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Options trading allow traders to bet on volatility. If the trader is bullish on the volatility, he/she can buy straddle and sell the straddle when the high volatility materialized. If the other way is true, i.e., the trader expect the volatility is going to fall, he/she can sell straddle and close the position when low volatility realized.  When trading different markets, the trader will not only look at the volatilities but also the correlation between them. For example, suppose that the exchange rates DM/USD (X), YEN/USD (Y), and DM/YEN (Z) are 18%, 16.6% and 12%. The implied correlation between X and Y can be calculated from the following equation

                     					Eq. 1

In the above example, the implied correlation . Interestingly, Eq. 1 gives a geometric interpretation among the volatilities.  Let the three vertices of the triangle be USD, DM and YEN, 
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The volatilities form a triangle due to no-arbitrage condition. The cosine of the angle between and
 is the correlation between the exchange rates DM/USD and YEN/USD.  Now the correlation comes into the volatility play.  If the trade expect that the correlation is falling, then the angle will increase. This means the volatility for DM/YEN will increase.  In the numerical example if then .   Therefore, in a falling correlation environment, the trade should long DM/YEN straddle to take advantage of the rising DM/YEN volatility.  The correlation / volatility trading is very active in the FX market due to its great liquidity.


Can we play this game in the gas market?  The answer is yes but not without modifications.  If we have three gas market locations A,B and C. The price differentials are denoted as .  If we model the price differentials as normally distributed random variables, then the standard deviations and  of the price differentials satisfy Eq. 1.
This is because 

				Eq. 2
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The cosine of the angle BAC gives the correlation .   We can then use the correlation triangle to trade the basis option between C and B.  For instance, if the correlation is falling due to a pipeline exploration connecting B and C, then the angle BAC is larger and the standard deviation of the price differential between B and C will increase, this will make the basis straddle between B and C more expensive. 
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