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Here'’s The Plan From Dan (Part 1)

Calendar Spreads
With Dan Sheridan

In the first part of a series based on a seminar on
option strategies with Dan Sheridan, we take a ook
at calendar spreads.

ptions and seminars go together like

yin and yang, baseball and hot dogs,

Abbott and Costello. Can’t separate

‘em, wouldn’t want to. Ten or more
years ago, some of the prominent seminars focused
on straightforward strategies like put selling or ver-
tical spreads. In a surging NASDAQ market, these
one-day affairsserved their purposein helping retail
stock traders become more knowledgeableand com-
fortable with options.

Then after the 2000-01 stock market crash and
with the equity marketsin the doldrums came delta-
neutral strategies, making money in options when
stocks weren't moving — timely and helpful. You
might have seen infomercialsfor these “wealth cre-
ation” seminars.

But not all the attendeeswere successful, nor even
thegurusthemsel ves. Onenotable” expert” expanded
from giving seminarsto managing an option trading
fund. Thefundlost 40%insix monthsbeforeclosing.
There are and have been many, many other seminars
and countlessnewsl etters, and we' veall beeninvited
by direct mail to attend or subscribe. Or both. Some
of us have, or at least been tempted.

WHAT'STO RISK?

Now streaking across the option-trading-and-semi-
nar sky comes trader Dan Sheridan and his Options
Mentoring series sponsored by OptionVue. He fo-
cuses on the missing dimension of most options

by John A. Sarkett

seminars. risk management. That alone makes him
different. Something else does, too: Dan Sheridan
doesn’ t proposedoing theeducationjobinoneor two
days, likemany of hispredecessors; hisisanongoing
program, with access to him anytime.

WEe' ve been taught that inventor Thomas Edison
tried some 8,000 substances before chancing on
tungsten and finally being able to devise the revolu-
tionary light bulb. There haven't been that many
options seminars, but there have been quite a few.
For those who stuck around long enough (and there
are those who have attended just about every option
seminar given in the last 10 years), Sheridan just
might bethetungsten everyone hasbeenlooking for.

But hemight not seemlikeit, at least not at first. A
natural comedian, “Trader Dan” affects a regular
Chicago guy demeanor, because, ashewould say, “I
amone.” Sheridan survived and thrived for 22 years
in the rough-and-tumble CBOE pits. His superb risk
management skillsprotected himand allowed himto
grind out profits in markets both up and down, and
those are the skills he wantsto share. He' s generous
with histime and he tells the truth, flattering or not.
What more could you ask?

Notjust amarket maker, though he' sgot | otsof war
stories from the pits to share and some good trading
tips, Sheridan successfully traded thousands of in-
come strategy trades for his own account over the
past two decades(some 3,000 calendar spreadsal one,
he estimates). He also mentored anumber of traders
who went on to major success, some to head large
trading firms.

GENERATING INCOME

Dan Sheridan brought his expertise to a recent Fu-
tures Industry Association (FIA) meeting, where he
spoke on how to generate monthly income in the
options markets. Sheridan began the FIA session by
goring afew sacred cows:. “Make the odds work for
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you, not against you. Income generation isasuperior strategy
for 99% of traders.”

When trades are managed, not just put on and forgotten,
Sheridan saysatrader can generate as much as 100% annual -
ized. Some may scoff, he says, but he sees his best students
doing it, grinding out 5% to 15% per month. (Not everyone
doesthis, he says. Others make up to 7%, and those who can’t
follow instructions lose.) Sheridan believes if he can keep a
new trader in the game for six months, earning a small
percentageeach month, learning thecraft, adjusting thetrades,
and keeping the enthusiasm high, he or she will makeit asa
successful trader in the long term.

Options and seminars go together like
yin and yang, baseball and hot dogs,
Abbott and Costello.

That' sthe goal. To achieve it, Sheridan recommends a port-
folio of six or seven income strategies each month that don’t
require a stock to move to be successful. He also believes in
staying small, keeping theaccount at $5,000 to $6,000in capital
for six months, whether or not the trader can afford more.

Hetold the story of one trader who went large on acalendar
spread, lost big, got negative on calendar spreadsin particular
and options in general, and then quit.

“Why did you do it?" Sheridan asked about his decision to
trade big.

“Because | could,” the trader, a Houston oilman, replied.

Sheridan believesif theindividual had kept thefaith, grind-
ing out the profits month by month instead of going for the big
score, hewould most likely have been profitableand still bein
the game. “Thisisacraft,” Sheridan says. “Wedo it over and
over.”

He sayshe now doeseverything in his power to slow down
his prospective traders, urging them to begin with paper-
trading, then graduating to small trades. “Why do you think
you can trade a $100,000 account if you can’t trade a $5,000
account? Learning a craft takes time. We don’t say to our
college sophomore, ‘Are you making money yet? We
shouldn’t say that to new optiontraderswho arelearning their
craft, either.”

Perhaps the best thing about Sheridan’s approach: It does
not require a full-time commitment. Most of his traders work
full-time, and he dissuades otherswith the availabletimefrom
becoming screen jockeys. Once up and running, he estimates
his students spend only seven to eight hours per month at
options. “Thisis not daytrading,” he says. “ Our best students
havefull-timejobs.” These successstorieshavelimit ordersin
themarketsthat automatically actualizeat key points. Sheridan
advises traders to become expert on the contingent order
capability of their brokerage platform.

TRADING VEHICLES
Dan Sheridan favors these income strategies. All are spreads
— no naked options;

Calendars
Double calendars
Condors

Double diagonals
Butterflies

If you can follow directions and apply good management,
you can make a business, Sheridan believes. “If | had agroup
of sixth-graders, and | taught them for two to three months, and
they did what I’m telling them, they’ d be successful. But too
many retail customers know too much. They bring in Fi-
bonacci, and Andrews pitchfork, and this and that, and pretty
soon they are overthinking, and losing.”

It takes one other thing, too, Sheridan says— commitment.
“Some people say, ‘I’'m going to try acalendar spread and see
what happens.” This makes me crazy. Am | going to ‘try’ to
open a beef stand in Chicago? No, it's a business. It's a
commitment. Y ou don’t give up on calendar spreads because
one doesn’t work. Thisdoes not provide the diversification or
thetime it takes to be successful.”

INCOME STRATEGIES

In the FIA meeting and during a follow-up web seminar,
Sheridan provided the meat and potatoes of hisincome strate-
gies. First, the definitions: “ An income strategy is one where
we don’t need the stock to move to make money.” These
strategies are also known as nondirectional, also known as
delta neutral.

Best candidates for condors, double diagonals, and other
neutral strategies, are channeling stocks, steady, sideways
movers, Sheridan says.

Like a pilot looking over his aircraft before takeoff, here's
how he looks for stock candidates:

1 Volatilities. Less than 30 is the desired range.

2 Industry. Predictability. Kellogg's stock would be
better than an unpredictable biotech startup.

3 Price chart. If there was a 10% move last week or
month, ask why.

4 When to be there. If there are upcoming earnings
dates or other special events, stay out of the market.

CALENDAR SPREADS

A calendar spread isastrategy wherethe nearby optionissold
and afarther expiration bought — for example, sell May, buy
August. Calendars givethe trader an edgein decay, probabili-
ties, risk/reward ratios, and yields:
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TRADER DAN ON GUERRILLA CALENDARS

Guerrilla Calendars

What are they? Sell one month and buy next month out.
Example:

Citigroup: $50 buy 10 November 50 callsand sell 10 October
50 calls

Isthisan income spread? Y es, we hope to make money by
the near-month time premium decaying faster than the second
month and the stock staying in the vicinity of the short strike.

How to find guerrilla calendars: Implied volatility is be-
tween 14 and 28. Y ou’ relooking to pay aslittleasyou can for
the spread.

Most desirabletimeto put on: 25-35 days from expiration.

Are commissions important? You bet — $1 and under
should be the norm and not the exception.

I's execution important? Absolutely crucial! Don’t cave in
more than 0.05 off mid-prices, and be very patient at mid-
prices before caving in.

Isvolatility an important consideration in guerrillacalen-
dars?

Y es, but not asimportant asin campaign calendars (calendars
with more than one month between the near and far months).
Wecancompromiseandtakeimpliedvolatilitiesinthemiddle
of the one-and-a-half-year implied volatility range.

How much should we pay? When we think of guerrillas we
think of paying $0.10-$0.50, which is great. There’s nothing
wrong, however, about paying up around $0.90. Remember the
term guerrilla calendar refersto a one-month calendar where
our ideaisto take asmall dollar profit and run for the hills.

Time premium: Y ou want a time premium of short option
more than 50% of long option.

Minimum | should receivefor my short option: Y ou want
at least $0.30, which will usualy be al time premium. Just
remember thetime premium of short should be at | east 50% of
time premium of long. That means if you sell an option for
$0.30, you won’t pay more than $0.60!

Picky execution: Never cave in more than $0.05 off mid-
prices. Execution is crucial with these spreads.

When to take off for profit: When you’ ve made 40% versus
what you paid. If you pay $0.50, you can take off for $0.70,
typically in two to four weeks.

Volatility: Impliedvolatility (1V) inthelow tomiddlevolatility
rangelastsoneto oneand ahalf years. If IV isat the high end of
the range, do the stresstest in the analysis page of OptionV ue.

Industry: No oils, biotechs, or other volatile industries

Price: When trying to detect too much speed in underlying
vehicle:

» Last week, was there more than a 5% move in one
direction?

» Last month, was there more than a 10% move in one
direction?

* Inthelast three months, wasthere morethan a15% move
in one direction?

* Inthelast nine months, wasthere more than a25%-30%
in one direction?

If you answered “yes’ to any of these four questions,
consider waiting.

Earnings:

* No income spread in an earnings month. The exception
would be stocks with implied volatility under 25 in the
last three earnings.

e No gap over 3%

Skews: There should be no positive skew over four to five
pointsbeforeyou put onaposition. If afour- tofive-point skew
develops after you put on a position, take it off.

News: Check the company website and some news services.
Here are the words you don't want for income strategies:
“merger,” “takeover,” “split in the stock.”
Risk management: If you pay lessthan $0.40 for the guerrilla
calendar, leave it donetill expiration day unless you take off
for 40% profit or moreany timebeforethat. On expiration day,
take off the complete spread on both sides. Be careful if short
optionisin-the-money and time premium hits $0.05; you may
get exercised ontheshort call. If you pay greater than $0.40for
the guerrilla calendar, take off when time premium of short
options hits $0.05 unless you take off for 40% profit or more
any time before that. —J.S.
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Checklist for finding and filtering candidates

1

2

Use a software program that has spread-searching
capabilities.

Short side would have 25 to 30 days to expiration to
achieve maximum decay speed. (Y ouwant theoption
you sell to lose value as fast as possible.)
Keepimpliedvolatility (V) on both sides: buy and sell
sidesislessthan 30. That meansthestock will probably
movelessthan 30%inoneyear. Typically, largestocks
like 1BM, UPs, GE, AIG, and INJfit the bill here.

K eep the short side out of earnings months, typically
January, April, July, and October, but know your
stock. Some report earnings in off months.

Avoid mgor newsin aselling month— for example,
an FDA event or mergers.

Aim for a long option near the low of its implied
volatility range. Thisgivesit roomtorise, positivefor
the spread.

Sell in anear month, buy two to three months out for
opportunity to roll. (Rolling is buying in the near
month, and selling amonth farther out, or buyingina
nearer strike and selling afarther strike.) The farther
out thelong option, thelower itsvolatility should be.
If the volatility on the far option declines, your asset
declines and you lose.

Short option should bring minimum $0.50.

If there is a positive skew (sell minus buy) that is
greater than 6, investigate. Thisissomewhat different
from what some teach — that is, sell high-volatility
near option against buying alower-volatility far op-
tion. The bigger the skew, the bigger the anticipated
move. “If you see abig skew, picture yourself on the
beachinFloridaaday beforeahurricaneisexpected,”
Sheridan says. “That’s your reality. Do you really
want to bethere?’ If thereismorethan askew of 6, he
suggests asking why. And probably avoid that trade.

Place the trade
1 Asalimit order at midpoints of buy and sell

2 Wait five minutes. If you don't get it, give in a

nickel, no more.

Manage the trade
1 99% of being successful is risk management.

2 For risk management points — that is, breakeven

points — place your adjustment orders in advance.
At the very least, have your adjustment plan in
writing in advance. Sheridan usually adjusts calen-
dars by adding another calendar one strike up or
down.

Pain avoidance
How do you get hurt with a calendar spread? There are two

ways.
1 |If volatility goes down, or

2 Stock moves big, up or down, thus squeezing the
values of the short and long options together.

For the first, pick options that are low in their implied
volatility range. For the second, avoid selling months where
news can make the stock move — for example, earnings.
Sheridan says that 99% of the time when there is a big move,
itisearnings-related. Since you can control the timing of your
trade, stay out of the period that can whack you with change.

Adjustments
If something can gowrong, it will. If the spread moves against
you, what can you do?

1 On the upside, volumes come down, put another
calendar spread on, higher strikes or

2 Takeyour short strike and roll up or

3 Close the trade. Sheridan notes that the structure of
the calendar spread is such that even afairly sizable
move createsonly small losses. In alarger move, the
worst caseisquantified at theinitial debit. If you put
a calendar spread on for $0.40, say, that’s the most
you can lose.

What about using aLEAP for the anchor, long option versus
two or threemonthsout?*“ Thefarther out, the more demanding
I amonvolatility,” Sheridan says, meaning hewantslower and
lower volatility for theLEaPanchor. “If you'relongalL EaPand
volatility declines, it can make a grown man cry,” he quips.

Callsvs. puts
Shouldthe strategist usecallsor putsin acalendar? Callstrade
more, so Sheridan tends to favor calls.

Case study: The guerrilla calendar

In Sheridan’ sFiA seminar, he showed hispersonal variation on
thecalendar theme: a“ guerrilla” or one-month calendar spread
example. (Seesidebar, “ Trader Danonguerrillacalendars,” for
details.) He used Bank of New York (BK) as his example
(Figure 1). On Octaber 26, he:

0.79
1.10

Sold 10 December 35 calls
Bought 10 January 35 calls

Net debit: $0.31, plus $20 commissions = $330. If BK went to
$1 million or zero the next day, the most Sheridan could lose
would be $330.

What happened next? BK did not go to $1 million, nor did it
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#' Option¥ue 5 Pro Makrix - Bank of New York 10,/26/06
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FIGURE 1: GUERRILLA CALENDAR. On October 26, 2006, Sheridan sold 10 December 35 calls and bought

10 January 35 calls. The net debit on this position was $330.
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FIGURE 2: WHAT HAPPENED NEXT? BK went from 34.61 to 35.10 in the next 20 days. The trade was offset

by buying 10 December 35 calls and selling 10 January 35 calls.
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Should the strategist use
calls or puts in a calendar?
Calls trade more, so
Sheridan tends to favor
calls.

go to zero; instead, it went from $34.61 to
$35.10 in the next 20 days, and Sheridan
offset the trade:

Bought 10 December 35 calls
Sold 10 January 35 calls

0.75
115

Net credit: 0.40 minus $20 commissions =
$380net credit, $50 profit (Figure2). Yield:
15.15% in 20 days. Small in dollars, yes,
but largeinyield, and Sheridan saysthere's
plenty of timelater totradelarger whenyou
learn the craft.

John A. Sarkett is the developer of Option
Wizard Scan and Scan Wizard software
(http://option-wizard.com).
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