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12
The Eternal Contrarian
The rules haven’t changed much in the decades since
Humphrey Neill’s iconic The Art of Contrary Thinking
was published, but the investment landscape sure has.
Not only is it important for today’s contrarian to real-
ize that the crowd is usually wrong on both ends of a
trend, but also to understand why. 
/

VOLATILITY SPECIAL

16
How To Trade 
Cautious Optimism 
When volatility creeps in before your bullish convic-
tions end, it’s time to listen to that little voice in your
head that tells you to change your strategy. The ques-
tion is, which strategy? How about one that looks like a
long call, but acts like a hedge when you’re wrong? 
/

23
Volatility Primer:
THE KEY TO OPTIONS ENLIGHTENMENT
There’s more to options trading than simply
buying calls and puts. Without an understand-
ing of volatility, you can be right on direction
and still watch your trades turn to dust. If
volatility has you confused about options, it's
time to get back to basics.

6
The Sentiment Report
The elephant in the
room is that blue-chip
investing in the past
decade has been a bust.
But perhaps what you
should be looking at is
much smaller.
/

8
Making News, Etc.
A serving of highs, lows,
and relevant news for
option traders.  
/

11
Ask Bernie
Though they may not be
talked about much,
when it comes to meas-
uring market volatility,
there’s more than just
the VIX. 
/

29
Confessions of a
Trader
When faced with a loss
on your long option
position, there’s a
chance you could fix it
with a few tricks of the
trade. 
/

30
Idea Lab
How to determine when
the VIX is a bargain. 
+ TOOL REVIEW:
Schaeffer’s Volatility
Index distilled.
/Photographed 

by Fredrik Brodén 
/

4
At the Open
When the de facto trade
in 2010 is to sell pre-
mium, there’s a reason
to question the crowd.
/

32
.COM
Where to go and what
to see right now at 
Schaeffer’s Research
online.  
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Page Zero
PRO PEARLS  
iVolatility.com’s Jack
Walker dishes up his 
top 5 option trading
rules to live by. 
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Letter from
Bernie

A CASE AGAINST
THE CROWD

4 S E N T I M E N TSUMMER 2010
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I HAD THE PLEASURE OF ATTENDING
the 28th annual Options Industry Conference
(OIC) in Phoenix this spring, an event I’ve
always considered a “must” for industry profes-
sionals. This year’s offering proved to be no
exception, and the near-record attendance
was a testimony to the health of the options
industry despite a spotty economy and some
lingering regulatory indigestion in the wake of
the 2008–09 financial crisis. 

As with any good conference, one often
learns as much from conversations in the hall-
ways as from the formal program. So it was at
the OIC. In particular, I had the opportunity
to catch up with my good friend Alex Jacob-
son, education officer at the International
Securities Exchange (ISE), at one of the
luncheons. He had some very interesting
insights about what was resonating most
among the many individual investors he
directly and indirectly encounters. From his
perspective, “premium harvesting”—selling
calls against stock, selling naked puts, as well
as selling condors and butterflies—was the
predominant strategy favored by individual
investors. Alex’s assessment was echoed in
panel discussions.

ELIZABETH HARROW
Senior Equities Analyst and
contributor to Market
Recap. She writes Option
Activity Alert, hosts the
Schaeffer’s Daily Q&A video
series, and is a regular con-
tributor to Blogging-
Stocks.com.

ANDREA KRAMER
Senior Equities Analyst and
contributor to Market Recap.
She writes Options Update,
hosts the Options Stew
video series, and is a regular
contributor to Stock-
house.com.

Schaeffer’s
Contributors
to This Issue

ROCKY WHITE 
Senior Quantitative Analyst
and contributor to Monday
Morning Outlook. He holds
a master’s degree in finan-
cial engineering, and his
research is quoted on
Bloomberg TV, CNBC, and
Fox Business News.

In the immortal words of the Seinfeld televi-
sion series: “Not that there’s anything wrong
with that.” Certainly, these are legitimate
strategies—some might even call them con-
servative—and they are considered by many
to be vastly superior to (and more sophisti-
cated than) the option buyer’s approach of
purchasing a “wasting asset.” But as is always
the case in options trading, timing is every-
thing, and there were a number of reasons (in
retrospect) to question premium harvesting as
the go-to strategy earlier this year. First and
foremost, the CBOE Volatility Index (VIX)
had reached its lowest level in three years, and
given that the VIX is a proxy for premium lev-
els throughout the equity option spectrum, it
is fair to say that premium sellers were not
being paid a king’s ransom for the risk they
were incurring. And when premiums are thin,
profit probabilities decline for the premium
seller, and all the metrics for such trades dete-
riorate. Plus, outlier moves that can blow up a

TODD SALAMONE
Senior VP of Research and
author of the Monday
Morning Outlook. His mar-
ket insight is featured
regularly on CNBC,
Bloomberg, The Wall Street
Journal, and Fox Business
News.

Bernie Schaeffer has been bringing you trading tips
and market timing insight with the Option Advisor
newsletter for 28 years.  For a free copy, go to:
www.sentiment.com/OpAd6

trade become increasingly likely—first,
because of the low premium and its negative
impact on P&L parameters, and second,
because low premiums often signal the calm
before a storm. 

But there’s yet another reason to have
been wary of premium harvesting, and this
was the very fact that these strategies had
become so popular. As I discuss in “The Eter-
nal Contrarian” feature article (page 12), the
popularity of a trend can often be a strong
indicator that it is late in the game and that
you should seriously consider breaking with
the crowd. Options traders need to be as vigi-
lant about avoiding the crowded options
trade as stock traders must be about avoiding
the crowded stock trade. No further proof is
needed than the fact that the “flash crash” —
during which volatility soared and many
option premium buyers profited hand-
somely—occurred just four trading days after
the final day of this conference.

So it’s particularly timely that our special
focus for this, our sixth issue of SENTIMENT,
is on volatility. Be sure to check out our
Volatility Primer (page 23) and our special
focus on strategies for volatility trading (page
16), as well as the other insights on volatility
appearing throughout the magazine. Enjoy!

Bernie Schaeffer
Founder and CEO, 
Schaeffer’s Investment Research

/ / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / /

>>  Please let us know your thoughts. Send your feed-
back to Sentiment@sir-inc.com.
/ / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / /

At the Open
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ISE FX Options®, the ISE globe logo, International Securities Exchange® and ISE® are trademarks of the International Securities Exchange, LLC. Options involve risk and are not suitable for all investors. Prior to buying 
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Get exposure to rate movements in some of the 
most widely traded global currencies. Apply the 
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The Sentiment Report6 S E N T I M E N TSUMMER 2010

THE “AUGHTS” HAVE GAINED NOTORIETY
as a terrible decade for investors. From
December 31, 1999, through December 31,
2009, the S&P 500 Index (SPX) lost roughly
24% of its value, while the Dow Jones Indus-
trial Average (DJIA) shed more than 9% of its
worth. In fact, that dismal 10-year period is
now informally known as “The Lost Decade”
among many investors.

These losses are even more disturbing
when you consider that investors have histori-
cally regarded large-cap, blue-chip stocks to
be a relatively safe haven during times of eco-
nomic turmoil. When volatility reigns, says
the conventional wisdom, play it safe by
investing in big-name Dow stocks, where
long-term returns are virtually guaranteed.

The bleak performance of large-cap stocks
over the past 10 years has left many investors
with serious reservations about this tradi-
tional “safe haven” strategy. In fact, as a result
of the market's stomach-churning turbulence,
the entire concept of buy-and-hold investing
has come under fire. 

For example, an October 2009 TIME
cover explained “Why It's Time to Retire the
401(K),” with the accompanying article
describing the retirement funds as “a lousy
idea, a financial flop, a rotten repository for
our retirement reserves”—thanks, in no small
part, to the drastic market downturn in 2008

that pummeled the large-cap stocks many of
us hold in our 401(K)s.

Plus, in a recent roundtable, Forbes chief
investment strategist Vahan Janjigian
observed that buy-and-hold investing “cer-
tainly did work for people like Warren Buffett,
but we’ve seen over the past few years that
this strategy can really backfire.” 

Not to be outdone, CNBC personality Jim
Cramer weighed in. The Mad Money host
recently warned viewers, “Never plan on
owning a stock forever.” In an episode recap,
TheStreet.com reporter Scott Rutt summa-
rized the main takeaway: “If the financial
panic has taught us anything … it’s that the
buy and hold philosophy is dead.” 

Contrarian View
Amid this buy-and-hold backlash, pundits
have overlooked the outperformance of the
Russell 2000 Index (RUT), which tracks a
basket of smaller-cap stocks. Just like blue
chips have—or had—a reputation for being
“safe,” smaller caps have a reputation for
being risky. However, during the so-called
“Lost Decade,” the RUT rallied nearly 24%.

This remarkable price action suggests that it’s
time to update the conventional wisdom. 

In the current economic climate, smaller
caps boast another advantage. Compared to
their larger corporate cousins with sizable
global footprints, smaller-cap stocks are more
likely to be sheltered from overseas turbulence.

Many fund managers have caught on to
the trend, and appear to be shifting their

focus to smaller-cap
stocks. In fact, our
analysis of option
activity indicates
that big money play-
ers have been accu-
mulating the stocks
in the RUT.

The RUT contin-
ues to have the wind
at its back from a
technical perspec-
tive. The index is
trading above its 80-
week moving aver-
age, which has
served a key role in
the past as a demar-
cation line between
periods of bullish

and bearish price action (Figure 1).
For those looking to take advantage of

continued outperformance in the RUT,
active traders may want to consider invest-
ing in smaller-cap stocks that are character-
ized by low expectations on Wall Street. Of
course, hedging your bets is always a good
idea in this market. By purchasing puts on
the iShares Russell 2000 Index Fund (IWM)
in combination with your smaller-cap stock
portfolio, you can protect your investment
from serious suffering during major market
declines.

Meanwhile, more passive investors or
those with very long investment horizons
may want to consider investing directly in
the sector through IWM itself, perhaps using
long-term calls to closely mirror the rewards
collected by investors.

Smaller Caps: The Market's
New Safe Haven?

FOR EVERY BEAR MARKET, THERE’S A BULL 
MARKET. YOU JUST NEED TO THINK SMALLER.
>> By Todd Salamone and Elizabeth Harrow

T
FIGURE 1:Weekly chart of the Russell 2000 Index (RUT). During the “Lost
Decade” between December 31, 1999, and December 31, 2009, the RUT 
gained 24%, while the S&P 500 lost 24%.

For free weekly market insight, new trading ideas,
and education from Schaeffer’s top analysts, sign
up for the Monday Morning Outlook at:
www.sentiment.com/mmo6
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Visit www.cboe.com/sentiment and start your options education today! 

Whether you are new to investing or an active trader, options can be 

an efficient and easy way to proactively manage risk, maximize 

returns or secure a specific stock price. Recognized world-wide as 

the leader in options education, The Options Institute at CBOE 

continues to provide distinct options education for investors and 

industry professionals.

CBOE Options Education

 There’s No Apples to Apples Comparison!

 

®

® ® ®SM

Fundamentals of CBOE Index Products
Free.  In this basic level online course, uncover trade 

specifications for various CBOE index options including 
OEX  , SPX  , VIX  , NDX   and related derivative products.

Index Options
 Free.  In this intermediate level online course, discover 

how to use CBOE index options for conservative 
investing and portfolio protection.

Trading Index Spreads
Free.  In this advanced level webinar, encounter the 
various facets of spread trading using index options.

Or try one of the many premium seminars and online 
courses available for options investors at every level. 

Learn more about CBOE’s educational initiatives at

www.cboe.com/sentiment 

Options involve risk and are not suitable for all investors. Prior to buying or selling an option, a person must receive a copy of Characteristics and Risks of Standardized Options. Copies are available from your broker, by calling 1-888-OPTIONS, or at www.theocc.com. 
 CBOE  , Chicago Board Options Exchange   , OEX   and VIX    are registered trademarks and SPX    and The Options Institute    are service marks of Chicago Board Options Exchange, Incorporated (CBOE).  Copyright © 2010 CBOE. All Rights Reserved.® SM® ® ® SM
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MakingNews, Etc.8 S E N T I M E N TSUMMER 2010

Time to Take A Bite?Apple Inc. (AAPL) is shining in 2010.
Shares are probing record highs, the company has officially
outsized nemesis Microsoft in sheer market cap, and since its
release in April through the end of June, more than 3 million
iPads flew off the shelves. Meanwhile, iPhone 4 made its
debut on June 24 and was greeted by long lines of eager 
buyers outside stores throughout the U.S., Europe, and Asia,
selling a whopping 1.7 million phones in its first three 
days—a company record. So, with virtually every analyst
wooing Apple and its future, perhaps it’s appropriate to ask:
At what point does the innovator of all things “i” take an iFall?
Best to keep an eye on sentiment with this one.

Rock Bottom Just when the housing sector seemed to start
turning a corner earlier in the year, recent new home sales sta-
tistics have been downright bleak—hitting record lows not seen
in decades. The ongoing woes in the housing world have moti-
vated a lot of new option action in the SPDR Homebuilders
Trust (XHB). Despite interest rates hovering at levels not seen
in decades, after losing nearly 25% of its value from April
through June, some investors are flocking to XHB put options
for fear of additional losses in the foreseeable future. Now,
before you go hopping on this bearish bandwagon, remember
that old adage: Everything seems darkest just before the dawn. 

OPTION 
MARKET
DATES
YOU 
SHOULD
KNOW

1
NEW HIGHS AND LOWS>Schaeffer's Investment

Research has launched a
series of online educa-
tional webinars to help
options rookies and vet-
erans alike with trading
ideas and advice. Our
presenters have included
some of our most expe-
rienced and knowledge-
able traders and analysts,
including Todd Salamone,
senior vice president of
research, senior technical
strategist Ryan Detrick,
and senior equities ana-
lyst Elizabeth Harrow.
Topics have included
“How to Trade Options
in Three Easy Steps,”
“Four Sectors to Make
You Money in 2010, “ and
“Three Options Strate-
gies for Today's Market
Environment.”

Upcoming webinars
will include some basic
introductory options pre-
sentations, along with dis-
cussion of more advanced
strategies. Please visit
SchaeffersResearch.com
to learn more. 

3
Bernie Schaeffer
appeared on PBS’s
Nightly Business Report
on June 4, while senior
technical strategist
Ryan Detrick made
two media appear-
ances in June, appear-
ing on Fox Business
with Chris Cotter and
Tracy Byrnes on June
1, and on CNBC’s The
Early Tick on June 11. 

Volatility—natu-
rally—was the subject
during Bernie's
Nightly Business
Report appearance.
In fact, the CBOE
Market Volatility
Index (VIX) soared
20% that day to 35.48.

Bernie pointed out
that, even at that ele-
vated level, the VIX
was off its peak of less
than a month before
by about 10 points,
and he cited some
technical indicators
that pointed to a con-
tinued volatility
decline.
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Options Expire
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Stop Trading
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Schaeffer’s 
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15
Equity & OEXIndex OptionsStop Trading 
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SEPTEMBER

15
Volatility Index

Options Expire

(VIX, VXN, RXV) 

NEW PRODUCTS

SIR IN 
THE MEDIA

When asked, “So,
are you on the long
side? Are you bullish
at these prices?” he
responded, “On the
long side, but you
have to watch those
technical indicators
… you want to be
long, but you want to
look for hedges as
well.” He also dis-
cussed several sectors
that he likes.

Ryan voiced similar
arguments on Fox.
Speaking to hosts
Chris Cotter and
Tracy Byrnes, Ryan
said, “I think we're
getting pretty close to
a meaningful bottom
in the market.” He
cited a number of fac-
tors to back up his
view, including  the
relative strength of
small caps, and, from
a contrarian stand-
point, continuing high
levels of fear among
retail investors. 

“We think U.S.
markets will continue
to outperform other
world indexes,” Ryan
concluded.

Ryan made the
same points later in
the month on
CNBC.  You can view
any of our prior media
appearances at 
sentiment.com/
medap.

AUGUST

27
Schaeffer’s 

Option Advisor 
Released
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CBOE Debut You want to buy a piece of the options market? Now you
can. After a long-standing dispute over payment for ownership with the
CME was settled, the doors swung open for the Chicago Board Options
Exchange to hold its long-awaited IPO. On July 15, the CBOE started
trading on the Nasdaq Stock Market under the symbol CBOE for $29 per
share. So far, however, the best trade to date on the CBOE has nothing to
do with its newly traded shares. Each member/seat-owner received 80,000
shares for his or her seat in the exchange. According to Bloomberg Busi-
nessweek, a seat was purchased for a low of $131,500 in August 2002, near
the bottom of the “tech crash” at the time. At the peak price of $34.18 on
the day of the IPO, each seat was worth $2.83 million (including a
$100,000-per-seat payout to each member).

Reforming Derivatives. Congress is currently working on a financial
reform bill that will certainly have major implications for some areas of the
derivatives market. Lawmakers ironed out the final details of the legisla-
tion in late June. After it clears both chambers, President Obama could
sign the bill into law in early July. Among the proposals is a plan to move a
substantial number of derivatives from the over-the-counter market and
onto the exchanges. The idea is to have greater information and trans-
parency in the derivatives market, as some blame these complex instru-
ments for triggering the global financial crisis. Now, these products will

4
News @
Schaeffer’s 

San Francisco
Money Show
>Bernie Schaeffer,
founder, chairman,
and CEO of Schaef-
fer’s Investment
Research, will address
the opening cere-
monies at the San
Francisco Money
Show on Thursday,
August 19, 2010. The
show, at the San Fran-
cisco Marriott Marquis
Hotel, will run from
August 19–21. Also
speaking at the show
will be Todd Salam-
one, senior vice presi-
dent of research. 

To learn more or to
register for this event,
please visit sentiment
.com/news06. If you
attend this show,
please visit us at Booth
501. If you can’t
attend, visit Schaeffers
Research.com during
the show dates, where
senior equities analyst
Andrea Kramer will be
live-blogging from the
event.

Option Bits

begin trading on organized exchanges and will
settle through a clearing organization. How will
this affect equity options traders? Not at all.
Although options are derivatives, the puts and
calls we trade are already listed on exchanges
and cleared through the Options Clearing Cor-
poration (OCC).

Put Some Weeklys on Your Calendar. The
number of “Weeklys” is expanding. A Weekly
options contract is one that begins trading on
Thursday and expires the following Friday. Prior
to June 2010, Weeklys were only available on a
handful of indexes, such as the S&P 500 Index
(.SPX). That has changed. On June 4, the
Chicago Board Options Exchange said it would
begin trading Weekly contracts on four
exchange-traded funds: the S&P Depositary
Receipts (SPY), the Powershares QQQ
(QQQQ), the iShares Small Cap Fund (IWM),
and the Dow Jones DIAMONDS (DIA). Later
in the month, contracts were listed on four
stocks: Citigroup (C), Bank of America (BAC),
Apple (AAPL), and BP plc. (BP)

Weekly contracts have advantages and dis-
advantages. On the one hand, these short-term
contracts have very little “time value” and offer
a lot of leverage. That is, the contracts exist only
for a few days and are therefore relatively cheap.
On the other hand, Weeklys also experience a
fast rate of time decay. All short-term options
do. So, rather than simply buying Weekly puts
and calls as a way to speculate on potential
moves in the underlying (index, stock, or ETF),
some traders prefer to sell them as part of other
strategies, such as calendar or diagonal spreads.
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Index Options
Stop Trading 
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Equity & OEX

Index Options

Stop Trading 

How are we doing? 
SENTIMENT is always evolving, and 
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right buttons. Please help us improve your
experience by providing your feedback at
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I sold covered calls on one of my stocks.
The calls were 10% out of the money. To
my surprise, the stock rallied 15% in one
day! I don’t want to sell the stock now, but
the calls are in the money! Is there any-
thing I can do? —Danny
BERNIE: That’s a good problem to have! With
a covered call, the investor sells one call
option for every 100 shares. For example, if I
buy 100 shares of my favorite stock at $50 per
share and I sell one June $55 call for $1, I cre-
ate a covered call by writing a call option that
is 10% out of the money. My cost to own the
stock falls to $49 per share ($50 for the stock
minus $1 for writing the call). If the stock falls
below $49, I show a loss on the position. 

On the other hand, if it moves higher, I
begin to see profits. If the option expires in
June and the stock is trading for $54, I can
close the position for $5 per share, or 10.2%,
profit ($4 from stock appreciation and $1
from the call that I sold). Of course, I don’t
have to sell the stock. I might sell another
out-of-the-money call—like a September 60.

If the stock rallies 15%, the call is in the
money. A 15% move would push the stock to
$57.50. Now, the calls will be assigned at expi-
ration if they are in the money at that point.
The strategist will be asked to sell the stock at
$55. In fact, in some cases, the calls can be
assigned before expiration.

What can you do to avoid assignment on
in-the-money calls if you want to hold your
winning stock? You can close out the calls
through an offsetting transaction. That is, you
buy back the June $50 call. The result will
probably be a loss on the call, but you’ll have a
gain on the stock and can also sell another

call—such as the July 60. Importantly, by
making this adjustment (which is called a
“roll”), you are changing the risk profile of the
trade. The breakeven and the risk of the trade
will be greater, but the upside profit potential
will be higher as well. 

Q: How do I place a spread order? Do I
enter each contract separately, or can I
enter the spread as one order? —Russ
BERNIE: Whether trading online or with a
live broker, spread trades are often entered as
one order. For example, say I want to initiate
an Apple (AAPL) January call spread. Look-
ing at current prices, I decide buying the Janu-
ary 200 at $20 and selling the January 250 at
$7.50 is a good trade. I’m willing to pay $12.50
($20 – $7.50) per spread, and I instruct the
broker to “buy to open” x number of January
200/250 call spreads at a $12.50 debit. On the
other hand, if I want to sell the spread, I enter
the order to “sell to open” the spread for a
$12.50 credit. Most online brokers offer the
tools necessary to enter simple spread orders
such as these electronically.

While spread trades are most often entered
and executed as one trade, “legging in” refers
to initiating one side first (usually the long
“leg”) and then open the other side (the short
leg) at a later time—either one right after the
other, or perhaps days apart. For example, if I
want to buy Apple January 200/250 call
spreads and I think Apple will have a strong
run-up during the week, I might buy the Janu-
ary 200 calls on Monday and sell the January
250 calls on Friday. 

The risk to legging in is that if the stock
moves the wrong way before you get that
short leg on, the spread will “widen” (250 calls
will get cheaper) and no longer look like a
good trade. If that happens, I’m left holding a
riskier position in January 200 calls. 

When Taking Profits
Is Not an Option

WHEN A STOCK RUNS UP TOO
QUICKLY, COVERED CALLS CAN
POSE AN INTERESTING DILEMMA.
>> By Bernie Schaeffer

Bernie Schaeffer is
founder and CEO of
Schaeffer’s Investment
Research, Inc., a leading
provider of research and
analysis on the stock and
options market. He
received the Best of the

Best  Award from the
Market Technicians Asso-
ciation for his ground-
breaking work on
sentiment analysis, and
his award-winning 
SchaeffersResearch.com
site is consistently ranked

#1 in the options cate-
gory by Alexa.com. He
appears frequently on
CNBC and The Nightly
Business Report and is reg-
ularly quoted in the Wall
Street Journal, Business-
Week, and USA Today.

Only have a limited
time to learn how to
trade options? Go to 
sentiment.com
/HSP6

Q:

The Man with
the Answers:
Bernie 
Schaeffer
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T H E  F I R S T  E D I T I O N  O F
what I’ve long considered to be the
“bible” for the contrarian approach
to investing—The Art of Contrary
Thinking by Humphrey Neill—was
published more than five decades
ago in 1954. Neill’s contrarian prin-

ciples have proven their timeless value time
and again over the years, in large part
because they are based on the ever-present
and often-predictable impact of human
emotions on the market. 

Googling “Contrarian Investing”
The best way to illustrate the timelessness
of Neill’s contrarian approach is with a tour
of the sentiment backdrop for the most her-
alded initial public offering (IPO) of the
past decade. On August 19, 2004, the IPO
of shares in Google, Inc. was completed at a
share price of $85. This offering raised
$1.67 billion, and as a result the company
was valued at $23.1 billion. By November
2007, Google shares had traded as high as
$747, and the market capitalization of the
company reached $237 billion—more than

By Bernie Schaeffer
ILLUSTRATION BY JOE MORSE

“THINGS AREN’T ALWAYS WHAT THEY
SEEM.” THAT’S THE AXIOM THAT LIES AT 

THE HEART OF CONTRARIAN
INVESTING PHILOSOPHY. TODAY’S 

CONTRARIAN HAS AS MUCH,
IF NOT MORE, TO GAIN FROM THE  

INFORMATION AVAILABLE IN 
THE STOCK AND OPTIONS 

MARKETS BY RE-EXAMINING 
SOME CORE PRINCIPLES

INTRODUCED
DECADES AGO. 

THE 
ETERNAL

CONTRARIANT
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the analysts rated Google a “buy,” with 60%
carrying “hold” ratings and 10% rating the
company a “sell.” And it wasn’t until Novem-
ber 30, 2004, after the shares had catapulted
above $180—more than double the $85 IPO
price—that more analysts rated the company
“buy” than “hold.” 

What we had here was a classic case of
investor disbelief, despite the acknowledged
strengths of the company and despite very
strong post-IPO price action that quickly left
the original offering price of $85 in the dust.
Of course, as the shares continued their amaz-
ing ascent and the company continued to out-
grow expectations, we moved fairly quickly
into  the acceptance stage and ultimately to
euphoria. By May 26, 2005, with Google trad-
ing at $260, 80% of analysts were rating it a
“buy.” And by March 8, 2007, just 8 months
before the ultimate price peak at $747, analyst
sentiment had become unanimous—100%
had “buy” ratings on Google. 

No Country for Blind Contrarians
In one of the most apt quotes from The Art of
Contrary Thinking, Humphrey Neill tells us:
“The crowd is right during the trends, but
wrong at both ends.”  We can easily see this
phenomenon at work in our Google example.

By June 23, 2006, more than 90% of the ana-
lysts who followed Google rated the stock a
“buy.” By any reasonable standard, Google was
an overloved stock, yet it would have been
very foolish, indeed, to short it based on a con-
trarian take of this bullish sentiment. How
foolish? Google shares were trading at that
time at $405, on their way to a peak of $747
less than 18 months later in November
2007—a gain of 84%. And this rally occurred
after the shares had already more than
quadrupled from their IPO price. 

Humphrey Neill obviously understood that
you should never adopt a blindly contrarian
stance on a strong stock that is very highly
regarded on Wall Street. But how do you avoid
this pitfall in the real world? The key is to focus
on situations in which the sentiment is clearly
counter to a stock’s fundamental and techni-
cal picture. The “sweet spot” for a contrarian
bullish position in Google shares was the
period from the IPO in August 2004 through
November 2004, when less than half the ana-
lysts had “buy” ratings on the company. An
argument could also be made for holding at
least part of your position beyond November
2004 in recognition that Wall Street opinion
was still playing catch-up with the company’s
powerful price and earnings momentum. In

Contrarian Investing14 S E N T I M E N TSUMMER 2010

10 times the valuation at the IPO price in just
a shade over three years.

Since Google had already become a house-
hold word by 2004, you might think that
investor sentiment, as reflected by the opin-
ions expressed in the financial media and by
the ratings of the various analysts assigned to
cover the company, would have been quite
bullish at the time of the IPO. Think again.

On the fifth anniversary of the Google IPO
in 2009, we find this reminiscence from The
New York Times: 

Google’s success can make it hard to
remember that in 2004, many in Silicon
Valley were bearish about its market debut.
There was skepticism about how the offer-
ing was being handled and whether the
Web search company was overhyped and
overvalued.

“I’m not buying,” Stephen Wozniak, an
Apple co-founder, declared to The New
York Times in the weeks before Google
went public. “Past experience leaves the
taste that a few people—never ourselves—
will make out the first day, but that it’s not
likely to appreciate a lot in the near future
or maybe even the long future,” he said.

The day after Google started trading,
an editorial in The New York Times
praised the offering’s structure but
sounded dubious about what it described
as Google’s “bubbly” post-IPO valuation
of $27 billion. “Only time will tell if the
company can fend off efforts by Yahoo
and Microsoft to build superior search
engines,” the editorial said.

Just prior to the Google IPO, on August 9,
2004, TIME magazine featured the following
headline: “Google’s IPO: Buyer, Beware.” And
from an opinion piece in the August 24, 2004
issue of Newsweek: “This price is insane. And
anyone buying Google as a long-term invest-
ment at $109.40 will lose money.”

This skepticism about the prospects for
newly minted Google shares also extended
into Wall Street’s analyst community (see Fig-
ure 1).  As of October 13, 2004, with the
shares already trading above $140, just 30% of

FIGURE 1: GOOG sentiment from analysts upon its IPO in 2004 was quite negative. Three years later, at 10
times its IPO price, there wasn’t a negative analyst to be found. 
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BY ANY REASONABLE STANDARD,
GOOGLE WAS AN OVERLOVED
STOCK, YET IT WOULD HAVE BEEN
VERY FOOLISH, INDEED, TO SHORT IT
BASED ON A CONTRARIAN TAKE 
OF THIS BULLISH SENTIMENT. 
HOW FOOLISH? GOOGLE SHARES
WERE TRADING AT THAT TIME AT
$405, ON THEIR WAY TO A PEAK LESS
THAN 18 MONTHS LATER OF $747.

liable or out of date; a technical indicator
might no longer apply in the new era of
exchange-traded funds (ETFs); and a senti-
ment indicator might not be measuring the
activity of the “crowd” the contrarian is
looking to trade against. 

Humphrey Neill was very concerned with
the accuracy of the sentiment indicators
contrarians use to reach their conclusions.
As he states in The Art of Contrary Thinking:
“No problem connected with The Theory of
Contrary Opinion is more difficult to solve
than (a) how to know what prevailing gen-
eral opinions are; and (b) how to measure
their prevalence and intensity.”

I’ve always been a proponent of options-
based indicators as contrarian tools. The
activity of options speculators, many of
whom are poorly capitalized and inade-
quately informed, can be an excellent meas-

ure of the extremes in crowd sentiment that
can provide strong contrarian trading sig-
nals. The challenge over the years has been
to separate the activity of these option buy-
ers from those who are selling options as part
of a conservative trading strategy and those
whose activity is generally irrelevant to con-
trarians. But the biggest challenge these days
is the fact that a large constituency of option
buyers—particularly in the ETF world—are
hedging against concurrent positions in the
underlying securities. 

For example, a hedge fund bullish on
small-cap stocks might take a position in the
iShares Russell 2000 Index Fund (IWM) and
at the same time protect this position against
unanticipated market weakness by buying
IWM put options. Should this IWM hedged
trade become popular, IWM put volume will
surge, and the would-be contrarian might
conclude that bearish speculators are betting
against the market by accumulating these
puts—when in fact this activity was gener-
ated by bullish hedged buyers of the underly-
ing security. The contrarian’s assumption
that the speculative crowd is bearish might
well result in him taking a bullish position in
IWM. But the correct assumption is that big
money is accumulating small-cap stocks.
That’s fine while it lasts, but could be very
bearish in its implications when the buying
power dissipates.

Conclusion
Neill’s statement is as true today as it was in
1954: “The crowd is most enthusiastic and
optimistic when it should be cautious and
prudent; and is most fearful when it should
be bold.” And it is equally true  that your
sentiment indicators and your interpretation
of them are as critical to your success as the
contrarian approach itself.

other words, this was a period in which the
crowd was migrating from disbelief to accept-
ance of the company’s prospects. But by
March 2006, with the shares at $455 and with
100% analyst “buys,” it was certainly time for
bullish contrarians to exit their positions. 

The final rally by Google into its top at
$747 in November 2007 was a period that
should have been avoided by both bulls and
bears. Bulls needed to be concerned that sen-
timent had entered the euphoria phase and
that a severe dissipation of buying power could
result in a top at any time. Bears needed to be
concerned that while sentiment was poten-
tially euphoric, price and earnings momentum
were so powerful that the shares could be
driven much higher before they would ulti-
matelypeak. (For a detailed explanation of the
stages of a stock’s sentiment cycle, see "The
Extra Edge," SENTIMENT, Spring 2009.) 

Contrarian Indicators, 2010-Style
No market indicator, no matter how well-
conceived, is perfect, whether based on fun-
damentals, technicals, or sentiment. But
many investors make the fatal mistake of uti-
lizing indicators that are flawed in their very
construction. Economic data might be unre-

FIGURE 2: Even at its IPO, shares of Google (GOOG) were mired in investor “disbelief” (red shade), only one
step up from the “despair” that prevails at bottoms.When GOOG proved everyone wrong, investor “accep-
tance” (yellow shade) eventually led to “euphoria” (blue shade), at which point 100% of the analysts covering
the stock had “buy” ratings. 

For an extended discussion on contrarian invest-
ing techniques with Bernie and his use of
options–based indicators as contrarian tools, go to
www.sentiment.com/ContVideo.

JA
N

 -
 2

00
5

JA
N

 -
 2

00
6

JA
N

 -
 2

00
7

JA
N

 -
 2

00
8

JA
N

 -
 2

00
9

JA
N

 -
 2

01
0

GOOG

1000

900

800

700

600

500

400

300

200

100

0

Disbelief Acceptance Euphoria

SIR06_Contrarian Investing.rd5:pages.layout  7/25/10  11:07 PM  Page 15



SIR06.VOLStrategy.rd5:pages.layout  7/25/10  11:24 PM  Page 16



www.schaeffersresearch.com SUMMER 2010 17Strategy ShowcaseSUMMER 2010

THERE’S A RIGHTTIM
E AN

D PLACE 

FO
R N

EARLY EVERY O
PTIO

N
S STRATEGY. 

W
HEN

 M
ARKETS ARE

VO
LATILE, BUT CO

M
PLACEN

CY 

PREVAILS,THE TRICK IS

TO
 RECO

GN
IZE EXACTLY 

W
HICH STRATEGY IS 

APPRO
PRIATE.

HO
W
TO

TR
AD
E

By Frederic Ruffy and Andrea Kramer
PHOTOGRAPHS BY FREDRIK BRODÉN

OP
TIM
ISM

CAUTI
US

SIR06.VOLStrategy.rd5:pages.layout  7/25/10  11:24 PM  Page 17



term directional play for fear the underlying
security will succumb to unfavorable price
swings before the call or put expires. However,
one way for more conservative traders to roll
the dice on a long-term bet—and, on occa-
sion, even profit from a price swing in the
opposite direction—without suffering a trade-
related heart attack in the near term is via the
calendar strangle.

To initiate the calendar strangle, you would
purchase a longer-term, in-the-money option
that reflects your bias toward the security. In
other words, if you’re bullish, you would pur-
chase a longer-term call on the underlying
stock, whereas if you’re bearish, you would buy
a longer-term put. Then, to guard your posi-
tion against adverse price action in the near
term,you would simultaneously buy a shorter-
term, at-the-money option with the opposite
directional bias (a put for bulls; a call for bears)
as “insurance.”

Ideally, the longer-term option will have
about three to six months to expiration, and
will harbor a high delta (the amount the
option changes relative to the stock chang-
ing). With the high delta, the option’s value
will move in near parity with the stock price.
On the flip side, the shorter-term option will
have only one to two months before expira-
tion, and will boast a relatively lower delta—
making it much cheaper to purchase than its
longer-term counterpart. 

Given recent events, it isn’t surprising
that some investors are willing to pay more
for portfolio protection. During the so-called
“flash crash” of May 6, 2010, the Dow Jones
Industrial Average plummeted nearly 1000
points in less than half an hour. It was a seri-
ous meltdown. While regulators have worked
on plans like circuit breakers to prevent a
repeat of the 2010 Flash Crash, they admit-
tedly don’t really know exactly what triggered
the volatility. So there is no assurance that
something similar won’t happen again. 

How should investors operate in this
environment—when the risks of speculating
with long options are high and the cost of
portfolio protection has become high, too? Is
it smart to buy and hold stocks with no
hedge at all? Or, is it worth paying a higher
premium to hedge market risks? What can
you as an option trader do when premiums
seem too expensive to buy, but not rich
enough to sell? 

Fortunately, there are ways to navigate
these uncertain markets using options. Let’s
look at two very attractive strategies: the ratio
backspread and the calendar strangle.

Strategies for an Uncertain Market

CALENDAR STRANGLES
Amid turbulent market conditions, many
option traders hesitate to gamble on a long-

Anatomy of a Trade
To fully appreciate this adaptation of the long
strangle strategy over multiple time frames
let’s dissect an example. 

To start, let’s say you have high expecta-
tions for stock XYZ in the long term, but are
nervous about jumping into a bullish trade
without any protection. With XYZ flirting
with the $50 level, you opt to construct a cal-
endar strangle on the stock by purchasing the
deep-in-the-money December 40 call for $12,
and simultaneously buying the at-the-money
August 50 put for $3—resulting in an initial
cash outlay of $15.

Considering the December 40 call is 10
points in the money with plenty of time to
expiration, the option has a delta of 0.8—
meaning the call should increase $0.80 in
value for every point XYZ advances on the
charts. Furthermore, should the call remain
deep in the money over the long term, the
option’s delta should inch closer to 1.0 as expi-
ration draws near. Against this backdrop, you
could argue that the addition of the August 50
put to this December in-the-money call posi-
tion is similar to buying a “married put,” which
limits the risk of a long stock position.

In fact, much like the concept of the mar-
ried put, the primary goal for the calendar
strangle is for the shares of XYZ to rally over
the long term—meaning you don’t mind if the
near-term put expires worthless, as this would
mean your bullish forecast is coming to fruition
and your profit from the call you purchased will

18 S E N T I M E N TStrategy Showcase SUMMER 2010

FIGURE 1: XYZ. Risk profile of the calendar stran-
gle.  All the leverage of a long call with low time decay
and the protection of a cheap put hedge.

here’s little doubt that the volatility landscape has 
changed dramatically in recent years. On a daily basis, in the four years ended

December 2007, the CBOE Volatility Index (VIX) averaged less 
than 15. However, from early 2008 through mid-June 2010, the volatility index

produced an average reading of around 30, or more than double the levels seen the
four years before. VIX tracks volatility on the S&P 500 index, and its rise since

2007 reflects the bigger daily price swings seen in the equity market—which has
also resulted in richer premiums across the options market. Essentially, as 

market volatility has gone up, so has the demand for options. The cost of portfolio
protection has risen, as well as speculative strategies using long calls and puts.

T

39 50

Stock Price
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54
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is to consider using the ratio backspread; a
popular strategy among experienced options
traders. They can be initiated with either call
or put options and differ from a traditional
spread, in that you sell one option and buy a
larger number of another with the same expi-
ration. (Whereas, in a traditional spread, you
buy and sell an equal number of options.) 

Popular ratios for backspreads are 1x2 (i.e.
1 short option to 2 long options), 2x3, and
sometimes 3x5. The goal in setting up the
ratio backspread is to enter the trade for a
credit. We’ll explain how to do this next, but
the important thing to understand is that the
ratio backspread profits when the stock moves
in either direction—your additional long
options profit from a move in the desired
direction, or you simply keep the credit from a
move in the opposite direction.

more than offset the loss on the put. In other
words, you view the short-term put in the same
light as your homeowner’s insurance policy—a
necessary evil bought to protect your beloved
investment from the elements, not necessarily
to profit from a devastating storm. But there is
an advantage the calendar strangle holder has
over the married put buyer in that you can
actually profit from a huge move against your
directional view, while a married put never
produces a profit from a stock plunge—it only
mitigates the cost of the decline. 

More specifically, the objective of the cal-
endar strangle is for the shares of XYZ to finish
north of your breakeven at the $55 level (call
strike + net debit) by December options expi-
ration, with the August-dated put chalked up
as a $3 sacrifice. However, should that storm,
in fact, touch ground before your bullish hopes
are realized, the short-term “insurance policy”
provided by the 50-strike put could come in
handy, to say the least. 

Example in Action
Let’s assume the shares of XYZ unexpectedly
pull back to the $45 level before August-dated
options expire. In this instance, your longer-
term 40-strike call will be worth less than what
was paid at initiation, but your 50-strike put
will be five points in the money, lessening the
loss suffered by the December-dated call. 

In fact, let’s assume the shares of XYZ sud-
denly plummet all the way to the $30 level
before August options expire. In this case, the
August 50 put will have an intrinsic value of
$20—or $5 more than it cost to establish your
calendar strangle. In other words, should you
choose to close out the entire position early,
XYZ’s unexpected move lower would still
result in a net profit of 25% on the trade.

Finally, while there are a few points of cau-
tion to consider before constructing a calendar
strangle—including a slightly slimmer reward,
a higher cash outlay at initiation and, as a
result, wider breakeven levels—the defined
risk of this non-traditional strategy and the
possibility of profiting from a big move in the
opposite direction of your forecast offers con-
servative traders something invaluable in
volatile markets: peace of mind. 

RATIO BACKSPREAD
Another way to speculate on direction, while
mitigating the risk of unfavorable price swings

www.schaeffersresearch.com  SUMMER 2010 19Strategy Showcase

FIGURE 2:  Daily chart of GS. High-priced stocks in volatile sectors make great candidates for ratio
backspreads, such as the down-trending stock of Goldman Sachs, shown here near $140. 

FIGURE 3:  Goldman Sachs (GS) put ratio backspread: The profit and loss profile of this trade
shows nearly unlimited profit potential to the downside (1), a small profit to the upside (2), or at
worst, the options gradually decay between now and expiration (3).   

For Example
Let’s consider a real-world example using
Goldman Sachs (GS) as a bearish case. At
the time of this writing, shares are trading
around $140. GS is widely traded, has very
liquid options, there are many strike prices
to choose from, and the spreads between
bids and offers are normally quite narrow. If
panic and fear reign, you want to be in a
very liquid and actively traded instrument.
With volatility picking up and the stock tak-
ing a hit earlier in the year (see Figure 2), a
put ratio backspread might be an excellent
trade. 

A 2x3 GS put ratio backspread can be
constructed by selling 2 October 135 puts at
$10 and buying 3 October 125 puts at $6.
The net result is a credit of $2.00 per spread
([$10 x 2] – [$6 x 3]). 
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How would the trade unfold? According
to Figure 3, we can see three profit/loss sce-
narios unfolding: 

1. If shares come under pressure and GS
tanks, your position acts like a long put for
nearly unlimited profit potential. Remem-
ber, since you’re selling two puts and buying
three, the extra long put per spread is what
gives you the extra juice from a downward
move.  

2. On the other hand, should the shares of
GS stay in a range above $135 or trend
higher through the October expiration, you
do nothing and all the puts expire worthless.
You keep the $2 credit received at the onset
of the trade and call it a day. 

3. Should the stock drift below $135 and
remain there until expiration, time decay will
eat away at your premium; which is relatively
predictable on a day-by-day basis (using theta
and vega data available in the option chains
at www.schaeffersresearch.com). Your great-
est risk is if the stock settles at $125 at expira-
tion, which is the price at which your short
135 puts realize their greatest loss and the
125 puts are at-the-money. 

In Figure 3, you can see the first (curved)
line shows the profit potential at the time the
trade is initiated, while the second shows the
risk-reward at expiration. Notice the $200
profit per spread if shares hold above $135,
which is the initial credit received at the onset
of the trade. Also notice the maximum risk at

expiration, which is considerable if shares set-
tle at exactly $125. The reason being is that at
that point, the 135 puts, which were sold, are
$10 in the money, but the 125 puts, which
were bought, expire worthless—a low proba-
bility, worst-case scenario. Ultimately, in the
ideal scenario, the stock sees a volatile move
lower in the weeks or months prior to the
expiration. And the sooner it happens, the
better, but relative to other directional strate-
gies, you won’t get hurt too badly if it doesn’t.

AS WE SAW IN THE WEEKS LEADING INTO
the correction that began at the end of April
of this year, and the subsequent days just
prior to the flash crash in May, fear premium
was already building up in the market. Why?
While complacency seemed to be the pre-
vailing psychology, smart money investors

began reaching into the options markets to
build hedges on their positions. This caused
option premiums on the whole to rise, and
became a difficult trading environment for
option buyers and sellers: Call buyers can’t
buy because premiums are too expensive
and put sellers don’t want to sell because
they can’t get the protection they need to
justify outright short positions. In such
cases, the calendar strangle and ratio back-
spreads are extremely attractive strategies. 

HOW SHOULD INVESTORS 
OPERATE IN AN ENVIRONMENT
WHEN THE RISKS OF SPECULATING
WITH LONG OPTIONS ARE HIGH
AND THE COST OF PORTFOLIO
PROTECTION HAS BECOME
HIGH, TOO? FORTUNATELY, 
THERE ARE WAYS TO NAVIGATE
THESE UNCERTAIN MARKETS
USING OPTIONS.

20 S E N T I M E N TStrategy Showcase SUMMER 2010

When it comes to momentum, using options
instead of stocks is a smart way to trade. To receive
real-time momentum trading ideas, sign up for our
PowerTrends Series options alert service at
www.sentiment.com/PTS
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DON’T MAKE ANOTHER TRADE UNTIL 
YOU HAVE DEFINED YOUR EDGE!

 Finding your absolutely 
essential edge in the 
markets

 How to make more with a 
volatility edge

 11 valuable thought 
provoking tips for turning 
your equity curve upward

 13 ways to improve your 
odds of success with 
options

Request this special free report now at 
www.IVolatility.com/report

EXPLORING THE EDGE 

Alternatively, call 866 400-3427 

Jack Walker
Former PSE options 
market maker 
and hedge fund 
manager.

EXPLORING THE EDGE

Professional traders have an edge, do you? 
Get our complimentary report
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the basis for modern technical 

analysis, but they are seldom 
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to trading success and helps 
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tial to successful trading. 

$19.95

Learn Dynamic Price 
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$79.00

J.M. Hurst pioneered com-

puterized research into the 

nature of stock price action, 

devoting many years and 

more than 20,000 computer 

hours to this study. 

$29.95

What if you lost $1 million trad-

ing? What would you learn from 

the experience? This once out 

of print classic is only available 

from exclusive outlets, including 

Traders Press.

$19.95

Learn to use options from 

a 20-year veteran of the 

CBOE! This book will give 

you the basic trading tools 

you need to start trading 

options profitably.

$34.95

Enter promo code SCHAEFFER072010 in the Special Instructions box. 

Save
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IF YOU’RE TRADING
OPTIONS, WHAT
YOU DON’T KNOW
ABOUT VOLATILITY
CAN CERTAINLY
HURT YOU. BUT
DESPITE ALL THE
BOOKS WRITTEN
ABOUT THE SUBJECT,
ALL THAT’S REALLY
NEEDED IS A
GOOD HANDLE 
ON THE BASICS. 

VOLATILITY
PRIMER

The Key to 
Options 
Enlightenment

ByOphir Gottlieb 
and Kevin Lund

PHOTOGRAPH
BY FREDRIK BRODÉN
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When option traders use the terms
“expensive” or “cheap,” they’re generally
referring to the amount of IV built into the
price of an option. What’s important to
understand is that IV has a direct impact on
an option’s premium. As IV rises, option pre-
miums rise, and vice versa. The following is a
simple example showing the impact of an
increase in IV on option premiums:

Assume an at-the-money call option with
a $20 strike on a $20 stock, with 30 days to
expiration, interest rates at 1% annually, and
no dividends (these are the variables typi-
cally needed to plug into an options pricing
model). The following table demonstrates
how the option premium changes with the
last variable, implied volatility:

Looking at the table, you can see that
there’s a direct correlation between an
option’s IV and its price, though the formula
isn’t always 1:1 (as is shown here for an at-the-
money option). Out-of-the money options, for
example, will increase as IV rises at a much
faster rate than those that are at the money.

Assessing Market Volatility: 
High or Low? 
Have you ever purchased an option, been
correct on the direction that the stock was

volatility was not a consideration, options
trading would be all about buying calls when
you expect stocks to move up and buying
puts when you expect stocks to move down.
Unfortunately, it’s not that simple. But it
doesn’t have to be complicated, either. Just a
little bit of knowledge about volatility could
make the difference between choosing a long
call loser or a short put winner. 

So, let’s get back to basics and examine
just what volatility means to you, the options
trader, before moving on to more advanced
concepts. 

What Exactly is Volatility? 
There are three main issues that must be con-
sidered in your stock analysis prior to initiating
an options position: 

1 / Direction. Is it going up, down, or
sideways? 
2 / Duration. The amount of time you
expect the direction to last. 
3 / Magnitude. What is the volatility of
the underlying asset? This includes how big
a security’s move will be and to what
degree that expected move is already fac-
tored into the option’s price.

It’s important to realize that volatility
moves in cycles, going from one extreme to
another over the course of time. Typically, it
bounces back and forth around an average
level, which is why volatility is considered to
be “mean reverting.” A good analogy is that
volatility is similar to a spring. When the
spring is coiled tightly, it will explode out-
ward; once it has stretched out to an
extreme, it will snap back to its mean. 

This is exactly how volatility works.
When it's too low, it will explode upward;
too high, and it will revert back down to nor-
mal levels. In the real world, this keeps hap-
pening until the fundamentals of the
underlying asset change (i.e. oil spill, new
product announcements, FDA approvals,
etc.). When that happens, the “new normal”
(mean) moves up or down. It’s important to
realize that it’s rarely possible to time these
moves perfectly; volatility can stay in
extreme ranges for periods much longer than
you might anticipate.

The Volatility We Care About
As an options trader, there are two types of
volatility you should be concerned with: one
that looks at the past, and one that attempts
to forecast the future. 

1 / Historical volatility (HV) measures
the underlying’s past realized movement
over a period of time. Since it’s in the
past, it is entirely known (observed) and
is expressed as an annualized number
based on the period of time used to meas-
ure it (i.e., 20-day HV is 35%) . 
2 / Implied volatility (IV) is the option
market’s forecast of the future volatility
of the underlying, and is directly reflected
in an option’s premium. IV, which is for-
ward-looking and can change, is also
expressed as an annualized number.

Special Focus: Volatility Primer24 S E N T I M E N TSUMMER 2010

If
10% 20% 50% 70% 100%

$0.23 $0.46 $1.14 $1.60 $2.28

IV

Option price

FIGURE 1:  Weekly chart of  VIX.As a measure of the S&P 500 Index’s implied volatility, the VIX is a good proxy
for overall broad market volatility. This chart can help you get a sense of whether equity options in general are
“cheap” or “expensive” relative to the VIX’s current trading range. 
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Certain known future events are
expected to have a substantial impact on the
stock price before they occur. In such situa-
tions, it’s expected that the IV will be greater
than the HV. The most common of these is
an earnings release.

Scheduled Volatility Events
IV rises into earnings because on release day
the underlying can experience greater move-
ment (stocks can make huge short-term
moves after earnings announcements). As
earnings approach, the IV for the month rises. 

Think of volatility rising into earnings the
way you think about airfare at Christmas-
time. Prices go up, and everyone knows it.
Take the implied volatility data for Apple
(AAPL) just before and after earnings on
January 25th of this year. Three days before
earnings, at-the-money IV was at 37%. The
day before earnings, it spiked to 49%. And

then the options are said to be “cheap” rela-
tive to those with higher IV—due to the
lower perceived risk of movement implied by
the market. 

Comparing IV to past IV puts the odds
substantially in your favor on any position.
And a quick way to do this for any option-
able equity is with the Schaeffer’s Volatility
Index (SVI) (Figure 2), which averages the
implied volatilities of both the at-the-money
puts and calls. For this reason, it’s a bit like
an “equity VIX” for individual stocks, and
can be a quite useful tool. (For more detail
on how to use the SVI, see “Idea Lab,” page
31, or “Tools of the Trade,” page 27.)

COMPARING IV TO HV
With the two types of volatilities (IV and
HV), you can see that every options trade is
a bet on how future volatility will play out
compared to the implied volatility priced
into the option. In a theoretical, predictable
trading environment, where a stock’s IV
always eventually converges to its HV, a sim-
ple trading rule emerges: Buy options when
the implied volatility is lower (cheaper) than
the historical, and sell options when the
implied volatility is higher (more expensive)
than historical. The rule proves profitable
when the IV converges with same level as
the HV.

Oddly enough, the same trading rule
derived from a “predictable trading world”
isn’t too far from the real-world trading rule.
That is, the rule stands unless there is a rea-
son to think otherwise—buy low IV and sell
high IV when compared to HV. 

www.schaeffersresearch.com SUMMER 2010 Special Focus: Volatility Primer 25

heading, and yet the option still went down
in value? If so, then you’ve probably experi-
enced the direct effects of a change in IV.
Though the option you purchased may have
been cheaply priced, dollar-wise, it may have
been relatively “expensive” IV-wise. This is a
very common mistake among newcomers to
the options market, and is one reason why it’s
important to have an understanding of the
underlying security’s IV. There are a couple
of ways to approach this:

COMPARING IV TO PAST IV
The quickest way to get a sense of overall
market volatility is to compare the current
IV to its past. Perhaps the best place to start
is by viewing a chart of the CBOE Volatility
Index (VIX). (See Figure 1.) 

The VIX represents the weighted average
of the implied volatilities of near- and at-the-
money S&P 500 Index puts and calls. Often
dubbed by the media as the market’s “fear
gauge,” the VIX can be viewed as a measure
of implied volatility on the market itself, and
it helps to give traders a feel for how expen-
sive or cheap options are in general based on
the activity of the options in the S&P 500
Index. As you can see in Figure 1, at its cur-
rent price of around 24, it is at the lower end
of its recent range. That indicates options in
general are “cheaper” than when the VIX
was trading at 40. 

Once you have a grasp on the level of
implied volatility for the broader market, a
critical step to deciding what type of option
strategy to trade is to assess the implied
volatility of the security you’re interested in.
For example, when looking to buy options on
equities, it’s a good idea to look for those on
the lower end of their IV range and sell
options that are in the higher end of that
range. Why? Just as the old adage says, “Buy
low, sell high.” And if IV is close to its lows,

FIGURE 2:  Schaeffer's Volatility Index (SVI) on IBM.
At the lower end of its recent range, if you were
bullish on IBM, you’d look to buy calls while the
volatility priced into the option is minimal. 
Source: SchaeffersResearch.com

Schaeffer’s
Take:
Debunking
the Google
Myth

contract, you can buy 10
contracts of XYZ with
your $2,000. It’s the
same investment. Now if
both stocks rise 5%
(translating to a $25
move in GOOG or a
$2.50 move in XYZ),
your GOOG call shoots
up $17 to $37, for a total
of $1,700 in profit. On
the other hand, the XYZ
call rises $1.70 to $3.70,
for a profit of $170 per
call. Because you own 10
contracts, your total
position profits $1,700
as well. In the end, it’s the

volatility. 
Suppose you’ve allo-

cated $2,000 to invest in
an option trade, and
you’ve got your eye on
GOOG at $500 as well
as XYZ at $50. An at-
the-money GOOG call
that expires in 30 days
costs $20, while the $50
stock’s at-the-money, 30-
day option costs $2.
Both options have 35%
implied volatility. The
first thing you should
see, aside from price, is
that while you’re only
able to buy 1 GOOG

an inaccurate tenet of
logic: Big moves in high-
priced stocks equate to
big moves in their
options. While it’s true
that the options on a
$500 stock typically
make greater nominal
moves than those of a
$50 stock, the reality is, if
you’ve invested identical
amounts in each trade,
the same percentage
move in the former can
result in a far lower
return on investment
than the latter, depend-
ing on the implied

Q: Do the options in
high-priced stocks
offer greater leverage
than those of lower-
priced stocks?

A: Many new traders are
lured into the world of
option speculation hop-
ing to cash in on the next
Google story for the
least amount of capital
outlay. Perhaps inno-
cently, they wrongly
assume that monster
stocks like Google have
the greatest leverage for
option buyers based on C
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An options trader reads this as, “Downside
volatility is higher than upside volatility.”

Conclusion
By now, you should see that options trading is
actually “volatility trading.” When you buy (or
sell) an option, you’re essentially taking a
volatility position. Before entering any options
position, it’s a good idea to examine implied
volatility relationships such as IV to past IV or
HV, in case they’ve diverged, and ask yourself
if they make sense in the context of your
expectations. 

If you’re making a bet on the direction of
the stock, search the skew for spread opportu-
nities. If you’re making a bet on future volatil-
ity, research the historical volatility and set a
specific volatility expectation. With a strong
understanding of the basic and advanced con-
cepts of volatility, you’ll find yourself armed
with a bigger edge in a world of unique, new
opportunities. 

/ / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / /

>> Contributing author Ophir Gottlieb is head of
client support and algorithmic trading at LiveVol.com, a
site dedicated to options and volatility analytics. He can
be reached at ophir.gottlieb@livevol.com.
/ / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / /

finally, just one day after earnings were
announced, IV reverted back to 38%.

Court decisions and FDA announcements
follow the same methodological approach to
rising IV. That is, there is one single day with a
much higher implied volatility (forecasted
stock movement) than the rest. As that day
approaches, the implied volatility of the
options increases. Large lawsuits and drug rul-
ings can have implied volatility days several
times that of a normal trading day for a stock.
In these cases, we would expect a divergence
between historical and implied volatilities, so
the simple trading rule of selling options
whose IV greatly exceeds HV doesn’t fit and
can be very dangerous if the event proves very
significant.

Advanced Volatility 201: The Skew
So far, we’ve discussed volatility as a single
number. In the real world, the volatility of
each strike price is different. Were you to

plot each volatility level of each strike on a
graph (Figure 3), you can see that the curve
(function) that the volatility forms. This is
called the skew. The shape is often referred
to as the volatility “smile” or “smirk.” Rather
than simplistic comparisons between IV and
HV, it is the discrepancies in the volatility
smile that often present the greatest trading
opportunities.

The volatility smile exists for two reasons.
First, because of a basic real-life principle
about the investing world: the investing
world is long stock. Thus, the vast majority of
the equity positions are long stock. This is
driven by rules that govern pension funds,
mutual funds, 401(K)s, and the retail public,
as well as a general phenomenon that human
beings prefer to own securities in the expecta-
tion that they will rise in price rather than sell
them in the expectation that they will
decline. These realities have a direct impact
on options prices (and therefore volatilities). 

A long investor makes two general options
trades to hedge his or her long stock. The first
is to purchase downside puts as insurance
against a portfolio drop. This increases the
demand for downside puts. The second trade
is to sell calls against long stock (covered
calls). This acts both as an income-generating
strategy and as a small hedge for downside
moves. Call sellers imply a decrease in
demand for upside calls. Options are like
every other asset: Increased demand from
buyers raises put prices; increased supply from
sellers depresses call prices. 

The second reason a volatility skew exists
is because, typically, the market moves down
faster than it moves up. Historically, bear mar-
kets are much more abrupt than bull markets.

FIGURE 3:  Volatility “smile” of AAPL options.
Depending on the demand for a particular strike,
option volatility (vertical axis) typically increases 
to the downside and drops to the upside.
Source: LiveVol.com

HAVE YOU EVER PURCHASED AN
OPTION, BEEN CORRECT ON 
THE DIRECTION THAT THE STOCK
WAS HEADING, AND YET THE OPTION
STILL WENT DOWN IN VALUE? 
IF SO, THEN YOU’VE PROBABLY 
EXPERIENCED THE DIRECT EFFECTS
OF A CHANGE IN IMPLIED VOLATILITY.

same profit/loss sce-
nario—dollar in equals
dollar out. 

Now, without making
things complicated,
implied volatility is
essentially the price of
risk. As mentioned in
this issue already, the
higher the implied
volatility, the more the
market anticipates large
future swings in the
stock price. And while
the higher risk translates
into higher options pre-

miums (aka “risk pre-
mium”), it  actually
reduces the leverage of
an option for buyers. In
fact, in our example, if
the implied volatility of
the GOOG option was
higher at the onset of
the trade, say 60%
rather than 35%, the
price to buy that
GOOG call would be
about $29, and the same
5% move would net you
a $15 gain—not $17. So
“high fliers” like GOOG

aren’t necessarily the
best deal in town. You
can see this for yourself
by plugging some num-
bers into an option cal-
culator such as the one
at SchaeffersRe-
search.com before plac-
ing your next trade. Just
go to www.sentiment
.com/calc06.

Taking it a step fur-
ther, often you’re better
off with lower-priced,
lower-capitalization
stocks that can make
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moves (in particular to
the upside) that far out-
run anything a volatility-
based option pricing can
anticipate. In other
words, the lognormal
returns assumption as
stocks increase in value
works better on high-
priced, mega-cap stocks,
but not so well on
smaller-cap stocks, which
can potentially double or
triple before your eyes
based on a new product
or takeover.

Each week at Schaeffer’s Research we take a close
look at volatility readings and new trading ideas in
our Monday Morning Outlook. For a free sub-
scription, go to www.sentiment.com/VolMMO
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this data point against the other charts and
data on this page, you can begin to determine
what’s driving the SVI.

Step 2:  Pinpointing Volatility Trends 
Next, click on the SVI thumbnail chart.  This
will bring up a more detailed view of the SVI,
with the indicator laid over a graph of the
stock’s price action. (For greater detail on how
this tool works, go to page 31 of this issue.)
More often than not, you’ll find that surges in
the SVI coincide with periods of bearish price

action—for example, Figure 1 displays the
huge climb in implied volatility that coincided
with BP plc’s (BP) oil-spill-related sell-off.  

Of course, a stock’s SVI won’t always move
directly inverse to the stock’s price.  That’s
why you can zoom in for a closer look at the
past three months’ worth of data, or broaden
your scope to examine trends during the past
year or more.

Plus, the table you’ll find to the right dis-
plays the specific SVI readings for each of the
past 10 days, allowing you to drill down on the
current exact reading, as well as recent
changes.  This table also confirms that implied
volatility trends are rarely a straight line in
either direction.

Step 3:  Letting History Be Your Guide
From Step Two, scroll your way down to the
bottom of this page, where you’ll see a handy
list of related links and tools. Clicking through
to “Implied Volatilities,” will help you find key
historical context for your volatility research.

As noted on page 24 of this issue, implied
volatility is a key component in determining
option prices.  However, it’s not always easy to
gauge whether options are cheap or expensive
simply by looking at the history of implied
volatility as shown on our SVI charts. It is also
helpful to compare current implied volatility
levels against the stock’s realized historical
volatility for a comparable time frame.

Using SR.com’s Implied Volatilities tool
(www.sentiment.com/IV), you can pull up a
montage of the current implied volatility read-
ings for a number of near-term options on your
selected stock (Figure 2).  Even better, you’ll
be able to view the underlying stock’s histori-
cal volatility for the past one-, two-, and
three-month periods.  By comparing the
implied volatility of the equity’s near-the-
money options versus the stock’s realized his-
torical volatility, you can begin to gauge
whether option prices are fairly inexpensive,
or relatively pricey.  

And you don’t have to be an options expert
to read the volatility tea leaves, either.  When
implieds are running higher than historical
volatility, it’s a warning sign that options could
be expensive —meaning, it might not be the
best time to buy premium.  Conversely,
implied volatility readings that are lower than
the equity’s historical volatility point to com-
paratively inexpensive option prices, which
can be a boon for option buyers.

Get Your Volatility Fix

BEFORE YOU TRADE, RESEARCH YOUR
VOLATILITY IN THREE EASY STEPS

Tools of the Trade  

FIGURE 1: By taking a more detailed look at SVI, you
can get a sense of how price action of the underlying
has corresponded with spikes in implied volatility.
(www.sentiment.com/SVI)

FIGURE 2:Using the Schaeffer’s Implied Volatilities
tool can help you determine if the underlying’s
options are “cheap” or “expensive”.
(www.sentiment.com/IV)

PAYING TOO MUCH FOR IMPLIED
volatility is a rookie mistake, but veteran
options traders can get burned just as easily.
When you’re caught up in the excitement of
a new trading idea, it’s easy to forget to do
your volatility homework.  However, a quick
trip to SchaeffersResearch.com before you
place that order with your broker can save
you from discovering after the fact that you
paid too much for your option, resulting in
an unattractive reward/risk profile for your
trade.  With just a few clicks, you’ll be well
on your way to navigating the rocky road of
implied volatility.

Step 1: Putting Volatility in Context
A logical starting point is the “Get Quote”
box, located on the upper right-hand side of
SchaeffersResearch.com homepage.  Simply
drop in a ticker to pull up six sentiment-spe-
cific thumbnails.

Once there, you can  eyeball a stock’s
Schaeffer’s Volatility Index (SVI) to get a
general idea as to whether implied volatili-
ties are rising or falling.  A rising SVI could
point to rising fear levels as traders bid up
the price of put protection—but it could just
as easily be the result of a looming earnings
report for a well-loved stock.  By comparing

P
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SOME PROFESSIONAL SPORTS—LIKE
skiing, surfing, and skateboarding—require
athletes to learn how to take a fall without
serious injury. Professional boxers learn how
to take a punch without getting hurt (well,
not too hurt). And professional traders don’t
just learn how to make a profit; they also
learn how to manage losses. Why tell you
this? Because falling is to skiing as losses are
to trading—inevitable. And the sooner you
accept that, the sooner you can begin formu-
lating your strategy on how to lose less when
you take your own punches.

I’d love to give you the perfect anecdotal
trade that I screwed up on to discuss for this
article, but there are just too many. I’ve been
whipsawed, stopped out, spooked out, and of
course, taken the all-too expensive coffee
break, only to find a tidy profit turn into a bum
loss in the course of 20 minutes. So instead of
focusing on my own loser, let’s focus on
yours—your next one, that is—and how you
might be able to fix it.

When Should You Adjust?
The reality is, every trade you take starts out
with a loss. When you buy at the ask, you can

only turn around and sell for a bid that’s less—
never more—than what you just paid. But
somewhere between your entry and your pain
threshold (i.e., stop loss), there’s probably an
opportunity to adjust your trade if your con-
viction remains that the underlying will turn
back around. 

Since every trade is different, under what
circumstances would you want to adjust a
trade (rather than simply close it out and put
on a different one)? It depends, but typically,
it’s when you still believe your analysis is cor-
rect, but the trade is experiencing a short-term
hiccup. You’re down, but not out, so to speak.
Provided that hiccup is somewhere between
your entry and your predetermined stop loss
(you do have a stop in mind, don’t you?), you
can mitigate your risk, take back some of the
loss, and buy some time for the trade to turn
around. 

One little caveat: trade adjustments on
options tend to work better for swing and posi-
tion trades that you’re holding for a few days or
longer. Because of the volume of trades and
small profit targets, intraday traders are likely
better off sticking to a tight stop-exit strategy
rather than to meddle with adjusting. 

Adjusting a Long Call
Let’s start with a common scenario: Suppose
stock XYZ is trading at $50 in June. You buy
a number of August 50  calls for $4 each
(with a stop loss at $2). Over the course of
the next week, the stock drifts down to $48,
and your calls are now worth about $3
(halfway between your purchase price and
your stop loss). What’s the fix?

Obviously, you could simply get out, but
that would work against your trading plan
and foster a gambling mentality. On the
other hand, there is one simple alternative
that can appease your emotional need to exit
and your conviction to stick with your plan:
adjust the trade.  

When adjusting a losing long call posi-
tion, look to sell something to take back

some of the losses incurred.  One way is to
simply sell calls against your position at the
next higher strike, converting the long calls
into vertical spreads (see “Going Vertical,”
SENTIMENT, Spring 2009). Assuming
there is premium to sell at that strike, by
doing so, you will (1) help to mitigate, and
slow down, further risk, and (2) recoup
some of the losses. The downside? If you sell
calls against all of your longs, then you’ve
capped your profit potential to the differ-
ence between the strikes and the total debit
you paid. One sneaky workaround for this is
to simply not sell as many calls as you own
(assuming you’ve bought more than one),
which leaves you with unlimited upside
potential on the unhedged calls.

IT’S IMPORTANT TO REMEMBER THAT
there’s nothing magic about adjustments.
The reality is you’re not really “fixing” any-
thing; you’re simply taking the trade from
what it was when you entered to what you
want it to be now, based on new informa-
tion. The adjusted trade is essentially a new
trade, and the technical and sentiment
backdrops should be reassessed to make sure
your original plan is intact. If not, then
sometimes the best adjustment is to simply
to bail out. 

How to Fix a Broken Trade

A GOOD COMPROMISE WHEN 
EMOTIONS AND WILLPOWER COLLIDE.
>> By Kevin Lund  / PHOTOGRAPH BY FREDRIK BRODÉN

S
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HOW WILL THE DOW JONES

Industrial Average per-
form in the second half
of 2010? Historically, the
Dow’s relationship to its
200-day moving average
on June 30—the last day
of the first half of the
year—is a pretty good

gauge. The higher the
Dow is above this mov-
ing average, the better it
does the rest of the year.
Since 1900, there have
been 55 times when the
Dow was at least 3%
above this moving aver-
age on June 30. In those

55 years, the Dow was
positive 75% of the time
in the second half of the
year. When the Dow
was more than 3%
below its 200-day trend-
line at the end of June, it
averaged a return of just
0.35% for the rest of the

IdeaLab30 S E N T I M E N TSUMMER 2010

CONTRARIANS WILL OFTEN SAY THE
time to buy is when everyone else is bearish,
but it’s not quite that simple. What if you buy
in right before the bearish investors all exit the
trade in unison, causing the price to plummet?
Luckily, there's an indicator to help you locate
these key turning points.

Most options traders are familiar with the
CBOE Volatility Index (VIX). Calculated
using the implied volatilities of a variety of
S&P 500 Index (SPX) options, the VIX
reflects the market’s expectations for volatility
over the next 30 days. At Schaeffer’s, we’ve
found it useful to monitor the relationship
between the VIX and the actual volatility of
the S&P.

The Theory
Specifically, we measure the percentage dif-
ference between the VIX and the 20-day
historical volatility of the SPX. We call this
the “VIX premium,” because the VIX typi-
cally trades above the SPX’s actual volatility.
The VIX has closed above actual volatility
82% of the time since 2005; for that same
time frame, the median VIX reading is 18.1,

while the median
SPX volatility read-
ing is 14.3.

Moreover, it is
noteworthy when
the VIX reveals a
substantial discount
to actual volatility.
This chart of the
S&P 500 Index (Fig-
ure 1) shows the
times when the VIX
discount has
reached 10%. These
signals typically
occur during pull-
backs or short-term
bottoms. The most
recent signal
occurred in June. 

In general, a 10%
VIX discount is a
very good signal for
short-term traders.
It’s an indication
that panic selling
has exhausted itself,

and it’s time to step in and buy. 

The Details
Here is the dynamic that is taking place
when these buy signals occur: It begins with
fear-induced, broad-based panic selling. This
is a painful time for market participants, as
the market falls very quickly. During this
time you see retail investors liquidating their
positions to avoid more losses. Also,
unhedged portfolio managers seek protec-
tion by buying index put options. Worried
about an all-out crash, they pay inflated
prices for those options, which in turn drives
up implied volatility, causing a spike in the
VIX. This may propel the VIX far beyond

C

TURNING 
TRADITIONAL

MARKET
R&D ON ITS

HEAD

THE 
DOW AS 
A CRYSTAL
BALL

BUYING PANIC 
AT A DISCOUNT
HOW DO YOU CATCH 
A FALLING KNIFE? WATCH
THE OPTIONS MARKET.

idea #1

F Y I year. But for those years
when the return was
negative following this
signal—about 40% of
the time—look out
below: The Dow lost, on
average, 20% of its value
during the second half of
the year.

FIGURE 1: By measuring the VIX against the 20-day historical volatility of the S&P
500, you can spot discounts that just might mean a buying opportunity.

FIGURE 2: Since 2005, every time the VIX is selling at a 10% discount to S&P 500
volatility, returns have been positive the following month.

Dow Jones Returns in 2nd Half of Year

Relation to 200-Day No. of Average Percent Average Average
Moving Average Returns Return Positive Positive Negative

At Least 3% Above 55 7.50% 75% 13% -8%

Within 3% 24 1.12% 58% 8% -9%

At Least 3% Below 32 0.35% 59% 14% -20%

Grand Total 111 4.06% 67% 12% -13%

1-Month
Return

Returns After a Signal
(9 Results)

Average Return 3.4% 2.8% 0.9% 1.0%

Percent Positive 100% 78% 67% 56%

2-Month
Return

3-Month
Return

4-Month
Return
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the actual realized SPX volatility—even
though the actual volatility is still at a very
high level, due to the plunging stock prices
during the panic.

Once this panic selling subsides, there is
typically less demand for index put options.
Investors who liquidated their positions now
have smaller portfolios, and therefore need
fewer hedges than before the market correc-
tion. Money managers who scrambled to buy
puts as insurance are fully protected now,
and do not need buy any more option
hedges. The decrease in demand for put
options causes the VIX to decline much
more quickly than actual SPX volatility, as
measured by the 20-day historical volatility
calculation. That’s when you’ll see the VIX
trade at a big discount to historical volatility.

This, in turn, sets the stage for a fast and
furious rally. That’s because the investors
who sold in the initial stages of the panic are
now sitting on the sidelines, looking for the
right time to buy back in. Also, the investors
who are now fully hedged will incur rela-
tively fewer losses during a decline, and thus
have less motivation to sell. Finally, the
unwinding of those hedges can give an
added boost to the market. 

The Results
Figure 2 shows the performance of the S&P
500 since 2005 after the VIX falls at least
10% below the 20-day historical volatility of
the SPX. The short-term results are
extremely bullish. In the month following
this signal, the market was positive all nine
times, averaging a 3.4% return. Annualized,
that one-month return is about 50%. The
average two-month return is 2.8%, or 18%
annualized. As you go out farther, the
returns become less extraordinary. 

/ / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / /

>> Rocky White Senior Quantitative Analyst, 
Schaeffer’s Investment Research
/ / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / /

HE SCHAEFFER’S VOLATILITY INDEX (SVI) is an immensely useful tool for options
traders (www.sentiment.com/LAB06), providing an at-a-glance metric to gauge both investor senti-
ment and option-pricing trends. In fact, at Schaeffer’s, we often refer to the SVI internally as the
“equity VIX,” since it functions like a micro version of the CBOE Volatility Index (VIX).
Specifically, the SVI reflects the implied volatility for two of a stock’s options: the put strike directly
below the stock’s price, and the call strike directly above the stock’s price. Calls and puts from the
front-month options series are used until expiration week, when the next expiration month is
brought into the calculation. The implied volatilities of these two options are then averaged to arrive
at the SVI.

Generally speaking, it’s more useful to track trends in the SVI rather than the raw number itself.
When implied volatilities are moving higher, it can indicate that investors are increasingly uncertain
of the underlying stock’s near-term direction. In particular, climbing implied volatility is often consid-
ered to be a side effect of bearish price action as traders bid up put prices. A rise in the SVI can also
coincide with a scheduled event on the corporate calendar, such as an earnings release or product
launch.

Conversely, a pronounced decline in the SVI can point to growing bullish sentiment toward the
security—or, at the very least, a general mood of complacency (as opposed to uncertainty) among
short-term options traders. 

In addition to offering sentiment clues, the SVI also reveals important trends in option pricing.
Because implied volatility is one of three major factors that affect an option’s price—along with the
price of the underlying stock and the time until expiration—fluctuations in this metric can directly
influence how much you’ll pay to execute an options trade. All other things being equal, an uptrend-
ing SVI suggests that options premiums are also on the rise. Likewise, when the SVI turns lower,
option prices will generally decline in step.

To determine whether a stock’s options are expensive on an historical basis, you must compare
the SVI against an equity’s historical volatility statistics. Following the steps laid out on page 27 of this
issue, simply compare the stock’s current SVI with the security’s one-month historical volatility to
determine whether options are relatively expensive or comparatively cheap.

SCHAEFFER’S
VOLATILITY
INDEX (SVI)
PEEKING AT
INVESTOR 
SENTIMENT
THROUGH 
THE EYES OF
VOLATILITY 

idea #2

FIGURE 1: Schaeffer’s Volatility Index works a bit like the VIX for equities, providing
a glance at the trend of investor sentiment.  (Go to www.sentiment.com/LAB06)

T

More of Rocky White’s market research studies can
be found at www.SchaeffersResearch.com
every week in the Monday Morning Outlook
under the Articles tab.  
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The short put ladder is employed by investors
who expect the underlying security to make a
monstrous move in either direction, but think
the odds of a downside move are greater.
Traders utilizing this three-tiered play tend to
focus on stocks with potential momentum-
inducing catalysts on the horizon. 
HOW DOES IT WORK? While the long
straddle centers on one strike, and the long
strangle centers on two strikes, the ladder
takes a three-strike approach. To implement,
you would sell an in-the-money put, while

simultaneously purchasing both an at-the-money and out-of-
the-money put with the same expiration date. The premium
from the sold put typically exceeds the combined premium
paid for the two purchased puts, resulting in a net credit…
For more on the Put Ladder, go to: www.sentiment.com/shortputladder

THE CASUAL
CONTRARIAN
If you’re having trouble
finding good, tradable
ideas, Senior Equities
Analyst Joseph Har-
gett won’t disappoint.
Each week, Joseph digs
deep to find a stock
flashing extreme senti-
ment indicators. Using
data straight from
SchaeffersResearch

.com, he dissects and
distills it all into an
understandable and
concise analy-
sis,making it easy for
his viewers to finish up
with their own due
diligence. The next
time you find yourself
with “trader’s block,”
look to the Daily Con-
trarian to get your
juices flowing again.
—
For The Casual 
Contrarian series
and more, go to  
sentiment.com/
videos

INDICATOR OF THE WEEK: THE SPDR
S&P 500 ETF (SPY) WAS DOWN FIVE
STRAIGHT TRADING DAYS UNTIL FRIDAY.
THE LAST TIME THE ETF LOST FIVE IN A
ROW WAS MARCH 2009, NEAR THE MAR-
KET BOTTOM. I LOOKED BACK AT SIMILAR
STREAKS TO SEE IF FIVE DOWN DAYS IN A
ROW IMPLIES AN OVERSOLD MARKET.
SINCE 2000, THERE HAVE BEEN 21 OTHER
INSTANCES OF SUCH STREAKS. THE
LONGEST THAT ANY STREAK LASTED
WAS EIGHT TRADING DAYS IN JANUARY
2008. THE MOST RECENT STREAK SAW
THE SPY LOSE ABOUT 4.2%. THAT’S A
MODEST LOSS COMPARED TO THE OTH-
ERS. COMPARED TO WHAT THE SPY HAS
TYPICALLY DONE SINCE 2000, THE LOS-
ING STREAK IS INDEED A SIGNAL THAT
THE MARKET MAY BE OVERSOLD.
From Monday Morning Outlook, 6/26/10. Listen to the
podcast or subscribe free at www.sentiment.com/mmo

From “Confessions of a
Trader”/Fall 2009
The 3 Biggest Mis-
takes New Traders
Make  When it comes to
options trading, you will
make some common
mistakes in the beginning,
but the key is to learn

from them.  Time and
time again, I’ve seen the
same three major mis-
takes that I made when I
first started trading. I’m
sharing them with you
now in the hope you can
avoid them in your own
trading. 

Blogs from the Pros
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SENTIMENT
ARCHIVES
A sampling of our best
SENTIMENT articles
that you’ll find at  
SchaeffersResearch.com/
SENTIMENT

commentary

EXXON MOBIL CORPORATION TARGETED FOR A LONG STRANGLE

> This morning, Exxon Mobil Corporation (XOM) was one of three compa-
nies ordered to pay $2.9 million to the state of Massachusetts. The penalty
was based on XOM’s violations of the state’s pollution laws between 1999
and 2001.
> This news has lured option players to XOM today. The July 60 call has been
most popular, with 29,815 contracts traded. In fact, it seems that a portion of
these 60-strike calls were part of a long strangle. Early this morning, 5,000 July
60 calls and 5,000 July 57.50 puts, both marked “spread,” changed hands at their
respective ask prices. 
> Option players have rarely been more optimistic about XOM, as evidenced by
the stock’s Schaeffer’s put/call open interest ratio (SOIR) of 0.50, which falls just 
two percentage points shy of an annual bullish peak.
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Must Hear
Podcast

MUST SEE
VIDEOCAST

MUST-
READ
ARTICLE

ADVANCED
OPTIONS:
DISSECTING
THE SHORT
PUT LADDER.
When the market
could explode
either way, but 
your convictions
are down. 
/ / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / / /
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Sarah Wasserman
Schaeffer’s Daily
Option Blog
Finding opportunities
where others can’t

To visit Schaeffer’s Daily Option Blog, go to: www.sentiment.com/DailyContrarian

Finding articles and stock commentary at 
Schaeffer’s is easy. Use the “KEYWORD” search
located at the top right of our home page at 
SchaeffersResearch.com. For example, type in
“Options 101” or another subject heading 
from this section, and view a list of recent articles. 

SMAR T OPTIONS
FOR TODAY’S INVESTOR

FALL 2009

12/MAKING A PLAY FOR
THE MAIN EVENT

29/ TRADING CONFESSIONS FROM A PRO
23/ EXPECTATIONAL ANALYSIS SERIES:

FUNDAMENTALS AND TECHNICALS
WORKING TOGETHER

>>

BERNIE SCHAEFFER’S
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SPECIAL MARKET OPPORTUNITY

The Insider’s View of the Coin Market’s Leading Trends

®

1-888-201-7047
www.1stfederalcoin.com/10panda2

Every year the China Mint strikes its world-famous
Panda Silver Dollars. And every year they sell out.

So, when the the China Mint released the new 2010 
one-ounce Panda Silver Dollars, we bought as many 
as we could.

Panda Silver Dollars are the most popular and sought-
after of Chinese precious metal coins. In 2009, the Mint
produced 600,000 new Panda Silver Dollars. By March,
just three months into the year, the entire supply was
gone, leaving hundreds of thousands of collectors short. 

Just getting these scarce Pandas is news, but there’s
even better news. When we submitted the coins we
purchased to PCGS for independent grading, we were
astounded at the results.

From among the thousands of coins we bought, PCGS
identified a tiny trove of flawless, perfect MS70 Panda
Silver Dollars.

MS70 is the highest grade a coin can earn. It designates
a state of absolute perfection, the most sought after by
collectors.

Could This Silver Panda Sell For $999? You Can
Own It For As Little As $99!
We did the math and realized we were sitting on an
incredible potential windfall for you.

Consider this: An ungraded Silver Panda would have
sold for around $24.95 back in 2000. Now, imagine you
had submitted that ungraded Silver Panda to PCGS for
grading. Then, if you were lucky, imagine that your
Silver Panda came back with a perfect MS70 grading.

Today that 2000 Chinese Silver Panda, in flawless MS70
condition, sells for as much as $999!

Of course, no one
knows how valuable
this 2010 coin could
be in the future.
But that’s 40 times
the original
ungraded price.
In other words,
4,000% growth!

Order Your
Perfect 2010 PCGS
MS70 Panda Silver
Dollars RISK FREE—
And at a Fantastic Deal!
There’s no telling what these 2010 Perfect PCGS MS70
Panda Silver Dollars will be selling for five years from
now. Today, We’re releasing our entire inventory for only
$129 each (plus s&h).Even better, your price is only $119
per coin for a 5-pack, $109 per coin for a 10-pack, or $99
each for a 20-pack! That’s mere pocket change!

Call now to get in on this rare offer! Be sure to mention
offer code MSP108 when you call! 

As always, you are protected by our 30-day money-back
guarantee.

American Numismatic Association
Nicholas Bruyer

Life Member 4489

Nicholas Bruyer is an award-winning professional numismatist
with more than 30 years of coin market experience. His firm 
is a distributor for Odyssey Marine Exploration and for the
London 2012 Olympic Games Coin Program. Since 1985, tens
of thousands of satisfied customers have acquired over $400
million in coins from First Federal and its parent company.

Past performance is not an indicator of future performance. Prices subject to change without notice.
Note: First Federal Coin Corp. is a private distributor of government and private coin and medallic issues and 
is not affiliated with the United States government. Facts and figures were deemed accurate as of February 2010.

Chinese Panda Silver Dollars are highly sought after and hard
to get. Here’s an incredibly rare opportunity on a coin only a
few will be lucky enough to own.

Call First Federal Toll-FREE today 1-888-201-7047 
to Reserve Your 2010 MS70 Silver Pandas!

Offer Code MSP108
Please mention this code when you call.

Nicholas J. Bruyer, CEO, First Federal Coin Corp.
ANA Life Member Since 1974

Actual size
is 40 mm

If 4,000% growth doesn’t 
interest you, stop reading.
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1 / Find an Edge: First,
you need a defined edge
you can understand and
manage. 

After discounting
commissions and trans-
action slippage, your
trade should still have
an edge, and the odds
should be in your favor.
Without that, the
results of your trades
over time will likely be a
losing proposition. 

One important way
to get an edge is by suc-
cessfully predicting ris-
ing, falling, or constant
volatility. Look to sell
volatility when it is per-
ceived to be high, and
buy volatility when it is
low. Look for an edge in
the difference between
implied volatility and

historical volatility by
determining whether
option prices are
expensive or cheap rel-
ative to the expected
movement in the price
of the underlying asset. 

2 / Write Down Your
Trade Plan: The key to
making good decisions
is basing them on an
objective analysis—and
one that’s done without
time pressure. Start by
writing down the rea-
sons you want to make
the trade. Using a chart,
draw the support and
resistance, along with
the stop or unwind/
reverse levels. Write
down exactly what you
are thinking, including
things that could go
wrong. Define the risk
and how much it will
cost if those things do go
wrong. Next, define the

profit potential and
compare it to the risk.

If the trade analysis
isn’t worth taking the
time to write down,
don’t make the trade. 
If it’s too much work to
figure out, then you’re
not in this business to
make money—you’re
gambling.

3 / Limit and Define
Risk: Risk is always
present. Reward is pos-

sible, but by no means
assured. So be selective
about which risks you
want to take, and elimi-
nate unnecessary risk
wherever possible. 

For example, by
using certain spreads,
you can create positions
that still have direc-
tional delta, that take
advantage of the
options’ leverage, and
that offset most of the
time decay and volatil-
ity risk. Combining risk
and reward is the ulti-
mate measure of any
trade or trader, and the
ability to define and
limit risk is critical to
staying in the game so
you can benefit from the
improved long-run odds
of having an edge. 

4 / Watch Your Posi-
tion Size: The essence
of money management
is limiting position size,
but knowing when to go
bigger. Start with small
positions. When the
underlying is trending,
or when a spread has a
well-defined edge, it
may justify a larger posi-
tion. Use smaller posi-
tion sizes when a trend
change in volatility is
expected. Further, limit
risk with smaller posi-
tion sizes when the

underlying crosses
trendlines (make sure
they are drawn cor-
rectly!), at support and
resistance levels, or near
apparent tops and bot-
toms. If an expected
trend develops, size up. 

5 / Close It and Move
On: If the circum-
stances have changed
and your original trade
rationale is no longer
valid, close your posi-
tion or modify your
plan.  Again, if you don’t
want to take the time or
effort to change the
plan, then close the
trade. 

If the original ration-
ale was inflated or
deflated volatility, when
the position becomes
fairly priced in terms of
expected volatility, close
it. In your original plan,
you should have set a
limit on what you are
willing to lose—and if
you reach that limit, go
ahead and get out. 

/

Jack Walker
is a former market maker
with the Pacific Stock
Exchange and ex-hedge fund
manager. He currently 
works for iVolatility.com, 
a premier source for 
volatility charts and data.
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Schaeffer’s Investment Research
MAIN OFFICE: 513.589.3800
MAIN FAX: 513.589.3810
CUSTOMER SERVICE:
800.327.8833 prompt #2
E-MAIL: service@sir-inc.com
SALES: 800.448.2080 prompt #4

5151 Pfeif fer Road, Suite 250
Cincinnati, OH 45242
www.SchaeffersResearch.com

SENTIMENT is published quarterly by Schaeffer’s Investment Research, Inc. (SIR). SIR is not a registered investment adviser. SIR relies upon the publishers exclusion from the definition of investment adviser under Section
202(a)(11) of the Investment Advisers Act of 1940 and corresponding state securities laws.  As such, SIR does not offer or provide personalized advice.  We publish information about companies in which we believe our
readers may be interested and this information reflects our sincere opinions. The information that we provide is not intended to be, and should not be construed in any manner whatsoever as, personalized advice. Also, the
information provided by us should not be construed by any reader as SIR’s solicitation to effect, or attempt to effect, any transaction in a security. The information contained in SENTIMENT is not intended to be investment
advice and is for illustrative purposes only.The investment strategies or the securities may not be suitable for you. The information provided herein has been obtained from sources believed to be reliable, but there is no
guarantee of accuracy. Some of the articles and material in SENTIMENT have been written by third-party authors. In such cases, their views are those of the author, but are not necessarily the views of SIR. The risk of loss in
trading securities, options, futures, and forex can be substantial. Readers should consider all relevant risk factors, including their own personal financial situations, before trading. Options involve risk and are not suitable for
all investors. Readers should restrict commitments to funds that can be lost without undue financial hardship. Prior to buying or selling an option, an investor should read and understand the booklet “Characteristics and
Risks of Standardized Options.” You can access and download a copy of the booklet on The Options Clearing Corporations (OCC) Web site at www.theocc.com/about/publications/character-risks.jsp. This link reference is
provided as a courtesy and does not imply that the OCC is endorsing SIR or its products. This booklet is also available for free from your broker or from any of the U.S. options exchanges, or you can call SIR toll-free at 1-
800-327-8833 and we will send one to you. Prior to buying or selling a future, an investor should read and understand the booklet “Security Futures: An Introduction to Their Use and Risks.” You can access and download a
copy of the booklet at the National Futures Association website at www.nfa.futures.org/investor/security_futures/security_futures.pdf. This link reference is provided as a courtesy and does not imply that the National
Futures Association is endorsing SIR or its products. This booklet is also available from your broker or from any of the U.S. Futures Exchanges, or you can call SIR toll-free at 1-800-327-8833 and we will send one to you. The
security portfolio of our employees, officers, affiliated companies, and third-party writers may, in some instances, include securities mentioned in this issue. No part of this material may be reproduced in whole or in part
without explicit permission from a duly authorized officer of SIR, except by established news media that wish to quote brief passages for purpose of review. Copyright 2010, Schaeffer’s Investment Research, Inc.
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®

WE’RE NOT JUST
AN ONLINE BROKER. 
WE’RE A STOCK
AND OPTION
CONCIERGE.

CUSTOMER SERVICE

2008 & 2010

2

1

Seriously

OK, it’s small print time. Options transactions involve risks and are not suitable for all investors. Prior to entering into options transactions, an investor must 
read and understand Characteristics and Risks of Standardized Options. To receive a free copy, please visit TradeKing.com/ODD, call 1.877.495.KING, or 
write to TradeKing, 5455 N. Federal Hwy., Suite E, Boca Raton, FL, 33487. Market volatility, volume, and system availability may delay account access and 
trade executions. Please review carefully our disclosures, viewable at http://content.tradeking.com/wiki/display/tkservice/Disclosures before making any 
investment decisions. 1) $4.95 commission rate applies to equity and option trades. See https://www.tradeking.com/PrivateView/services/Services/
commissions.tmpl for more details on trade commissions for low priced stock, bonds, mutual funds, other securities and trades in broker-assigned accounts. 
2) “#1 Customer Service” was based on the #1 ranking for customer service for all online brokers in the May 2008 and June 2010 Surveys. TradeKing was 
highly awarded by SmartMoney 2006-10 surveys of online brokers based on ratings in the following categories: commissions and fees, interest rates on 
cash, mutual funds and investment products, banking services, trading tools, research and customer service. Criteria not equally rated. Documentation 
supporting all TradeKing awards and all other claims are available upon request by calling 877-495-KING or via email at service@tradeking.com. 
© 2010 TradeKing. All rights reserved. Member FINRA, ISE and SIPC.

An intuitive trading interface designed with active option and equity traders in mind? Check. Free access to a full suite of trading tools? Check.  
Nineteen different option chains and specialized options trading screens? Check. Easy access to brokers who really get options? Check.
One of the most highly awarded online brokers the past five years in a row? Yep, you guessed it. 

Open a TradeKing account today. You’ll be glad you did. Visit TradeKing.com, or call us at (877) 495-KING to find out more.



www.interactivebrokers.com
Interactive Brokers LLC is a member of NYSE/FINRA/SIPC. [1] Margin interest rate as of June 1, 2010 for a loan of $566,000. IB calculates the interest charged on margin loans using the applicable rates for each 
interest rate tier in the interest and financing table on its website. For margin loan rates on other amounts, see www.interactivebrokers.com/interest. [2] Portfolio margin accounts are for experienced investors 
who meet certain financial eligibility requirements, including $100,000 minimum account equity. Trading on margin involves risk and is not suitable for all investors. The amount you may lose may be greater than 
your initial investment. Before using margin, determine whether it is right for your specific financial situation, investment objectives, experience, and risk tolerance. For more information regarding margin, read 
the FINRA margin disclosure statement. Copies are available from Interactive Brokers LLC, One Pickwick Plaza, Greenwich, CT 06830. Supporting documentation for any claims and statistical information will be 
provided upon request and additional information is available on the firm’s website. This advertisement is not an offer to sell or a solicitation of an offer to buy any security. Interactive Brokers does not provide 
investment advice. See our US Margin Loan Rates Comparison at: www.interactivebrokers.com/compare. 06-IB10-279

While the Fed is lending money at almost zero interest rates, 
why not take advantage of it through IB?

Interactive Brokers will lend up to $566,000 for every $100,000 
in a Portfolio Margin2 Securities Trading account.

As of June 1, 2010, more than 520 stocks had a dividend yield of 5% or more.

Please see Interactive Brokers’ High Dividend Scanner on the IB Trader Workstation.

Trading on margin is only for sophisticated investors with high risk tolerance. 
Dividend yields can change and stocks may lose value, causing lower total returns or losses.

1.28%1

Interactive Brokers
The Professional’s Gateway to the World’s Markets 
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US Postage Paid
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Schaeffer’s Investment Research
MAIN OFFICE: 513.589.3800
MAIN FAX: 513.589.3810
CUSTOMER SERVICE: 800.327.8833 prompt #2
E-MAIL: service@sir-inc.com
SALES: 800.448.2080 prompt #4

5151 Pfeiffer Road, Suite 250
Cincinnati, OH  45242
www.SchaeffersResearch.com
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