0
Vision

To develop and administer one or more trading systems that:

· are effortless in execution,

· resonate with actual market behaviour,

· are consistent with key trading concepts,

· have a good return on both capital and margin requirements,

· have an excellent reward to risk ratio,

· allow for peace of mind, and facilitate the pursuit of a range of interests,

· encourage personal growth,

· generate a regular and growing income,

· are suitable for franchising.

Achieving the Vision

This procedure manual is based on two core ideas developed from practical experience:

· markets are perceived to exhibit general and market specific behaviours,

· key trading concepts are considered to underlie effective trader behaviour. 

When a trading system is in tune with market behaviours, and trader behaviour is congruent with the key trading concepts, profitable trading can be undertaken in a mechanistic, low risk, profitable and enjoyable manner.   

This procedure manual describes and delineates these ideas.     The ideas are not static, but grow with each increment of knowledge gained from practical experience and the pleasure in learning from the ideas and successes of other traders.

In this version, the ideas are described in seven main categories:


-
observation of market behaviour and the implications for trading systems,

· general trading concepts and the implications for effective trader behaviour,

· technique for the self-assessment of key trading skills,
· encouragement of perseverance and a mind-set of steady improvement,
· trading systems,
· ideas for improvement,
· ideas for diversification.
It is anticipated that this procedure manual will be subject to a continuous refinement as an enjoyable part of the process of achieving the vision.

1
Market Behaviour

Introduction

Perceptions of some market behaviours are outlined below.     For each observation of market behaviour, some implications for trading system design are noted. 

Categories of Market Behaviour

Based on analysis and experience of the behaviour of an equity cash index, futures and option market, various observations were provisionally identified and subsequently verified to a reasonable level of confidence.

The descriptions of market behaviours are split between those considered:

· likely to be relevant to most actively and ‘freely’ traded markets,

· likely to be relevant only to the FTSE-100 cash, futures and options markets. 

General Market Observations

The following observations of market behaviour are considered likely to apply to most actively and ‘freely’ traded markets.

	
	
	Observation
	Trading System Implications

	
	G1
	Market makers make a good return from quelling fear and satisfying hope, and seem to ‘squeal’ after a prolonged move in one direction with few reversals.
	The trend is not your friend.

	
	G2
	A big winner will usually have provided a small service to each of a large number of traders.
	Supplying the needs of the crowd can reap big rewards.

	
	G3
	Big position traders need many counter-parties.
	Large-scale and regularly successful traders cannot be trend followers.

	
	G4
	The lowest risk trades will require little margin when the market moves against the position.
	Option prices exhibit changes due to volatility and premium shifts.     The lowest risk option trades must automatically take advantage of the normal changes in volatility and premium.

	
	G5
	Market makers survive when selling calls into a rising market.  
	Market makers may have accumulated calls or equivalents, before the rise, in order to supply calls to willing buyers when the market rises.

	
	G6
	Market makers survive when selling puts into a falling market.  
	Market makers may have accumulated puts, or equivalents, before the fall, in order to supply puts to willing buyers when the market falls.

	
	G7
	Market makers do not have a directional bias.
	Market makers act as willing counter-parties to any trades taken by the crowd.

	
	G8
	Market makers sometimes have to either repeatedly purchase the market into a fall or repeatedly sell the market into a rise.
	Money management must be such that multiple trades can be undertaken in the same direction.

	
	G9
	The market sometimes ‘gaps’ on the open or following a major news announcement.
	An effective trading system will exploit ‘gaps’ or at least not be adversely impacted by ‘gaps’.


Market Specific Observations for FTSE-100 Market

The following observations are based upon the behaviour of - and may only be relevant only to -  FTSE-100 cash, futures and option markets.

	
	
	Observation
	Trading System Implications

	
	F1
	Out-of-the-money put options and in-the-money call options are often overpriced – the volatility ‘smile’ or ‘sneer’.
	A trading position that provides capacity to sell in-the-money calls or out-of-the-money puts will tend to yield extra profits.

	
	F2
	Equity index markets tend to rise into the option expiry.
	Be long (by being short of

in-the-money, near-month put options) into expiration.

If market falls into expiry, the downward forces are particularly overwhelming.

	
	F3
	Equity index markets tend to rise on Friday afternoons.    The market values options on a calendar day basis.
	Look for opportunities to sell additional time premium on Friday to exploit both the ‘Friday afternoon squeeze’ and the large time decay over the weekend.

	
	F4
	Towards the end of a large move, volatility often rises substantially.   
	Exploit such a rise to reverse volatility spreads, shorten duration, or use available capacity sell additional premium.

	
	F5
	Out of hours option volatility often reflects prior market volatility or one directional trading.
	Opportunities often exist in out of hours trading for either purchase or sale of volatility at beneficial prices.

	
	F6
	Calendar spreaders will tend to buy replacements after expiry, thus tending to sell the new near-month both to unwind prior long and sell new short position.

Many put buyers need to refresh their put supplies after their insurance expires.
	Before the end of an option month, consider lengthening the duration of long options from second month before the calendar spreaders start their operations.

Consider using future offsets to wait until a few days after expiry before selling near month puts. 

	
	F7
	The volatility ‘smile’ sometimes takes an inverted form.
	Exploit opportunities for spreading and using any capacity for selling time.

	
	F8
	Volatility diverges from long-term norms.
	Consider extending duration when volatility low; shortening duration or unwinding long volatility positions when volatility high. 


2
Key Trading Concepts

Based on experience, it is felt that the table below distils the generic trading concepts discovered by practical experience as well as building on the wisdom of those who have been there, seen it, done it.

	
	
	Concept
	Trading Skill Implications

	
	1
	A systemic approach must prescribe all circumstances for entry and exit of a trade.
	Entry/Exit Management;

Security in Method and Discipline.

	
	2
	Joe Ross: “Trade what you see, not what you think.” 
	Opinion Management;

Lack of Arrogance

	
	3
	Principles for trading success include systemic approach, winning attitude, courage of convictions, discipline.
	Security in Method and Discipline;

Pulling the Trigger

	
	4
	Reward to risk ratio and overall risk must be separately managed.
	Money Management;

Management of Reward and Risk

	
	5
	Large trading losses can be limited in frequency by avoiding unlimited liability.
	Money Management;

Management of Reward and Risk

	
	6
	Trading results reflect the status of the ‘inner trader’.
	Knowledge of Self;

Vacation Management;

Physical Health.

	
	7
	Acceptance does not seem consistent with directional bias.

Accepting that the market going against any one trade can be seen as an additional opportunity.
	Surrender and Domination;

Money Management

	
	8
	Being prepared for good prices is half the battle. 

No edge – no trade.   

Cannot get your price – walk away.
	Pulling the Trigger

	
	9
	Everybody agrees with me – take profit.

Everybody disagrees with me – double the position.
	Entry/Exit Management

	
	10
	Each trade taken is within the overall risk tolerance.
	Management of Reward and Risk;

Money Management


3
Self-Assessment Technique

It is not sufficient to have one or more good trading systems.     It is required to follow each of the systems.     

Thus a key trading skill is feeling secure in your system and having the discipline to follow the system.    This and other key trading skills are listed in Appendix I.      

Appendix I contains a matrix as a basis for regularly assessing a traders developing skills and attributes.     Self-assessment on an approximately once per quarter basis is recommended as an appropriate frequency for revisiting trading skills.      As a by-product, regular self-assessment gives a basis for self-reward and assists in identifying any areas needing additional, focused attention. 

The matrix is most effective for the trader when the self-assessment is performed without viewing any prior assessment.     The results are then compared with prior assessments.      An occasional, independent review is also recommended wherever practical.

An example of comparative self-assessments is given in the table below.

	
	Key Trading Skill
	15

Sep

96
	16

Feb

96
	29

May97
	23

Aug

97
	9 Dec

97
	11 Mar

98
	mid

Jun

98
	12

Feb

00
	?

Jun 00
	?

Sep 00
	Target

	
	Security in Method and Discipline
	6
	7
	8
	8
	8
	9
	9
	10
	
	
	10

	
	Opinion Management
	3
	6
	8
	7
	9
	9
	9
	10
	
	
	10

	
	Lack of Arrogance
	0
	3
	5
	9
	9
	7
	4
	9
	
	
	10

	
	Pulling the Trigger
	6
	8
	8
	10
	10
	9
	9
	9
	
	
	10

	
	Money Management
	2
	2
	5
	6
	7
	9
	9
	9
	
	
	10

	
	Entry/Exit Management
	3
	6
	6
	8
	9
	9
	9
	9
	
	
	10

	
	Management of Reward and Risk
	6
	7
	8
	6
	7
	10
	10
	9
	
	
	10

	
	Knowledge of Self
	4
	5
	6
	7
	7
	8
	8
	9
	
	
	10

	
	Vacation Management
	5
	6
	8
	9
	6
	9
	9
	9
	
	
	10

	
	Physical Health
	1
	2
	3
	5
	6
	7
	7
	7
	
	
	9

	
	Surrender and Domination
	0
	5
	7
	8
	9
	10
	10
	10
	
	
	10

	
	Exploitation of Opportunity
	--
	--
	--
	--
	3
	5
	6
	7
	
	
	8

	
	Management of Mistakes
	--
	--
	--
	--
	8
	8
	8
	9
	
	
	10


Key: 0 means no skill, 10 means high level of skill.

4
Perseverance and Steady Improvement

If at first you do not succeed, try, try and try again.    This really works, but often a trader gets a sudden series of partial insights based on an incremental accumulation of data.     Transforming that data - first into information, then into knowledge and finally into the understanding of the underlying market processes - can provide a degree of insight.   

It is this insight that is considered one of the keys to gaining a measure of trading success.     

To misquote a cliché, it is not what you know but how you apply the knowledge.     

Insight is required but is not considered sufficient.    It may be based on a deep understanding of one or both of market behaviour or trader psychology, but steady improvement converts an insight into a potentially profitable system.

Now what?      Further improvement translates a potentially profitable system into a practical trading system.     Further refinement of the trading system generates a finely honed money making machine.  

This is not the end of the process of growth - life without growth is death.    There may be a need to adapt a trading system to changes in the trading environment.      It is also desirable to monitor the ongoing success, both to improve any trading systems and the manner in which each of the trading systems is followed.    

Change is the core concept here – modifying the approach to following a developing system.      Care is often required to avoid the problems involved in trying to hit a moving target, as the extent of any change needs to be carefully managed.    

If at first you succeed, try some more.

Discipline is particularly critical - but is more difficult - in a changing environment – there is a need to balance rigidity with flexibility.    In practice this is often determined by the level of confidence the trader has gained in understanding the behaviour of the market and the security the trader feels in the trading system.

Profit Withdrawal

In order for the trading capital to meet planned growth targets fifty percent of monthly profits are to be retained in the trading account(s), subject to:

-
a minimum of 8% percent of prior months capital is to be retained within account,

-
amount of any rewards for making profits are covered by withdrawals.

5
Trading Systems


The trading systems are discussed below under the following headings:

· current trading systems and trading system(s) in active use,

· attributes of the trading systems,

· interaction between trading systems.

Current Trading Systems

Current trading systems are:

· Crowd-Calmer-1:

satisfy the crowd by selling into strength and buying into weakness,

· Put-Spread-1:

diagonal, low debit, volatility (time) spreads using puts,

· Call-Spread-1:

diagonal, low debit, volatility (time) ratio spreads using calls.

Currently the Crowd-Calmer-1 system is not in full operation.    The Crowd-Calmer-1 system is considered profitable, but the profits are found to:

· be too erratic to be consistent with the vision,

· provide an unacceptable reward to risk ratio. 

The Put-Spread-1 system is designed for use in an up trending market.

The Call-Spread-1 system is designed for use in a down trending market.

Attributes of the Trading Systems

For each trading system, the following attributes are documented in Appendix II:

· overview,

· risk category,

· environmental conditions for use,

· operational description,

· theoretical rationale,

· perceived edge(s),

· historical testing basis,

· operational experience, cash-flow considerations and health risks,

· trading vehicle(s),

· opening criteria

· closing criteria,

· adjustment criteria,

· trade duration,

· money management,

· preferred trading agency,

· other constraints,

· reward to risk and reward to margin ratios,

· miscellaneous comments,

· techniques for recognition of major and minor environmental change,

· criteria for profit withdrawal (subordinate on overall withdrawal rules),

· trade size determination,

· margin requirements.

Interaction between Trading Systems

While it is considered that overall attributes of the Crowd-Calmer-1 system are unsatisfactory, it is worth monitoring the Crowd-Calmer-1 status for two purposes related to the spread based systems:

· the Crowd-Calmer-1 status can be used as early warning of a major shift in the long term trend.   This can be used as a guide for selecting between the two spread based systems,

· the Crowd-Calmer-1 status is maintained for the option month.    This can be used to slightly bias otherwise non-directional positions.

6
Ideas for Improvement

P-S-1:
identify optimal diagonal time spreads and when and how taken,

C-S-1:
identify optimal diagonal time spreads and when and how taken,

All    :
monitor accuracy of volatility model,

All    :
monitor accuracy of premium model.

7
Ideas for Diversification 

Steps in investigating alternative markets could include:

· finding a market with a low correlation to the market(s) currently traded,

· availability of sufficient historical data,

· behaviour of the markets,

· costs of data access,

· dealing costs,

· existence of futures,

· availability of options,

· availability of trading agencies.

  Appendix I:  Key Trading Skills - Self-Evaluation Matrix



Assessment Date
:                   


	
	Key Trading Skill
	Current Skill Assessment
	Personal Priority
	Skill Target in Three Months

	
	Opinion Management
	
	
	

	
	Lack of Arrogance
	
	
	

	
	Security in Method and Discipline
	
	
	

	
	Pulling the Trigger
	
	
	

	
	Money Management 
	
	
	

	
	Entry/Exit Management
	
	
	

	
	Management of Reward and Risk
	
	
	

	
	Knowledge of Self
	
	
	

	
	Vacation Management
	
	
	

	
	Physical Health
	
	
	

	
	Surrender and Domination
	
	
	

	
	Exploitation of Opportunity
	
	
	

	
	Management of Mistakes
	
	
	


Key: 
Current Assessment:     0 means no skill, 10 means high level of skill.

                  Personal Priority:     H(igh), M(edium), or L(ow).

My achievements for this period of self-development were:


1.  

2.


3.

My practical steps for self-development over the next three months are:


1.  


2.


3.

Appendix II :  
Trading System Documentation

	
	Attributes of Crowd Calmer 1 as at 12 February 2000

	
	Overview
	This is a contrary system – taking a market view opposite to the crowd.

Provide a service by satisfying the crowd - buy into weakness; and sell into strength.

Trading vehicles are buying options, limited risk option spread position or, more rarely, a limited risk future position.    

Trading profits are erratic and monthly profits vary enormously.

Unlimited liability is never taken as this is considered an extremely high-risk approach irrespective of the risk inherent in the trading approach.

	
	Risk category
	This trading system is considered high risk.

	
	Environmental conditions for use
	Appropriate for most conditions except ‘mania’ conditions.  

Mania conditions often take place when a market is near a new high for the last two years or following a substantive and rapid fall immediately following such a new high.

	
	Operational description 
	For each occurrence of a unit (or greater) fall in the market, buy one unit of the market using a limited risk position.   

For each occurrence of a unit (or greater) rise in the market, sell one unit of the market using a limited risk position.   

Unit changes are measured from market value as at last trade.    Two measures or resolutions are used to determine unit size.   If zero or one position is held the lower resolution is used to determine action points – that is for the first two trades.  The higher resolution is used to determine action points for third and subsequent trades.

If four successive trades in same direction are required, consider if conditions are currently appropriate for this trading system.


	
	Attributes of Crowd Calmer 1 as at 12 February 2000

	
	Theoretical rationale
	A big winner will normally have taken a small amount from a large number of traders.

Big position traders need many counter-parties.

Market makers survive when buying puts into a rising market. 

Market makers survive when buying calls into a falling market.

Market makers make a good return from quelling fear and supplying hope; and they seem to squeal after a prolonged move in one direction with few reversals.

Acceptance does not seem consistent with directional bias.

Accepting the market going against any one trade can be seen as just one more opportunity.

The market rarely falls slowly.   When the market falls rapidly, volatility often rises and future premium frequently falls.

	
	Perceived edge(s)
	The perceived edges are:

· following trades that the market makers are forced to make, but at selected times where expenses are relatively low,

· option pricing can be on bid basis or offer basis,

· future premium tends to be high on market sale and low on market purchase,

· fading the positions taken by the majority,

· no directional bias,

· provides for steady accumulation or distribution in a trending market in a size commensurate with normal size of reversal,

· distorted prices outside of market hours.

	
	Historical testing basis
	FTSE-100 open and close of the cash market from 3/1/84 to 1/11/96 and future market 3/5/84 to 30/9/97.

	
	Operational experience, cash-flow considerations and health risks
	The FTSE-100 futures and options markets are traded as it is not practical to trade the FTSE-100 cash market. 

Note that large running losses are implied in the operation of this system.

Health risks are high as trades may not be taken or unwound in a timely manner following injury or hospitalisation.


	
	Attributes of Crowd Calmer 1 as at 12 February 2000

	
	Trading vehicle(s)
	Following a market fall the possible trading vehicles are:

             - sale of existing net long put position or
             - if sufficient put capacity exists, sale of near month 

               put option above the strike of previously 

               purchased long-dated put option having more than 

               one month outstanding (transfer to Put-Spread-1 

               system), or
             - purchase of a call.

Following a market rise the possible trading vehicles are:

· sale of an existing net long call or
· repurchase of short put from Put Spread 

portfolio or
· purchase of a put.

See also trading duration.

	
	Opening Criteria
	The lower resolution is 2.11% rise and 1.35% fall.

The higher resolution is 5.00% rise and 2.70% fall.

Rise in market of at least 2.11% (or 5.00%) or fall in market of at least 1.35% (or 2.7%) since last action.

At index of 4958, this corresponds to a 104 (247) point rise or 67 (134) point fall.


	
	Attributes of Crowd Calmer 1 as at 12 February 2000

	
	Closing Criteria
	Where multiple positions exist, it is normally first in, first out.

Consideration may be given to selling maximum time value.

	
	Adjustment criteria
	No adjustments are made other than reversal of a trade or for correction of an error.

	
	Trade duration
	The time to expire of any derivative used in opening a position must exceed:

                         12  days when trading the market to rise,

                     or   7  days when trading the market to fall.

	
	Money management
	Spanning across all markets, money management considerations include:

· all trades should not consume more than 

50% of total risk capital.     This means that 

             no one trade should consume more than   

             5% of total risk capital divided by number of 

             markets traded based on a maximum

             accumulation of up to ten trades for each

             market,

· balancing against use of trades in other systems in the same market.

	
	Preferred trading agency
	Bookmaker for tax-free profits, out of market time operations and availability of small incremental changes in trade size.

	
	Other constraints
	None.


	
	Attributes of Crowd Calmer 1 as at 12 February 2000

	
	Reward to risk and reward to margin ratios
	Based on historical analysis of the first 11 years of the FTSE-100 cash open and close, the percentage of winning trades is 65% using higher resolution.     This percentage however ignores any benefit of future premium.

Using higher resolution, the number of long positions accumulated into a falling market has the following distribution:

          =1       :      48 %,

          =2       :      22 %,

          =3       :      18 %,

          =4       :        6 %,

   =5 to 8       :        6 %.

Thus, in 70% of occasions purchasing once or twice is sufficient – this corresponds to three trades using lower resolution for first two positions.

Using higher resolution, the number of short positions accumulated into a rising market has the following distribution:

           =1       :      52 %,

           =2       :      20 %,

           =3       :      14 %,

           =4       :        8 %,

    =5 to 7       :        6 %.

Thus, in 72% of occasions selling once or twice is sufficient  – this corresponds to three trades using lower resolution for first two positions.

Normal maximum accumulation will be up to 3 trades, but trading system requires resources for at least 10.

The reward-to-risk and reward-to-margin ratios are to be optimised.

	
	Miscellaneous comments
	Not currently in full operation as too low a reward to capital ratio.

	
	Techniques for recognition of environmental change
	Monitoring of actual against expected profit frequency and amount.

	
	Criteria for profit withdrawal
	Only withdraw profits when sufficient capital for trading size is available in the account.

	
	Trade size determination
	Using conservative money management and conservative accumulation and distribution assumptions, trade size does not require more capital, for ten trades, than it is acceptable to risk in this endeavour.

	
	Margin requirements
	Margin limit is compared against the sum of:

· amount of bought premium,

· future margin for sold premium and long or short futures,

· running profits and losses.


	
	Attributes of Put Spread 1 as at 12 February, 2000

	
	Overview and overall risk category
	Diagonal, low debit volatility spreads in puts.

Overall risk category is medium risk.

	
	Operational description
	Take several long volatility, diagonal put spreads (short current month) to give profit distribution similar to probability distributions both for prior occurrences of the same calendar month and for range based on current value of underlying and number of trading days to expiry.

If spread cost is low (differential prices give arbitrage opportunity or volatility is sub-normal), consider lengthening duration of longs and optimising strike disparity.

Always be net balanced or net long of puts/equivalents.      Consider keeping a sufficient capacity to take advantage of an abnormal underlying and/or volatility change.

	
	Theoretical rationale
	The lowest risk trades will require little margin when the market moves against the position.

Market makers survive when selling near-month puts into a falling market.    

Market makers make a good return from buying fear and selling hope; and they seem to squeal after a prolonged move in one direction with few reversals.

Acceptance does not seem consistent with directional bias.

Accepting the market going against any one trade can be seen as just one more opportunity.

Market rarely falls slowly.   When the market falls, implied volatility often rises and frequently the future premium falls.

Volatility spreads often benefit from new all-time market highs.

	
	Perceived edge(s)
	The main perceived edge is using the typical behaviour of volatility that occurs in the market as well as the volatility sneer/smile.

Another key perceived edge is matching profit distribution to probabilities of market moves based both on prior occurrences of the same calendar month and for range based on current value of underlying and number of trading days to expiry.

Other perceived edges are:

· following trades that the market makers are forced to make, but at selected times when spread cost is relatively low,

· pricing based on futures which is more volatile than underlying,

· fading the positions taken by the majority,

· no deliberate directional bias,

· exaggerated out of hours pricing.


	
	Attributes of Put Spread 1 as at 12 February, 2000

	
	Historical testing basis
	FTSE-100 open and close of the cash market from 3/1/84 to 1/11/96 and future market 3/5/84 to 30/9/97.

	
	Operational experience, cash-flow considerations and health risks
	The FTSE-100 future is used as the market or basis as it is not practical to trade the FTSE-100 cash market. 

Expiry cash-flow risks are minimised by using this trading system in a up trending market.

Health risks are high as trades may not be taken or unwound in a timely manner following injury or hospitalisation.

	
	Trading vehicle(s)
	Take low debit, diagonal volatility put spreads.

Sold options are normally for current month.

Long options are for a later month than short positions, but rarely exceed five months duration.

The spreads may be entered by legging into the spreads:

· buying long with future offset, then selling short and unwinding future position,

· selling short with future offset, then buying long and unwinding future position.   This approach is only adopted when overall position has no unlimited liability and an acceptable profit profile.

	
	Opening Criteria
	Initiate positions when market appears to be in an up trend and volatility is low.     At expiry, take out additional positions in near month to match next month probability distribution.

	
	Closing Criteria
	When volatility is high, consider exiting position using reverse diagonal calendar spread or shortening duration of long positions.

	
	Adjustment criteria
	If a short put falls to less than 0.15%, consider an early buy-back of short put and the sale of a similar amount of the next month options when premium is relatively high.

	
	Trade duration
	Not relevant as normally shorts are held to date of expiration and new near shorts taken.

	
	Preferred trading agency
	Bookmaker for tax-free profits, out of market hour operations and availability of small incremental changes in trade size.

	
	Other constraints
	None identified.

	
	Money management
	Spanning across all markets, money management considerations include:

Worst case loss on trades should be less than money management limit.


	
	Attributes of Put Spread 1 as at 12 February, 2000

	
	Reward to risk and reward to margin ratios
	The reward-to-risk and reward-to-margin ratios are to be optimised.

	
	Miscellaneous comments
	None.

	
	Techniques for recognition of environmental change
	Techniques for recognition of environmental change include:

· monitor accuracy of volatility and premium adjustments,

· monitor market volatility,

· log actual monthly percentage returns against projected adjusted returns,

· monitor the crowd calmer count for option month.

	
	Criteria for profit withdrawal
	For profitable months any cumulative profits, based on market values as at expiration date, are removed on the expiration day or as soon as possible thereafter.

	
	Trade size determination
	Worst case loss based on adverse volatility move is compared against money management limit.     Trades must not be undertaken which could increase the maximum loss beyond the current money management limit.     This consideration includes any planned trade initiated in the Crowd-Calmer-1 trading system. 

	
	Margin requirements
	Margin limit is compared against the sum of:

· amount of bought premium,

· future margin for sold premium and long or short futures,

· running profits and losses.


	
	Attributes of Call Spread 1 as at 12 February, 2000

	
	Overview and overall risk category
	Diagonal, low debit volatility spreads in calls.

Overall risk category is medium risk.

	
	Operational description
	Take several long volatility, diagonal call spreads (short current month) to give profit distribution similar to probability distributions both for prior occurrences of the same calendar month and for range based on current value of underlying and number of trading days to expiry.

If spread cost is low (differential prices give arbitrage opportunity or volatility is sub-normal), consider lengthening duration of longs and optimising strike disparity.

Always be net balanced or net long of calls/equivalents.      Consider keeping a sufficient capacity to take advantage of an abnormal underlying and/or volatility change.

	
	Theoretical rationale
	The lowest risk trades will require little margin when the market moves against the position.

Market makers survive when selling near-month calls into a falling market.    

Market makers make a good return from buying fear and selling hope; and they seem to squeal after a prolonged move in one direction with few reversals.

Acceptance does not seem consistent with directional bias.

Accepting the market going against any one trade can be seen as just one more opportunity.

Market rarely falls slowly.   When the market falls, implied volatility often rises and frequently the future premium falls.

Volatility spreads often benefit from new all-time market highs.

	
	Perceived edge(s)
	The main perceived edge is using the typical behaviour of volatility that occurs in the market as well as the volatility sneer/smile.

Another key perceived edge is matching profit distribution to probabilities of market moves based both on prior occurrences of the same calendar month and for range based on current value of underlying and number of trading days to expiry.

Other perceived edges are:

· following trades that the market makers are forced to make, but at selected times when spread cost is relatively low,

· pricing based on futures which is more volatile than underlying,

· fading the positions taken by the majority,

· no deliberate directional bias,

· exaggerated out of hours pricing.


	
	Attributes of Call Spread 1 as at 12 February, 2000

	
	Historical testing basis
	FTSE-100 open and close of the cash market from 3/1/84 to 1/11/96 and future market 3/5/84 to 30/9/97.

	
	Operational experience, cash-flow considerations and health risks
	The FTSE-100 future is used as the market or basis as it is not practical to trade the FTSE-100 cash market. 

Expiry cash-flow risks are minimised by using this trading system in a up trending market.

Health risks are high as trades may not be taken or unwound in a timely manner following injury or hospitalisation.

	
	Trading vehicle(s)
	Take near zero net premium, diagonal volatility call spreads.

Sold options are normally for current month.

Long options are for a later month than short positions, but rarely exceed five months duration.

The spreads may be entered by legging into the spreads:

· buying long with future offset, then selling short and unwinding future position,

· selling short with future offset, then buying long and unwinding future position.   This approach is only adopted when overall position has no unlimited liability and an acceptable profit profile.

	
	Opening Criteria
	Initiate positions when market appears to be in an up trend and volatility is low.     At expiry, take out additional positions in near month to match next month probability distribution.

	
	Closing Criteria
	When volatility is high, consider exiting position using reverse diagonal calendar spread or shortening duration of long positions.

	
	Adjustment criteria
	If a short call falls to less than 0.15%, consider an early buy-back of short call and the sale of a similar amount of the next month options when premium is relatively high.

	
	Trade duration
	Not relevant as normally shorts are held to date of expiration and new near shorts taken.

	
	Preferred trading agency
	Bookmaker for tax-free profits, out of market hour operations and availability of small incremental changes in trade size.

	
	Other constraints
	None identified.

	
	Money management
	Spanning across all markets, money management considerations include:

Worst case loss on trades should be less than money management limit.


	
	Attributes of Call Spread 1 as at 12 February, 2000

	
	Reward to risk and reward to margin ratios
	The reward-to-risk and reward-to-margin ratios are to be optimised.

	
	Miscellaneous comments
	None.

	
	Techniques for recognition of environmental change
	Techniques for recognition of environmental change include:

· monitor accuracy of volatility and premium adjustments,

· monitor market volatility,

· log actual monthly percentage returns against projected adjusted returns,

· monitor the crowd calmer count for option month.

	
	Criteria for profit withdrawal
	For profitable months any cumulative profits, based on market values as at expiration date, are removed on the expiration day or as soon as possible thereafter.

	
	Trade size determination
	Worst case loss based on adverse volatility move is compared against money management limit.     Trades must not be undertaken which could increase the maximum loss beyond the current money management limit.     This consideration includes any planned trade initiated in the Crowd-Calmer-1 trading system. 

	
	Margin requirements
	Margin limit is compared against the sum of:

· amount of bought premium,

· future margin for sold premium and long or short futures,

· running profits and losses.
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