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Abstract
We assess the presence and nature of strategic trading by informed investors in the options market. Specifically, we develop and test a model for the spread of an option that
directly captures the effects of strategic trading by informed traders. We show that the underlying stock's spread has an important impact on the option spreads due to the
hedging activities of option market makers. The initial hedging costs explain half the effective spread of at-the-money or in-the-money options. For out-of-the-money options,
initial hedging costs explain less than one third of the spread, but nevertheless play an important economic role. Rebalancing costs associated with hedging are much smaller
than the theoretical values, however. This suggests that although option dealers hedge their positions, they do not hold their positions for long. We also find that the adverse
selection component of the underlying stock's spread explains a significant fraction of the option spread. More importantly, contrary to conventional wisdom, adverse selection
costs are higher for (the most actively traded) at-the-money or slightly out-of-the-money contracts relative to out-of-the money options. The results of the array of tests
conducted in this paper, taken together, suggest that informed traders trade strategically in options markets, recognizing the trade-off between leverage and transactions costs
associated with option contracts of different moneyness.

Keywords: Options, spreads, informed trading

JEL Classification: C12, C13, C21, G13, G24

Suggested Citation

Show Contact Information

0 References

Fetch References

0 Citations

Fetch Citations





Download This Paper (Delivery.cfm/SSRN_ID547462_code16716.pdf?abstractid=547462&mirid=1)

Open PDF in Browser (Delivery.cfm/SSRN_ID547462_code16716.pdf?abstractid=547462&mirid=1&type=2)

Do you have a job opening that you would like to promote on SSRN?

Place Job Opening (https://www.ssrn.com/index.cfm/en/Announcements-Jobs/)

We use cookies that are necessary to make our site work. We may also use additional cookies to analyze,
improve, and personalize our content and your digital experience. For more information, see our Cookie
Policy (https://www.elsevier.com/legal/cookienotice)

Cookie Settings Accept all cookies

https://www.ssrn.com/
https://papers.ssrn.com/sol3/ShoppingCart.cfm
https://www.ssrn.com/index.cfm/en/subscribe/
https://hq.ssrn.com/submission.cfm
https://papers.ssrn.com/sol3/DisplayJournalBrowse.cfm
https://blog.ssrn.com/
https://www.ssrn.com/index.cfm/en/contactus/
https://papers.ssrn.com/sol3/Delivery.cfm/SSRN_ID547462_code16716.pdf?abstractid=547462&mirid=1
https://papers.ssrn.com/sol3/Delivery.cfm/SSRN_ID547462_code16716.pdf?abstractid=547462&mirid=1&type=2
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=16716
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=1991
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=75428
https://papers.ssrn.com/sol3/Delivery.cfm/SSRN_ID547462_code16716.pdf?abstractid=547462&mirid=1
https://papers.ssrn.com/sol3/Delivery.cfm/SSRN_ID547462_code16716.pdf?abstractid=547462&mirid=1&type=2
https://www.ssrn.com/index.cfm/en/Announcements-Jobs/
https://www.elsevier.com/legal/cookienotice


SSRN Quick Links

SSRN Rankings

About SSRN

 (https://www.facebook.com/SSRNcommunity/)
 (https://www.linkedin.com/company/493409?

trk=tyah&trkInfo=clickedVertical%3Acompany%2CentityType%3AentityHistoryName%2CclickedEntityId%3Acompany_493409%2Cidx%3
 (https://twitter.com/SSRN)

(http://www.elsevier.com/)

26  Citations

20  References

Related eJournals

Recommended Papers

An Analysis of the Implications for Stock and Futures Price Volatility of Program Trading and Dynamic Hedging Strategies (https://papers.ssrn.com/sol3/papers.cfm?
abstract_id=330302&rec=1&srcabs=547462&pos=1)
By Sanford J. Grossman (https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=21257)

The Information in Option Volume for Stock Prices (https://papers.ssrn.com/sol3/papers.cfm?abstract_id=368980&rec=1&srcabs=547462&pos=2)
By Allen M. Poteshman (https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=238388) and Jun Pan (https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?
per_id=135049)

The Information of Option Volume for Future Stock Prices (https://papers.ssrn.com/sol3/papers.cfm?abstract_id=622869&rec=1&srcabs=547462&pos=3)
By Allen M. Poteshman (https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=238388) and Jun Pan (https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?
per_id=135049)

View more 

Paper statistics

DOWNLOADS 974

ABSTRACT VIEWS 4,685

RANK 45,571

PlumX Metrics

(https://plu.mx/ssrn/a/?
ssrn_id=547462)

Capital Markets: Market Microstructure eJournal (https://papers.ssrn.com/sol3/JELJOUR_Results.cfm?form_name=journalBrowse&journal_id=1504404)

 Follow 



Feedback 

Submit a Paper  (https://hq.ssrn.com/submission.cfm)













https://www.facebook.com/SSRNcommunity/
https://www.linkedin.com/company/493409?trk=tyah&trkInfo=clickedVertical%3Acompany%2CentityType%3AentityHistoryName%2CclickedEntityId%3Acompany_493409%2Cidx%3A0
https://twitter.com/SSRN
http://www.elsevier.com/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=330302&rec=1&srcabs=547462&pos=1
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=21257
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=368980&rec=1&srcabs=547462&pos=2
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=238388
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=135049
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=622869&rec=1&srcabs=547462&pos=3
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=238388
https://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=135049
https://plu.mx/ssrn/a/?ssrn_id=547462
https://papers.ssrn.com/sol3/JELJOUR_Results.cfm?form_name=journalBrowse&journal_id=1504404
javascript:void(0);
https://hq.ssrn.com/submission.cfm


(http://www.relx.com/)

 (https://papers.ssrn.com/sol3/updateInformationLog.cfm?process=true)

Copyright (https://www.ssrn.com/index.cfm/en/dmca-notice-policy/)  Terms and Conditions (https://www.ssrn.com/index.cfm/en/terms-of-use/)
Privacy Policy (https://www.elsevier.com/legal/privacy-policy)

All content on this site: Copyright © 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and
similar technologies. For all open access content, the Creative Commons licensing terms apply.

We use cookies to help provide and enhance our service and tailor content.

To learn more, visit Cookie Settings. 

http://www.relx.com/
https://papers.ssrn.com/sol3/updateInformationLog.cfm?process=true
https://www.ssrn.com/index.cfm/en/dmca-notice-policy/
https://www.ssrn.com/index.cfm/en/terms-of-use/
https://www.elsevier.com/legal/privacy-policy

