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Keys for today’s session

No option trading required!

Focus on data that is readily, publicly available

[One exception]

Limitations:
Option indicators tend to be short-term

 Indicators mentioned today should be used together 
with other indicators.  Generally, the more indicators line 
up in the same direction the more confidence we can 
have.

 None of these indicators is infallible!  They’re simply useful 
supplemental information.
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The key option fundamentals we need 

to know



The key option fundamentals we need 

to know

The price of an option is telling us something about 

how likely it is that the market will rise above or fall 

below $x by a specific date

(Or at least, it’s telling us market perception regarding 

this)

The options market is providing this perception for a 

wide range of different price targets, and a wide 

range of different future dates



You can be a buyer or seller of an option

Buying a call is consistent with believing the price of the 

asset will rise above the strike price

Buying a put is consistent with believing the price of the 

asset will fall below the strike price

Selling a call is consistent with believing the price of the 

asset will not rise above the strike price

Selling a put is consistent with believing the price of the 

asset will not fall below the strike price

The key option fundamentals we need 

to know



A large percentage of the time the person on the “other 

side” of an options trade is a market maker

Market makers are not trading based on a view of market 

direction

Therefore, a typical trade is between an investor with a 

strong view that the price will/won’t go above/below a 

certain level, and somebody with no view on the price. 

The key option fundamentals we need 

to know



VIX, Put-Call Ratio, SKEW, Net Gamma

 In each case:

What is it?

What is it telling us?

How can we use it?



Starting with the best known indicator: 

the “Fear Gauge”!



VIX

What is it?

30-day market forecast of volatility for the S&P 500 index

 It’s the level of short-term volatility that makes sense of the 

option prices we’re seeing (“implied volatility”)

Literally: standard deviation in returns

Read as a percentage: VIX of 30 means 30% standard 

deviation in returns (annual measure)



VIX



VIX

What is it telling us?

How anxious investors are regarding the short-term market 

environment, hence “fear gauge”

 Intuitively:  range of future values of the S&P 500 is 

wide/narrow

Amount of uncertainty regarding short-term future

Spikes in VIX go together with downturns in the market

Many investors think volatility is symmetric … you can get 

volatility to the upside as well as downside

Options market certainly thinks of volatility as asymmetric: 

always bad news!



VIX

 How can we use it?

Sadly, VIX is not great as a leading indicator, or advanced 

warning
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VIX

 How can we use it?

Low VIX often coincides with strong bull markets

Best time to protect against a crash is BEFORE ONE HAPPENS!

High VIX: usually coincident with market downturns, so no 

advanced warning

However, volatility will persist for a while

VIX is a better leading indicator of recovery from a downturn 

(when it starts decreasing)



VIX

 How can we use it?

 Typical: 13% to 15%

Low: 10% to 12%

High: 20% to 25%

Lookout!: > 30%

2008 crisis: peak above 80%

Recent COVID-19 crash: peak above 100% (record high!)
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Note
 We can get these measures for individual stocks, or other indices

 CBOE includes data on some big names like AAPL and AMZN
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What is it?

What is it telling us?
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Put-Call Ratio

What is it?

Volume of trading in puts relative to trading in calls

Ratio > 1: more trading in puts than calls

Ratio < 1: more trading in calls than puts



Put-Call Ratio

What is it telling us?

P/C > 1: bearish

P/C < 1: bullish

Most typically used as a contrarian indicator

 High: sentiment is peak negative, we’re at the market 

bottom

 Low: sentiment is peak positive, we’re at the market top



Put-Call Ratio

 How can we use it?

Honestly …

…not sure!

Doesn’t seem to have strong evidence in support of it.

 I’ve seen efforts to refine it … weekly averages, moving 

averages etc. … but evidence is weak (and this is a whole 

lot more work than we signed up for this morning!)

Main issue is that just looking at volume doesn’t tell you 

which side of the market the stronger sentiment is on



SKEW

What is it?

What is it telling us?

 How can we use it?



SKEW

What is it?

 Imbalance” between OTM call prices and put prices



SKEW

What is it telling us?

 The difference between the strength of the upside versus 

the downside

A skew index of 100 indicates an expectation of normal 

(symmetric) returns in the index

A skew index > 100 indicates downside is considered 

stronger than upside (the more > 100, the greater the 

“crash” of “tail” risk

A skew index < 100 indicates upside is considered stronger 
than downside.  The skew index is NEVER below 100! 



SKEW

What is it telling us?

• SKEW > 130 means 

“crash” risk is 

elevated

• However, 

‘elevated’ is still 

way below 100%, 

so we will get 

some false 

warnings.



SKEW

 How can we use it?

Better leading indicator of a crash than VIX, but with some 

false positives
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Net gamma

What is it?

What is it telling us?

 How can we use it?

 NOTE: data for this not very easily accessible … requires 

a little work on our part, and an account that has 

options data



Net gamma

What is it?

 Identifies likely hedging demand by market makers

When market makers trade, they hedge their option 

positions by trading the underlying market

 This hedged setup is unstable over time (because asset 

moves one-for-one with the market, while option prices 

have a curved relationship … gamma!)

Provides a clue to what market makers in the options 

market will do in the future when the market moves



Net gamma

What is it telling us?

 If positive:

Market makers will be selling into a rising market, and buying

into a falling market

Market maker activity will have a stabilizing effect on the 

market

 If negative:

Market makers will be buying into a rising market, and selling

into a falling market

Market maker activity will have a destabilizing effect on the 
market



Net gamma

From SqueezeMetrics Research



From Zerohedge, April 24th 2020
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S&P 500, last Monday



Appendix: Calculation of net gamma

• For a specific strike price and expiry date, net gamma is:

• [call gamma]x[call open interest] – [put gamma]x[put open 

interest]

• The net gamma chart is produced by exporting the data into Excel 

and copying and pasting the above equation for each strike price


