Limited Risk Option Strategies — Straddle & Strangle

Limited Risk Option Strategles

Straddle and Strangle

Following the meltdown in the share market in 2008, the fear is still ever present
that another substantial sell off could occur. Many believe however that the share
market sell off to date has been so extreme that the next likely big move is higher.
We have already witnessed how sharply share prices can fall when panic grips the
market. Yet even bear market rallies can see explosive upside moves which can be
breathtaking to witness. So which side of the market do we take?

Both the Straddle and Strangle strategies can help to give you a “foot in both
camps” to take advantage of either scenario. The Straddle and Strangle take no
view as to the direction the share price will take, and so start off as a neutral
strategy. A large move is what is needed, the direction is not important.

The worst outcome for both strategies is for a sideways trading market with little
directional movement taking place for the duration of the trade. This outcome is
certainly possible, however given where we have come from there is still a very

good chance that we could witness large directional moves in the months ahead.

Straddle in a nutshell:

- Lay
Buy at the money call option.

Step 2
Buy at the money put option.

Step 3

Wait for share price breakout in either direction. If none occurs
close spread after a predetermined time.
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Strangle in a nutshell:

Step 1

Step 2

Step 3

Buy out of the money call option. E@s@

Buy out of the money put option.

Wait for breakout in either direction in the share price. If none
occurs close spread after a pre-determined time.

Straddle/Strangle

Description

Straddle:
Buy same strike price at the money call and put options.

Strangle:
Buy out of the money call and put options.

Market View

Expect a significant breakout of the current trading range but
are unsure of likely direction.

Profit Potential Unlimited in either direction.

Risk Characteristics L|m_|ted to the combined premiums paid for the put and call
options.

Effects of Time Decay Negative — time decay works against both of these strategies.

Best Time to Implement

When the market has been trading in a well-entrenched
trading range and option premiums are relatively
underpriced. Alternatively strategies can be instituted before
potentially market moving events such as company reports or
when entering periods of potential volatility.

Best Strike Prices to Use

Straddle:

Buy at the money puts and calls.

Strangle:

Buy options 1-3 strikes out of the money (use previous
support/resistance levels as a guide).

Time to Expiry

Use options that have three months or more to expiry to
mitigate time decay. Shorter duration options can be used for
a specific volatility event such as before a company
announcement or major economic news release.
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Don’t have to pick the market direction

One of the best features of this strategy is the fact that you don’t have to try to
pick a direction that the market needs to move in. You are effectively only betting
that there will be a reasonably large move in either direction in the share price over
the time period that you have chosen. This can take a lot of the stress out of
trading.

Unlimited Profit Potential
You have the potential for unlimited profit on either side of the market.

Limited Risk
The maximum risk is limited to the net amount paid for the spread. A sideways
non-volatile non-directional market environment is the least desired outcome.

Initiate before Specific Company News or Economic Releases

This is an excellent strategy to institute before specific company announcements
such as profit reports, or before the release of potentially market moving local or
international economic statistics, such as Employment and Retail Sales figures.

Increase in Volatility Favours this Strategy

Most investors or traders tend to be frightened of volatility and for good reason.
However this is one strategy where volatility works in your favour. As well as
benefiting from large directional share price movements, an increase in volatility in
the share will also often cause option premiums for both calls and puts to rise
substantially, which is beneficial for this strategy.

Flexibility

Should a break occur in one direction you can elect to close the other side of the
trade, or look to hold in case of a pull back. At any time you can decide to close
part or all of your trade, depending on your level of bullishness or bearishness. For
example one favoured follow up strategy is to close half your position when the
total premium paid doubles in value, leaving the remainder of your position to take
advantage of further gains.

Be Positioned in the Market

Having a position established in the market before a move occurs holds a big
advantage. Quite often the biggest market moves originate overseas, particularly
from the United States. For example if the US Dow Jones Industrial Average is
down very heavily, you would expect our market to open the next day sharply
lower. If you didn't already have a position in the market it can almost be too late.
However if you are holding a Strangle or Straddle, you know that you have a
guaranteed position in the market to take advantage of the move.

Timing not as Important

Due to the nature of this strategy timing is not as important as in other strategies.
Quite often you will implement the Strangle and Straddle in markets that have been
trading in a range. Longer dated options are chosen to give you sufficient time for a
break to occur in either direction.
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IMPORTANT NOTICE

Provider of this publication

This publication has been prepared by StoneBridge Securities Limited (ABN 92 067 161 755) (StoneBridge ) (AFSL
238148) or StoneBridge Futures Services Pty Ltd (ABN 001 255 116) (AFSL 238 156) StoneBridge makes the
statements in this Important Notice Section for itself and on behalf of each of its related bodies corporate and their
respective officers, agents and employees from time to time (collectively, the StoneBridge Group ). This publication is
provided only on the following basis. If you retain and use this publication, each member of the StoneBridge Group
relies on your acceptance on this basis.

Information in this publication

References in this publication to data may rely on third parties over which StoneBridge has no control and for which
StoneBridge accepts no responsibility. Whilst all of the information and statements contained in this publication have
been prepared with all reasonable care, no responsibility or liability is accepted by any member of the StoneBridge
Group for any errors or omissions or misstatements however caused or arising.

Any opinions, forecasts or recommendations reflect the judgment and assumptions of StoneBridge on the basis of
information as at the date of publication and may later change without notice.

This publication is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or
subscribe for any investment. This information contains unsolicited general information only, without regard to any
investor’s individual objectives, financial situation or needs. StoneBridge is not aware that any recipient intends to rely
on this publication and StoneBridge is not aware of the manner in which a recipient intends to use it. In preparing this
publication, it is not possible to take into consideration the investment objectives, financial situation or particular needs
of any individual recipient. Investors must obtain specific individual financial advice from their investment advisor to
determine whether recommendations contained in this publication are appropriate to their personal investment
objectives, financial situation or particular needs before acting on any such recommendations.

Investment in securities and derivatives involves risk. Past performance is no assurance of future performance.
Investors should take advice on the basis of current information relevant to their particular circumstances, and have
regard to the risk that the future performance of investments will differ from past performance.

This publication is not for public circulation or reproduction whether in whole or in part and is not to be disclosed to any
person other than the intended recipient, without obtaining the prior written consent of StoneBridge.

Liability for this publication

Each member of the StoneBridge Group excludes to the full extent permitted by law all liability of whatever kind,
whether in negligence, tort, contract or under fiduciary duties strict liability or otherwise, for any loss or damage of any
kind (including without limitation indirect, incidental or consequential loss or damage, whether reasonably foreseeable
or not) however arising in relation to the publication of this document, including any reliance on it or making any
transaction in respect of any securities or strategy mentioned in it.

StoneBridge’s Interest

Each member of the StoneBridge Group may, from time to time hold positions in any securities included in this report
(or derivatives of them) and may buy or sell such securities or derivatives or engage in other transactions involving
such securities or derivatives, as principal or as agent for clients. A member of the StoneBridge Group from time to
time may earn brokerage, fees or other benefits from securities mentioned in this publication or derivatives of them.
These will be disclosed, as required, in the ordinary course of providing financial services.

No member of the StoneBridge Group has, or will receive, whether directly or indirectly, any commission, fee, benefit
or advantage, whether pecuniary or otherwise in connection with making any recommendation contained in this report.
A member of the StoneBridge Group or a consultant to it may, from time to time perform paid services for the
companies whose securities are the subject of recommendations in this report. Under no circumstance, however, has
any member of the StoneBridge Group been influenced, either directly or indirectly, in making any recommendation
contained in this report.

All intellectual property rights in this report are, and at all times remain, the property of StoneBridge, unless otherwise
attributed.

Other important information

This Important Notice must be read in conjunction with the Legal Notice which can be located at
http://www.StoneBridge.com.au. Further information is available on request.

© StoneBridge Securities Limited 2009
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