
Proven Option Spread Trading Strategies 1

Proven Option Spread Trading Strategies

Proven Option Spread Trading
Strategies

Downloaded from everybodystreet.com
by Frey & Sharp

INTRODUCTION: THE ALLURE OF HIGH RETURNS
WITHOUT THE HIGH ANXIETY

For  many  traders,  the  stock  market  presents  a  tantalizing
paradox. The potential for large returns is ever-present, but so is
the risk of significant loss. Buying naked calls or puts can lead to
home runs, but it can also lead to devastating, portfolio-wiping
drawdowns.  This  is  where  proven  option  spread  trading
strategies  come into  play.  They  offer  a  middle  path—a way  to
participate  in  market  movements  with  defined  risk,  reduced
capital  outlay,  and  a  higher  probability  of  success.
Learning how to trade low risk option spreads for high
income and large returns is not about getting rich overnight. It
is  about  adopting  a  systematic,  disciplined  approach  that
prioritizes capital preservation while still  generating impressive
yields.  Instead of  betting on a single direction with unlimited
downside,  you  are  creating  a  structured  trade  with  built-in
boundaries. This article will serve as your comprehensive guide to
understanding and executing these strategies,  moving beyond
theory into actionable, real-world application.

WHAT ARE OPTION SPREADS? A FOUNDATION FOR
LOW RISK TRADING

An option spread is simply a strategy that involves buying and
selling two or more options of the same class (calls or puts) on
the same underlying asset, typically with different strike prices or
expiration  dates.  The  beauty  of  a  spread  is  that  it  defines  both
your maximum risk and your maximum profit potential  from the
very moment you enter the trade. This stands in stark contrast to
buying a single option, where your risk is limited to the premium
paid,  but  your  profit  potential  is  theoretically  unlimited.  With  a
spread,  you  trade  that  unlimited  profit  potential  for  a  higher
probability of success and a lower net cost. This is the core of
trading low risk option spreads.

The Two Main Families of
Spreads
Spreads  are  generally  categorized  into  two  types:  vertical
spreads and horizontal spreads. Vertical spreads involve buying
and  selling  options  with  different  strike  prices  but  the  same
expiration date. Horizontal spreads, also known as calendar or
time spreads,  involve  options  with  the  same strike  price  but
different  expiration  dates.  For  the  purpose  of  generating  high
income  with  defined  risk,  vertical  spreads  are  often  the  most
practical  starting  point.  Within  vertical  spreads,  we  further
distinguish between debit spreads (where you pay a net premium
to enter) and credit spreads (where you receive a net premium to
enter).

WHY TRADE OPTION SPREADS? THE STRATEGIC
ADVANTAGE

Before  diving  into  specific  strategies,  it  is  crucial  to  understand
why spreads are such a powerful tool for the serious trader. The
primary advantages include:

Defined Risk: You know your maximum loss before you
place the trade. There are no overnight gaps that can blow
up your account.
Lower Capital Requirements: Spreads are generally
cheaper than buying a single, deep-in-the-money option or
the underlying stock itself, allowing for better capital
efficiency.
Higher Probability of Profit: By selling an option to
offset the cost of buying another, you can structure trades
that profit even if the underlying asset moves slightly
against you, stays flat, or moves in your favor only
modestly.
Reduced Time Decay Sensitivity: While buying single
options suffers from time decay, selling an option as part of
a spread can actually make time decay work in your favor,
especially in credit spreads.

KEY PRINCIPLES FOR SUCCESSFUL LOW RISK OPTION
SPREAD TRADING

To  consistently  achieve  high  income and  large  returns  using
these  strategies,  you  must  internalize  a  few  core  principles.
Without them, even the best strategy can fail.

Position Sizing: The
Cornerstone of Survival
No strategy, no matter how "low risk," is immune to losses. The
key is to never let a single loss cripple your trading account. A
standard rule is to risk no more than 1% to 2% of your total
capital on any single trade. If you have a $50,000 account, your
maximum risk per trade should be between $500 and $1,000.
This discipline ensures that a string of losing trades is merely a
setback, not a catastrophic event. This principle is non-negotiable
when trading low risk option spreads for high income.

Probability of Success:
Using Delta as Your Guide
The option's Delta, which ranges from 0 to 1 for calls and 0 to -1
for puts,  is  a rough approximation of  the probability that the
option will expire in-the-money. For credit spreads, you want to
sell options with a low Delta (e.g., 0.20 to 0.30) to give yourself a
70% to  80% chance  of  success.  For  debit  spreads,  you  buy
options with a higher Delta. Understanding probability is what
separates  traders  who  rely  on  luck  from those  who  rely  on
proven option spread trading strategies.

Managing the Greeks:
Beyond Just Price
While Delta is  crucial,  you also need to consider Theta (time
decay) and Vega (volatility). For credit spreads, which are the
bread and butter of high-income trading, you want Theta to be
high (so the option decays quickly) and Vega to be low (so you
are not overly exposed to sudden volatility spikes). Avoid trading
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credit spreads before major news events unless you are prepared
for a volatility shock.

PROVEN OPTION SPREAD TRADING STRATEGIES:
YOUR TOOLBOX

Here  are  three  highly  effective,  battle-tested  strategies  that
embody  the  principles  of  low  risk  and  high  income.

The Bull Put Credit Spread
(Selling a Put Spread)
Strategy: Sell a put option at a higher strike price and buy a put
option at a lower strike price, both with the same expiration date.
You receive a net credit. Outlook: Bullish or neutral. You want
the underlying asset to stay above the short strike price. Why it
works  for  high income:  You  are  selling  premium (income)
against  a  bullish  assumption.  The  max  profit  is  the  credit
received.  The max loss is  the width of  the strikes minus the
credit. This is a classic strategy for learning how to trade low
risk option spreads for high income and large returns in a
rising or sideways market.

The Bear Call Credit Spread
(Selling a Call Spread)
Strategy: Sell a call option at a lower strike price and buy a call
option at a higher strike price. You receive a net credit. Outlook:
Bearish or neutral. You want the underlying asset to stay below
the short strike price. Why it works for high income: This is
the  bearish  counterpart  to  the  bull  put  spread.  It  generates
income from a  declining  or  range-bound  market.  The  risk  is
defined, and the probability of success is high if you select strikes
with a high probability of expiring out-of-the-money.

The Iron Condor: The
Master of Neutral Markets
Strategy: This combines a bull put spread and a bear call spread
on the same underlying asset and same expiration. You sell a put
spread  below the  current  price  and  a  call  spread  above  the
current price. You receive a net credit. Outlook:  Neutral. You
want the price to stay within a specific range. Why it works for
high income: The iron condor is the ultimate "low risk" strategy
for markets that are not trending strongly.  You are collecting
premium from both sides of  the market.  The wings (the long
options) protect you from catastrophic moves. This strategy is a
staple for consistent, high-probability income generation.

HOW TO TRADE LOW RISK OPTION SPREADS FOR
HIGH INCOME AND LARGE RETURNS: A STEP-BY-STEP
FRAMEWORK

Understanding  the  strategies  is  just  the  first  step.  Execution  is
everything.  Here  is  a  framework  to  put  your  plan  into  action.

Step 1: Selecting the Right

Underlying Asset
Look for highly liquid assets, such as SPY (S&P 500 ETF), QQQ
(Nasdaq-100 ETF), or major individual stocks like AAPL or MSFT.
Liquidity ensures tight bid-ask spreads, which is critical for low-
risk  entry  and  exit.  Illiquid  options  will  eat  into  your  profits  and
make  managing  the  trade  difficult.  High  liquidity  is  a  silent
partner  in  proven  option  spread  trading  strategies.

Step 2: Timing Your Entry
Avoid  entering  spreads  just  before  high-impact  news  like
earnings reports or Federal Reserve announcements. The implied
volatility  (IV)  will  be  inflated,  which  can  work  against  you.
Instead, look for periods of stable or slightly elevated IV. Also,
consider entering credit spreads when the market is at a point of
technical support or resistance, giving you a statistical edge.

Step 3: Rolling and
Adjusting
A key reason why traders who learn how to trade low risk
option spreads for high income and large returns succeed
is their willingness to adjust. If a credit spread is threatened (e.g.,
the price moves toward your short  strike),  you can "roll"  the
spread  out  to  a  further  expiration  date  or  to  a  different  strike
price. This buys time and can turn a potential loser into a winner.
However, avoid the trap of "rolling for a loss" simply to delay the
inevitable. Know when to take a small loss and move on.

Step 4: Defining Your Exit
Strategy
You  have  two  main  exit  paths:  profit  target  and  stop  loss.  A
common approach is to close the spread when you have captured
50%  of  the  maximum  profit.  This  frees  up  capital  for  the  next
opportunity and reduces the risk of a sudden reversal. For stop
losses, consider closing the trade if you have lost 1.5 to 2 times
the  credit  received.  Defining  your  exit  before  you  enter  is  a
hallmark  of  professional  trading.

RISK MANAGEMENT ESSENTIALS: PROTECTING YOUR
CAPITAL

Even with "low risk" spreads,  risk management is  paramount.
Here are some additional safeguards:

Diversification: Do not put all your trades in the same
sector or underlying asset. Spread your capital across
multiple, uncorrelated positions.
Keep It Simple: Avoid complex multi-leg strategies until
you have mastered the basics. Stick to vertical spreads and
iron condors initially.
Use a Trading Plan: Write down your rules for entry, exit,
position sizing, and adjustment. Follow them without
emotion. This is the hallmark of a disciplined trader.

COMMON MISTAKES TO AVOID WHEN TRADING
OPTION SPREADS

The  path  to  mastering  proven  option  spread  trading
strategies is paved with lessons learned from mistakes. Here
are the most common pitfalls:
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Taking on Too Much Width: Wide spreads have larger1.
maximum losses. Keep your spread width tight (e.g., $5 or
$10 wide for index ETFs) to manage risk effectively.
Trading Illiquid Options: As mentioned, low liquidity2.
leads to poor fills and difficulty exiting. Always check
volume and open interest before entering.
Ignoring Implied Volatility: Selling options when IV is3.

low is like selling insurance during a calm period. You
collect small premiums. Waiting for elevated IV allows you
to collect larger premiums with the same risk profile.
Chasing High Returns: A credit spread that offers a 50%4.
return in a week is likely very high risk. Aim for consistent,
smaller wins (e.g., 5-15% return on risk per month) rather
than trying to hit home runs.


