary to
compare a spread on IBM with a spread on Digital Equipment Corporation,
it is necessary to take into account the variability of the stock because
it affects the variability in the delta of the spread. This is accom-
plished by constructing the dollar curvature of the spread. The dollar
curvature is equal to the gamma times the stock price squared times the
stock volatility squared. It is a measure of the frequency with which
the spread must be adjusted in order to keep it neutral. The dollar
curvature may be positive or negative. 1In either case, lower magnitudes
of the dollar curvature imply lesser adjustments to maintain neutrality

and, therefore, less risk in the spread.



The actual number of option contracts or shares of stock which are
used in a spread is determinéd by the delta of the spread being confined
to zero and the magnitude of the dollar curvature being confined to unity.
The former constraint is required in order to have a neutral spread. The
latter constraint is arbitrary. As long as all spreads have the same
dollar curvature, they will have equal risk. The value 6f unity was
chosen because of its computational convenience. The algebra used to
derive the actual numbers is quite simple, and will be provided in the
discussions of the individual spread strategies.

The decision of which options to buy and sell is determined by the
excess value of the spread. The excess value is the difference between
the market price of the spread and the estimated value of the spread.

All spreads are defined so that they have a positive excess value. The
sign of the excess value may be reversed by reversing the buy and sell
decisions on the options which comprise the spread. For example, if
option A has a price which is less than its value and option B has a
price which is greater than its value, it would be reasonable to purchase
option A and sell option B. This spread would have a positive excess
value. If the buy and sell decisions are reversed, the excess value
becomes negative.

The commissions charged by a brokerage house are part of the costs
of establishing the spreads. As an approximation, these are calculated
using costs of $0.375 per share of stock and $8.50 per option contract.
These are fairly representative of actual costs.

The cash outlay for a spread depends on the margin requirements as
well as the particular options involved. The margin requirements are

fairly complex. The purchase or short sale of stock requires margin of
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50% of the market price of the stock. The purchase of an option requires
the full option price as margin. There are several different cases to
consider on the sale of an option. Naked options have a margin requirement
of 307 of the stock price. This is reduced by the funds received on sale
of the option and by ﬁhe difference between the stock price and exercise
price of the option. For in-the-money options the absolute value of the
difference between stock price and strike price is added to the margin
required. For out-of~the money options, this amount is subtracted from

the margin requirement.

Covered options do not have the same margin requirements as naked
options. If the short option is covered by stock, the margin is equal to
the difference between the stock and exercise prices. In this case, the
investor has purchased stock. Part of the outlay for the stock is offset
by the income from the option premium. If the option is in the money, the
difference between the stock price and the strike price is added to the
funds required. If the option is out of the money, this difference will
be negative. It then serves to reduce the margin requirement.

If the short option is covered by another option with a shorter
. duration, the short option is considered to be naked. If, however, the
long option has a longer duration than the short option, the margin require-
ments are similar to the normal covered option case. The investor has an
outlay for the long option and receives income from the premium of the
short option. This is adjusted by the difference between the strike prices
of the two options. For calls, the long option's strike price less the
short option's strike price is added to the cash required. Therefore, if
the short option has a higher strike price than the long option, the dif-

ference will be negative, and will reduce the cash required. The case is
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reversed for put spreads. The difference between the short option's
strike price and the long option's strike price is added to the cash
required. In this case, if the short option has a higher strike price
than the long option, the cash required will be increased.

Spreads between puts and calls are treated as if they were independent
transactions. If the options were purchased, the cash required would equal
the sum of the premiums. If the options were written, they would be
treated as if they were naked.

The option pricing formula includes interest income on the value of
the option. This means that if two options, or two spreads, have the same
risk, the difference in their values ought not to be a consideration in
choosing between them.

The investor will often have to leave margin money with the broker.
Frequently, the broker declines to pay interest on this money. This lost
interest is an opportunity cost of leaving the money with the broker.

For example, if an investor sells stock short for $1000 and has to put up
$500 margin, interest is being lost on $1500. Interest is being lost on
the proceeds of the sale and on the cash being left with the broker. It
does appear, however, that the importance of this lost income is decreasing,
because brokers are beginning to pay interest on account balances in excess
of $2000.

The dollar volatility of an option is a measure of how much the option
position is expected to change. It is equal to the number of options times
the delta times the stock price times the stock volatility. For a neutral
spread, the dollar volatilities of the two sides will be equal. However,
they predict price movements in different directions. In order to achieve

the greatest impact of the spreads for the purposes of the following
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strategies, one ought to choose the spreads which consist of option posi-

tions with the greatest dollar volatility.
4.1 Option Spread Strategies

The establishment of the spreads is based on two conditioms. First,
the spread's delta is zero. And second, the dollar curvature of the spread
is unity. These two conditions defined the size of the position on each
side of the spreads.
Let:

Dl= delta of one option 1

D2= delta of option 2

Gl= gamma of option 1

G2= gamma of option 2

P= stock price

V= stock volatility

Nl1= number of contracts of option 1

N2= number of contracts of option 2

dollar curvature

=
P

The variable P is determined from market data. D1, D2, Gl, and G2 are
determined by the Black-Scholes pricing formula. The volatility, V, is
determined by historical price movements of the stock. The dollar curva-
ture is a function of the other variables and will be set equal to unity.
Thus, N1 and N2 are to be determined.

Option 1 has a delta equal to D1. If the position consists of N1
options, the delta of the entire position is N1 times Dl. Similarly, a
position consisting of N2 options, having a delta of D2, would have an
aggregate delta of N2 times D2. If a spread were to be formed between

these two positions, the spread's delta would be:



Delta=N1*%D1-N2#%D2
In order for the spread to be neutral, the spread's delta must be zero.

This leads to the following relationship between N1 and N2:

=D2
Nl= ;T N2

Using the same line of reasoning, the gamma of the spread, GS, is
equal to N1*#G1-N2*G2. Recall that the dollar curvature is defined to be
the spread's gamma times the stock price squared times the volatility
squared:

DC=GS*P2*V2=1

After a little algebraic manipulation, this information leads to

concise expressions for N1 and N2:

- D2
(G1#D24G2#D1) *p2y2

Noe 1
(GL*D2+G2#D1) *P2v2

4.1.1 Call Option Spreads

IBM stock has six call options associated with it. Table I lists

43

the values and deltas of these options for several different strike prices.

There are several assumptions underlying this presentation. The stock
volatility is assumed to be 0.17. The interest rate is assumed to be 6%.
And the date is assumed to be December 5, 1977. On that date there will
be options outstanding with termination dates in January, April and July
1978.

Table I also lists the values and deltas of options on Digital Equip-

ment Corporation (DEC). Although DEC has more than fifteen option
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currently outstanding, only six have been included in this table. This is
a sufficient number of options to illuétrate the use of the strategies.

Table II illustrates the potential,spréads which may be formed among
the IBM call options and the spreads which may be formed among the DEC -
call options. Since each stoék is assumed to have six options, there will
be a total of fifteen possible spfeads for .each stock.v The spr;ads are
formed on December 5, 1977.

All of the spreads shown in Table II have dollar curvature equal to
unity. All of the spreads are also neutral. The sign of the dollar cur-
vature depends on which option is bought and which is sold.

The excess value of the spread is the diffe&ence between the market
price of the spread and the model price of the spread. It depends on
which option is bought and which is sold. The spreads are defined by the
excess value always being positive. The excess value of the spread is
merely the excess value of the long position minus the excess value of
the short position. The first spread in Table II has an excess value of
$58.71. This means that the cost of the spread is less than the value of
the spread. If the buy and sell decisions were reversed, the spread would
have a negative excess value.

The rightmost column is the dollar volatility of each side of the
spread. The dollar volatility is equal to the number of options in the
position times the option's delta times the stock price times the stock
volatility. It provides a measure of how much price variation can be
expected in the pdsition. Both sides of a neutral spread must have the

same dollar volatility. The price changes on each side offset one another.
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TABLE 2
Call Spreads

CLME

T

FIARIN

=3

Y

o

{

L.
¥

L

Wit

k4
2

o I RN
o

(M

ST

wl

A,

‘
-
R

¥
]

b RS

.

H
i

Eae

i

1

e
H

y

1,

b

P



LNYM NOA O ANTLADMANS HIIHM
£LT &9 &80 0L 99 QRE*Q
Ot Ly LA QO*E& SHTE*T
QL9 LY 881 9Ll LEE*0
ol ol 11 89071 £1°0571 PR

1

Q0008 N 300~ Goo” Gﬂﬂ e ZT00K Wi T
QOO Ry TING veO° G- Qo0 0L NYI ﬁacgo aH0
QOOTORE WY 9100~ QG0 088 NYI LS00 0 Wal
; 0OG*0%E MW LTO°0-~ QQ0°08BE NYIM LE070 WHT
Vb 00 LY My ZR0°0- 00008 N 9460°0 a33a
e QOO LY NYP 090°0- GO0 0L NYIP L6070 aad
T QoO*05  INr 5010~ 00005 NVl L1170 a3
ML QOO OBE NV LEQ*O- OGO 08 nr méo‘c WAI
* Y Q0005 Hd¥ BET0~ GO0 0L NYP L5170 J3a
A" 000088 NV Zv0°0- OO0 08 Md¥ &EQ° O Wa T
et T 000028 N G0 O QOO 08E Md¥ ¥R0O*0 WHT
OGSy TN EST*0- QOO 0L MHa¥ L5020 a3d

te8e T&* IR REA) SLET
-X L8 xm.@ﬁ eEE*T
A I Te* 4 £08T &8 T
tes Te*t AR LY £OE 0
YOTT LvET THReT £65° 0
ST abv* i S 4 CHPTO

‘RLy voLt O

LT £8' v
tRLT L8l o9 Oro° L

‘89t LO*EL 0LH*0 QOO QL NYIM 42070~ QOO 0BT Md¥ &50°0 WA T
LT QLR L4800 GO0 098 MY E£¥0° 0~ OO0 0BE MdV 0¢040 WHT
t8BLT Té v ST & pr 000Gy MHd¥ 89170~ Q0005 Md¥ &0 230
[rE8T & &8 OPK g9ge M QO005  MHdY SETCO- QOO St NYIM 9LT°G A
&L PEVE LT ' OO O%E " KL0°0- GO0 08 Nk 9&60°0 W
2T ShHTa vHY L QOO G - WY E8E 0 QOO QL I L4870 a3
* SgeLY &v1°4 Q00 Had STE 0O Qo008 TiINk STy O JH0
i 87198 LOEE*T Q00" e 40T 0 0007088 Hd¥ ¥TT°0 ‘W
Tag e ST*90T T Q00 Q N 08070~ QOO 0BE M STIT0 Wd T

ZB99T
AN
BT
LPeLIR

AT

T
OET*
£62 )
L&EOT
mso.mnu

000"
Q00
QGO0 54
Q005
QoG E

Had¥ THO O o0 o8E W o810 Wi T
MA@ OLE O Q0005 TINM £&¢°0 Sl
Nl £58°0- GO0t oL M BILO a3
W LLO T 000G NW Svs*0 e
Hd@ EGE T~ 000 By MNP TS Y 3

@GQ‘

LOT L
4= FARR O

L08B7I%Y PE L STe*e : OO0 0PI oy PPE O~ QOO0 O9E T L4870 Wl
OLE 6447 ERVRE 415 Ports A QOO ORE NYT 400 ° G- QOGCO%E "IN 8L 0 W T

Tt o T 8046 LB HLEET 0o8*TET e 000.7 w805 L~ QOO L NYIr TEe* Y 230
% A L & ¥RIELRT G¥LER ﬁmb GO0 OPE NV 888 T~ DAOTOPE Hd¥ 6L0°E WHI
SO IO ANT L&s07 HEYQ HOTISETHHOD A8HIXH LHOHE NG

SIVAMAE TV
8% (penur3uod) g wﬂan



49
The objective of this strategy is to establish the largest possible

loss in the current year and offset it with a gain in the following year.
This is accomplished by choosing an options position with the greatest
dollar volatility. This position has the greatest expected price fluc-
tuation. This does not imply additional risk because all of the spreads
are constructed to have the same dollar curvature, and, therefore, the
same risk. High dollar volatility simply means that both sides of the
spread have large price variations. However, the price changes always
neutralize one another.

The column labeled "commission' lists the transaction costs required
to establish the spread. The investor must have a reasonable probability
of obtaining a tax advantage which exceeds this cost.

The column labeled "cash" is the sum of the margin requirement and
the commission cost. This is the amount of money which would be required
to enter the position. The investor could either pay this amount in cash
or leave stock or treasury bill with the broker as security.

The column labeled "lost int" is the amount of interest income which
is foregone if the spread is held for one year. This figure is determined
by applying the 6% interest rate to the difference between the margin held
by the broker and the price of the spread. For example, if the spread
costs $800 and the broker a total outlay of $1000, the lost interest is
based on a pricipal amount of $200. However, if the investor sells the
spread, in the sense that he ought to receive $800, and the broker requires

$200 margin, the lost interest would be based on a priciple amount of $1000.
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Table III illustrates the possible outcomes of an investment in one

of the spreads shown in Table II. This Table is included to show the
results predicted by the model if the investment could be sold immediately
for the value specified by the model. Since the pricing formula predicts
option values which do not equal the market prices, the model predicts
profits or losses even if the stock price does not move.

This example examines the behavior of a spread formed between two
sets of IBM options. The spread is established on December 5, 1977.

The stock price is assumed to be $280 per share. It consists of the
purchase of 2.059 contracts of the April 260 option and the sale of 1.888
contracts of the January 260 option. The value of the April 260 option
is $28.19, according to the model, however, the market price is assumed
to be $29.00. This assumption is arbitrary. It has been made for the
purpose of demonstrating the use of the models. The value of the January
260 option is $22.73. 1Its price is $24.00. Consequently, both options
are overpriced by the market.

Table III contains a variety of information related to the profit-
ability of the spread. The rightmost column lists the assumed price of
the stock at the time the spread is ended. The remaining columns list
the results of the spread for each of the assumed prices. This gives the
investor the opportunity to see how much of a tax gain he will have, and
how much his expenses can be.

The second and third columns state the configuration of the spread
being examined. The number of option contracts being bought and their
expiration date are listed in the second column. The number of option
contracts being sold and their expiration date are listed in the third

column.
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The fourth column lists the commission costs for the entire trans-

action. This includes buying and selling costs for the options shown in
the previous column. Since the commissions are assumed to depend only
on the number of options in the position, the costs are constant.

The next column lists the changes in the predicted value of the
long position. This is determined by multiplying the excess value of
the option times the number of options in the position. If the options
were correctly priced, the change ought to be zero when the stock price
is assumed to be $280, in this example. However, the option was overpriced.
If it is assumed that the option were to suddenly become correctly priced,
the price of the long position would decline $189.77.

The sixth column lists the changes in the predicted value of the
short position. This is determined in the same manner as the previous
case. In this example, the price of the short option would decline
$248.50.

The column labeled "profit" lists the net change in the spread's
price minus the commission costs. This is an indication of how much the
investor can expect to show as a capital gain or loss on the position if
the entire position were liquidated. However, the strategy is not to
liquidate the entire position in the current year. Only one side of the
spread is to be liquidated. The fifth and sixth columns indicate which
side should be liquidated and what potential deductions can be achieved.

If the stock price remained at $280, the model predicts that the
long position would decline in value by $189.77. This would result in a
loss on this side of the spread. The model also predicts that the short

side of the spread would decline $248.50. This would result in a gain



equal to the excess value listed in Table II. The strategy, in this case,
would be to sell the long position and recognize the loss in the current
year.

At this point the investor would have two alternatives. He could
either re—establish a neutral hedge of allow the short position to remain
uncovered. In either case, the margin requirements would change. The
last two columns in Table IIT indicate the deltas of each side of the
original spread. This figure is arrived at by multiplying the number of
options times its delta. For the example being considered, the investor
would have 1.888 Janﬁary 260 contracts naked. For each one point move-
ment in the stock, the value of the option position could be expected
to vary $172.75. This information should be helpful in deciding whether
or not to accept the market risk until the second leg of the spread is
lifted.

Table III provides insight into the differences between market con-
ditions and predicted conditions. It demonstrates that as tﬁe price of
the underlying stock varies, the potential of the strategy increases
significantly because both sides of the spread change in price. For stock
prices below the initial price, losses will occur on the long side of the
spread. For stock prices above the initial price, the losses will occur
on the short side of the spread. 1In either case, the losses are offset
by gains on the other side.

The spread remains fairly neutral over a wide range of stock prices.
This can be seen by observing that the position deltas offset one another
over the range of stock prices listed in the table. At a stock price of
$280, the deltas are essentially equal. This was specified in the con-

struction of the spread. As the stock price is varied, both the long and

53



54
short deltas move. However, they move more or less in tandem. If the

stock price were to increase to $290, the deltas would not be equal.
The long delta would be $187.16 and the short delta would be $183.94.
This means that for small stock price movements around $290, each one
point change in the stock would have only a $3.22 effect on the value
of the entire spread.

The preceding discussion was intended to illustrate the differences
between the market conditions and forecast conditions at the time the
spread is established. It is unlikely that the stock price would vary
significantly enough during the initial day to warrant selling one side
of the spread. 1In addition to the lack of price movement, there is a
second reason for delaying the closing of one side of the spread. It is
preferable to leave the remaining side naked to avoid paying commissions
for the options required to form the new neutral spread. If the action
can be delayed to the last day of the year, the risk can be reduced. The
loss can be established on the last day of the year and gain the recogrized
on the first trading day of the new year.

Table IV presents the same analysis as Table III. However, in this
case it is assumed that the position was held from December 5, 1977 until
December 31, 1977. Because both of the options have come closer to expira-
tion, their values and deltas have changed. The spread is no longer neutral.
If the stock price was $280 on December 31, the same price as on December 5,
the spread would no longer be neutral. This can be seen by observing that
the deltas of the positions are no longer equal. The long position has a
delta of 175.55 and the short position has a delta of 183.65. As the

stock price rises, the spread becomes more neutral. The spread is
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essentially neutral when the stock price is $288. Abovevthat price, the
spread is no longer neutral. The spread is still fairly neutral over
the entire range of stock prices shown in this table.

The use of this strategy may be illustrated using Table IV. Assume
that on December 5, 1977 an investor is considering entering into the
spread shown in the table. At that time he has no idea what the stock
price will be at the end of the year. The investor does believe that
the option prices will adjust to the values predicted by the model, or
at least come closer to these values, as the expiration dates approach.
Table IV provides all of the information this investor requires to make
an intelligent decision whether or not to enter the spread. If the stock
price remains unchanged, the investor will have a deduction of $520.32.
His remaining option will move $183.65 for every one point change in the
price of the underlying stock. It the price declines to $270, the inves-
tor will have a $2148.92 deduction and the remaining option position will
have a price change of about $160.22 for every one point change in the
underlying stock. In this case the investor would have invested $1473.64
to achieve a $2148.72 deduction in the current year, and he would have
achieved a $471.56 capital gain after commissions.

4.1.2 Put Option Spreads

Puts are not currently traded on any of the organized option ex-
changes, however, they will be actively traded in the near future. When
these options are traded, they will offer the same tax opportunities as
the calls which were just discussed.

The tax strategy for using spreads between puts is exactly analogous
to the strategy involving call options. Table V shows the values and

deltas of hypothetical put options. It has been assumed that the puts
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will have the same strike prices as the calls which are currently traded.
This table includes values for options on IBM and DEC.
IBM and DEC.

Table VI is directly analogous to Table II. It lists all possible
neutral spreads on the two stocks and provides information concerning
the excess value, commission costs, margin requirements, lost interest
and dollar volatility. Market prices for the puts have been arbitrarily
chosen to illustrate the approach used to apply this strategy. These
prices are shown at the top of Table VI.

The spreads are ranked according to the dollar volatility of each
side. Recall that the spreads are neutral. Therefore, the dollar vola-
tility of the entire spread is zero. The dollar volatility shown in this
table applies to each side of the spread. It is an indication of how much
one can expect the price of one side of the spread to fluctuate during a
one year period. Naturally, the spread will not be held for more than a
few weeks, so this is merely a convenient method of ranking the spreads.

The examples listed in Table VI are based on the assumptions that the
price of IBM is $280 a share and the price of DEC is $50 per share. The
spreads are initiated on December 5, 1977.

Table VII shows the predicted results of a spread if it could be sold
immediately for the value predicted by the model. The spread consists of
a long position in 2.097 contracts of IBM January 280 puts and a short
position in 5.697 IBM 260 puts. Referring to the line corresponding to a
stock price of $280, it can be seen that the long position was overpriced
by $49.60 and the short position was overpriced by $262.50., If the option
prices are adjusted to the values, the result would be a potentiai tax

deduction of $49.60 in the current year.
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As in Table III, it can be seen that the position remains fairly 63

neutral over a wide range of stock prices; the delta of the long posi-

tion is approximately equal to the delta of the short position. It can
also be seen that the potential deductions grow as the stock price varies.
However, the side of the spread which will be used for the deduction is
reversed from the previous case. Here, for increases in stock price, the
deduction is obtained by selling the long position rather than repurchasing
the short position. For decreases in the stock price, the deduction is
obtained by repurchasing the short position.

Tablé VIII shows the results of the put spread on December 31, 1977.
Because both options have come closer to expiration, their values and deltas
have changed. The spread is no longer neutral. It is assumed that the
prices have adjusted to equal the values.

The investor has used $36077.45 as margin to enter this spread. The
cash outlay is high because of the large number of naked April 260 options.
Fach naked option contract requires approximately $8400 in margin. If the
stock price declines to $270, the investor will have the opportunity to
deduct $579.33 for tax purposes. In addition, the investor would theoret-
ically have a $203.26 profit. If the stock price increased to $290, a
$1033.43 deduction would result.

The decision of whether or not to establish the neutral spread is
supported by the information provided about the delta of the remaining side
of the spread. For the latter case, when the stock price increases to $290,
the long option would be sold to recognize a loss. The remaining short
position would have a delta of $43.29. Each one point change in the stock

price would cause a $43.29 change in the value of the short position.
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4.2 Spreads Between Stock and Options

The same line of reasoning which was applied to spreads betwen options
can be applied to spreads between stock and options. A neutral spread is
constructed by setting the delta of the stock position equal to the delta
of the option position. The size of each side is determined by setting the
dollar curvature equal to unity.

The delta of a stock is identically equal to one. The gamma of a
stock is equal to zero. The other variables required to define the spreads

are:

[}
N
|

delta of the option
G2= gamma of the option
P= stock price
V= stock volatility
N1= number of shares of stock in the spread
N2= number of options in the spread
DC= dollar curvature=1l
The delta of the spread becomes:
DS=N1-N2#%*D2
In order for the spread to be neutral, the spread's delta must be equal to
zero. This leads to the following relationship between N1 and N2:
N1-D2*N2
Since the gamma of the stock is equal to zero, the spread's gamma
simply equals the gamma of the option position, N2*G2. The dollar curvature
is equal to the gamma times the stock price squared times the volatility
squared, and is defined to be unity. This leads to concise expressions for

N1 and N2:
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N1=D2/G2*P2*V2

N2=1 /G2*P2*V2

4.2.1 Spreads Between Call Options and Stock

Table IX lists the spreads which can be formed between IBM and its
call options, and the spreads which can be formed between DEC and its call
options. The spreads are formed on December 5, 1977. The price of IBM is
assumed to be $280 per share. The price of DEC is assumed to be $50 per
share.

When forming these spreads, the investor can either buy the stock and
sell the calls, or sell the stock and buy the calls. If the options are
overpriced, they ought to be sold. 1If they are underpriced, they ought to
be bought. The column labeled "excess" indicates how far the option prices
differ from their model values.

The column labeled "lost int" lists the amount of interest that would
be lost on money held by the broker. Although this figure is not directly
relevant to the establishment of the spreads, it is of interest because it
specifies an opportunity cost for this strategy.

The rightmost column lists the dollar volatility of the spreads. As
previously stated, this is a measure of the expected price fluctuation of
each side of the spread and is therefore an appropriate quantity by which
to rank the spreads.

Table X illustrates the possible outcomes of one of the spreads if
it were liquidated on December 5, 1977, the same day it was initiated. It
has been assumed that the option prices adjusted to equal their wvalues.
This table provides information about the differences between the market
conditions and the predicted conditions. The results of this table are

straightforward and directly analogous to those of Tables III and VII.
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Table XI lists the results of the same spread if it is held until
December 31, 1977. Assume that an investor bought 5.03 shares of IBM
stock on December 5, 1977 and simultaneously sold .062 July 260 call
contracts. The cash outlay was $519.47. The possible outcomes which
the investor would face on December 31, 1977 are listed in this table.

If the stock price declined to $270 per share, the investor would have a

deduction of $50.30, and a net capital gain of $6.99. Alternatively, if

the stock price increased to $290, the investor would have a deduction of
$39.65 and a net gain of $6.35.

The investor could realize his losses in the current year in exactly
the same way he did in the previous strategy. That is, the investor could
simply liquidate one side of the spread in the current year and delay
liquidation of the other side until the following year. However, if the
spread shows a loss in the option side of the spread and a gain in the
stock side of the spread, the investor has another alternative for ending
the spread. Payment dates for stock transactions are five business dates
following the purchase or sale. However, payment dates for option trans-
actions are the following day. Consequently, if the investor closes both
the option and stock positions on the second to last trading day of the
year, the losses on the options would be recognized in the current year and
the gains on the stock would be recognized in the following year. This
eliminates the market risk associated with holding an uncovered position
into the new year.

4.2.2 Spreads Between Put Options and Stock
When constructing spreads between stock and put options, the inves-
tor will either buy both the stock and options or sell both. Table XII

lists the put option-stock spreads which can be formed for IBM and DEC.
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The spreads are formed on December 5, 1977. The assumptions used in this
example are identical to the assumptions in the previous examples.

Tables XIII and XIV list the possible outcomes for a particular
spread. Table XIII is based on closing the position on December 5. It
assumes that the option prices adjust to their values immediately. Table
XIV is based on holding the spread until December 31. If the price of
the stock declines, the value of the puts will increase. Since this
spread has a short position in the puts, losses will occur on the put
side and gains will occur on the stock side. If the stock price rises,
the situation is reversed.

The decision to sell the puts was made because they were overpriced
when the spread was established. However, by setting up the spread in
this manner, the result will be a capital loss on the spread for all of
the stock prices shown. If the stock and puts had been purchased, the
excess value of the spread would have been negative and the profits on
the spread wéuld have been even more negative than shown in the table.
4.3 Spreads Between Puts and Calls

Spreads can be formed between.puts and calls on a stock. The spread
is constructed by either purchasing both sets of options or writing both
sets. A straddle is a spread consisting of one put and one call, each.of
which has the same strike price and expiration date. However, many other
spreads can be formed between the options. IBM has six call optionms.

It will soon have six put options. It is therefore possible to form a

total of thirty-six unique spreads.
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The spreads formed in this strategy are neutral and have a dollar cur-

vature equal to unity. The number of options on each side of the spread

is determined by the same equations that were used in the first strategy.
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All of the possible spreads are listed in Table XV. This table contains

the same information that was provided in Table II, VI, IX, and XII.

Tables XVI and XVII list the possible outcomes of a spread if the
positions are closed on December 5 and December 31, respectively. The
analysis of these tables is exactly the same as their counterparts in
previous strategies.

4.4 Comparison of the Strategies'

The examples provided for each of the three strategies have all
used the same stocks, the same time interval, and the same risk (dollar
curvature). Each of the strategies has the same objective, that is, to
defer income. Consequently, the examples provide a convenient medium for
comparing the effectiveness of the strategies.

On December 5, 1977, the investor is faced with the problem of
establishing a spread to defer income. He realizes that there are a
total of 78 possible spreads that he can construct between the calls,
puts and stock if he restricted himself to IBM and DEC. The best spread
for any situation will depend on potential tax savings, the investor's
risk aversion, and potential capital gains. In the series of examples
which have been presented in this thesis, it is clear that the best
spread is between the IBM April 260 and January 260 call optioms. This
spread provides the highest potential tax deduction for the risk. How-
ever, a different spread might be chosen if the investor has a cash

constraint.
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5.0 APPENDIX

A variety of computer programs have been written to support the
analyses performed in this study. These programs were designed to be
interactive. The programs prompt the user for any data which are required.

The programs have been loaded in two modules due to the core limita-
tions of the computer being used. These modules are named #*MAl and *MA2.
The data file is named DASTA. All of the subprogram codes are presented
at the end of this paper.

The program *MAl provides analyses of the call spreads, and the call
option-stock spreads. After date and interest rate information is input,
the program asks for a subroutine request. This informs the program which
analysis is desired. The following is a list of available subroutines for

use in *MAl:

Subroutine

1 terminates program execution

2 supplies the call values and deltas for a single stock
price

3 supplies the call values and delta for a range of stock
prices

4 presents an analysis of all possible spreads between call
options on a particular stock

5 presents an analysis of all spreads between the stock and

the call options.
The program *MA2 provides analyses of the put spreads and the put
option-stock spreads. It also has subroutines which present an analysis of

spreads between put options and call options. In addition, *MA2 has



subroutines which present the possible outcomes of any spread for a

range of possible prices of the underlying stock.

1

2

10

11

terminates program execution

supplies put values and
supplies the put values

presents an analysis of

options on a particular stock

presents an analysis of

options and stock

The subroutines are:

deltas for a single stock price

and deltas for a range of stock prices

all possible spreads between put

all possible spreads between put

presents an analysis of all possible spreads between put

options and call options on a particular stock

presents the possible
presents the possible
presents the possible
and stock

presents the possible
and stock

presents the possible

and call optioms.

outcomes

outcomes

outcomes

outcomes

outcomes

of

of

of

of

of

spreads between

spreads between

spreads between

spreads between

spreads between

put options

put options

call options

put options

put options
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PROGRAM: *MA2
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SUBROUTINE 4
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