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Traders have plenty of choices. But the firm they choose to handle more online equity trades than any
other — month after month —is TD Ameritrade. Find out why: call, click or stop by a branch today.

TDAMERITRADE.COM/8T7-TDAMERITRADE

E Ameritrade
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YOU MISSED THE RALLY. SO WHAT?

Missing out onarally
hurts, but so does losing
money. Instead of always
playing Monday morning
quarterback, it's time to
develop some skills that
help keep your fearin
check.
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CME E-quivalents is a tool that lets you stay E-micro Forex futures offer active individual traders
on top of the market virtually 24 hours a day, easier access to the world’s largest financial market
with FREE real-time prices with less risk and lower margin requirements. These
innovative contracts provide the financial and regulatory
safeguards found in traditional Forex contracts yet are
approximately 1/10th the size. The three new E-micro
Forex contracts (CAD/USD, JPY/USD and CHF/USD)
along with the three previously offered U.S. denominated
currency pairs (EUR/USD, GBP/USD and AUD/USD)
allow for perfect offsets with corresponding standard-
size FX futures. There's never been a better way to
participate in one of the world’s largest pools of Forex
liquidity. Learn more at cmegroup.com/forexmicros.

Trade E-micro Forex futures:

{2 CME Group

*Roughly 1710th the standard contract size with a notional value range of $6,000 to $16,000. CME Group is a trademark of CME Group Inc. The Globe logo, CME, Chicago Mercantile Exchange, E-mini,
E-micros and Globex are trademarks of Chicago Mercantile Exchange Inc. CBOT and Chicago Board of
Trade are trademarks of the Board of Trade of the City of Chicago. NYMEX, New York Mercantile Exchange
and ClearPort are trademarks of New York Mercantile Exchange Inc. COMEX is a trademark of Commaodity
Exchange Inc. These contracts are listed with, and subject to, the rules and regulations of CME. Copyright
© 2011 CME Group. All rights reserved.
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tricks that could help you rise above your fears.
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Have
No Fear

¢ Superman would be a great
options trader, what with
being able to leap tall build-
ings and all. And though his
only known weaknesses are
a form of green stalagmite
and Lois Lane, he typically
doesn’t fall prey to his emo-
tions—at least when it
comes to scary situations
and high volatility. But it’s
not just that he doesn’t fear
evil, it’s that he doesn’t
really fear missed opportu-
nity, either. He seems con-
tent just being a klutzy,

understated reporter when
he isn’t capturing megalo-
maniacal villains as a caped
avenger.

Case in point: He has no
fears, and he gets results.
Okay, so maybe it helps that
he was born with freakishly
obscene strength and was
brainwashed with a Harvard-
equivalent education en
route to planet earth before
the tender age of three. But
that’s irrelevant right now.

Fear is a trade-Killer. It
causes us to sell too soon,
buy too late, or leaves our
stomachs growling by 4 p.m.
because we refused to step
away from our oversized
position to take a snack
break. But if the market
moves based on a dispropor-
tionate aggregate of fear or
greed, is it really possible to
overcome fear? If the answer
could simply be bottled up,
we’d all buy that elixir. But
since that’s not going to hap-

pen, perhaps instead you
should be asking if there are
any tools you can use to pro-
tect yourself from yourself
the next time fear rears its
ugly head. Lucky for you,
help is on page 10 with our
cover feature, “You Missed
the Rally. So What?”

And speaking of fear,
what does the collective con-
sciousness of all that fear
and greed create? Uncer-
tainty. And with uncertainty,
there’s volatility. Without
volatility, there’s no market
to trade—which is really bad
for the stock market busi-
ness. So if the subject of
volatility has you even
slightly confused or at less
than Clark Kent-y standards,
our volatility primer starting
on page 34 will at least help
you understand, and possi-
bly tame, the volatility beast.
Do you have what it takes?

Happy trading!
TD Ameritrade

PHOTOGRAPH: FREDRIK BRODEN
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® The information presented in this publication does not
consider your personal investment objectives or financial
situation, therefore, this publication does not make per-
sonalized recommendations. This information should
not be construed as an offer to sell or a solicitation to buy
any security. The investment strategies or the securities
may not be suitable for you. We believe the information
provided is reliable; however, TD Ameritrade, Inc., and
its affiliated companies do not guarantee its accuracy,
timeliness, or completeness. Any and all opinions
expressed in this publication are subject to change with-
out notice.

e [n respect to the companies or securities covered in
these materials, the respective person, analyst, or writer
certifies to TD Ameritrade that the views expressed accu-
rately reflect his or her own personal views about the
subject securities and issuing entities and that no part of
the person’s compensation was, is, or will be related to
the specific recommendations (if made) or views con-
tained in this publication.

e TD Ameritrade, Inc., and its affiliates, their employees,
directors, consultants, and/or their respective family

e TD Ameritrade was
evaluated against 23
others in the March 2011
Barron’s Online Broker

members may directly or indirectly hold positions in the
securities referenced in these materials. TD Ameritrade,
Inc., and its affiliates may, as principal or agent, buy
such securities from or sell them to clients.
e Options transactions involve complex tax considera-
tions that should be carefully reviewed prior to entering
into any transaction.
e The risk of loss in trading securities, options, futures
and forex can be substantial. Clients must consider all
relevant risk factors, including their own personal finan-
cial situations, before trading. Options involve risk and
are not suitable for all investors. See the Options Disclo-
sure Document: Characteristics and Risks of Standard-
ized Options. A copy accompanies this magazine if you
have not previously received one. Additional copies can
be obtained at tdameritrade.com or by contacting us.
e Trading foreign exchange on margin carries a high level
of risk, as well as its own unique risk factors. Before con-
sidering the trading of this product, please read the Forex
Risk Disclosure available at http://www.nfa. futures.org
NEAS inf . blication.lit ; I
e A forex dealer can be compensated via commission
and/or spread on forex trades. TD Ameritrade is subse-
quently compensated by the forex dealer. Funds
deposited into an account with a broker-dealer for
investment in any currency, or which are the proceeds of
a currency position, or any currency in an account with
a broker-dealer, are not protected by the Securities
Investor Protection Corporation (SIPC).

TD Ameritrade, Inc. Member SIPC FINRA NFA

© 2011 TD Ameritrade IP Company, Inc. Product
and company names mentioned herein may be
trademarks and,/or registered trademarks of their
respective companies.

they in the business of
transacting trades, nor do
they direct client futures
accounts nor give futures

review and was named
“Best for Options Traders”
and one of the two “Best
for Long-Term Investing.”
TD Ameritrade earned
the highest score in the
categories of “Research
Amenities” and “Portfo-
lio Analysis and Reports”
and shared the highest
score with one other bro-
ker in “Trade Experience”
and “Range of Offer-
ings.” Barron’s is a trade-
mark of Dow Jones &
Co., L.P. All rights
reserved.

e TD Ameritrade was
ranked #1 and received
an overall score of S stars
(tied for first place with
one other broker) in the
Kiplinger’s Online Broker
Ratings, Kiplinger's Per-
sonal Finance, February
2011. Fourteen brokers
were rated in the cate-
gories: Costs, Web Site
Usability, Investment
Choices, Customer Serv-
ice, and Research and
Tools.

e Neither Investools® nor
its educational sub-
sidiaries nor any of their
respective officers, person-
nel, representatives,
agents, or independent
contractors are, in such
capacities, licensed finan-
cial advisors, registered
investment advisors, or
registered broker/dealers.
Neither Investools nor
such educational sub-
sidiaries provide invest-
ment or financial advice
or make investment rec-
ommendations, nor are

trading advice tailored to
any particular client’s sit-
uation. Nothing contained
in this communication
constitutes a solicitation,
recommendation, promo-
tion, endorsement, or
offer by Investools or oth-
ers described above, of
any particular security,
transaction, or invest-
ment. Investools Inc. and
TD Ameritrade, Inc. are
separate but affiliated
companies that are not
responsible for each
other's services or policies.


http://www.thinkmoney-digital.com/thinkmoney/2011summergreen/TrackLink.action?pageName=9&exitLink=http%3A%2F%2Fwww.nfa.futures.org%2FNFA-investor-information%2Fpublication-library%2Fforex.pdf
http://www.thinkmoney-digital.com/thinkmoney/2011summergreen/TrackLink.action?pageName=9&exitLink=http%3A%2F%2Fwww.nfa.futures.org%2FNFA-investor-information%2Fpublication-library%2Fforex.pdf
http://www.thinkmoney-digital.com/thinkmoney/2011summergreen/TrackLink.action?pageName=9&exitLink=http%3A%2F%2Fwww.tdameritrade.com

““““““““““““ ~ ATSOMEPOINT IN YOUR
1 () TRADINGCAREER
e YOUREGOING TO LOSE-
~" LOSEONA TRADE,ONA
STRING OF TRADES, OR
MISSOUT ONARALLY HERE ARE
AFEW TRICKS THAT MAY HELP
YOURISE ABOVE YOUR FEARS,

YOU
MISSED
sRAl.l.Y.
WHAT?
WORDSBY

PHOTOGRAPHBY
RRRRRRRRRRRRR


http://www.thinkmoney-digital.com/thinkmoney/2011summergreen/TrackLink.action?pageName=10&exitLink=http%3A%2F%2Ftdameritrade.com

i

e

4



thinkMoney/12

Overcoming Fear
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IN THE PAST FEW MONTHS, I've seen several articles
describing how young people are shying away from
investments. The scenario goes something like this:
In the summer of 2008, a particular 20-something is
enjoying life, employed, living in her own house, and
investing a little money here and there in addition to a
401 (K). Then the financial world melts down in late
2008 and she loses money on her investments (bad),
loses her job (worse) and loses her house (badder and
worser). Now in 2011, while she may have found a
job, has a place to live, and has a couple bucks to
invest, she shies away from equities because of what
happened a couple years ago. She’s a bit older and
presumably a lot wiser. Who can blame her?

THE
MARKET'S
BABY
DUCKS

This particular article isn’t going to go all Pollyanna on
long-term equity investments as the way to financial
success. The fact is, no one knows what the market will
do in the future. Maybe it will go up over the long term.
Maybe it won’t. But even if you’re not in your 20s, that
fear of uncertainty from what happened in 2008 may
still be there. It reminds me of a story I read about
Richard Dennis, legendary futures trader, talking about
rookie traders. He said that new traders/investors are
like baby ducks. When a baby duck hatches, it thinks
the first thing it sees is its mother. If the first thing it sees
is a battleship, the duckling will follow that battleship
around forever. Traders can be the same way. The first
big market event they experience—whether it’s a mar-
ket crash and a big loss or an unending rally and a big
profit—they think that’s the way the market always
works. And that kind of baby-duck thinking can be
lethal to a trading account or investment portfolio.

If you started investing during 2003 through 2007,
when the S&P 500 rose over 50 %, you might have
thought that markets go up consistently and you didn’t
really have to worry about the downside risk. Then
when the market crashed in 2008, that shock not only
cost you money—it imprinted on you the fear that
another crash might happen at any moment.

Since the market crashed in 2008, the S&P 500 has
risen pretty consistently. At the time of this writing, it’s
basically at the level it was in the summer of 2008. The
market crashed and bounced back. So now, you can
add to the fear of uncertainty the regret of not partici-
pating in the rally, plus the hope that if the market does
drop back down, you’ll step in and buy. But then of
course, the market might keep on crashing. You just
never know.

TRICKS

OF

THE

TRADE

So, how do you get past all this? If you don’t try to get
some return on your money—whether through equity
investments, bonds, or a bank account—that can also
be a recipe for financial woe in the long run. What
you need are some specific approaches to investing
that will help you move forward. I can’t promise
you’ll make money, or that you’ll never be scared.
But you will feel much more in control. Here are a
few ideas.

Risk and Capital Management

Risk and capital management should come first and
foremost, but they’re consistently missing from invest-
ment strategies. Most investors think only about the
potential profits, not the possible losses. But when
those losses do occur, they can be bigger and happen
faster than anticipated. You can read whole books
devoted to risk management, but very simply, it just
means factoring in how much loss a particular position
might incur if the stock or market makes a big move in
the opposite way you think it will. If you think a stock
will go higher, and you put on a long position or a bull-
ish option strategy, what happens if the stock drops
10%? 20%? 30?2 What if it goes to zero? Now, this isn’t
being pessimistic, and it doesn’t mean that you should-
n’t do the trade. It just means you should be prepared
for what might happen in a worst-case scenario. Using
the tools on the thinkorswim from TD Ameritrade desk-
top and mobile apps, you can simulate those types of
price changes and see how big the loss might be on the
position. If you look at the maximum possible loss and
it’s too big for you, you can reduce the size of the posi-
tion (i.e., 100 shares instead of 200) or add some pro-
tection, such as a stop-loss order or a hedge using
options. Or reduce the size and add the protection. The
point is that you’re taking positive steps to help limit
the potential loss of your position, and that’s the heart
of risk management.

Related to that is capital management, which is
making sure that if that worst-case scenario happened
to all your positions, you would still have enough
money left to continue to trade. As a place to start, I'd
suggest making sure that if every stock or option posi-
tion you had experienced its maximum loss, you’d still
only be risking 20% of your total trading or investment
capital. Hey, losses happen to even the sharpest traders.
The difference between them and the newbies is that
professional traders always make sure they have capital
to trade with despite losses. Risking 20% (or less if
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you’re more risk-averse) leaves you with 80% of your
capital to continue trading after a string of losses.

Learn to Hedge Your Investments

Sure, “hedge” has become something of a four-letter
word in public opinion, given the stories we’ve all
heard about hedge funds. But hedging is a key to risk
management, and it just means you employ certain
trading strategies to try to reduce potential losses to a
level that you can handle. Hedges for stocks and even
whole portfolios can be as simple as long puts, or more
complex strategies such as vertical spreads, calendar
spreads, and even futures. The more types of hedging
strategies you understand, the better you can employ
them under different market scenarios and on different
positions. Volatility levels, your time frame, and the
amount of hedge you think you need versus how much
a hedge might cost you will affect the type of strategy
you use. You need to remain flexible—there isn’t one
single hedging strategy that you can use in every sce-

nario. There are different ways to learn about hedges,
including live classes.

Think of it as another form of preparation. The more
you learn, the better prepared you’ll likely be for the
next financial meltdown.

Remain Nimble

What does being nimble have to do with investments
and trading? It means you’re not just a buy-and-hold
investor who is willing to get slugged around by turbu-
lent markets and who is just waiting for his stocks to go
up eventually. Stocks and markets go up, down, and
sideways. You can take advantage of that and get a
potentially better return on your money by using strate-
gies that are designed to be profitable in those rising,
falling, or stagnant markets. For example, if you think
that the market might not move up or down much for a
certain amount of time, plain long stock positions
might not work. A positive time-decay, defined-risk
option position might work out better. If you think that
the market might sell off and that volatility might go
higher, long stocks might not do so well. Instead,
option spread strategies designed to profit if the market
goes lower and volatility goes higher might be a better
choice. Don’t be a one-trick trader. Use the strategy for
what you think a particular stock or the market overall
will do.

THESE SUGGESTIONS ARE ALL RELATED AND HAVE A
couple central themes: prepare and learn. In fact, by
learning, you’re helping yourself become more pre-
pared. That’s going to make you more confident and
smarter about the investment choices you make. Don’t
let a single bad investment experience scare you out of
the market forever. Overcome the fear, and you’re a
step closer to becoming a more confident and pre-
pared trader.

® The information contained in this article is not
intended to be investment advice and is for educa-
tional purposes only. Multi-legged options transactions
such as spreads, straddles, iron condors, and butter-
flies will incur contract fees on each leg of the order,
which may impact any potential return. Ancillary
costs such as commissions, carrying costs, and fees
should be evaluated when considering any advanced
option strategy. Be aware that assignment on short
option strategies could lead to an unwanted long or
short position in the underlying security. Clients must
consider all relevant risk factors, including their own
personal financial situations, before trading. Options
involve risks and are not suitable for all investors. Sup-
porting documentation for any claims, comparison,
statistics, or other technical data will be supplied upon
request.
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Love Notes

Hyperbole and Trading
Pearls From... You.

Photograph by
Fredrik Brodén

e Life affords us many teach-
ers. Often they appear, and we
are unaware of the lesson that
is being taught, gaining wis-
dom of what we think we
already know.

Denny

e An offer on a street corner is
called solicitation, and is illegal.
In the Pit it’s called ... business.
Keri

e Buy the fear, sell the euphoria.
Shauna

e Trading IS: The KNOWLEDGE
to know when odds are in
your favor, having PATIENCE
to wait for that moment, then
having DISCIPLINE to handle
the trade properly when it
goes in your favor and prop-
erly when it goes against you.

David

® 90% of trading is mental.
The rest is all in your head.
Michael

Got a quip? Good, bad,
and ugly, send your
best to thinkmoney@
1dameritrade.com.

e The human mind has an
uncanny ability to find pat-
terns in random phenomena.
Steven

e [ feel like an abandoned
baby in an engulfing diaper
pattern.

Sam

e From the thinkorswim from
TD Ameritrade Chat Rooms
[CLIENT 1]: On every take-off I
plan for an engine failure. I
don’t pick where I'll land—
just the failure.

[CLIENT 2]: The scary thing is
that [Client 1’s] wife used to
fly with him and says the same
thing ;)

¢ Trees that don't bend with
the wind, won’t last the storm.
Maile

® Don’t ask me. [ am on my
fourth college degree—none in
finance.

Jerry

e [ thought I made some pocket
change this a.m. And then [
realized it was on paperMoney®
... that sucks.

Buster

¢ I’'m a liberal conservative
socialist capitalist. Really.
Dave

* [ go by how long Maria [Bar-
tiromo] smiles for her first 30
seconds ... above 25, short,
below 5, long.

Dennis

e [f you stay wrong until
you're right you'll miss a lot of
right and wrong opportunities
and you’ll never really know if
it was right to stay wrong to be
right.

Sandra

L]

The comments above
are excerpts from
emails submitted by
TD Ameritrade clients.
Their views may

not reflect those of

TD Ameritrade.
Testimonials may not
be representative of
the experience of other
customers and are no
guarantee of future
performance or success.
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Ahodgepodge of
stuff we thought you
should know.

Toys for
Traders

Our favorite
new gadgets

Nickel Buy-Back
Why risk leaving
those worthless short
options open when
you can close them
out for free? Depend-
ing on how much
time you have left,
anything can happen
before expiration. You
can now close out
any short option bid
at a nickel or less at
any time—commis-
sion free. We'll make
the decision easy and
you can move onto
your next trade.

CNBC Mobile

If you’re able to
sneak your iPad into
work, not only can
you sneak trades

in real time on

TD Ameritrade
Mobile, our new iPad
app, but you can get
your CNBC fix as
well. The network
now streams live
through your app. So
be sure you have the
latest upgrade...
Shhh...Your boss is
coming!

INDUSTRY SPOTLIGHT

High Frequ
Tradm
for the Little Guy?

by Adam Warner

The answer is:
Maybe. On one
hand, it adds liquid-
ity and tightens
markets. On the
other hand, all
those pennies you
save could turn into
dollars you lose
when the system
goes on tilt like it
did last May.
But in some ways,
it’s not a question
you even need to
bother asking.
Because as the little
guy, you basically
have no say. Sure,
you can voice your
opinions, and per-
haps your opinions
will be heard.
That’s never a bad
idea. Just don’t do it
on trading time.
You’re better served
spending those
hours trying to fig-
ure out how to trade
in a world domi-
nated by high-fre-
quency trading
(HFT) than fretting
about its existence.
If you believe
HFT adds to market
volatility, then trade
accordingly. Buy or
hold puts. Demand
better prices when

uency

shorting options.
Put higher targets
on short-term hold-
ings, and widen
stops. If, on the
other hand, you
believe HFT reduces
market volatility, do
pretty much the
reverse. Tighten
your targets and
your stops. Trade
options as if implied
volatility will stay
heavy, and so on. If
you believe HFT
keeps a permanent
bid under the mar-
ket, then don’t do
much shorting. It’s
all about adapting.
Personally, I
believe HFT has
gone too far. If it
accounts for the
majority of volume,
then we really
spend a lot of time
watching one
machine trade with

To catchuponall
the new toys and
gadgetsin
thinkorswim from
TD Ameritrade, go
to our Release
Notes archives at
tdameritrade.com/
releasenotes.

another for the
tiniest of edges. It
pumps up the vol-
ume and gives the
illusion of activity,
when there’s really
not much meaning
behind it. And we
all got a first-hand
look last May at
what can happen
when there's a
hiccup.

Again, though,
the Algo Machines
are not going away
today or tomorrow
or next week, so the
important thing is to
devise a trading or
investment plan
that acknowledges
their existence. It
compresses volatil-
ity the overwhelm-
ing share of the
time, with the occa-
sional blip of
decompression. So
it’s worth consider-
ing to follow what
the machines do
and trade a little
tighter, for the most

Wi

part—but walk
away when things
look shaky.

L]

The information
contained in this
article is not
intended to be
investment advice
and is for educa-
tional purposes only.
Clients must con-
sider all relevant risk
factors, including
their own personal
financial situations,
before trading.

NOW THAT WE HAVE YOUR ATTENTION, WE NEED TO
MAKE SURE THINKMONEY IS STRIKING ALL THE RIGHT

CHORDS. WE CAN'T GUARANTEE TRADER LOVE, BUT IF
YOU GIVEUS 2 MINUTES TO ANSWER A FEW QUESTIONS,
YOU'LL HAVE OUR UNRELENTING DEVOTION.

Go to tdameritrade.com/tmsurvey
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Ask
The Suit

Alittle Q&A with Nicole
Sherrod, Managing
Director, Trader Group
at TD Ameritrade.

TD Ameritrade has been win-
ning a lot of accolades lately.
What are you most proud of?
We just made it through another
grueling season of "broker score-
card” reviews, where all the major
magazines rank the brokerage
firms in terms of service, technol-
ogy, value, and other factors. Dur-
ing this process, | feel like a bossy,
overbearing beauty pageant
mom whose child is being judged
in front of millions. But not only
did we win #1 online broker from
Kiplinger's, but we were also
named the Best Online Broker for
Options Traders by Barron’s. (See
page 9 for details)

Thanks for the advice last
month to check out
myTrade.* I'm now a junkie.
What other advice do you
have about thinkorswim
from TD Ameritrade?

Our platformis unigue because it
haslife. It has a heartbeat. The
audio feeds are a great example.
Sure, other brokers allow you to
see what the futures markets are
doing, but through our Market-
Cast audio feed, you can hear Ben
Lichtenstein talk to you from the
S&P Futures Pitin Chicago where
his boots are firmly planted. Ben
will give you a heads-up when a
big trader has just entered the pit
it he thinks things could really
start moving. And when | hear
that, I will cancel meetings and
kick people out of my office if
need be so that | can trade. Cuz
that'show Iroll ..

Who do you see as your
number one competitor?
We compete alot to get to the
head of the lunch line each day.
Zeppy who works on the trade
desk in Chicago always seems to
have the edge.

COMING SOON FROM THINKORSWIM FROM TD AMERITRADE!
e Forex global currency map ® Extend candlestick pattern indicators set
with Advanced Analyzer candlesticks ® Indicators from Linda Bradford
Raschke e Range Bars e Full Watchlist control

Pot Shots

KEY:
2 Buy Tickets =
ugv
1 Buy Ticket =
1 Sell Ticket =
2 Sell Tickets = e

Product
Ideas that
Never Made
it to Market

TD Ameritradeis
maniacally
focusedon
bringing to mar-
ket cutting-edge
tools and content
that might help
give our clients
anedge. While
we try to fostera
spiritof "noidea
isabadone;
these got the
porcelain flush.

Bacon Futures

Despite our prefer-
ence for salty
goodness, CME’s
dance card is full.
So pork bellies and
lean hogs will have
todo ... for now.

8
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Gaming Don Kaufman thinkMatch.com
Integration White Noise
Machine

Integrating Angry
Birds or Farmville
into the platform so
thinkorswim from
TD Ameritrade
users never have to
step outside it for
their secondary
obsessions.

So that traders can
drift off to sleep
each night listen-
ing to the soft,
melodic sounds of
our Director of
Institutional Edu-
cation.

A destination
where like-minded
traders can look for
love and the prom-
ise of marital tax
deductions so that
there’s more
money to trade
with.
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Diagonals
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YOUR DIAGONAL
DIAGONALS HAVE LONG BEEN TREATED AS THE
RED-HEADED STEPCHILD OF OPTION SPREADS.

BUT NOT ONLY ARE THEY RELATIVELY
STRAIGHTFORWARD, THEY'RE FLEXIBLE
TOBOOT. PARTICULARLY IF YOU
WANT TO CAPTURE BOTH
TIME AND TREND.
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Diagonals
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HE DIAGONAL SPREAD. UH-OH. Potential
boring alert. Could be another option strategy that’s
used only by floor traders or too hard to understand
and just not very useful for retail traders and investors.
Let me get back to my stocks, thank you.

Now, hold on. Sure, sometimes options can be tough
to figure out—at first. And sometimes trading articles
(even by yours truly) can drill down a little too deep
into the options stuff for a stock investor. But diagonals
really aren’t that tricky to understand once you see how
they’re put together. And as for being useful, diagonals
could be your next step into options trading if you're a
stock investor who’s ever sold a covered call. Why?

Because diagonals are simply made up of a short call
or put option in a near-term expiration at a particular
strike price, and a long call or put in a further expiration
at a different strike. The term “diagonal” comes from
looking at options on a typical quote screen, where the
short option and long option are oriented sort of diago-
nally from each other on the page. But don’t spend too
much time thinking about the name. What’s the whole
point of the diagonal?

DIAGONAL BUILDING BLOCKS
It starts with that short option. The fact that there’s a
short option involved in the diagonal at all might be a
clue that the spread involves positive time decay—
meaning you make money from the passage of time.
And indeed, it does.

An option that’s closer to expiration is going to have
a higher rate of time decay, and if you’re short that
option, as you would be in a diagonal, that’s a good
thing. The problem with naked (read: unhedged) short
options is that they have enormous potential risk if the
underlying stock makes a big move up (if it’s a short
call) or down (if it’s a short put). So, you can buy a long
option as a hedge for the short option. But which one?

Imagine you’re short the June 110 strike on our old
favorite, XYZ. To preserve the positive time decay of the
short option, you could buy an option slightly further
out-of-the-money and in the same expiration to create a
short vertical spread. That further out-of-the-money
option is cheaper than the close-to-the-money short
option. That’s fine, but if your strategy is to short
options that are closer to expiration month after month,
you're going to have to buy that option as a hedge
month after month, too. That creates a lot of transaction
costs, i.e., commissions and contract fees.

As an alternative, you could buy an option at
the same strike price as the short option, but in a
further expiration—say, a September 110—to create

a long calendar spread. That does hedge the short
option, and if you buy an option with an expiration
that’s a few months further out than the expiration of
the short option, you don’t have to keep buying the
hedge. But the further expiration option is more
expensive than the near expiration option. And it’s
susceptible to a drop in implied volatility. Both those
can put a dent in your positive time decay.

However, a third option of putting that long option
hedge at a further out-of-the-money strike price and a
further expiration does a few things.

(1) The further out-of-the-money strike price makes the
long option less expensive, which means you preserve a
bit more of the positive time decay from your short
option.

(2) The further expiration means you don’t have to
keep buying that hedge every time you short a near-

term option. That reduces transaction costs.

(3) You’ve just created a diagonal.

CALL DIAGONAL SPREAD

Profit
""""" BREAKEVEN

Loss

i Short Strike

Stock Price

FIGURE 1: Call Diagonal P/L The shape of this graph will vary
depending on where you place your short and long strikes, but this graph
represents a short at-the-money shorter-term call with a farther out-of-
the-money, longer-term call.

WHAT ABOUT THE STOCK GUY?

That’s fine and good if you’re an option trader looking
to short options. But what about the stock investor?
Well, most stock investors are long stock. Long stock
can use up a lot of capital, and have a lot of risk if the
stock moves lower. Because of that, some stock
investors buy in-the-money call options in a further
expiration instead of buying stock. The calls are less
expensive than the stock, and their risk is limited to the
price of the call. And similar in strategy to shorting an
out-of-the-money call option against a long stock posi-
tion (i.e., a covered call) to create some positive cash
flow, you could instead sell an out-of-the-money call in
a near-term expiration against that long call in the fur-
ther-term expiration. And that, folks, is a diagonal, too.
Just as with a covered call, you can sell the out-of-the-
money options in each new expiration cycle in the diag-
onal to keep that cash flow coming. But rather than
think about selling the option with each new expiration,
think about it as “rolling” that short option from one
expiration to another.


http://www.thinkmoney-digital.com/thinkmoney/2011summergreen/TrackLink.action?pageName=20&exitLink=http%3A%2F%2Ftdameritrade.com

SEE
GLOSSARY
PAGE 42

AS YOU KEEP ROLLING THE SHORT OPTION
FROM ONE EXPIRATION TO THE NEXT,

YOU GENERATE ADDITIONAL CREDITS.
THOSE OFFSET THE COST OF BUYING THE
STOCK (FOR A COVERED CALL) OR THE LONG
OPTIONIN THE FURTHER EXPIRATION

(FOR A DIAGONAL). HENCE, YOU INCREASE
YOUR POTENTIAL FOR PROFIT.

If diagonals aren't
enough, there's plenty
of options trading
fodder with our live
Options Huddle
webcasts. Justlogin
toyouraccount at
tdameritrade.com
and click path
Education>
Webcasts.

L]

MMM MMM...ROLLS

“Rolling” is an important concept in trading, particu-
larly when it comes to calendars and diagonals. The
roll is when you buy to close the near-term short
option and sell to open a further-term option at the

same strike price, while leaving the long option alone.

Because the near-term option is cheaper than the fur-
ther-term option, that transaction generates a credit.
The idea is that as you keep rolling the short option
from one expiration to the next, you generate addi-
tional credits whether it’s done in a covered call or a
diagonal. The additional potential credits offset the
cost of buying the stock (for a covered call) or the
long option in the further expiration (for a diagonal).
Hence, you increase your potential for profit. The big-
ger the credits you get for the rolls, the more you off-
set the cost of the stock or the debit of the long
option. On the flip side, with smaller credits for the
rolls, you don’t offset the cost as much, and your risk
(amount of potential loss) isn’t reduced as much. A
word of caution: Due in part to the uncertainty of the

total credits you can get from the rolls, an adverse
price move in the stock is still a risk to your positions.

With diagonals, you can keep rolling that short
option expiration after expiration until you end up
rolling the short option to the same expiration as the
long option. At that point, you’ve created a vertical.

Back to our XYZ example. This time, you’re long the
90 strike call in December expiration, and you short the
110 strike call in the June expiration to create a diago-
nal. When you roll the June option to July, the July
option to August, and so on until you roll the short
November option to December, you'll still be long the
Dec 90 strike call and now short the Dec 110 strike call,
which creates a long Dec 90/110 call vertical. But the
interesting thing about a diagonal is that you can
choose a different strike to roll the short option to. That
long Dec 90/110 call vertical is a bullish strategy—it
goes up in value when the stock price rises. What if
you think the stock might go down now? You're still
long that Dec 90 call, but let’s say you roll the short 110
call to a short 85 strike call. That creates a short 85/90
call vertical, which is a bearish position. Simply by
rolling the short option to a different strike, you can
change the bullish/bearish posture of the diagonal.
That’s why they’re so flexible in different market envi-
ronments. It’s much harder to do that with a long stock
position.

As an option trader, you might start with a short
June 90 put, and buy a September 85 put as a hedge to
create the diagonal. Rolling the short 90 put from one
expiration to the next may create a bullish bias in the
position. But if you roll the short 90 put to a short 80
put, the short 80 put combined with the long 85 put
creates a bearish bias in the position. Slick.

NOW THAT YOU’VE TAKEN THE DIAGONAL PRIMER,

are you convinced that they’re not quite as bad as you
thought? Hopefully so. And if you decide to trade
them, use the free tools on the thinkorswim from

TD Ameritrade platform to analyze the strategy and
see where it loses money, as well as how to enter the
diagonal order as a single spread.

The information contained in this article is not intended
to be investment advice and is for educational purposes
only. Multi-legged option strategies such as those dis-
cussed in this article will have additional costs due to the
additional strikes traded. Be sure to understand all risks
involved with each strategy, including transaction costs,
before attempting to place any trade. Be aware that
assignment on short option strategies discussed in this
article could lead to unwanted long or short positions on
the underlying security. Clients must consider all rele-
vant risk factors, including their own personal financial
situations, before trading. Options involve risk and are
not suitable for all investors. Supporting documentation
for any claims, comparisons, statistics, or other technical
data will be supplied upon request.
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GREAT MONETARY EXPERIMENT

Since its formal launch on January 1, 1999, when 11
original members called it their currency, the euro has
come a long way. By the time euro notes and coins
entered circulation on January 2, 2002, 12 nations
were on board. Today, member states that have
adopted the euro include Austria, Belgium, Cyprus,
Finland, France, Germany, Greece, Ireland, Italy, Lux-
embourg, Malta, the Netherlands, Portugal, Slovakia,
Slovenia, and Spain.

Back in 1999, confidence was high that the grand
euro experiment would unite Europe as an economic
powerhouse and create a market trade zone to rival
that of the U.S. and its North American Free Trade
Agreement (NAFTA) partners Canada and Mexico.

But from the very beginning, there were problems.
A big part of belonging to the euro clan was the
requirement that nations with very different histories
of fiscal responsibility adhere to the Maastricht
Treaty, which limited annual budget deficits to a max-
imum 3% of GDP.

However, the playing field was anything but level.
For example, French corporate taxes at 34.4% (2009)
are nearly triple the Irish corporate rate of 12.5%, a
factor that helped transform Ireland’s economy into
the Celtic Tiger. You only need to look at the Forbes
Tax Misery Index' to realize how different tax rates are
among euro nations sharing a common currency. Low
interest rates needed to help weaker eurozone
economies created serious inflation in strong
economies like Ireland, and contributed to frothy real
estate prices. This is just one of the many challenges
member nations have faced.

How could such disparate economies be expected
to live by the same set of economic rules in both good
times and bad?

FIRST REAL TEST

The 2007-08 financial crisis revealed just how differ-
ent the fiscal disciplines really were. Even before the
crisis began to unravel, it was evident that the Maas-
tricht Treaty was a failure. Members routinely
exceeded the 3% budget deficit threshold, and the
single currency was a strong incentive to do so.
Financial shortfalls in one nation were shared by all,
while the penalties for breaches were virtually nonex-
istent. Before the 2009 Greek election, the world was
told that the nation’s budget deficit was 6%. It wasn’t
until the new party took power in late 2009 that we
learned that the true deficit was 12.7% as the mod-
ern-day Greek tragedy began to unfold.

If the euro survives, it will be the first case of a sin-
gle currency shared by nations that do not share the
same political system. For this reason, detractors say
it’s doomed to fail. They argue that when nations
with different political parties give up monetary
autonomy, they surrender the ability to adjust cur-
rency values. Without an independent monetary pol-
icy, Greece was unable to devalue its way out of
trouble. Greece’s subsequent bailout—thanks to a
$1 trillion fund set up by the EU and IMP with strong
support from Germany—showed that fiscal irrespon-
sibility was implicitly encouraged. But how long
would German taxpayers be willing to finance such
bailouts?

EURO ACHILLES" HEEL?

Iceland was Europe’s financial crisis coal mine
canary—the first economy to succumb in the wake of
the crisis. Although a member of the European Free
Trade Association (EFTA), it has not adopted the
euro. In the fall of 2008 as economic difficulties wors-
ened, the total liabilities of Iceland’s failed banks
equaled 10 times the nation’s total GDP, according to
Iceland’s Ministry for Foreign Affairs. The Icelandic
government was forced to nationalize three banks in
the wake of the British government’s decision to
freeze the banks’ assets in the UK. In 2009, Iceland’s
budget deficit hit 12% of GDP (which, although high,
was still less than Greece’s budget deficit).

During the first two weeks of October 2008, the
Icelandic krona shot from 94 to 200 kronas to the dol-
lar, which immediately cut Icelandic asset values in
half. It was a painful step, but it helped stem the cri-
sis. Iceland’s economy has recovered, and the krona
was trading around 117 to the dollar in February 2010.
By Q3 2010, Iceland’s GDP was growing at 1.2% com-
pared to a 6.5% contraction in 2009.

Iceland’s recovery provides a classic example of
the advantages of an independent monetary system.
(It is interesting to note that a January 19, 2011, poll
showed that 65.4% of Icelanders were in favor of con-
tinuing negotiations to join the eurozone and make
the euro the official currency.?)
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So is a common currency shared by politically dis-
parate nations workable long-term? Can currency
socialism survive the test of time?

FIVE KEYS TO EURO SURVIVAL

Whether the euro survives is anyone’s guess at this
point. However, if it is to survive, it will first have to
pass five checkpoints. The failure of any one of them
could threaten the status of the euro as “the other”
global reserve currency.

* Eurozone member nations
Portugal, Ireland, Italy, Greece,
and Spain are the most eco-
nomically vulnerable and at
risk of dropping out of the
euro. Staying with the euro has

WATCH caused untold strain on Greece
THE and her population, which has
PIIGS struggled under the terms of

the 1992 Maastricht Treaty
_ amid falling wages and soaring

costs of living. According to

Rogoff and Reinhart in This
Time Is Different,’ Greece has spent more than 50% of
the time between 1800 and 2008 in financial default or
debt rescheduling. But one-time economic poster child
Ireland has also been severely impacted since the
global economy began to unravel. In January, the Irish
Prime Minister offered his resignation. With an Irish
public debt-to-GDP ratio above 94 %, the second high-
est in the eurozone, and a whopping external debt-to-
GDP ratio 0of 983 % (see Figure 1),(more than 10 times
that of the U.S.), Ireland could well be the first real test
of the euro in the post-financial crisis world.

COUNTRY GDP2010 JOBLESS PUBLIC EXTERNAL | ANN.GDPGROWTH
(BILLIONS USD) RATE DEBT/GDP DEBT/GDP RATETOQ4-10

Italy $1,7820 84% 126% 110% 1.09%
Greece $321.70 120% 144% 167% 471%
Ireland $1740 137% 95% 983% -064%

FIGURE 1: The Trouble with PIIGS As these eurozone countries
struggle under that weight of their own debt, staying with the euro con-
tinues to cause considerable strain.

Portugal is next in the firing line, with a public
debt-to-GDP ratio north of 85% and external debt-to-
GDP above 265 %. If bond investors tire of the risk,
Portugal could also suffer a default and be forced out
of club euro.

But with an economy nearly twice as big as
Greece, Ireland, and Portugal combined, Spain poses
a greater risk to the euro. Spanish public debt and
external debt-to-GDP (63 % and 172%) exert consid-
erable strain on its economy. Spanish unemployment
is the highest in the eurozone at 20%. How Spain
responds to the more than 190 billion it is scheduled
to repay this year, which is one-fifth of the total debt,
will be crucial, according to financial journalist
Raphael Minder.* However, with public debt and
external debt-to-GDP of 126% and 110%, respec-
tively, and an economy larger than Spain’s, Italy also
poses significant potential systemic risk to the euro.

* A recovery would go a long
way toward mending the euro
crisis. According to Trading
Economics.com, economic
growth in the euro area
between 1995 and 2010 aver-

TRACK aged 0.41% per quarter, which
ECONOMIC translates to 1.64 % annualized
GROWTH growth (see Figure 2). A sus-

tained recovery would take
_ much pressure off ailing

economies, reduce unemploy-

ment, and help ease budget
deficits. Conversely, a double dip would be bad news
for both euro member states and the euro.

EURO AREA GDP GROWTH RATE
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FIGURE 2: GDP growth for the eurozone through the financial crisis.
Source: TradingEconomics.com

* So far, the euro has survived
thanks to intervention from the
European Central Bank, IMF,
and EU backed by political sup-
port from stronger eurozone
members. Without continued

DEBT financial aid and cooperation
COOPERATION by its members, it’s a slippery
IS ESSENTIAL  slope for the euro. If this sup-

port shows signs of weakening,
the chances of the euro surviv-
ing diminish.
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The difference in spreads
between different eurozone
bond issues tells much about
the willingness of bond
. investors to finance the weaker
eurozone members. As Figure 3

MONITOR shows, the spread between Ger-
EURO BOND man and eurozone bond rates
RATES hit an all-time high in early

2011. For example, the differ-
_ ence between Greek and Ger-

man 10-year bonds remained at
nearly 800 basis points in early
February 2011, and the spread between Irish and Ger-
man bonds hovered above 500 basis points. A sus-
tained drop in the spreads between German and PIIGS
bond rates would be positive for the euro.
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FIGURE 3: Basis-point (BP) spread between German (Bund) and EMU
Member bonds showing the spread hitting a record 1,000 BP in January.
This reflects the financial stress in bond markets. Chart courtesy of
Knight Capital.

As you can see in the chart in
Figure 4, once the eurozone's
coins and notes went into cir-
culation in 2002, with the
. exception of 2005-2006, the
euro rose steadily against the
CHART US dollar until the collapse of
THE world's capital markets in
EURO 2008. Traders operate on the
assumption that asset prices are
_ aleading indicator of perform-
ance, since the fundamentals
often lag price action. For
example, more than a month before the world learned
that the Greek budget deficit was more than double the
official number, the euro began to fall. A rising
EUR/USD confirms strength in the euro economy. Any
sustained drops in the euro would be bearish for its
recovery.
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FIGURE 4: Charting the euro against the US dollar (EUR/USD) could
help to provide clues as to the strength of the currency’s future. Just
prior to the rest of the world learning of the Greek budget debacle, the
euro started to fall,

WHAT'S THE TRADE?

Now this may all seem a bit complicated if you don’t
have a Ph.D. in economics. But when trying to
answer the “What does it mean for me as a trader?”
question, keep it simple. This article isn’t intended to
make predictions about bulls or bears. If all these
things came to be or you believe in the warning sig-
nals, it’s not about what stocks or companies you
should be looking to go long or short. And it may not
even be about global stock markets, either. In my
opinion, the results of a euro failure will ultimately
manifest in the bond markets. Put simply, it will most
likely be a bond trade. Which bonds remains to be
seen, but by paying attention to the warning signs
listed here, you could be well ahead of the curve.

L]

The commentary and opinions expressed are solely
those of the author, and do not reflect those of

TD Ameritrade. The information contained in this arti-
cle is not intended to be investment advice. Clients
must consider all relevant risk factors, including their
own personal financial situations, before trading.
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Trading is all about
spotting opportunities.

The right tools make
them easier to spot.

When opportunity knocks, active traders need to be educated traders.
That's why over 500,000 of them have turned to Investools® from
TD Ameritrade Holding Corp. Our advanced toolsinclude up-to-the-minute
data on thousands of stocks, options and currencies — information
that until recently was only available to industry professionals. What's
more, traders can create customizable charts, obtain in-depth technical
analysis and even hone their skills by practicing complex trades with
paperMoney® You're serious about mastering the markets. We're just
as serious about teaching you how to make it happen. To learn more,
call 800.393.5123 or visit www.investools.com.

TD AMERITRADE CLIENTS: CALL 800.393.5123
TO GET UP TO 30% OFF YOUR INVESTOOLS EDUCATION*

Investools

from Ameritrade
Holding Corp.

*To be eligible for this discount, individuals must open or have a TD Ameritrade account with a minimum balance of $5,000. The discount is applicable only on future Investools education purchases.
© 2011 TD Ameritrade IP Company, Inc. All rights reserved. Terms of use apply. Reproduction, adaptation, distribution, public display, exhibition for profit, or storage in any electronic storage media in
whole or in part is prohibited under penalty of law.

Neither Investools®, Inc. nor any of its officers, employees, representatives, agents or independent contractors are, in such capacities, licensed financial advisers, registered investment
advisers or registered broker-dealers. Investools, Inc. does not provide investment or financial advice or make investment recommendations, nor is it in the business of transacting trades,
nor does it direct client commodity accounts or give commodity trading advice tailored to any particular client’s situation. Nothing contained in this communication constitutes a solicitation,
recommendation, promotion, endorsement or offer by Investools, Inc. of any particular security, transaction or investment. Trading securities can involve high risk and the loss of any funds
invested. Investment information provided may not be appropriate for all investors, and is provided without respect to individual investor financial sophistication, financial situation, investing
time horizon, or risk tolerance.

The risk of loss in trading securities, options, futures and forex can be substantial. Customers must consider all relevant risk factors, including their own personal financial situation, before trading.
Options involve risk and are not suitable for all investors. See the Options Disclosure Document: Characteristics and Risks of Standardized Options.Trading foreign exchange on margin carries a
high level of risk as well as its own unique risk factors. Please read the following risk disclosure before considering the trading of this product: Forex Risk Disclosure. Futures and forex accounts
are not protected by the Securities Investor Protection Corporation (SIPC).

The paperMoney® software application is for educational purposes only. Successful virtual trading during one time period does not guarantee successful investing of actual funds during a later time
period — market conditions change constantly.

Investools, Inc. and TD Ameritrade, Inc. (member FINRA | SIPC | NFA) are separate but affiliated companies that are not responsible for each other’s services or policies.


http://www.thinkmoney-digital.com/thinkmoney/2011summergreen/TrackLink.action?pageName=27&exitLink=http%3A%2F%2Fwww.investools.com

thinkMoney/12

e

Trading Tools

tdameritrade.com

M3J 3HLHLIM NI ‘@10 3HL HLIM LNO

Managing Director,
Trader Groupat

TDAmeritrade
FREDRIKBRODEN

AREVIEWBY
PHOTOGRAPHBY

NICOLE
SHERROD

SSINFHNINFIS
AVIN SINIO 1Y d
Y3H10:d3NYYM 39
ONIMYI 3O

S13MIVYIA IHL NIHM SINOI
4NOATI3NO 1IM
1231IHIYY 3avyL H1IM
DNIQYY L d3SYg-g3m
INH041Y1d INdINIS INO
NO T NOLLYLN3INF A
ANV SISAIVNY
HOYY3S3Y3AvL
4NOA3INIGNOD OL
INLYNEILY $3IHIONY
J33INNOAJ


http://www.thinkmoney-digital.com/thinkmoney/2011summergreen/TrackLink.action?pageName=28&exitLink=http%3A%2F%2Ftdameritrade.com




thinkMoney/12

Trading Tools

tdameritrade.com

[f you're ready,

give Trade Architect a
whirl. We can't promise
it will change your
social status,

butit certainly couldn't
hurt your image. Login
to youraccount at
tdameritrade.comand
click the "Launch Trade
Architect”link at the
top of the page.
There's no download
necessary.Just start
tinkering.

FIGURE 1: Trade
Architect. Aweb-
based trading platform
built for “therest of us
Sneakin live CNBC
commentary at work,
get a top-down view
of the market with
Heat Maps (red box), or
just simply trade with-
out the hassles. What
can'titdo? Cook your
lunch.

“I’'m proud of what I created.
Why wouldn’t I be? I exposed people to
magic. I exposed them to something
they otherwise would not see in
their boring normal lives. I gave that
to them.” —cHARLIE SHEEN

‘_
—

I’'m with you, Charlie. I am right there with you. Now,
contextually, I realize that Sheen was referring to
exposing multiple female “actresses” to substances
that make you see things like flying unicorns, but I can
still appreciate the sentiment. As builders of trading
technology, my team delights in rolling out new tools
that help our clients pursue their investment goals. For
years now, we’ve heard from traders and investors that
the thinkorswim from TD Ameritrade trading platform
is widely regarded as one of the most sophisticated
trading platforms on the market. Translation: It’s not
for everyone. For some, it’s a little too complex. A little
too sensational. A little too awesome. No problem.

A SWEET ALTERNATIVE: Trade Architect
If thinkorswim from TD Ameritrade is too intense for
you, take a look at Trade Architect. It runs on 100 %
Tiger Blood. Okay, not really. But it does run on a
Mac. It’s also fast, and it’s Web-based, so there’s
nothing to install. This is perfect for our beloved
clients who aren’t able to download the thinkorswim
platform because their corporate overlords don’t
allow desktop installations due to “firewall issues.”
Um, it’s not a firewall issue, people. They just don’t
want you trading at work because when you trade at

) Amesinmnis Timin detuinn

i GGTE DETAIL

Lant upsnin: (4287

work, well, you generally aren’t working. Plus, your
corporate overlords probably fear that you might
make more money trading than working. And then
you won’t need them. Why, you might say they fear
that our new trading platform will allow you to rise
up and revolt. In which case, Viva la Trade Architect!

Okay, let’s cut to the chase. Here are five reasons
you might want to check out Trade Architect.

TWO LETTERS: EZ

This platform is simple and easy to use. Seri-
ously, it really is. It’s designed for the
investor who is aspiring to take his or her
game up a few notches, but also for the vet-
eran trader looking for a great web-based
trading platform. With a slick design and customiz-
able components, you can easily build layouts that
can help you see the markets in ways you may never
have—streaming in real time. We put considerable
time into the design and aesthetics of the platform.
Because let’s face it, I spend more time looking at my
trading platform than looking at my husband. I
deserve a good-looking platform. But judge for your-
self (Figure 1).

TOP DOWN

The beauty of Trade Architect is that it
provides so much visibility around the
broad markets. It offers visual context so
that you can better understand how the
market is behaving, which helps you
form an opinion. Instead of showing a table of data
representing the broad markets or individual sectors,
we integrated a little piece of magic we like to call heat
maps (Figure 1, red box). Heat maps help you to
understand at a glance what is going on in the broad
market and allow you to pinpoint sectors of potential
strength or opportunity.
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Need help getting
going? A great place to
startis the integrated
education centerin the
upper right-hand
corner of the Trade
Architect platform. Just
click the Help button,
then "Quick Start”

DECISION SUPPORT

Active traders tend to be highly confident

individuals. They pull the trigger with

conviction. They scoff at the notion of

“analyst opinions” because they believe

that they know more than your typical
Wall Street analyst. But this platform is built more for
the investor. We have found that investors are looking
for validation before they place a trade. We’ve inte-
grated both earnings information and third-party ana-
lyst recommendations in a visual format. So instead of
having to read a detailed report, you can look at a trend
of recommendations.

Suppose I see that company XYZ has increased in
terms of the number of analysts covering it and that
there is also a near-term increase in the buy rankings. I
might view that as positive reinforcement to a long
trade. Many of our clients are fancy business people.
They run their business and make decisions based on
charts. Our platform functionality is designed to mimic
other effective ways that we make decisions.

STRATEGY

Options represent over 25 % of our total
retail trades per day. So, in case you were
wondering, more TD Ameritrade clients
are trading options than mutual funds
and fixed income combined. Today,
options are a mainstream product, but we still hear
from clients that they struggle to understand them. If
you aspire to become an options trader, there are two
things you ought to consider doing:

1) Check out the option features in Trade Architect.
We break out all of the strategies based on what they
seek to accomplish (bullish, bearish, neutral, or strong
move). When you select a strategy, it highlights the
areas of potential profitability on the price chart so that
you know where the stock has to go in order for you to
make money on the trade—a very simple but also an
extremely valuable concept.

2) If you're still confused, consider taking an intro-
ductory course on options from Investools, our
investor education affiliate. And I don’t just say that
because the smart, handsome gentleman who runs the
business sends me a bottle of wine whenever I plug
them. (Ahem, Ted—Cakebread Cab, please.) Investools
presents options in a way that is easy to understand.

WE DESIGNED AN ORDER
ENTRY EXPERIENCE THAT IS
UICKAND SIMPLE. TRADERS
LACE TRADES TOMAKE
MONEY, AND YOU CANREST
EASY KNOWING WE AREN'T
GOING TOMAKE YOU WAIT,

FIGURE 2 & 3: Strategy Analyzer. From the Quote tab, click on Strategy
Chainin the center screen. Choose a strategy and click on the trade you're
interested in. For chart nerds, view a P&L of the position (top). For everyone
else, the stock chart (bottom) displays the Target Zone (green and yellow
shade), where the trade makes a profit.

QUICK CHECK-OUT

There’s nothing I hate more than stand-

ing in line when it’s time to check out. If I

want to give my money to a company,

they shouldn’t make me wait. Figuring I

wasn’t the only one, we designed an
order entry experience that is quick and simple.
Traders place trades to make money, and you can rest
easy knowing we aren’t going to make you wait.

I WOULD BE REMISS IF I DIDN’T CONCLUDE BY
emphasizing that this platform has not yet achieved
the level of maturation that we’re seeking. But what
trading platform really has? After all, like our sister
trading platform, thinkorswim from TD Ameritrade, it’s
wonderful, but we’ll be constantly improving it with
new tools and surprises based on client feedback (that
means you). We’ll also be making monthly enhance-
ments such as integrated fundamentals, alerts, paper
trading, research, and more.

L]

Market volatility and system availability may delay
account access and trade executions. Options involve
risk and are not suitable for all investors. Investools,
Inc. does not provide financial advice and is not in the
business of transacting trades. Investools, Inc. and
TD Ameritrade, Inc. are separate but affiliated
companies that are not responsible for each other’s
services or policies.
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Ask the
Trader Guy

Saving traders, one
questionata time.

Photograph by
Fredrik Brodén

Q: Trader Guy!
What’s with all the
new exchanges?
BATS? BOX? Can I
start one myself?

A: In the past few
years, we’ve seen
some new stock and
option exchanges
start up, particularly
the Boston Options
Exchange (BOX)
and the BATS Global
Markets, and you
may be wondering
what that means to
you. For starters,
creating an
exchange isn’t
something you can
do yourself like, say,
creating your own
Facebook page.
There are a lot more
moving parts. But
they can mean
something of utmost
importance to the
retail trader and
investor—tighter
bid/ask spreads.
Exchanges are like
any other business.
They respond to
competition by
making their prod-
ucts better and/or

less expensive. The
product of
exchanges is, well,
transactions in
stocks, options and
futures, and the
bid/ask spread is
how that product is
displayed to the
world. Because the
exchanges want
your transactions to
take place with
them, they’ll try to
make their bid/ask
spreads narrower,
which reduces your
execution costs.
The new exchanges
are growing in terms
of the value of the
transactions taking
place on them, and
that means competi-
tion for places like
the NYSE, NASDAQ,
and CBOE. You can
try to use that com-
petition to your
advantage by work-
ing limit orders in
between those
tighter markets.

Q:Trader Guy!
Help! My mother is
out-trading me,
and she takes every
chance torub itin.
What should I do?
A: OK, it’s generally
bad form to dis your
Mom. Even death
row inmates sport
“Mom” tattoos.
While you can pour
your beer over your
buddy’s head when
he or she starts

bragging about a
string of winners,
it’s not something
you do to your
mother unless you
want to appear on
Jerry Springer. And
that just ain’t you.
But if your mother’s
being a real jerk
about her trading
skills vis-a-vis your
disappointing per-
formance (again!),
you may want to try
to stick it to her
without ending up
on the most wanted
list. Uninstall the
thinkorswim by

TD Ameritrade
trading platform
from her computer.
When she tries to
log in the next

morning, her ensu-
ing shrieks will
make up for years of
abuse. Reinstalla-
tion is quick, and
the damage won’t
be permanent. You
can mumble some-
thing about cor-
rupted jar files and
operating systems
while you quietly
log in on your iPad.
Strike a blow for
adult children
worldwide.

Q: Trader Guy! My
husband spends all
my trading profits
on organic foods,
but they don’t taste
any better to me.
Please, Trader Guy,
save my marriage.
A: You know, I won-
der how many times
marriage counselors
hear, “For crying out

loud, a tomatois a
tomato!” Food is
one of our last great
taboos. You can
insult my intelli-
gence, my heritage,
my various beliefs.
But if you insult
what I'm eating for
lunch, WHAM!
POW!! That’s it,
baby! Making
money trading is
hard. Perhaps your
spouse does not
understand that
fully, and is content
to squander your
earnings on higher-
priced produce and
meats that rot and
go rancid faster.
This must stop.
Start by diverting
your profits into
secret accounts that
only you can access.
Eat a Twinkie and
proceed to crush a
can of fully caf-
feinated soda in
front of him to dis-
play your health and

vigor. Maybe gulp
Slim Jims whole.
This twin-pronged
attack from financial
and physical angles
has the greatest
chance, I feel, of
convincing him that
this organic stuff is
just a fad. And that
really smart people
create vats of chemi-
cal additives to help
us live better lives
through creamy fill-
ings with decades of
shelf life.

The information
contained in this
article is not
intended to be
investment advice
and is for educa-
tional purposes only.
Be sure to under-
stand all risks
involved with each
strategy, including
COMMISSION COsts,
before attempting to
place any trade.
Clients must con-
sider all relevant risk
factors, including
their own personal
financial situations,
before trading.
Options involve risk
and are not suitable
for all investors. Sup-
porting documenta-
tion for any claims,
comparisons, statis-
tics, or other techni-
cal data will be
supplied upon
request.
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Capiche?

Lessons froma
veteran floor trader.

The long
Call Blues

Theriskinyourlong callisn't
always what you pay.

 I've been trading so long, I can’t exactly
remember when I learned the basics about
options. You know, what a call is. What a
put is. Max profit potential, max possible
loss. Exercise and assignment. Like every-
body else, I started with the simplest stuff
and worked up, and I went a long way with
the basics. But one expiration taught me a
little lesson that I won’t forget.

One of the first things you learn is that a
long call has a maximum risk equal to the
debit you pay for it. If I buy a call for 1
point, which is $100 cash, and the stock
goes down so that the option is out-of-the-
money at expiration, I'll lose $100 plus any
commissions I paid. No more, no less.
You’ve heard me going on and on about
managing risk, knowing the max risk of a
trade, don’t take too much risk, yada yada
yada. You’d think that if you buy a call, you
could then forget about it because you have
the risk under control. What could happen?

RUDE AWAKENINGS

I'll tell you what can happen. I was an index
option trader, and didn’t do too much with
individual stock options. But once in a

Words by Tony Battista
Photograph by Fredrik Brodén

while I’d take a shot on something. I bought
a call on a stock I thought was going up. I
think it cost me half a point. I kept tabs on
it, but my main focus was on my index
option trading. I'd see the stock rally and
come back down, rally and come back
down. Expiration was approaching. The
option was getting cheaper and cheaper,
and I didn’t think it would do much. To be
honest, I kind of forgot about it. Hey, my
maximum possible loss was $50.

But when I wasn’t watching, the stock
closed above the exercise price of the call on
expiration Friday. My call was in-the-money
by $0.20 or so. Now you might think that
was a good thing, and I suppose it could be,
because theoretically that call was worth
$0.20 and not 0, so my loss was smaller. But
my long call was automatically exercised
because it was in-the-money at expiration,
and I got long stock in my account. On
Monday morning, I noticed the long stock
(remember, I had kind of forgotten about
my long call). So, I checked the price of the
stock and ... C$@p! It’s down $2!

I'sold the stock that day and figured out
my loss after the close. I had bought the call
for $0.50; the call was exercised and I
bought the stock at the strike price, and
then I sold that stock at $1.70 below the
strike price. I lost $0.50 on the call and
$1.70 on the stock, for a total of $220—way

more than the max loss on
the call!

You see, back when
there was a lot more man-
ual stuff going on to han-
dle expiration, long
options weren’t automati-
cally exercised unless they
were $0.50 in-the-money.
But as systems improved,
that number dropped to
$0.25, then $0.05, and
then $0.01. So today if you
have a stock-settled option
and it’s $0.01 or more in-
the-money, it’s going to be
automatically exercised*
unless you call your bro-
ker. If not, you’re going to
have a stock position. And
that stock’s next move can potentially cre-
ate larger losses than you might have had
with just the long call.

The solution: monitor all your positions
at expiration. If you have long or short
options that are in- or at-the-money, just
close them out. If I had been paying atten-
tion, I might have been able to avoid the
extra risk.

[ ]

TD Ameritrade, Inc. does not solicit or rec-
ommend any form of trading in any specific
securities. Please do careful, independent
research before investing any money as well
as weigh the possible consequences on your
particular financial situation before doing
so. The risk of loss may be substantial.
Options involve risks and are not suitable
for all investors.

*TD Ameritrade may take action to close
out any position that your account cannot
support at any time on the last trading day
for options contracts. Such action could
result in a sellout fee in addition to the
applicable commission charges.
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Markets Move.
GetOverlt

Just the thought of alittle volatility can
send a timid trader running for the hills, But
without volatility, there are no trading
. opportunities. So torevere it rather than fear
it—you needjust need to “get it’

WORDS BY THOMAS PRESTON

FOCUS:

Volatility
) T age
LSMEL WY o IMES THE MARKET MOVES ALITTLE

Sometimes the market moves a lot. Why? It might be political
unrest in the Middle East. It might be earnings season. It might be
the release of economic data. Or the talking heads on TV may have
found some story that they can tie to today’s up, down, or stagnant market. ... Yawn.
Volatility—the measure of the magnitude in the changes of the price of a stock or
index—happens. It might seem high, or it might seem low. But no matter what volatility has
done, will do, or is doing right now, traders keep on trading. What traders don’t do is
scratch their heads trying to figure out the cause, and then wait ... wait ... wait for the per-
fect volatility scenario to come. Why not? Because it doesn’t exist.
Imagine you’re shooting an arrow at a target, and it’s windy. The wind is going to push
that arrow a little bit to the left or right depending on which direction it’s blowing. But you
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Ready tojumpinto
forex¢ For moreinfo,
go to tdameritrade
.com/trade/forex
html. If youare new
to futures trading,
we encourage you to
read "An Introduction
to Futures and
Options” from the
CME.

don’t pack up and go home. You aim the arrow a little
bit left or right to account for that wind so that, hope-
fully, the arrow hits the bull’s-eye. Trading in the pres-
ence of volatility means you may need to adjust your

trading strategy a bit. You don’t quit trading.

But maybe you find some of the volatility talk con-
fusing. That’s completely understandable. No one
springs from the womb a full-blown trader or nimble
investor. There’s a learning curve. And when the les-
sons get to volatility, that curve can steepen a bit. The
goal of this article is to flatten the curve, get you
smarter, and make you more confident in dealing with
the inevitable and rarely dull prevailing wind in the
trading atmosphere: volatility.

VOL JARGON

Since we’re not going to be able to avoid the big words,
first, here are some terms you’re likely to hear in volatil-
ity discussions at your next cocktail party. (Hey, a trader
can dream, can’t he?)

Implied Volatility

In my opinion, implied volatility is best learned from
back to front. The theoretical value of an option is deter-
mined using a theoretical pricing model (Black-Scholes,
Bjerksund-Stensland, etc.) that requires certain inputs.
In particular, the pricing models usually require a cur-
rent stock price, the strike price of the option, whether

it’s a call or a put, the time to expiration, the cost of car-
rying the stock until expiration, and some volatility
number. All the parameters are known (or should be
known) except for volatility. So, you plug a volatility
number along with the other parameters into a pricing
model, and you get a theoretical option price. As you
change the volatility input and you keep the other
inputs the same, the theoretical option price changes up
or down. Now, if you can see the current market price
of the option (the average of the current bid and ask, for
instance), and you change the volatility input up or
down so that the theoretical price is equal to the market
price of the option, then you’ve discovered the option’s
implied volatility.

The implied volatility of an option is tied directly to
the price of the option, specifically, its extrinsic value
(time premium). Implied volatility is available only for
options. Stocks don’t have implied volatility. Neither do
futures. Implied volatility is based solely on current
data; it’s not backward looking at all. And traders use it
to estimate of the potential volatility of the underlying
stock or index in the future. How far in the future? Well,
an option is only interested in the underlying stock until
expiration. Looking at the implied volatility of options
from one expiration to the next, you may see that the
implied volatility of an at-the-money option is much
higher in a near-term expiration than in a further-term
expiration when there is news, like an earnings or news
announcement, that is creating short-term uncertainty.
When the news comes out, the stock might have a lot of
large price changes in the short term, but then settle
down once the news has been digested over the long
term. The implied volatility of the options in different
expirations can reflect that. That’s why I like to think of
that volatility wind filling up an option’s extrinsic value
like a balloon. When there’s lots of uncertainty, the
wind picks up and the balloon gets bigger, just like
extrinsic value. But when the uncertainty dies down, so
does the wind, and the balloon deflates, just like extrin-
sic value.

Don’t be misled by far out-of-the-money options
with really high implied vols. Do they indicate the pos-
sibility of really huge short-term price changes in the
stock? Not necessarily. While a stock or an index can
have very large percentage changes in price in a short
amount of time, the reason those out-of-the-money
options have such large implied vols has more to do
with their small prices and low vega, which describes
an option’s sensitivity to changes in volatility. All other
things being equal, the less time to expiration, the lower
an option’s extrinsic value. When there are only a few
days left until expiration, and the options are so far out-
of-the-money that they might be 0.00 bid and 0.01 ask,
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to have any value at all requires a very high implied
volatility, because the vega of those options is very low.

Historical Volatility

Historical volatility is based on the stock or index price
over some period of time in the past. It looks at the per-
centage change in the stock price from one period to the
next, whether that period is one year, one day, or one
minute. Historical volatility is the standard deviation of
those percentage changes, and it indicates the magni-
tude of the percentage price changes in the past. The
trick with historical volatility is the amount of past data
you use in the calculation. For exam-
ple, if you use the past 30 days of price
data to calculate the historical volatility
of a stock, you’ll likely get a different
number than if you used the past 60
days of price data. Because knowing
what happened to a stock yesterday
isn’t nearly as important to a trade’s
profit or loss as what happens to the
stock tomorrow, the value of historical
volatility is limited by its complete
reliance on past data. As they say, past
performance is not indicative of future
performance. And that’s especially
true for the market. But historical
volatility can be interesting for com-
paring the performance of two stocks.
For example, if two stocks A and B
both rose 10% in the past year, but B
had a much higher historical volatility, that indicates
that you would have had a much wilder ride if you held
stock B in your portfolio, and perhaps it contributed to
more of the swings in profit and loss you had over the
past year if you did hold it.

Skew

Ever notice how the implied volatility for options is dif-
ferent from one strike to the next? That’s called skew,
and it exists because our models can’t quite figure out
how to make the theoretical value of all the options
equal to their current market value with one single
volatility input. If there’s a lot of uncertainty about what
might happen and the market is fearful of a big percent-
age change, the out-of-the-money options start getting
“bid up.” That’s where buyers start buying more and
market makers raise their prices in response to the
increased demand. Those buyers might be hedgers pro-
tecting a large position against a big move, or specula-
tors hoping that the next crash is about to happen. The
effect on the volatility of the options is the same. What
you see in U.S. equity markets is that the implied
volatilities are generally higher the more out-of-the-
money the strike is. The implied volatility skew looks
like a wide “U” or “V” shape, sometimes tilted in one
direction or the other.

Historical vs. Implied
One of the main things people want to see is where
implied volatility is in relation to historical volatility.
One may be higher than the other, but some traders
believe that over time, historical and implied volatilities
will move toward each other so their levels are pretty
close. I'm not going to judge whether that’s true or not,
but you can see that relationship graphically on the
thinkorswim from TD Ameritrade platform.

You can see the two volatilities overlaid on each
other on the Charts tab; the studies you’ll want to add
are “ImpVolatility” and “HistoricalVolatility.” But

FIGURE 1: SPX options’ higher implied volatility relative to the index’s historical volatility
might help traders determine that option premiums are higher than normal.

there’s a secret to getting them scaled properly to each
other: three lines of thinkScript code. Don’t worry, you
don’t need to be a programmer. From the top right of
any chart, select STUDIES > EDIT STUD-

IES > STRATEGIES, and look for the “NEW” button in
the lower left-hand corner. Type the following code into
the NEW SCRIPT box, hit the OK button, and then
APPLY:

declare lower;
plot data = imp_volatility();
plot data2 = historicalvolatility();

The default number of days in the historical volatil-
ity calculation is 20. To change that in the code to, say,
40, use this:

plot data2 = historicalvolatility
(shortlength = 40);

The “ImpVolatility” study is the Vol Index for the
options on a particular stock. It weights the out-of-the-
money options for the front two expirations into an
overall implied volatility.

VOL FOR STRATEGY SELECTION

You’re ready to trade and hit the bull’s-eye, but the
volatility wind is blowing. How do you account for that
with your strategies? It doesn’t have to be complicated
when you understand how volatility affects the prices
of options and spreads. All other things being equal,
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higher volatility means the extrinsic
value of options is higher. Conversely,
lower volatility means the extrinsic
value of options is lower. Also, the
more time to expiration the option has,
the more sensitive it is to changes in
volatility. Specifically, strategies that
involve shorting options (like covered
calls) or shorting spreads (like
verticals or iron condors) generate
smaller credits when volatility is lower.
Because the credit comprises the
potential profit of those trades, the
lower volatility makes the max risk
higher and the potential profit lower,
given the same strike prices and days
to expiration. On the other hand,
strategies like calendar spreads can
have lower debits when volatility is
low. That decreases their maximum
risk. A trader may bias her trades
toward doing more calendar spreads,
say, and fewer short verticals when
volatility is lower. When volatility is
higher, she may put on fewer calendar
spreads and more short verticals.

VOL FOR POSITION SIZING

From a risk management perspective,
an option trader or stock investor may
adjust his position size depending on
volatility. When volatility is high and
there’s lots of uncertainty spooking the
market, reducing the size of your posi-
tions can be prudent. Now, here’s a
trick question: When volatility is
lower, do you increase your position
size? Not necessarily. Generally, you
should have some maximum amount
of risk in mind that you’re not willing
to go beyond. No matter how low
volatility gets, you should not exceed
that number. So, if you’ve reduced
your positions from that max risk
amount when volatility is high, you
might want to increase your positions
closer to the max amount when
volatility drops.

How To “See”
Volatility

\/ol doesn't have tolive in the abstract when you have tools
that give you a bird's eye view

For more information
on forex trading with

TD Ameritrade, go to

tdameritrade.com/
trade/forex.html.

FIGURE 1: The Analyze page in thinkorswim from TD Ameritrade gives you a price range
for a stock based on probabilities across any date over the life of an option position.

e In and of them-
selves, volatility num-
bers may not mean
much. Traders need to
estimate how much the market expects a
stock to move given some level of volatil-
ity. Volatility numbers on the platform are
annualized, which means that they esti-
mate how much the stock might move up
and down between the current date and
one year forward. If you see a volatility
number of 25%, for example, it indicates
that the stock price might be between
down 25% and up 25% in one year. In
geek-speak, that range is one standard
deviation wide, and theoretically covers
68% of the possible stock price changes. If
you don’t want to see one year’s move, but
a shorter time frame like one month or one
week, the Analyze tab on the thinkorswim
from TD Ameritrade platform has a couple
tools that let you do that quickly.

Bird’s Eye View

The profit/loss graph on the Analyze page
shows a light blue box in the middle, nearly
centered on the current stock price. By
default, it shows the range from one stan-
dard deviation down to one standard devia-
tion up (covering that theoretical 68 % of
possible price changes) in the stock price
between the current date and the future
date that’s in the “prob date” (short for
“probability date”) field in the upper right-
hand corner. You can move the cursor over
the edges of the blue box to see the stock
prices encompassing that range on the x-
axis of the graph.

Custom Ranges

One of the strengths of the Analyze page is
that it lets you tailor some of the inputs to
see different likely ranges. For example, by
default, the probability date is the front-
month expiration date of the options on
that stock or index symbol. You can edit
that probability date to be, say, one week
ahead of the current date to see what the
probable range is over the next week. And
if you want to see an even wider possible
range, you can change the “prob range”
field (short for “probability range”) to
95% in the upper right-hand corner to see
what the stock price might do from down
two standard deviations to up two stan-
dard deviations, or to 99 % to see
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up/down three standard deviations. Hav-
ing an idea of the possible range of the
stock price may help you decide where to
place a protective stop order on a long
stock position, for example, or check to
see whether the price points that you
determined from technical or fundamen-
tal analysis are in line with what the mar-
ket’s thinking.

A Picture of Skew

Another handy tool on the platform is the
Widget 360 feature on the Tools tab,
which can be configured to display
implied volatility skews. First, you select
the data that the Widget 360 displays at
the bottom of the screen from the two
drop-down menus. Select “Imp Vol” to
see the implied volatility skews. In the
upper right-hand corner, you’ll find ways
to filter the data. The “View” menu lets
you see the implied vols for calls, puts,
out-of-the-money options, or an average
of the call and put implieds. Then you
can focus the data using the “Series” and
“Strikes” drop-down menus. The Widget
360 displays the curves of the implied
volatility skews to let you see the differ-
ent shapes of the skews in different expi-
rations, as well as how much overall one
expiration’s implied volatility is higher or
lower than another’s.

The information contained in this article
is not intended to be investment advice
and is for educational purposes only.
Multi-legged options transactions such as
spreads, straddles, iron condors, and but-
terflies will incur contract fees on each leg
of the order, which may impact any poten-
tial return. Ancillary costs such as com-
missions, carrying costs, and fees should
be evaluated when considering any
advanced option strategy. Be aware that
assignment on short option strategies
could lead to an unwanted long or short
position in the underlying security. Clients
must consider all relevant risk factors,
including their own personal financial sit-
uations, before trading. Options involve
risks and are not suitable for all investors.
Supporting documentation for any claims,
comparison, statistics, or other technical
data will be supplied upon request.

Q: Q: What is the
Vol Index?

A: The Vol Index
that you see as
menu choices in the
Market Watch and
Scan tabs, as well
as the probability
page on the Ana-
lyze tab, stands for
“Volatility Index.”
This is similar to
the CBOE’s VIX. It’s
a calculation that
uses the out-of-the-
money options in
the front two expi-
rations to generate
a single number
that represents the
overall volatility of
the stock’s or
index’s options. We
use that for the
probability analysis
tab because it needs
one, single volatility
input that can be
used for a stock or
index rather than
picking the implied
volatility of a single
option.

THINKABOUT
THECRASHOF
2008.INAFEW
DAYS, VOLATIL-
ITY LEVELS
DOUBLED.
THEY MIGHT
THEN APPEAR
TOHAVE BEEN
MEAN
REVERTING
AROUND A
MUCHHIGHER
LEVEL WITH
BIG SWINGS.

Q: What is the
volatility number
on the right-hand
side for each expi-
ration?

A That number is
the same calcula-
tion as the Vol
Index, but uses only
the options in that
single expiration
month. That’s use-
ful for comparing
inter-month implied
volatility levels
when there’s news
or company
announcements
coming out. Higher
overall volatility in
one month can
mean traders think
that most of the
uncertainty will be
around until that
expiration.

Q: Is volatility
mean reverting?

A: “Mean rever-
sion” is a term used
to describe data
(any data) that
moves up and
down around some
average level. If it is
above the average,
it tends to move
down,; if it’s below
the average, it tends
to move up. Some-
times volatility lev-
els seem to be mean
reverting. Volatility
can move around
some average level
without making a
consistent move
higher or lower. But
counting on that
mean reversion is
tricky, because the
mean (or average
level) can change
overnight.

Think about
what happened in
the Crash of 2008.
In a few days,
volatility levels dou-
bled. They might
then appear to have
been mean revert-
ing around a much
higher level with
big swings up and
down. Over 2009
and 2010, volatility
drifted to lower lev-
els, and moved up
and down around
those. So while you
might be comfort-
able with the cur-
rent mean reversion
around the current
volatility level, you
never can tell when
the world’s percep-
tion of risk will
change and send
that level to much
higher values.

L]

The information
contained in this
article is not
intended to be
investment advice
and is for educa-
tional purposes
only. Clients must
consider all relevant
risk factors, includ-
ing their own per-
sonal financial
situations, before
trading. Options
involve risks and
are not suitable for
all investors. Sup-
porting documenta-
tion for any claims,
comparison, statis-
tics, or other techni-
cal data will be
supplied upon
request.
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Blake Young
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® According to the
Bureau of Economic
Analysis (BEA), consumer consumption
accounts for 65% or more of the U.S. Gross
Domestic Product (GDP). This means that
nearly two-thirds of our entire economy
depends on consumers spending money.
When Jane Public stops buying because
loss of employment, lower wages, decline
of confidence, or simply lower purchasing
power of the income received, GDP is nega-
tively impacted. Today, consumer purchas-
ing power is declining significantly. Bottom
line: The same monthly income just doesn’t
go as far today as it did a year ago, particu-
larly when it comes to buying our groceries.

As agricultural prices have climbed
much higher in recent months, consumers
are feeling the pinch. When the dollar’s pur-
chasing power diminishes, the relative com-
modity prices rise. And when prices rise in
the exchanges, they also rise at the checkout
stand. If the monthly grocery bill is high, the
expendable income for the non-necessities
(items we can live without) declines and
negatively impacts the economy.

But have no fear, forex is here. There is a
way to hedge some of the rising commodity
prices and higher grocery bills within the
currency markets.

Commodity Currency
The Canadian dollar, the Australian dollar,
and the New Zealand dollar are all consid-

How to Hedge

Your Grocery Bill

FX strikes back at the rising cost of Twinkies.
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FIGURE 1: As the correlation indicator (lower study) indicates, from July 2010 to February
2011, as agricultural prices rose, so did Australia’'s currency—a country rich in commodities.

Source: thinkorswim from TD Ameritrade

ered commodity currencies. These coun-
tries export commodities, and their
economies rely on the sales. When com-
modity prices rise, their economies do
well, and their currencies strengthen. His-
torically, when commodity prices rise, the
U.S. dollar typically weakens. When this
happens, you might consider selling the
U.S. dollar to buy Australian dollars, Cana-
dian dollars, or New Zealand dollars.

Since it’s the longer-term rise and fall of
agricultural prices that ultimately impacts
prices at the grocery store, look for confir-
mation on the weekly charts of any of an
agricultural index, such as the Nasdaq
OMX Global Agriculture Index (QAGR),
which began to rise in July of 2010. Notice
the correlation study comparing QAGR to
the AUD/USD in Figure 1. The correlation
has remained positive for nearly a year and
has maintained a correlation of over 50 %
for much of that time.

The Trade

How would this work in the real world?
Suppose you spent on average $500 a
month in groceries and saw your grocery
bill increase incrementally by the same
50% over eight months that the QAGR
saw. You would have paid approximately
$1,000 more than “usual.” Meanwhile,

[ [ ]

purchasing one
mini contract of the
AUD/USD on July 1
when QAGR was
breaking through
its highs would
have generated
over $1,500 in the

I " ._:-- same time frame.
I. I Ly I |I ™ That hedge would
.l P g have taken care of

the increase in gro-
cery prices—with
e $500 to spare.
e Because the
forex spot market
continually rolls
over, this type of
ki hedge can be left on
for multiple months
a1 if it is monitored
carefully and proper
money management
is in place (read: set
your stops).

Now, who said
that you have to stop buying Twinkies?

T

Trading forex is not suitable for all investors.
Trading forex involves speculation, and the
risk of loss can be substantial. Investors
must consider all relevant risk factors,
including their own personal financial situa-
tions, before trading. Trading foreign
exchange on margin carries a high level of
risk, as well as its own unique risk factors.
Forex investments are subject to counter-
party risk, as there is no central clearing
organization for these transactions. Before
considering the trading of this product,
please read the Forex Risk Disclosure avail-
able at www.nfa.futures.org/NFA-investor-
information/publication-library/forex.pdf.
A forex dealer can be compensated via com-
mission and/or spread on forex trades. TD
Ameritrade is subsequently compensated by
the forex dealer. Forex accounts are not pro-
tected by the Securities Investor Protection
Corporation (SIPC).

Investools® does not provide financial
advice and is not in the business of transact-
ing trades. Investools, Inc., and TD Ameri-
trade, Inc., are separate but affiliated
companies that are not responsible for each
other's services or policies. For more details,
please see disclaimer #4, page 9.
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Cool things todo with
what we've got.

Words by

Damon Pavlatos
Managing Director of Futures,
TD Ameritrade

Swin
Trading with
Monkey Bars

Turning an old favorite of
futures traders onits head.

For years we have been hearing from
futures traders that Market Profile—a study
that displays the market’s price activity in
relation to time in a bell curve—is an inte-
gral component of their trading strategies
that they couldn’t live without. In our
minds, it was a dated proprietary study that
was too expensive to implement. So we
resisted—for eight years. Everything
changed when we hired this cerebral, 25-
year CME veteran uber-trader named
Damon Pavlatos. He convinced us that the
underlying principles of the study have
merit, although it hadn’t kept up with major
changes in market structure. It was
invented in the early ’80s, when electronic
data didn’t exist and Damon sported a mul-
let in a rock band. So we told him to run
with the concept and make it better. Make it
easier. Reinvent it. Sans mullet.

FIGURE 1: MONKEY BARS. Follow the 24-hour trading sessions of the U.S. afterhours
(pink numbers), Asia (blue), Europe (salmon), and U.S. day (white/yellow). When longer-term
traders are in control, the ranges are fragmented, as on 4/19. When short-term traders are
in control, a unified bell curve forms around the Monkey Bar, as on 4/20.

Introducing Monkey Bars
This study—located as a study in the
thinkorswim from TD Ameritrade charts—
displays numbers in a bell curve that repre-
sent each instance a price falls into a
specified interval. The longest row of num-
bers in the study is called the Monkey Bar.
The Monkey Bar exposes the price level that
was the most frequently traded during the
specified time period. The price range sur-
rounding the Monkey Bar is where 70% of
the trading activity takes place for the speci-
fied time. We call that “The Playground.”
Monkey Bars starts recording at 3:30
p.m. and ends at 3:15 the following day.
This way a trader can have some reference
point in the morning for how the market
traded overnight. In fact, there is a different
color to represent each time zone. At a
glance, you can differentiate the U.S. trad-
ing session from U.S. afterhours, the Asia
Trading session from the European trading
session, and so on.

So, How Do You Use It?

When the market is in an orderly bell-
shape formation, it’s balanced and shows
the short-term traders are in control (see
Figure 1). The short-term trader will usu-
ally trade around the Monkey Bar. Think of
it as a magnet or mean that usually attracts
the market—typically in periods marked by
low volume.

When the short-term traders have con-
trol of the market, long-term traders may
enter when new highs or lows are made
without volume. Longer-term traders like
to take advantage of the unfair pricing

Wanna play with
Monkey Bars? Learn
how by visiting the
Trader Lounge
Chat from
02/09/11 with
Linda Raschke.

caused by these
spikes, because
they are generally
larger institutions
and hedge funds
and are looking at
the bigger picture.
They are less sensi-
tive to price entry.

When large
funds come in and
out of the market, they are focused on what
they perceive to be the new fair value.
Since they are looking at longer time
frames, they can move the markets to new
sustained highs or lows by the sheer vol-
ume. When the market pushes outside the
playground with volume, this is a sign that
longer-term traders are in control.

Obviously, this isn’t enough informa-
tion for you to become the master of the
Monkey Bars. Our cranky editor wouldn’t
give us more space on this topic. For more
information, we suggest that you visit our
Trader Lounge Chat from Wednesday, Feb-
ruary 9, featuring Linda Raschke. You can
access this by clicking on Support/Chat on
the upper left-hand corner of the platform,
and then click on Seminars.

L]

The risk of loss in trading futures and forex
can be substantial. Clients must consider
all relevant risk factors, including their
own personal financial situations, before
trading. Trading foreign exchange on mar-
gin carries a high level of risk as well as its
own unique risk factors.

Please read the National Futures Associa-
tion Understanding the Risks of Trading
in the Retail Off-Exchange Foreign
Currency Market risk disclosure before
considering the trading of this product at
tdameritrade.com
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thisissue.
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found on pages:
22 & 38 \

Short Vertical

¢ A defined-risk spread constructed of a short option
and a further out-of-the-money long option, both calls
or puts. Short verticals are put on for a credit. Short put
verticals are bullish and short call verticals are bearish.
As time passes, and/or volatility drops, the short
options decay faster than the longs, provided that the
stock remains closer to the short option than to the long
one. The strategy is designed to profit when you can
buy back the spread for less than you sold it for, or at
expiration, the short option is at- or out-of-the-money.
The risk is typically limited to the difference between
the strikes, minus the premium received.

COVERED CALL

® A limited-reward strategy constructed of long stock and a short
call. Ideally, you want the stock to finish at or above the call strike at
expiration, in which case, you’d have your stock “called away”
at the short call strike. In this case, you would keep your original
credit from the sale of the call as well as any gain in the stock up
to the strike. Breakeven on the trade is the stock price you paid
minus the credit from the call.

13, 20 & 37

found on pages:

Spread

® An option position
or order that contains
two or more option
“legs” and typically
includes at least one
long and one short
option.

38

[ron Condor

¢ A defined-risk, short spread strategy,
constructed of a short put vertical and a
short call vertical. You assume the
underlying will stay within a certain
range (between the strikes of the short
options). The goal: As time passes
and/or volatility drops, the spreads can
be bought back for less than the credit
taken in or expire worthless, resulting in
a profit. The risk is typically limited to
the difference between the strikes
minus the total credit received.

/13,20 & 28

30

Vega

e A measure of

an option's price
sensitivity to a
one percentage-
point change in its
implied volatility.

13,20 & 38

Long Calendar Spread

o A DEFINED-RISK SPREAD STRATEGY,
CONSTRUCTED BY SELLING A SHORT-
TERMOPTION AND BUYING A
LONGER-TERM OPTION OF THE SAME
CLASS (L.E. CALLS ORPUTS), AND THE
SAME STRIKE. THE GOAL: AS TIME
PASSES, THE SHORTER-TERM OPTION
TYPICALLY DECAYS FASTER THAN
THE LONGER-TERM OPTION, AND
PROFITS WHEN THE SPREAD CAN BE
SOLD FOR MORE THAN YOU PAID FOR
IT. THERISKIS TYPICALLY LIMITED TO
THE DEBIT INCURRED.

/13&20
Positive
Time
Decay

e When a strategy
is designed to profit
from the passage

of time. Such a
strategy is usually
constructed of at
least one short leg.

found on pages:

12,20 & 36
Implied Volatility

e The market's forecast of the future
volatility of the underlying security,
andisdirectly reflected inan option’s
premium. Implied volatility, expressed
as an annualized number, is forward-
looking and can change.

The information contained in this article is not intended to be investment advice and is for illustrative purposes only. Multi-legged options transac-
tions such as spreads, straddles, iron condors, and butterflies will incur contract fees on each leg of the order, which may impact any potential return.
Ancillary costs such as commissions, carrying costs, and fees should be evaluated when considering any advanced option strategy. Be aware that
assignment on short option strategies could lead to an unwanted long or short position in the underlying security. Customers must consider all rele-
vant risk factors, including their own personal financial situations, before trading. Options involve risks and are not suitable for all investors. Sup-
porting documentation for any claims, comparison, statistics, or other technical data will be supplied upon request.
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Market volatility, volume and system availability may delay account access and trade executions. Past performance does not guarantee future results. Probability analysis results are
theoretical in nature, not guaranteed, and do not reflect any degree of certainty of an event occurring. TD Ameritrade, Inc., member FINRA/SIPC/NFA. TD Ameritrade is a trademark jointly
owned by TD Ameritrade IP Company, Inc. and The Toronto-Dominion Bank. © 2011 TD Ameritrade IP Company, Inc. All rights reserved. Used with permission.
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Therisk of loss in trading securities, options, futures, and forex can

be substantial. Clients must consider all relevant risk factors, including
their own personal financial situations, before trading. Options involve
risk and are not suitable for all investors. See the Options Disclosure
Document: Characteristics and Risks of Standardized Options. A copy
accompanies this magazine if you have not previously received one.
Additional copies can be obtained at tdameritrade.com or by contacting
us. Trading foreign exchange on margin carries a high level of risk,

as well as its own unique risk factors. Please read the following

risk disclosure before considering the trading of this product: Forex
Risk Disclosure (www.nfa.futures.org/NFA-investor-information/
publication-library/forex.pdf). A forex dealer canbe compensated

via commission and/or spread onforex trades. TD Ameritrade,

the broker/dealer is not yet doing any futures/forex business.

TD Ameritrade, Division of TD Ameritrade, Inc,, member
FINRA/SIPC/NFA.TD Ameritrade is a trademark jointly owned by

TD Ameritrade IP Company, Inc. and The Toronto-Dominion Bank.©
2010 TD Ameritrade IP Company, Inc.

All rights reserved. Used with permission.

Mobile trading
that kicks app.

For illustrative purposes only. Not a recommendation.

Find out more at tdameritrade.com/ipad.

E Ameritrade

Market volatility, volume and system availability may delay account access and trade executions.

TD Ameritrade and Apple, Inc. are separate, unaffiliated companies and are not responsible for one another's
services and policies.

TD Ameritrade, Inc., member FINRA/SIPC/NFA. TD Ameritrade is a trademark jointly owned by TD Ameritrade
IP Company, Inc. and The Toronto-Dominion Bank. © 2011 TD Ameritrade IP Company, Inc. All rights reserved.

Used with permission. TDA 2012 BR 06/11
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