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Turn volatility to your advantage with VIX options 
and futures. 

With its strong negative correlation to the broad market, VIX provides an effective way to get 
diversifi cation and protection when you need it most. No wonder investors are trading VIX in record 
numbers.* Manage risk, diversify your portfolio and leverage volatility with VIX options and 
futures, offered only at CBOE and CBOE Futures Exchange. Learn more at www.CBOE.com/VIX

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 by calling 1-888-OPTIONS or at www.theocc.com. You should be aware that trading futures involves the risk of loss, including the possibility 
of loss greater than your initial investment. Past performance is not indicative of future results. *Supporting documentation for any claims, comparisons or statistics is 
available by contacting CBOE at institutional@cboe.com or calling 1-888-OPTIONS. CBOE®, Chicago Board Options Exchange®, CBOE Volatility Index®, CFE®, and 
VIX® are registered trademarks and CBOE Futures Exchange is a service mark of Chicago Board Options Exchange, Incorporated (CBOE). S&P500® is a trademark 
of Standard & Poor’s Financial Services, LLC and has been licensed for use by CBOE. Copyright © 2011 CBOE. All rights reserved.
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(Like a Trader)
If it were true that the path to riches was simply to
buy calls on anything going up, everyone would be
trading. Lady Luck aside, taking a methodical
approach to a simple option-buying strategy just
might tip the odds in your favor. 
/
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In the first of this two-part series, we
described a unique approach to analyzing
technical “levels” of support and resist-
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Now it’s time to see the results.
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Letter from
Bernie
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WHAT A DIFFERENCE THREE MONTHS
can make in the options market! In my letter
from our last issue, I observed: “With implied
volatility (IV) at its lowest level in four years,
we know the environment is favorable for buy-
ing option premium and will remain so if IV
remains relatively flat.” When I wrote those
words, the CBOE Volatility Index (VIX) was
drifting in the 16 –20 range. But by early
August, the VIX had spiked as high as 48 and
it has recently been trading in the mid-30s.

So in essence, the premium for an at-the-
money option had tripled at the August VIX
peak and is currently about double the pre-
mium level of three months ago. And what
this means for you as a call or a put buyer is
your leverage—or what you stand to gain by
owning the option compared to the percent-
age move in the stock —has been cut in half. 

Since the probability of your at-the-
money option expiring worthless remains a
constant 50% regardless of changes in IV,
does the fact that your leverage has been
halved signify that your reward/risk ratio has
also been sliced in half due to the big increase
in IV? This is where it gets tricky, and why it

ELIZABETH HARROW
Senior Equities Analyst 
and Editor for Schaeffers
Research.com. She writes
the Trading Floor Blog, edits 
the Monday Morning 
Outlook, and contributes 
to SFO Magazine.

ANDREA KRAMER
Senior Equities Analyst and
an Associate Editor for 
SchaeffersResearch.com. 
She writes the Daily Option
Blog, hosts the Options Stew
video series, and contributes
to Stockhouse.com and
StockTwitsU.

Schaeffer’s
Contributors
to This Issue

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

is dangerous to suggest overly simple rules
about volatility environments in which pre-
mium buying is to be preferred or avoided. 

As I also noted last issue: “The worst-case
scenario (for option buyers) would be a sharp
spike higher in IV, followed by a period where
realized volatility falls short of the aggressive
volatility assumptions built into option pric-
ing.” In other words, if you’re paying up for
your calls and puts and the actual volatility
that unfolds is modest, your potential reward
has in fact been compromised. But this does
not have to be the case. In fact, IV in recent
weeks, though “high” historically, has trailed
realized volatility and option buyers have
actually received more than their money’s
worth in terms of price fluctuations. Simi-
larly, there have been cases in the past in
which IV has been extremely low (with the
VIX at 15 or below) but the resulting “bar-
gain priced” calls and puts were blown away
because stocks subsequently traded in excru-
ciatingly narrow ranges.

The only certainty right now for option
buyers is that leverage is lower than it had
been a few months ago, but in recognition of
the higher price you “pay to play,” I have two
suggestions:

1. Make sure you are buying no more time
than you need to achieve your stock price
forecast. Yes, at-the-money options are
priced such that the cost of buying four times
as much time is only twice as high. But it’s
still a fact that your profit will be twice as big
if your stock move occurs in the shorter time
frame due to the greater leverage of the
shorter option, and these days your leverage
needs all the help it can get.

2. Now more than ever, limit your trades

TODD SALAMONE
Senior VP of Research and
author of the Monday
Morning Outlook. His 
market 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 30 years. For a free copy, 
go to: www.sentiment.com/OpAd10

(and your risk) to your big ideas and pass on
anything marginal.

And a third suggestion—don’t miss Marty
Kearney’s “Pro Pearls” contribution for his
valuable insights on volatility. Also featured
in this issue: a follow-up to my feature last
month in which I demonstrate with some
great examples stock levels at which to opti-
mally enter your options trades (see “Breaking
Down the Levels,” page 20) and “How to Buy
an Option (Like a Real Trader)” on page 14.

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

WHEN VOLATILITY
CHANGES THE GAME
FOR OPTIONS BUYERS 
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reserved. 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 of this 

document may be obtained from your broker or from the International Securities Exchange by calling (212) 943-2400, or by writing the Exchange at 60 Broad Street, New York, NY 10004.
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WITH 10-YEAR TREASURY YIELDS
lingering near all-time lows, it might seem like
a peculiar time to adopt a bullish stance on
bonds. However, we would advise against
making a snap judgment on Treasuries—espe-
cially in light of the doomsday sentiment sur-
rounding bonds, which seems due to climax
any day now.

As far back as April, the Barron’s Big
Money poll revealed that a staggering 87% of
money managers were bearish on U.S. debt.
Of course, “bearish bonds” wasn’t exactly a
unique stance last spring, as many analysts
predicted an imminent crash following the
conclusion of the Federal Reserve’s QE2
bond-buying program. 

We all know by now that the “inevitable”
plunge didn’t happen. Not even a U.S. debt
downgrade from Standard & Poor’s was suffi-
cient to slow the momentum in Treasuries,
which clearly haven’t lost any of their safe-
haven appeal. Instead, ongoing concerns
about the global economy, along with wild
volatility in the stock market, have created a
highly favorable fundamental environment
for investors to diversify into bonds.

Media Take
Despite the post-QE2 resilience, bonds con-
tinue to get a bad rap in the media. In recent
weeks, more than one publication has
described Treasuries as a “trap” where incau-
tious investors can expect only to lose their
precious capital. This unequivocally pes-
simistic coverage underscores the general lack
of respect afforded to bonds in today’s market.

In fact, two high-profile fund managers
with well-recorded appetites for bonds turned
bearish on Treasuries over the summer, sug-
gesting that negative sentiment has reached
far beyond retail-level investors. One notable

bond buff even went so far as to recommend
stocks over bonds, despite a deteriorating
technical outlook for the equities market. 

Contrarian Take
This sea change in sentiment stirs up memo-
ries of 1994, when a well-known strategist at
Oppenheimer declared that 8% yields made
bonds look more attractive than equities. This
fateful call preceded a huge bull run in stocks,
with the Dow Jones Industrial Average
(DJIA) more than doubling before its even-
tual peak in February 2000. From a contrarian
perspective, the current environment may
present an equally compelling opportunity for
a bullish play on bonds. Not only is sentiment
approaching a pessimistic climax, but remark-
ably low yields have likely kept many funda-
mental players from buying into the rally. But,
just as 8% yields did not necessarily make for a
prime bullish bond play in 1994, our analysis
suggests that multi-year-low yields should not
prevent savvy traders from adding Treasuries
to their portfolios in 2011.

In addition to a favorable fundamental
backdrop, the benchmark iShares Barclays

20+ Year Treasury
Bond Fund (TLT) has
turned in a strong per-
formance on the charts,
easily surpassing the
major equity indexes in
2011. The fund hit a
double top in the 109
area in early August,
which may have kept
wary technicians on the
sidelines. However,
TLT didn’t flinch in the
face of this technical
test, with the fund
pulling back to short-
term trendline support
before resuming its
climb.

From a historical
perspective, TLT

peaked as far north as 123.15 during the 2008
financial crisis. This indicates the fund still has
room to run higher, especially as economic
anxiety continues to dominate global trading.

Given this robust price action, it would
seem that there’s plenty of room for bonds to
benefit from an influx of sideline cash. Reports
indicate that a relatively high percentage of
fund managers are underweighted in bonds,
but continued strength may eventually lure
these skeptics back in. 

Overall, the strong price action and sup-
portive sentiment backdrop suggest that
Treasury bonds have not yet peaked. However,
our bullish forecast for Treasuries does not
mean we’ve turned bearish on equities. The
major market indexes are still trading above
longer-term support levels, despite a growing
chorus of skepticism. In this environment, we

prescribe a healthy expo-
sure to stocks with favor-
able technical,
fundamental, and senti-
ment backdrops, while
adding diversity with
Treasury bonds.

A Bullish Case for Treasury Bonds

BUYING BONDS WHEN YIELDS ARE AT
MULTI-DECADE LOWS? WHY NOT.
>> By Todd Salamone and Elizabeth HarrowW

FIGURE 1:Weekly chart of TLT since August 2008. Despite prevailing 
negative sentiment and record-low yields, don’t write off bonds just yet.

THE BIG IDEA 
SEE PAGE 8 
FOR MORE IDEAS
ON TREASURY
BONDS
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OPEN THE DOOR TO LIMITLESS TRADING
OPPORTUNITIES WITH UPGRADED

E*TRADE PRO.1

E*TRADE credits and offers may be subject to U.S. withholding taxes and reporting at retail value. Taxes related to these credits and offers are the customer’s responsibility.
1. The E*TRADE Pro trading platform is available at no additional charge to E*TRADE active trader customers who execute at least 30 stock or options trades during a calendar 
quarter. To continue receiving access to this platform, you must execute at least 30 stock or options trades by the end of the following calendar quarter.
2. CNBC streaming news and the CNBC logo are provided for informational purposes only under a license agreement with CNBC, Inc. Neither E*TRADE Financial nor any of its affi liates are 
responsible for its content and no information presented constitutes a recommendation by E*TRADE Financial or its affi liates to buy, sell or hold any security, fi nancial product or instrument 
discussed therein to engage in any specifi c investment activity.
3. Offer applies to new accounts opened by June 30, 2012 and funded with a minimum $2,000 deposit from an external bank or brokerage account within 60 days. Credits for deposits made 
within 45 days of account open from external accounts will receive $500 for $250,000+; $250 for $100,000-$249,999; $100 for $50,000- $99,999; and $50 for $25,000-$49,999 within 45 
days. Credit will be provided for up to 500 stock and options trades made within 60 days of the deposited funds being made available for investment in the new account. E*TRADE Securities 
reserves the right to terminate this offer at any time. For additional information and details about the Commission Free Trade offer, please visit www.etrade.com/tradefree. 
Securities products and services are offered by E*TRADE Securities LLC, Member FINRA/SIPC.
System response and account access times may vary due to a variety of factors, including trading volumes, market conditions, system performance and other factors.
©2011 E*TRADE Financial Corporation. All rights reserved.

MAC & PC COMPATIBLE

TRADE FREE FOR 60 DAYS 
PLUS GET UP TO $500.3

See real-time market movers on CNBC.2

Get ideas from top traders.
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ETRADE.COM  / 1-800-ETRADE-1
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TREASURY BOND ETF PLAYERS:

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

iShares 
Barclays

26%
(71st percentile
of annual range)

–

20+ Year 
Treasury 

Bond Fund 
(TLT)

iShares 
Barclays 

10–20 Year 
Treasury 

Bond Fund 
(TLH)

11%
(81st percentile
of annual range)

iShares 
Barclays

7–10 Year 
Treasury 

Bond Fund 
(IEF)

ISSUING FIRM NAME OF FUND SVI*

SCHAEFFER’S
VOLATILITY INDEX (SVI)
The SVI helps you tell
whether option prices
for a stock are relatively
“cheap” or “expensive”
based on prior implied
volatility. It measures
implied volatility relative
to itself and plots it over
time. A run-up in the SVI
might pose a risk to
option premium buyers,
for example, but could be
an opportunity for pre-
mium sellers. Current SVI
readings are at schaeffers
research.com/svi.

THE SETUP 
BUY AT-THE-MONEY
CALL 
+
SELL OUT-OF-THE-
MONEY CALL 
(same expiration)

THE RATIONALE 
THE CONTRARIAN
OUTLOOK FOR
BONDS IS BULLISH, BUT
VOLATILITY IS HIGH—
WHICH TRANSLATES
TO HIGHER OPTION
PREMIUMS. BY SELLING
HIGHER-STRIKE CALLS,
YOU CAN OFFSET A
PORTION OF YOUR
COST OF ENTRY ON
THE PURCHASED
CALLS.

PROS:
THE COST OF ENTRY
AND BREAKEVEN ON
A LONG CALL SPREAD
ARE LOWER RELATIVE
TO A STANDALONE
CALL PURCHASE. AS A
RESULT,  YOU'VE GOT A
HEALTHY AMOUNT OF
LEVERAGE ON AN
UPSIDE MOVE.

STRATEGY
WATCH

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

THE TRADE 
LONG CALL VERTICAL
SPREAD (AKA BULLISH
DEBIT SPREAD) ON A
TREASURY BOND ETF

To see what other 
sectors Todd and 
Elizabeth are talking
about each week, fol-
low along in Schaeffer's
Monday Morning 
Outlook. Sign up at 
sentiment.com/
mmo10

What 
It Should 

Look 
Like:

THE LONG 
CALL SPREAD

HYPOTHETICAL EXAMPLE:
Stock at 

$50
Buy the 50/55 vertical: 

Buy 50 strike call for $5.70 
Sell 55 strike call for $3.10 

Net debit = $2.60

At Expiration
Breakeven is $52.60

Maximum loss of $2.60 occurs if 
equity finishes at or below $50

Max profit of $2.40 occurs if equity
finishes at or above $55

In other words, stock would 
only need to move 10% for the 

long call spread to make

92%

CONS:
PROFIT POTENTIAL IS
INHERENTLY CAPPED
BY THE SOLD STRIKE.
IN ADDITION, YOU
WON'T BE ABLE TO
REALIZE THE MAXI-
MUM PROFIT ON THIS
TRADE UNTIL EXPIRA-
TION, WHEN TIME
VALUE HAS EVAPO-
RATED. SO, THIS STRAT-
EGY FAVORS A "SLOW
GRIND" UPTREND, AS
OPPOSED TO A QUICK
POP HIGHER.

$3.00

$2.00

$1.00

$0.00

-$1.00

-$2.00

-$3.00
$44 $46 $48 $50 $52 $54 $56 $58 $60 $62
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MakingNews, Etc.10 S E N T I M E N TFALL 2011

Bonds. Treasury Bonds.Amid the turmoil on Wall Street,
government bonds are rallying. The surge in demand for the
30-year Treasury sent its yield to only 3.3% in mid-Septem-
ber. Meanwhile, the iShares Long-Term Bond Fund (TLT),
which holds a basket of longer-term Treasuries, rallied to
multi-year highs, but the Proshares Ultra Short Bond Fund
(TBT), which moves twice the inverse to TLT, is falling to
record lows. It can be confusing, but going long on TBT is
making a bet that Treasury bonds will fall and yields will rise.
See "Sentiment Report" this issue for more on our view of
Treasury bonds..

Bank Shot Bank of America (BAC) had performed well in 
late-2010 and hit a 52-week high of $15.31 in January, but after
a multi-month bearish funk, the stock hit a multi-year low of
$6.51 in early August. At that point, BAC was down more than
50% for the year and nervous investors were scrambling to buy
put options on the bank—including January puts at the 2.5 line.
BAC below $2.50? That spells disaster! Yet, since contracts are
agreements between two parties, the put sellers are probably
not buying into the doomsday scenario. Instead, they’re proba-
bly willing to have the puts assigned and buy stock at only $2.5,
or 60% below its August nadir.

OPTION 
MARKET
DATES
YOU 
SHOULD
KNOW

1
>Expiration Week Jones
For an options trader, it's
hard to top the excite-
ment of expiration week.
As time decay sets in
ahead of expiration,
option premiums decline
—creating bargain-
priced opportunities for
nimble traders to collect
potentially hefty profits,
fast. Schaeffer’s Expira-
tion Week Countdown
offers subscribers 10
option recommenda-
tions every expiration
week, with each trade
targeting a gain of 100%
or more. You'll be in and
out of each trade in five
days or less, so there’s no
need to worry about
leaving your investing
capital tied up in this
volatile market. To learn 
more about this fast-
paced service, stop by
sentiment.com/EWC10.

3>When turmoil
strikes the equities
market—as it did dur-
ing the early weeks of
August—major finan-
cial media outlets turn
to the experts at Scha-
effer’s for insight.
>With the federal
debt ceiling deadline
looming over global
markets, “Investors
just want a lot of clar-
ity,” Senior VP of
Research Todd Salam-
one told the AP on
July 27. 
>After S&P’s U.S.
debt downgrade
sparked a massive sell-
off in early August,
Senior Technical
Strategist Ryan Det-
rick offered
Bloomberg readers a
word of warning.
“These extremes ...
can be a major warn-
ing sign,” he noted on
August 9. “If you’re in
a bull market, you

DECEMBER

21
Volatility Index
Options Expire

(VIX) 

NOVEMBER

18
Equity & OEX
Index Options
Stop Trading

NOVEMBER

24
Trading Holiday

(Thanksgiving)

DECEMBER

15
SPX, RUT, DJX
Index Options
Stop Trading 

DECEMBER

16
Equity & OEXIndex OptionsStop Trading

2
COOL 
TOOLS

SIR IN 
THE MEDIA 

don’t get this over-
sold. Something
under the surface is
severely broken.”
> Bernie Schaeffer
himself weighed in on
August 13, telling
Barron’s Steve Sears
that he was coping
with the wild market
swings by “trading this
beast on a day-to-day
basis, looking for
opportunities in both
directions.” Our
founder and CEO
reminded his fellow
contrarians “to be
highly skeptical of
sentiment extremes
on any asset whose
actual performance
does not seem to con-
sistent with strongly
held opinions.”

“What would it
take to calm things
down? Some major
resolution in Europe,”
Detrick told CNBC’s
Jeff Cox on August 15.
But, unfortunately, “It
doesn’t feel like we’re
close to anything
there.”

For more valuable
insight from Bernie,
Todd, and Ryan, stay
tuned to our Twitter
feed, @schaeffers,
every trading day.

NOVEMBER

16
Volatility Index
Options Expire

(VIX) 

NOVEMBER

17
Schaeffer’s 

Option Advisor 
Released NOVEMBER

17
SPX, RUT, DJX

Index Options

Stop Trading 

NEW HIGHS AND LOWS
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The Roar of the VIX
One group that relishes the record volume of late is the traders in the
CBOE Volatility Index (.VIX) trading pit on the Chicago Board Options
Exchange. In an era of mostly electronic trading, the VIX pit is one of the
few remaining options pits—complete with a crowd of humans using hand
gestures to signal orders. During volatile trading days, the noise from the
crowd will echo through the exchange and increase in lockstep with vol-
ume in VIX puts and calls. On April 8, when stocks plunged and VIX ral-
lied to a 15-month high of 48.0, volume in the pit approached 1 million
contracts.

Not only are VIX options seeing heavy volume, but CBOE reports that
futures on the volatility index set records in August as well. More than
137,000 contracts traded on August 4, according to the exchange. Solid
volume in both VIX options and futures is testimony to the fact that, out-
side the world of stocks and bonds, volatility has become among the more
popular tradable assets today. 

When Down Is Up
Turbulent times of late have driven a lot of investor interest to products
that move inverse to various assets like stocks, bonds, and commodities.
The ProShares UltraShort S&P 500 ETF (SDS) is an example. The
exchange-traded fund is designed to move twice the inverse to the S&P
500 Index. That is, it moves opposite in price, but twice as fast. Simply put,
when the market goes down, SDS moves up. 

SDS is just one of several bearish funds that are seeing growing demand
among investors. Other examples include the Direxion 3X Bear Fund

4
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  >Got a burning ques-
tion about options?
Every weekday from
8:30 a.m. to 4:30 p.m.
Eastern, you’re just
one click away from
hands-on help.
Whether you need to
change your account
information, add a
new subscription, or
check on the status of
a trade, Schaeffer’s
Live Chat puts you
directly in touch with a
member of our friendly
customer service team.
Our Live Chat is an
invaluable tool for
hearing-impaired sub-
scribers, as well as
those who simply pre-
fer the convenience of
communicating
online. (Of course, if
you still prefer a good,
old-fashioned phone
call, you can reach us
at 800-327-8833.)

Option Bits

(FAZ), the ProShares UltraShort Oil
ETF (UCO), and the ProShares Ultra-
Short Long-Term Bond Fund (TBT) —
which move inverse to the financials,
crude oil, and bonds, respectively. 
(Visit our ETF Master List at Schaeffer’s
Research for a complete list of leveraged
funds: sentiment.com/levfund10.)

Options on some of these Ultra-
Short funds are actively traded as well
and the liquidity makes them among
the more popular vehicles for making
bearish market bets. For example, if you

buy a call spread on TBT, you’re making a bear-
ish bet on bonds. But trading options on these
ETFs is not for the faint of heart! By trading puts
and calls on the UltraShort funds, you’re making
a leveraged bet on an already leveraged invest-
ment. And most of them are marked-to-market
daily, so they’re designed to move two or three
times the daily percentage move of the asset
they track, not the overall percentage over
longer time frames as you’d expect. It’s high risk /
high reward investing that offers the potential
for big gains if you’re good at predicting market
direction, but big percentage losses if things turn
against you.

Get Your Hot Link Here
Just one week after the company’s initial public
offering, LinkedIn (LNKD) options were listed
and made available to investors. On May 20, the
stock opened its first day of trading up more than
80% above the IPO price. Puts and calls started
trading on May 27 when shares were hovering
around $86. LNKD promptly fell to about $60 in
the weeks that followed, before moving north of
$91 through August. The stock is now 107%
above its $45 offering price, which makes it the
hot IPO of the year. Players in the options mar-
ket have taken notice as well. Typical daily vol-
ume in the LinkedIn options has increased to
about 18,000 contracts. 
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Why won’t my broker let me write puts?
Isn’t it the same as buying stock?
BERNIE: Put writing—selling short (unse-
cured) or “naked” puts—ultimately produces
the same result as buying stock only at the
point of assignment of the short put. If shares
fall far enough, and you are assigned on your
short put, you’ll be forced to buy the shares at
the strike you sold the put. This is where the
problems begin for the broker—and you,
potentially, if you don’t have enough funds in
your account to cover the purchase. 

Put sellers get to keep the premium col-
lected when they entered the trade, regardless
of how the stock moves through options expi-
ration day. However, because of the risks of
assignment, you should (A) believe in the
underlying stock’s long-term outlook; (B) be
able to stomach dips in its price per share,
including the one that could trigger assign-
ment on the short put; and (C) select a strike
price that matches your desired entry price for
the stock position, while balancing the risk to
reward equation.

Investors must secure advanced options
approval from their brokerage firm to write
puts. Therefore, your broker will likely require
you to qualify for a higher level of trading
short puts by having a certain amount of
experience in doing so and/or a minimum
amount of cash in your account. 

Brokerages can mitigate their risk by giving
higher-level approvals to investors they
believe understand options-associated risk
and have the capital needed for margin
requirements. Despite this regulatory-
prompted concern, if you take the time to
understand the mechanics and the risks of
selling puts, it can be a compelling strategy.

Q: If I understand correctly, buying puts
and stock is the same as buying call options.
If so, why even bother with a protective put
strategy?
BERNIE: This is true. Theoretically, there is no
difference. In fact, the protective put strategy
is also known as a “synthetic call” in trading
circles. If you were to view a P/L chart, the risk
to reward should be the same. In both the pro-
tective put and the long call strategy, the
investor is bullish on the underlying stock. In
other words, the strategy makes money if the
stock moves higher. However, as the name
implies, a “protective” put strategy normally
isn’t intended as a trading strategy necessarily,
such as a speculative long call is. 

As part of a long-term investment strategy,
the protective put is better when the investor

is seeking downside protection on a stock
position for a few weeks or months. For every
100 shares of stock, the put option limits the
investor’s risk; no matter how far the stock
falls, you have the right to sell or “put” shares
to the put writer at the strike price of the
options contract. Buying calls also has limited
risk. However far the stock falls, the most an
investor can lose is the price paid for the call
option. The call buyer can choose to buy or
call the stock at any time through expiration.
One call gives the right to buy 100 shares.

As a trading strategy, buying the call makes
more sense because it costs a lot less, the com-
missions are cheaper, and the excess capital
can be deployed into other investments. On
the other hand, the protective put holder will
collect any dividends paid out to sharehold-
ers. A call owner will not. 

All About Puts

PUTS ARE FOR MORE THAN 
JUST SPECULATING A STOCK
WILL FALL. THEY'RE HERE TO
SERVE AND PROTECT AS WELL.
>> 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.
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IF IT WERE TRUE 
THAT THE PATH TO 
RICHES WAS SIMPLY
TO BUY CALLS 
ON ANYTHING 
GOING UP, EVERYONE
WOULD BE TRADING.
LADY LUCK ASIDE, 
TAKING A METHODICAL 
APPROACH TO A 
SIMPLE OPTION-
BUYING STRATEGY 
JUST MIGHT 
TIP THE ODDS IN 
YOUR FAVOR.  

BY KEVIN LUND
PHOTOGRAPHS BY FREDRIK BRODÉN

(Like a Real Trader) 
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EARLY ON, MANY OPTIONS TRADERS
start out by simply buying calls and puts with
a relatively small account “to play with.”
Armed with a cowboy mentality, they throw
caution to the wind on a few trades, and
wind up blowing out that first account fairly
quickly. Obviously, this is not a recipe for
success. Over time, trading by feel doesn’t
work very often. Using a methodical trading
system, however, does. 

When you listen to the stories of success-
ful traders, including those here at Schaef-
fer’s, the fundamental difference between
them and a rookie isn’t necessarily time or
experience (though that does help), but
rather they trade by a clearly defined set of
rules and money management principles
that they rarely stray from. They enter each
trade for a good reason (gut feelings aside),

with the probabilities stacked in their favor,
and they apply smart money management
principles before, during and after the
trade—over and over again. 

If you’ve ever contemplated just how to
get consistent results from a simple option
buying strategy, here are six rules to get you
started on a smarter path. 

1. Assess the trend
It’s always tempting to try to call turns.
Going on TV and declaring a top or bottom
could get you attention. Calling it somewhat
close to the actual top or bottom could get
you famous. Unfortunately, arbitrarily trad-
ing against the trend will often drain your
account before you actually get it right. 

First things first. You need to identify
the trend (i.e., bull or bear). And for that,
you need a chart (our Stock Charts at 
SchaeffersResearch.com will do just fine).
Time is the enemy of an option buy strategy,
so no trend works just as bad as the wrong
trend. You only risk the money you pay for
the option, but in return for that, you only
get a reward if the underlying moves fast
enough in the right direction to offset the
premium on the option. 

A simple charting strategy to start with is
to look for a short-term pullback within a
longer-term trend (see chart of Caribou Cof-
fee Co. [CBOU] in Figure 1)—also known
as “buying on the dip.” Stocks often move in
stair-step patterns. In the larger uptrend,
overall you should see higher highs and
higher lows; hence the “stairs.” If you spot a
dip in the longer-term trend, this is the first
step in identifying a good place to buy some

calls. Ideally, you’ll
buy them into a
modest decline off a
higher high—but
above the higher
low. If it violates the
previous low, you
may have a broken
longer-term chart,
which is a no go.
Violations of the
longer-term
uptrend are bad for
calls, but possibly
good for puts. So
keep an eye on it. 

Speaking of puts,
they work the same

as calls, just in reverse. You want to buy puts
into short-term strength on a longer-term
downtrend. That gets trickier thanks to the
nature of weak stocks and indexes. Stocks
falling tend to be fear-based and have much
greater volatility than uptrends. Thus,
short-term rallies can be quite violent. 

[For more on how Schaeffer’s views techni-
cal analysis as part of a three-pronged approach
to analyzing equities, read ”Breaking Down the
Levels” in this issue.]

2. Assess price target AND
timeline 
When you buy any instrument, you need
some sort of price target. That’s a given.
However, like that yogurt in the fridge, all
options come with an expiration date. And
unlike that yogurt, you can’t hold onto an
option a little beyond that date. If a stock
you’re looking to buy a call on is $50, and
your charts tell you it will hit $55 in three
months, it’s probably not a good idea to buy
that weekly option at the 55 strike. The
move you anticipate has to happen by a cer-
tain date, otherwise that option may not pay
off as you hope. 

That sounds tricky, but it’s not so bad.
Once you have gone to the trouble of find-
ing a good-looking chart and identifying a
trend, you’ve probably also gone to the trou-
ble of drawing a rough trendline. Or at least
imagining one. And that line, either real or
envisioned, will serve as a target for both
time and price. Just choose an option that
expires a bit beyond that point. 

Consider the CBOU chart in Figure 1. It
has a pop on a pretty rudimentary trendline.
Extend it out in time, and if the stock stays
on the current trajectory, a breakout to new
highs above $17.40 by early October seems
like a reasonable goal. That being the case,
you would focus on October/November
options. 

3. Assess volatility 
If volatility is too high relative to the past,
options are considered “expensive” and there
is likely no long trade. If low, you’ve got the
green light to buy an option. Why? Because
when option volatility is high, there’s extra
premium built into the option to mitigate the
market maker’s risk who is selling it to you. If
you’ve ever bought a call option that went
down in value while the underlying stock
went up, you’ve experienced what can hap-

FIGURE 1: EYEBALLING THE TREND. Marking a trend is a simple exercise in
drawing a line underneath the lows of a chart (red line). If the line ascends, the
trend is generally up. If it descends, it’s generally down. Extend the line out a few
months to get a sense of when your target might get hit.
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pen when you buy expensive options.
So what’s the litmus test for ‘cheap’ options?
This is where analyzing historical equity
option volatility comes in handy to provide
some context. In other words, how does the
current equity option implied volatility com-
pare with its past? And what volatility num-
ber represents “high” or “low”?

At Schaeffer’s, we’ve developed the
Schaeffer’s Volatility Index (SVI) to help
with this (Figure 2). You can view a three-
month chart of SVI by requesting a price
quote at schaeffersresearch.com from the

top right of any page. 
Now, the SVI itself doesn’t necessarily

constitute high or low. It’s all relative. In
other words, a 30 SVI may be high if histori-
cally it trades at 25, and likewise, a 50 SVI
might be low if it normally trades at 60. And
further, the length of time you use to com-
pare current SVI to historical SVI should
also be taken into consideration. Equity
option volatility ranges shift all the time,
depending on what the overall market
volatility is doing. 

For example, in Figure 2, while the SVI
for CBOU is higher than three months ear-
lier, market volatility on the whole swelled,
and most SVIs on stocks found a new range
higher. In CBOU’s case, the “new” range is
between 65 and 78. Current volatility sits on
the lower end of that range. If you were
looking at buying options a couple months
out (such as the October/November calls),
the likelihood of a volatility “crush” would
be smaller than if the SVI were at, say, 78.
Another green light for buying calls, though
worth keeping a watchful eye on SVI should
the range break down again.  

[For more on volatility, read our “Volatility
Primer” in SENTIMENT, Summer 2010.]

4. Pick your month and strikes 
This step is about optimizing your capital. In
plain English, you get your best bang for the
buck at certain strikes. With an option buy
strategy, you risk only what you pay for.
Volatility and time aside, the strike you buy
will largely determine just how much you
pay. In-the-money strikes will be more than
out-of-the-money strikes. 

So what’s the magic strike? To answer

FIGURE 2: SCHAEFFER’S VOLATILITY INDEX
(SVI) ON CBOU. The most recent range from mid-
June to July suggests CBOU options are a bit
“cheaper” at this point for an option buy strategy.

WHEN YOU LISTEN 
TO THE STORIES 
OF SUCCESSFUL
TRADERS, THE 
FUNDAMENTAL 
DIFFERENCE
BETWEEN THEM 
AND A ROOKIE ISN'T
NECESSARILY TIME 
OR EXPERIENCE. 
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this, it helps to understand an option’s delta,
which is the measure of an option’s price
change to a $1 change in the underlying
security. In other words, theoretically, an
option with a 50 delta will change by 50
cents when the underlying changes by $1. 

Each trader is different, and you will be,
too. For out-of-the-money options, the
“sweet spot” for an option-buying strategy
are those options in the 25 –35 delta range,
which is right about where the convexity of
the option’s profit accelerates the most, just
before peaking at around 50 delta. In other
words, this is about where you get the most
bang for your buck. It’s also where you have
greater risk due to the lower probability of
the option finishing in the money. The
options aren’t so far out of the money as to
render them useless when the underlying
moves in your favor. 

Again, the CBOU chart in Figure 1 sug-
gests October/November as the cycle to play
with. Based on the current price and volatil-
ity of CBOU, November 17.5 calls at the
time of this writing carry a 44 delta, while
the 20 strike carries a 29 delta. The 20s are
right in that sweet spot where time meets
price meets delta. As for the in-the-money
options, the option that more closely fits the
bill is the November 12.5 strike at a 79 delta.
The choice really comes down to a cost ver-
sus benefits. That’s up to you to decide.

[For more on delta and others, see “Greeks
Primer” in SENTIMENT, Winter 2011.] 

5. Get your sizing right
You can look at an option purchase two
ways. One is to through the lens of the
actual dollars you invest in the option. That
is, if you paid $5 for 10 calls, you have com-
mitted $5,000. Pretty straightforward. 

Another is through the lens of the share

equivalent of the options you bought, i.e.,
the delta. Delta is one of the options greeks
that measures the change of an option’s
price per $1 move in the underlying secu-
rity’s price. Suppose those 10 calls were at
the money (ATM), 50 delta, on a $50 stock.
That means you effectively “own” 500
shares of the stock (10 calls x .5 delta), or
$25,000 worth. Of course you don't really
own the shares; you only risk the $5,000
investment. But for allocation purposes, you
are long $25,000. Why does that matter?  

Well, let’s say you buy 10 ATM calls in a
second stock, again at $5. But this time it’s a
$100 stock. You effectively own $50,000 of
this one, for the same $5K commitment. If
you want to own twice the quantity of the
second stock as the first one, that’s fine. But
if you intend to divide them evenly, you
need to buy half the quantity of calls. 

[For more on position sizing, read “One Size
Fits All,” SENTIMENT, Spring 2010.]

6. Pull the trigger 
Okay, you’ve bought an option (or two, or
three…). Now comes the fun part. Hope-
fully. That’s where you actually watch and
manage your position. This topic alone
could fill up an entirely different article, but

the idea is simple: Once you’ve entered the
trade, you have to keep your eye on it. Man-
age it. Win or lose, you get out at a predeter-
mined price. Hopefully, you’ll win more
dollars than you lose, and the process starts
over again—rinse and repeat.

BUYING OPTIONS AT JUST THE RIGHT
moment can often be more art than science.
No one has perfect entries and exits. You
won’t, either. If you use these or similar guide-
lines, you’ll at least enter the trade with the
wind at your back. Implied volatility low on a
relative basis. The trend on your side. A tar-
get of time and price in mind. Properly allo-
cated. And so on. None of this guarantees
anything, however. Any single trade can fall
apart, no matter how careful you are in your
research and execution. But follow your “tail-
wind” system consistently over time, and
you’ll come out ahead. 

Out-of-the-money
option purchases, such
as the 29-delta CBOU
example, are made up
entirely of time value,
which means the buyer
is much more vulnera-
ble to the effects of time
decay as expiration
approaches.  A 29-delta
option buyer must also
realize that he risks los-
ing the entire premium

at expiration should the
underlying stock fail to
make a sizable move in
the right direction.  The
trade-off, of course, is
the possibility of bigger
percentage returns in
the event of a favorable
stock move.

Conversely, the pre-
mium of a deep in the
money option, say, a 79-
delta option consists

primarily of intrinsic
value, with the time
value component repre-
senting a much smaller
percentage.  This miti-
gates the impact of time
decay relative to a
lower-delta option, pro-
viding a bit of a buffer in
the event of an under-
whelming stock
move. In exchange,
these higher-delta

options will produce
smaller percentage
returns than significantly
lower-delta options, and
the richer premiums
they command will
require a bigger upfront
dollar invest-
ment. However, the
option buyer also has a
greater chance of
recouping a major part
of his investment at

expiration.
Before you commit

the same dollars to low-
delta positions as you
would high-delta trades,
simply think it through.
Since the lower delta
exposes you to higher
odds of losing your
entire premium, you
may want to commit
fewer dollars to these
types of trades.

Now that you know what to look at before placing 
a trade, head over to the article "Four Transaction
Basics"if you need help with executing your trade
idea. Go to sentiment.com/basics10

FIGURE 3: CALL OPTION CHAIN with delta on CBOU at $15.75, with 94 days to expiration.
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IN THE FIRST 
OF THIS 

TWO-PART 
SERIES, WE 

DESCRIBED A 
UNIQUE 

APPROACH TO
VIEWING 

TECHNICAL
“LEVELS” OF 

SUPPORT AND
RESISTANCE

THROUGH A 
DIFFERENT 

SET OF LENSES. 
THIS TIME, 

WE SEE THEM 
PUT INTO 

ACTION. 
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Level
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BY 
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BY JOE MORSE
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N OUR SUMMER 2011 ISSUE,
  I discussed in “Trading on the Level”  vari-
ous ways for you to identify stock price levels
that can indicate potential areas of support
and resistance that can lead to good entry
points for profitable options trades. In this
Part 2, I’ll describe two real trades so we can
hopefully create that “level” of understand-
ing to which Confucius aspired.

I hope to clearly demonstrate that the
drivers of these trades were consistent with
the two core factors I identified in Part 1 as
critical to developing actionable levels that
can significantly improve your trading per-
formance:

1. The process for determining an action-
able level must be strongly grounded in the

logic of stock price action or in the logic of
human emotions and behavior.

2. In addition, the process must be
“uncrowded” in terms of the extent of its
usage by the investment community.

EXAMPLE 1:
Green Mountain 
Coffee Roasters
(GMCR) JULY 75 CALL

On June 14, 2011, I recommended that sub-
scribers to our Players service purchase the
July 75 calls on GMCR. Two levels were
major drivers for this trade.

LEVEL 1: 40-DAY MOVING AVERAGE
As I stated in Part 1:

“The logic of using moving averages as
signposts or key levels on the charts is quite
compelling. The simple moving average—
computed by summing the closing prices for
a specified number of data points measured
in common units of time and then dividing
this sum by the total number of data
points—is a ‘smoothing’ tool designed to
eliminate a portion of the ‘noise’ in the price
fluctuations and retain a greater portion of
the ‘pure’ price information underlying the
data (also known as ‘the signal’) … Another
benefit of the moving average and its
‘smoothing’ property is that it is very clear
visually on a stock price chart, allowing the
trader at a glance to compare daily (or
weekly, or monthly) prices to various mov-
ing average levels.”

In the case of GMCR, I had noted on
June 14 that at the lows of the previous day
the stock had touched its rising 40-day mov-
ing average. This struck me as potentially
significant because the same phenomenon
had occurred on May 3, which was followed
by a gap rally of more than 10 points the very

next trading day. And GMCR had also been
trading within striking distance of its rising
40-day moving average in early March, just
ahead of a massive 20-point rally on March
10 (see the accompanying chart).

But other than these past incidents of
sharp rallies ensuing immediately after a flir-
tation by GMCR with its 40-day moving
average, is there an explanation based on
“the logic of stock price action or in the logic

of human emotions
and behavior” for
the significance of
this level as a trigger
for a rally? I’d
strongly suggest this
is the case, and for
two major reasons: 

1. GMCR was in the
throes of a major
rally. The stock had
closed at about $33
at year-end 2010; by

April 2011, it had already doubled to $66,
and by late May, the stock had peaked north
of $83 before pulling back. What’s more,
this sharp rally in 2011 was quite persist-
ent—there were periods of sideways action
followed by big gains, and this process was
replicating itself every few months. Such
price action tends to generate smooth, up-
sloping moving averages that serve as highly
credible reference points for gauging the
day-to-day price levels and defining the
extent of pullbacks—and determining if the
stock is ripe for a renewed price surge. 

2. Contact with the rising 40-day moving
average was particularly well suited for iden-
tifying tradable buying opportunities in
GMCR shares. Stocks that are in strong
uptrends rarely pull back sufficiently for
most traders to feel comfortable entering
new positions. 

For example, traders who use technical
analysis often consider the traditional 50-
day moving average to be an important ref-
erence point, and on strong stocks, they will
wait for pullbacks to this level before initiat-
ing long positions. But as you can see from
the accompanying chart, none of GMCR’s
2011 pullbacks carried as far as the 50-day
moving average, so traders abiding by the
standard moving average tool set were left
out in the cold. 

FIGURE 1: GMCR Daily chart from 7/1/2010 – 7/15/2011
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The 40-day moving average is “faster”
than the 50-day, which means in the case of
a strongly uptrending stock, the 40-day will
be at higher levels than the 50-day and will
thus “catch” tradable pullbacks in instances
where the 50-day will not. In this manner,
trading GMCR with reference to its 40-day
moving average was very much in keeping
with my principle that it’s highly desirable
that the levels utilized as key reference
points by the trader be “uncrowded” in their
usage by the investment community.

LEVEL 2: $75 “ROUND NUMBER”
On May 4, GMCR shares gapped higher to
close at $75.98, up from the previous close
of $64.07 (with the 40-day moving average
just below at $63.50). Over the next 26
trading days, GMCR moved sideways, but
with strong support on pullbacks to the $75
level. In fact, over this period there were just
four daily closes below $75 (see accompany-
ing chart).

As I mentioned last issue, round number
stock prices such as $100, $50, or even $75

can act as “speed bumps” that can turn back
rallies or halt pullbacks. In this case, buyers
were deciding that GMCR shares were a
good play on pullbacks to $75, which was
also the site of the gap on May 4, and it thus
became a support level.

THE TRADE
On June 14, 28 days after the May upside
gap and after GMCR once again held at its
40-day moving average and had rallied back
above $75 round-number support, I issued a
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recommendation to our Players subscribers
to buy the GMCR July 75 call at a maximum
entry price of $5.60. Over the subsequent
period through July option expiration,
GMCR traded as high as $96.91 and the July
75 call position was closed on a “scale up”
for an average gain of 123%.

EXAMPLE 2:
Lorillard, Inc. (LO)
JUNE 95 CALL

As with GMCR, two levels were major trade
drivers: a price level and a moving average.

LEVEL 1: “50% CORRECTION”  
AT $96.45
LO shares had been very strong in the early
months of 2011, posting a year-to-date gain
of almost 40% at their intraday peak of
$116.90 on May 23. But based on concerns
about potential regulatory action that could
adversely impact the sale of menthol ciga-
rettes, LO shares plunged from this peak to a
low of $96.50 on June 8 after touching a
“twin low” at $96.51 the day before (see
accompanying chart).

A panicky pullback that is abruptly
halted at a particular price level is enough to
attract my attention as a potential opportu-
nity to enter a call trade, but for LO there
was something of major additional interest
about these twin lows.

Just ahead of the sharp rally that began in
mid-March, LO shares bottomed intraday in
late February at $76.01. And the subsequent
rally peaked at $116.90 on May 23. With
uncanny frequency, after strong rallies there

are price corrections that surrender just
about half the accumulated gain, at which
point the rally resumes. Of course, some-
times such “corrective moves” go on to com-
pletely erase the prior gains, but 50%
correction levels are always worth consider-
ing as a potential entry point for the resump-
tion of a rally and are ignored at a trader’s
peril. For LO this level was $96.45—less
than a dime below the lows on June 7 and
June 8.

Why do 50% correction levels so often
work as entry points, and is this phenome-
non “grounded in the logic of human emo-
tions and behavior?” I’d suggest so, in the
sense that a cadre of potential buyers likely

remained on the
sidelines as LO
shares soared by
over 50% in less
than three months,
waiting for a com-
fortable entry point
that could reduce
their vulnerability to
entering just ahead
of an inevitable cor-
rection. But once
the shares had given
up half this big gain

and were potentially on the bargain counter,
these sideline players might be very tempted
to jump in and buy, assuming they retained
their bullish longer-term view. 

LEVEL 2: 80-DAY MOVING AVERAGE
The proximity of LO’s 80-day moving aver-
age on June 7 and 8 provided a further argu-
ment for support near the 50% correction
level and thus an even riper opportunity to
enter a call trade. 

Note from the accompanying chart that
LO’s 80-day moving average acted as resist-
ance from November 2010 through Febru-
ary 2011, capping all rally attempts with
precision. And when LO shares “blasted
off” on March 21, it was from the site of the
80-day moving average. Also note from the
accompanying chart that the popular 50-
day moving average proved to be a “bear
trap” in that it was unceremoniously pene-
trated on the gap down on June 6, causing
many who follow this indicator to turn bear-
ish on LO just ahead of what proved to be a
major buying opportunity on the pullback to
the 80-day.

The 80-day moving average is “slower”
than the 50-day, so in the case of an
uptrending stock, the 80-day will tend to be
at lower levels than its 50-day counterpart.
Should the stock decline sharply in a rela-
tively short time frame, the 50-day moving
average may be penetrated, but the decline
might then be “caught” at the 80-day. So
trading LO with reference to its 80-day
moving average, which had proved to be a
significant level in prior months, was consis-
tent with my principle of utilizing
“uncrowded” moving averages to identify
good entry opportunities. 

THE TRADE
On June 8, mindful of the bullish implications
of potential support from both the 50% cor-
rection level at $96.45 and the 80-day mov-
ing average, I issued a recommendation to
our Players subscribers to buy the LO June 95
call at a maximum entry price of $5.50. Over
the subsequent period through June option
expiration, LO traded as high as $113.88 and
the June 95 call position was closed on a
“scale up” for an average gain of 162%.

CONCLUSION
A reasonable extrapolation from these two
trade examples is that trade setups consist-
ing of multiple drivers (in these examples,
multiple support levels) are more likely to be
actionable than their one-dimensional
counterparts. But as a buyer of option pre-
mium in the form of calls (or puts), your
ability to enter optimally and thus be right
quickly is of paramount importance. As I
said in Part 1:

“There is a timing element associated
with contact between a stock price and a
significant support or resistance level. By
this I mean there is … a ‘chemical reaction’
of sorts between the share price and the sup-
port or resistance level that results in a rapid
price resolution in one direction or the
other. This … is ‘gold’ for the call or put
option buyer, whose reward, risk and ulti-
mate success is defined by the old ‘time is
money’ adage.”

LOOK CAREFULLY at the price action on
the accompanying charts subsequent to the
trade entry points we’ve discussed and per-
haps you’ll now notice this chemistry in
action. If so, I hope you’ll be inspired to seek
out such setups for your own trades.

FIGURE 2: LO Daily chart from 7/1/2010 – 7/15/2011
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There is a substantial risk of loss in trading commodity futures, options and off-exchange foreign currency products.Past performance is not indicative of future results.

THE
NEW TRADE

IS HERE!

Binary Options are now available on BESTDirect!
See why this capped risk trade might be right for you!

www.PFGBEST.com/LimitedRisk

INTUITIVE

A Binary Option is 

effectively a ‘Yes’ or ‘No’ 

question. For example, 

will the Wall Street 30 

close above 12375 today? 

If “Yes” is the answer, the 

Binary settles at 100. If 

“No”, it settles at 0.

CAPPED RISK

Binary Options 

only range 

between 0 and 

100, so your 

maximum risk is 

always known 

when placing 

a trade.

FAST MOVING

A small move in 

the underlying 

market can 

make a big 

difference 

to the value 

of your Binary 

Option.

FLEXIBLE

You can place 

orders to 

trade out of 

a Binary 

position at 

any point 

before 

expiration.

Test them on a FREE BESTDirect Demo account NOW!

Download your FREE demo at

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

f k osil raitnatsbus a se irehT

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

noitp, oserutuy ftidommog cnidarn ts isol

w

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

ory pcnerrun cgieroe fgnahcxe-ffd ons an

o.cTSEBGPF.ww
eE dERr Fuod yaolnwoD

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

evitacidnt ios ne icnamrofret psaP.stcudo

ksiRdetimiL/m
tmo ae

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

.stlusee rrutuf fe o

AD

SIR10_BreakingDownLevels.rd3.v7:pages.layout  9/26/11  4:54 PM  Page 25



divergence is calculated
using the difference
between two moving
averages (typically the
12-day and 26-day). A
moving average of that
difference is called the
signal line. A common
buy signal is generated
when the MACD
crosses above this line.

Bollinger Bands: Typi-
cally utilizing a 20-day
moving average, upper
and lower bands are
drawn two standard
deviations away from
the trendline. When
the stock reaches the
lower band, it’s consid-
ered oversold and sig-
nals a buy.

Golden Cross: A
golden cross is when a
shorter-term moving
average crosses above a

longer-term moving average. For this study,
I used the 50-day and 200-day moving
averages.

Moving Average Crossover: This is simply
when a stock price crosses above a certain
moving average. Below, I show returns after
a stock spends a minimum amount of time
below the 50-day moving average, and
then crosses above that moving average. 

Pullback to a Moving Average: This is
simply when a stock spends a certain
amount of time above a particular moving
average, which then acts as support when
the stock retreats. In the data below, I
looked at both the 50-day and 40-day mov-
ing averages. 

COMING DOWN THE

home stretch of 2011,
should we be wagering
on the year-to-date stock
leaders to continue their
rise, or betting on a snap-
back rally from the lag-
gards? Since 2000, stocks

that were positive and
outperformed the S&P
500 (SPX) through the
first 10 months of the cal-
endar averaged a return
of 4.76% for the rest of
the year. They also out-
performed the index in

those last two months
55% of the time. The
worst-performing stocks,
meanwhile, have been
those that, despite being
negative, still outper-
formed the SPX (which
can only happen if the

IdeaLab26 S E N T I M E N TFALL 2011

BELIEVE IT OR NOT, THERE ARE TRADERS
out there who buy and sell stocks based only
on price action—meaning all decisions are
based on their ability to read a chart. This
method of forecasting stock prices—known as
technical analysis—is very popular with
traders, and becoming increasingly so with
longer term investors. While we at Schaeffer’s
advocate combining technical analysis with
fundamental and sentiment data, some hard-
core technicians can’t even tell you what a
company they’re targeting does, or even what
sector it’s in—nor do they care.

Even if you’re not a “technician,” you’ve
likely heard of the RSI, MACD, or Bollinger
Bands. And the following study suggests that
using them can in fact tip the scales in your
favor as a benefit to your performance—even
for the long term. 

THE INDICATORS THAT MATTER
Before we dive in, here’s a brief description of
the indicators I evaluated:

RSI: The Relative Strength Index is an oscil-
lator that ranges from zero to 100. A lower
reading suggests a stock is oversold and ready
to bounce. For my analysis, a buy signal occurs
when the RSI goes from below 30 to above 30.

MACD: The moving average convergence/

B

TURNING 
TRADITIONAL

MARKET
R&D ON ITS

HEAD

INDICATOR SOUP
PICTURES APPARENTLY
DO SPEAK … AND PROFIT

idea #1

index itself is down). 
In short, bargain-hunters
beware: Historically, 
positive stocks tend to
continue outperforming
negative stocks over the
last two months of the
year.

TABLE 1: TA for the long haul. Since 2005, the use of some of the most
popular indicators suggests an edge for traders. 

BAD BET 
ON THE
DOGS

F Y I

Average 
Return

Positive 
Return

Outperforms
S&P 500

No. of 
Signals

Average
Return

Median
Return

Percent
PositiveSINCE 2005

STOCK RETURN DATA NOVEMBER - DECEMBER
Status

January - October

Positive Outperformers 4.76% 69% 55%

Negative Outperformers -2.74% 43% 51%

Positive Underperformers 3.86% 67% 48%

Negative Underperformers 1.55% 57% 51%

TABLE 2: Fast forward.The same popular technical indicators still hold up,
despite a volatile 2011. 

RSI Signal 12114 -0.95% 0.00% 50.0%

MACD Signal 47119 0.65% 0.90% 54.1%

Bottom Bollinger Band 28442 0.40% 0.70% 53.1%

Golden Cross 4967 0.07% 0.32% 51.5%

Crossover of 50-day MA 13562 0.04% 0.27% 51.2%

Pullback to 50-day MA 23245 0.59% 0.62% 53.6%

Pullback to 40-day MA 26962 0.72% 0.74% 54.0%

All Signals 0.39% 0.78% 53.5%

No. of 
Signals

Average
Return

Median
Return

Percent
Positive1ST HALF OF 2011

RSI Signal 835 0.22% 0.00% 49.9%

MACD Signal 3811 1.00% 0.72% 53.8%

Bottom Bollinger Band 2519 1.64% 1.44% 58.8%

Golden Cross 288 -0.12% 0.11% 51.0%

Crossover of 50-day MA 802 -0.47% -0.63% 46.4%

Pullback to 50-day MA 2936 1.21% 0.96% 58.7%

Pullback to 40-day MA 3229 1.53% 1.04% 58.4%

All Signals 0.57% 0.48% 52.7%
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THE RESULTS
Going back to 2005, I uncovered all of the liq-
uid stocks in our database to find the dates
when a buy signal was triggered on each indi-
cator, and then calculated stock returns over
the next month (see Table 1). (Keep in mind
that this is a very simple way of looking at
these signals. Technical analysts generally con-
sider more than just one buy signal on one
indicator.) 

Incidentally, the pullback to the 40-day
moving average shows the best average return.
This “non-traditional” moving average will
signal a buy before a pullback to the 50-day
moving average, highlighting potential trades
you might not have noticed otherwise. This is
also one of the “non-standard” moving aver-
ages cited by Bernie Schaeffer in “Trading on
the Level” in the last issue of SENTIMENT.
Interestingly, the RSI was hands-down the
worst signal.

Although Table 1 displays the results since
2005, different time frames and trading envi-
ronments can show vastly different results. For
instance, Table 2 shows the results for the first
half of 2011. During this time frame, stocks
hitting their bottom Bollinger Band, as well as
those pulling back to a 40-day or 50-day mov-
ing average, showed the best performance.
Specifically, the average return for these stocks
was well over 1%, boasting positive returns
about 59% of the time.

THE TAKEAWAY
As you can see, technical analysis can be very
valuable, as the data can help to establish the
kind of environment in which you’re operat-
ing. In this instance, the outperformance of
Bollinger Bands and moving averages as indi-
cators tells me I would have fared best by look-
ing to enter long positions on pullbacks. If I’m
bullish on a stock and I see it dip toward one of
these support areas, it gives me confidence to
pull the trigger and enter this position.

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

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

OR THOSE OF YOU UNFAMILIAR with our patented Expectational Analysis® methodology,
here it is in the simplest terms: To identify a potential contrarian trade, we look for situations where
the stock’s technical and fundamental performances are at odds with the prevailing sentiment
among investors. But how do you measure sentiment?

There are several indicators we use to gauge the overall mood on Wall Street (options trends,
analyst ratings, and short interest, to name just a few), but one way to get a feel for the market’s col-
lective opinion is by analyzing media coverage. Not every article will lend itself to contrarian inter-
pretation, but we’ve found that more often than not, a column in a highly touted financial
publication—or even better, a general-interest news outlet—can provide us a snapshot of where
investors are in the sentiment cycle. 

With this in mind, each week one of our editorial staffers offers up a contrarian take on a stock-
specific article. While the “Weekly Contrarian” column (sentiment.com/swc10) is by no means a
trade-recommendation service, it provides budding contrarians with concrete examples of how to
utilize media coverage as an anecdotal sentiment thermometer. (Of course, contrarian is not to be
confused with contrary. While “Schaeffer’s Take” might differ from the general conclusion of the fea-
tured article, we always respect each writer and his or her respective publication.)

That being said, you would probably expect the uptrending shares of a fundamentally sound
company to be somewhat beloved on Wall Street, right? Likewise, it’s not surprising to find down-
trending shares of a firm that just reported weak earnings to be swimming in skepticism. 

However, it’s those instances when sentiment goes against the grain where we can spot potential
contrarian gems. For instance, an outperforming equity that’s plagued by pessimism points to poten-
tial buyers on the sidelines. A bearishly slanted article tells us that not everyone has capitulated to
the bullish camp—meaning the stock could extend its uptrend as more investors take notice, or as
analysts up their opinion of the high-flyer. 

Meanwhile, a relatively upbeat article on a broad-market laggard suggests the Street hasn’t yet
accepted the stock’s downtrend—which typically points to additional losses on the horizon. 

By monitoring the comments made by analysts in the media, as we do in the “Weekly Contrar-
ian” column, our contrarian sentiment arsenal has gained one more tool to gauge whether senti-
ment is truly in line with reality.

SITE 
FEATURE
SCHAEFFER’S
WEEKLY 
CONTRARIAN 

idea #2

THE WEEKLY CONTRARIAN By analyzing popular media coverage, 
measuring market sentiment just got easier. www.sentiment.com/swc10. F

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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TRADING SLUMPS. WE’VE ALL HAD
them. Some more than others, and some
longer than others. Losing streaks are painful,
period. They not only eat up your trading cap-
ital, but they can also play mind games with
your ego—leaving you questioning your abili-
ties and maybe even your future as a trader. 

At some point, many traders experience a
“day of reckoning,” in which they make the
decision to either walk away or fight their way
through the slump. Now, there’s no shame in
walking away, but you might always question
what could’ve been. On the other hand, fight-
ing through it is noble, but there’s a right way
and a wrong way. If you’ve fallen and can’t
seem to find your footing, here’s a step-by-step
road map for getting back on track. 

Step 1: Stop trading (for now)
Easy to say, not easy to do. When you’ve lost a
good portion of your trading capital (perhaps
even greater than 50%), and you feel com-
pelled to take “just one more trade,” one of
two things usually happens: 

1/ You’ll convince yourself the next trade
will be “The One”—i.e., the turning
point. Or worse, you’ll start increasing
your position size as said convincing
takes place. 

2/ You’ll rationalize the trade by saying,
“Well, I’ve already lost ___%, what’s
another trade?” Meanwhile, you may
have forgotten that you said that the
last time too … and the time before
that … and the time before that … 

Obviously, neither scenario is acceptable.
It’s when your attitude becomes defeatist and
irrational that the fate of the next trade is
decided before you even put it on. Your only
hope is if Lady Luck blows you a kiss. Don’t
count on it. Take a break from trading alto-
gether and clear your head.

Step 2: Journal and repair 
This is difficult for most, because there’s no
lying to yourself—particularly when you see
it in your own words. Think about it. When
you tell a lie to someone, no matter how
good a poker face you put on for the other
person, you know you’re lying. And that
knowledge determines your fate, not the lie
itself. 

Rationalizing self-destructive behavior is
impossible if you commit to writing down
what happened, why it happened, and what
you learned from it. Go old school. Dust off
a pen and some paper and keep it open on
your trading desk at all times so you see it,
even when you don’t want to. 

Step 3: Test the new system 
Test your new ideas or tweaks to the old sys-
tem first by “paper trading” it in real time.
In other words, simulate the trade—
research it, enter it, manage it, and exit it.
Just don’t put any real money into it. You
can do this by hand or use a simulated trad-
ing platform through your broker. Most will
have them, and most will replicate the real

McCoy pretty closely, if not exactly. 
The trick is not to cheat. As with most

trade simulators, you can hit the “reset” but-
ton as many times as it takes to come out
ahead. Commit this sin even once, and
return to Step 1.

Step 4: Start small 
Although paper trading is nice, you didn’t
get into this as a form of cheap entertain-
ment. Sooner or later, you have to put skin
back in the game. When you trade real
money, there is no reset button. You’re in,
and you’re committed to each trade. 

That said, don’t jump in with both feet
and trade some size. One toe at a time will
do. Start with two contracts or two spreads,
and work your way up as you build confi-
dence—and your capital—back up again. If
two is too much, go to one. Just keep it real. 

IT IS SAID THAT TRADING IS 10%
strategy and 90% psychology. If this is true,
it’s probably not your system (or your opin-
ions for that matter) that’s getting in the
way. It’s your ego. Once you’ve committed
to the four steps here, if you’re successful, go
back to trading the size you’re comfortable
with. It’s not a contest. It’s trading. And for
the successful, it’s a living. 

How to Beat a Losing Streak 

DON’T LET A LOSING STREAK GET YOU DOWN.
GET BACK IN THE SADDLE … CAREFULLY.

>> By Kevin Lund / PHOTOGRAPH BY FREDRIK BRODÉN

T

The Trading Coach28 S E N T I M E N TFALL 2011
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“Commodity bigwig BP plc fell to a new annual
low, after Halliburton (HAL) filed a lawsuit
against the firm in a Texas state court … Despite
BP’s drop, it appears one options speculator is
betting on a rebound for the shares, but is hedg-
ing her bets just in case. Earlier today, symmetri-
cal blocks of 1,250 contracts traded at the
October 39 and October 42 calls ... It looks like

the strategist constructed a bull call spread on BP for a net debit
of 64 cents per pair of calls … From a broader sentiment stand-
point, the call spread could be a form of relatively cheap options
insurance. More specifically, short interest on the stock skyrock-
eted by 45.5% during the past month—meaning one of the bears
could be hedging his bets with an out-of-the-money call spread.”
Options Center is a one-stop shop for daily options commentary, intraday options data, and trading tools. Just click on
the Options Center tab in the top menu on any page at schaeffersresearch.com.

OPTION  BASICS:
CONSTRUCTING
A CALENDAR
SPREAD

A big advantage to
trading options is the
ability to generate
profits in virtually any
environment, particu-
larly on stocks that
don't appear to be
going anywhere but
sideways. The calen-
dar spread involves
the use of options
with different expira-
tion months. Rather
than counting on the
equity’s price action
to turn a profit, you’ll
capitalize on the time
value of your options. 

EVERY ATHLETE KNOWS THAT GAMES ARE WON
AND LOST IN THE FINAL MINUTES OF PLAY. LIKE-
WISE, OPTIONS TRADERS UNDERSTAND THAT
OPPORTUNITIES ABOUND IN THE FINAL DAYS TO
EXPIRATION. SO, IF YOU'RE HUNTING FOR BAR-
GAINS IN THE OPTIONS MARKET, EXPIRATION
WEEK OFFERS SOME DOOR-BUSTER DEALS THAT
ARE HARD TO TURN DOWN. SELECTED IN-THE-
MONEY EXPIRATION-WEEK TRADES PROVIDE A
ONCE-A-MONTH OPPORTUNITY FOR OPTION
BUYERS TO DODGE THE WRATH OF TIME DECAY,
MAXIMIZING THEIR LEVERAGE AND PROFIT
POTENTIAL. AND, THANKS TO THE EXPANSION OF
THE PENNY-PRICING PROGRAMS TO LITERALLY
HUNDREDS OF COMPANIES, THERE'S NEVER BEEN
A BETTER TIME TO IMPLEMENT THESE STRATEGIES. 

To learn more about trading weekly options, read
“Expiring with Profit” in the Winter 2010 issue of 
SENTIMENTby going to the archives at
schaeffersresearch.com/sentiment. To get real-time
weekly options trading alerts, subscribe to Expiration
Week Countdown at sentiment.com/EWC10.

FROM THE WINTER
2011 ISSUE
Dancing with the
Greeks Delta. Gamma.
Theta. Vega. Rho. If you’ve
been trading options for
at least a little while,
you’ve more than likely
come across the “greeks.”

At first, you may think
they don't apply to you—
that is, until something
happens that wipes out
your option position and
you go searching for the
reasons why. Greeks help
to quantify the risks as
well as the rewards. 

Prose from the Pros

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

commentary

MONDAY MORNING OUTLOOK:
INDICATOR OF THE WEEK: HELPING YOU SEE THE MARKET FOR
WHAT IT IS, NOT WHAT YOU WANT IT TO BE

INDICATOR OF THE WEEK: VOLATILITY RETURN
>It’s official: Volatility is back. The month of August saw 14 days in which
the S&P 500 Index (SPX) was up or down at least 1%. That's the most “1%
days” we’ve seen in a month in more than a year (the last time was the “flash
crash” month of May 2010). 
>We took a look at all months since 2000 that had as many 1% days as
[August]. It’s interesting that during the big August decline, there were just as
many 1% up days as there were 1% down days [7 each]. What we found
is that it’s not entirely uncommon for an equal number of big up and down
days to result in major overall market moves (-5.7% in August 2011; 8.5%
in March 2009; -9.1% in September 2008)…
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Rocky White
Senior Quantitative
Analyst, Schaeffer’s
Investment Research

Each week Rocky’s indicator studies can be found on Page 2 of the Monday Morning Outlook. If you’re not already 
a subscriber, you should be. Go to sentiment.com/mmo10. 

Option Advisor Goes DigiFor nearly 30 years,
subscribers to Option Advisor have been provided
with options insight, monthly trade recommenda-
tions, and educational articles. Now you have the
ability to read each issue online as well as print. Try it
free for six months. Go to sentiment.com/opad. 

SMAR T OPTIONS 
FOR TODAY’S INVESTOR 

WINTER 2011

12/ TRADING THE NEWS 
(CONTRARIAN STYLE)

32/ HOW TO FIX A GOOD
TRADE GONE BAD

23/ GREEKS PRIMER: WHAT YOU 
DON’T KNOW COULD 

HURT YOU
> >

BERNIE SCHAEFFER’S

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

—
To watch this video, 
go to sentiment.com/
calendarvid . For
other Option Basics
videos, go to senti-
ment.com/vid10.
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1 / What is the VIX?
The CBOE Volatility
Index® (VIX) is a
measure of market
expectations of 30-day
movement of the S&P
500 Stock Index®.
What VIX really meas-
ures is investor senti-
ment (or anxiety).
Historically, as the mar-
ket (SPX) rises, a degree
of complacency sets in
and the level of VIX
drops. As the market
corrects sharply, the
degree of investor anxi-
ety increases and VIX
rises. VIX does not
point to higher or lower
market prices; rather, it
estimates the range of
prices for the next 30
days.

2 / The price of VIX
options are not based
on the current VIX
index. VIX options are
not the same as stock
options, in that there is
no “VIX stock” to serve
as the underlying, but

rather VIX futures—not
the VIX index.

VIX futures are
unique in that there is
no “physical VIX” to
trade against VIX
futures contracts (i.e.,
physical oil to oil
futures). Their price is
based purely on market
expectations—which
means there is no “fair
value” relationship
between the price of
VIX futures and the
VIX index. Conse-
quently, prices of VIX
futures can be above or
below the VIX index. 

For example, on
Tuesday, August 30, the
cash VIX was at 32.34.
However, the October

25-strike VIX call was
quoted 6.10 bid / 6.30
offer. A newcomer
might think this call is
trading under parity—
with the apparent
intrinsic value of this
25-strike call at 7.34!
However, since the
October VIX futures
were priced at 29.50,
this 25-strike call actu-
ally has nearly 4.50 of
intrinsic value and 1.70
of time value.   

3 / Be cautious of buy-
ing VIX options too far
out in time. A huge rise
in VIX today might

have only a minimal
impact on VIX futures
that expire, say, in six
months.  For example,
on August 8 the VIX
rose from about 32 to
over 48 (the S&P
dropped 4%). The
December VIX futures,
however, rose by less
than 2 points from
26.10 to 27.50!  Prices
of the two front-month
VIX futures tend to be
much more sensitive to
changes in VIX than
back months.
If you don’t have the
ability to get live futures
prices, here’s a trick:
look at the deepest in-
the-money VIX call in
the month you want to
trade. If the mid-point
of the bid-ask for 10-
strike call is 19.20, for
example, then the VIX
futures for that month
should be trading very

close to 29.20 (strike
plus option value).

4 / VIX options can be
used as a trading or
hedging vehicle.
The VIX usually moves
inversely to the market.
We saw a great deal of
VIX call buying in early
August as the market
moved sharply lower.
An investor with a bull-
ish view on the market
could buy VIX puts or
VIX put spreads.
Almost any strategy
used with stock or index
options could be used
with VIX. 

5 / Does the VIX have
a predictive value for
the market? Some mar-
ket observers—includ-
ing me—think so. One
possible indicator is
embedded in VIX
futures prices. If each
successive VIX futures

month further out in
time is a little more
expensive, that is con-
sidered by many as “nor-
mal.” If that slope is very
sharp, maybe there’s too
much fear. If VIX
futures are cheaper in
the ‘out months’, maybe
there’s too much opti-
mism in the market. 

VIX does not appear
to be a “leading indica-
tor,” but paying atten-
tion to changes in
VIX—and the relation-
ship of VIX futures
prices—may be able to
assist you in crafting a
strategy. VIX tells you
the market’s expected
range of the SPX for the
next 30 days. That
information might help
you with choice of strat-
egy and strike. Don’t be
afraid of the “Fear
Index”—listen to what
it’s telling you. 
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Marty Kearney
has been with the Options
Institute for 14 years,
after 15 years as a floor-
trader at the CBOE. He
co-authored Under-
standing LEAPS. He is
a frequent contributor to
media about options and
trading.
/
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CBOE’S MARTY KEARNEY HAS
FIVE THINGS HE WANTS YOU TO
KNOW ABOUT THE VIX.
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*Second Q 2011 Results

How did Interactive Brokers become 
the largest electronic broker?

By offering

step of the way
lower cost every

Commissions

IBKR: 

64-89%
lower than

For 100 to 1000 shares and 
1 to 10 option contracts

IBKR: 

79-82%
lower than

For a margin loan of 
$5,000 to $1,000,000

Stocks: 

30¢ better than 
the industry
per 100 shares

Options: 

21¢ better than 
the industry

   per contract
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370,000

147,908

378,000

264,900

Interactive Brokers LLC is a member of NYSE, FINRA, SIPC. Supporting documentation for any claims and statistical information will be provided 
upon request. Commission and Margin Rate surveys of IB competitors as of August 1, 2011. Services vary by firm.

1 For additional information on margin loan rates, see www.interactivebrokers.com/interest.
2 For additional information see www.interactivebrokers.com/bestexecution. 08-IB11-398

www.interactivebrokers.com/compareInteractive Brokers
The Professional’s Gateway to the World’s Markets 
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Futures trading and options trading involve risk, which may result in financial loss, and are not suitable for everyone. Any trading decisions that you may make are solely your responsibility. The information presented herein 
is for informational purposes only. The contents hereof are not an offer, or a solicitation of an offer, to buy or sell any particular financial instrument listed on Nadex. Past performance is not indicative of future results.

The new way to trade. 
Want innovative contracts on a wide variety of global markets? 
Then Nadex is designed for you. It’s a derivatives exchange catering 
directly to retail traders. 

You can start trading with a deposit of as little as $100. And you 
are never at risk of losing more than the collateral in your account. 

Join us at www.nadex.com or call 1 877 776 2339
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