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The Last Order Standing

Theidea of creating a
“fool-proof” system
using the endless order
types available is
certainly alluring. But
ultimately, there's no
substitute for human
intervention.
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JustKidding

Hey, did you hear the one
about the Great Recession?
Assuming we don't get the
dreaded "double dip," that one-
liner is likely to become the
financial equivalentof “Soa
guy walksinto a bar” for years
to come by jesters waxing
comedic about the first decade
of the new millennium. But if
401(K)s turned 201 (K)s turned
301(K)s keep rockingin lieu of
rolling, such jokes will certainly

'i..
e

«

be lost on the next generation
of traders and investors, while
this generation suffers the
same fate as the last remaining
raf the Titanic—saying

really big Ship that sunk when it
hitan icebe?g.”

Lest we forget the lessons
learned when we first started
trading, we thought it appropri-
ate to go back to basics this
issue, starting with our cover
feature, “The Last Order Stand-
ing!" It serves as areference
guide to most of the order
types you'll find on our trading
platform, along with a few
pearls on why you shouldn't
use them as a surrogate for
human intervention.

Next, and this may come as
a shock to many, we've
devoted this issue's entire Spe-
cial Focus to (gasp!) technical
analysis. What the heck, right?

Ah, well, there've been plenty
of requests by readers to dis-
cuss the subject, but our motto
has always been to give you
something that nobody else
will. So, instead of rehashing
what you can already getin,
ahem, other magazines, it hit
us—why not tell you what NOT
todowithyour chartsin “Five
No-Nos of Technical Analysis."
Don't worry, we wouldn't
think of giving you the yin

.vithout theyang. There's still

plenty of brain candy in this
issue for even our most
advanced swimmers (double
diagonals, anyone?).

Despite the distant mem-
ory of falling markets, if we've
learned nothing else from
20089, it's that bad things hap-
pen to good money. With that,
thisissue of thinkMoney could
serve as the "what not to do”
issue going into 2010. Having
lived through (and survived,
thank you) a market shellack-
ing of seismic proportions, we
like to think we canimpart
some wisdom about what to
doif (and when) we hit
another iceberg.

Happy Trading!
TOS

We want to hear
your pros and
cons! Please
send your
comments to
editor@think
moneymag.com.
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“Which Trading
Software s
Best for Me?”

Whether you are a beginner or a pro, eSignal
has a great trading solution for you.

eSignal provides affordable, reliable, real-time
financial market data and analysis for all levels

of traders. Which one are you?

For position traders,
eSignal offers a low-
priced and complete
analytical package in
eSignal OnDemand.
For just $1.00 the
first month, and
$24.95 afterwards,
you'll receive the :
information you need at an affordable price.

Active traders
prefer to use the
professional-level,
feature-rich benefits

found only in H'a ﬁ'ﬁ
eSignal. Our flagship i‘ W:!

product has won

L e B IIE.-I'II

many awards voted [ o g 1
on by traders just like ‘s H =
you, including the annual Technical Analysis of Stocks &
Commodities Readers’ Choice Awards.

eSignal
Voted Best 15 Years in a Row!
Stocks & Commodities Readers' Choice Award
Best Real-Time/Delayed Data

eSignal [AwaRDS| eSignal
Trade2Win Members' Choice | 2008 | Voted Best
4 Years in a Row! =pie= | Real-Time Data Feed
Best Real-Time Data Feed —=r World Finance

Experienced traders
appreciate the
predictive indicators
exclusive to eSignal,
Advanced GET
Edition which
include the Elliott
waves, eXpert Trend
Locator, Profit-Taking '@
Index and other proprietary indicators that others
simply don't offer.

Traders on the go who need to
be connected to the markets will
find QuoTrek indispensible. It is
one of the most robust mobile
market data services available on
the market today, so no matter
where you are, you always know
how your portfolio is performing.

Your trading styles and needs are unique. So are our
data solutions. Call us now, and we'll help you choose
the right software for your trading style. Be sure to ask
about our 30-day, risk-free trials.

Start a 30-day trial  today:

800.575.2589

S i l
www.eSignal.com/offer/tm

eSignal is a division of Interactive Data Corporation (NYSE: IDC).

*All fees will be refunded to you, minus any taxes and applicable add-on service/exchange fees, if you cancel within the

first 30 days of service. Call for details. **Only available to new eSignal subscribers. eSignal OnDemand data is not
available with third party applications. x14153
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THE LAST
ORDER
STANDING

THEREAREALL SORTS OF WAYS TOOPEN AND
CLOSEPOSITIONS,BUT THEY MAY NOT ALL BE WHAT
THEUNSUSPECTING TRADER ORDERED.

Words by Mark Ambrose « Photograph by Fredrik Brodén
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Trailing stop limit. Market on close. Contingent orders.
There are over 20 different order types available on the

thinkorswim platform. Some are more complex than others,

and you might believe that the more complex the order, the
more "professional” or useful it is. Right? Well, sometimes
yes. Sometimes no. The key is to understand how these
orders work before you use them in live trading.

Allorders, however complex, can be seen as variations
on two basic themes: market and limit orders. A market
order guarantees a fill but not a price. A limit order guaran-
tees aprice but not afill. Period. The other 18 order types
attempt to make your life alittle easier, but they're not
meant to replace areal person monitoring positions (read:
you). Let's dive into the world of order types and learn how
to manage them properly.

THE BUILDING BLOCKS

e MARKET ORDER e Withamarket order, the broker is
allowed to execute the order without regard to price or
time, The broker will fill the order. But in exchange for that
certainty, you have noidea what price you'll get, or what
time the order will be executed. In the world of electronic
trading, the time until execution will likely be measuredin
milliseconds after you route the order. But the ruleis that
the broker isn't held to anything but getting you a fill.

Be warned: Unless you're dealing with extremely liquid
issues, such as QQQQ or SPY, market orders are like writing
blank checks to the floor—rarely a goodidea (more on this
later). A few other familiar order types that turninto mar-
ket orders when they're triggered include stops, trailing
stops,and market on close.

e LIMIT ORDER e Withalimit order, the broker can't fill
ataprice that's worse than your limit price. That s, you
won't pay more than your limit price when you're buying,
and you won't selllower than your limit price when you're
selling. That's good because it gives you control over the
price where you execute the order. But the downside is
that you might not get filled if a market maker doesn’t
want to take the other side of your order. A few other
familiar order types that turnintolimit orders when
they're triggered include stop limit, trailing stop limit, and
limiton close.

The bottomline is, whether they're market or limit,
there is no order that guarantees both a filland a price.
You can have one or the other, but not both.

e STOP ORDER e Beyond the standard market and limit
order, probably the most well-known is the stop order,
aka"stop loss." A stop order is used mainly to protect
against an adverse move in the stock price, and can be
either a buy stop (used if you have a short stock position)
or asell stop (usedif you have a long stock position). If |
were long 100 shares of XYZ with a price of S50, | could
enter a sell stop order at $48. The way it works is if XYZ
drops to $48, the stop is triggered and routes a market
order to sell 100 shares of XYZ. Because it's a market
order, there's no guarantee of price, and if XYZ gaps
below $48, the stop order will be triggered, but the price
where | sell XYZ could be much lower than $48.

An extension of the stop order is the stop limit order,
which triggers alimit order when the stop price is hit. If |
setastop limit order for my 100 shares of XYZ witha
S48 stop and a $48 limit, and XYZ drops below $48, the
limit order to sell the 100 shares at $48 will be routed.
Because it's alimit order, there's no guarantee I'll be filled,
and XYZ could keep dropping and dropping. In practice, |
might set the limit part a bit away from the stop order.
With a stop price of $48, I might make the limit price
$47.90. That way, | have a somewhat better chance of
getting filled on my limit order when the stop is triggered.

While stops and stop limits can reduce losses, they
can'treally protect profits if the stock goes up and comes
back down. That's where trailing stops come in.

e TRAILING STOP ORDER e Trailing stop orders
behave like aratchet: they move in one direction but not
the other. The stop priceis set at a certain number of
pennies or points away from the current stock price. As
the stock moves higher, so does the trailing stop, follow-
ing the price of the stock but staying the same number
of pennies away. Once the trailing stop ratchets up, it
doesn'tratchet back down if the stock moves down. If |
set a trailing stop of 0.20 for my 100 shares of XYZ at
S50, theinitial stopis set at $49.80. If XYZ drops that
0.20t0 $49.80, the trailing stop is triggered and a mar-
ket order to sell the 100 shares of XYZ gets routed. But if
XYZ goes up to $51, the trailing stop follows it higher.
The 0.20 trailing stop will be set at $50.80. If XYZ goes
higher still to $51.50, the trailing stop moves up to
$51.30, whichis 0.20 away from the stock price. Now, if
XYZ drops to $51.30, the trailing stop is activated and
routes a market order. In this way, a trailing stop can help
protect profits.

TAKING ITUP ANOTCH

* CONDITIONAL ORDER e Conditional orders have to
be triggered by an event before the order is actually
routed: a stock hits a certain price, or volatility reaches a
certain level, or a study gets to some value. Also known as



http://www.thinkmoney-digital.com/thinkmoney/2010winter/TrackLink.action?pageName=12&exitLink=http%3A%2F%2Fthinkorswim.com

l
B

Hey, video junkie!
Want to see some
tutorials on how

to set up your order
types and what
buttons to push?
Go to:

thinkor-
swim.com>Support
>Software
Support and type
in“orders.”

contingency orders, these can be particularly useful when
you're trading options as a stock replacement.

Let me elaborate. If you're selling a put vertical
because you think the stock is going higher (or at least
notdown very much), then the speculation is really on the
stock price itself. Sure, the vertical might meet your risk
and potential reward criteria, but whether the trade
makes money or not depends mainly on the stock price.
So, it would stand to reason that you might want to exit
the trade based on the price of the stack, particularly if
the stock moves against you. If you are short an out-of-
the-money put vertical on XYZ, whichis trading at $50,
you could enter a conditional order to buy that put spread
back if XYZ drops to $47. You can choose for that condi-
tional order to route a limit order or a market order when
that condition is met. The TOS platform gives you a lot of
flexibility here. You can have the conditional order route a
limit order that is a certain price, or a certain number of
pennies above or below the spread's average price. Used
properly, that can help you get the order filled.

Now, suppose you want to give yourself alittle more
room when using a conditional order to close your defined-
risk, positive-time-decay trades if the stock starts to move
against you. If you set a conditional order based on the
stock price, it might get triggered at any time after you put

IKNOW YOUR TRADING FANTASY. NO,
NOT THE ONE WHERE YOU HAVE NEXT
YEAR'S NEWSPAPER TODAY.IT'S THE
ONE WHERE YOU DEVISE A TRADING
PLAN SO BRILLIANT AND SO WELL
STRUCTURED THAT ALL YOU HAVE TO
DO TOMAKE AFORTUNE ISROLL OUT OF
BED, HIT THE "ENTER" BUTTON, AND
WATCHALL THE WINNING TRADES
TUMBLEIN, THAT JUSTISN'T REALITY,
AND LIKELY NEVER WILL BE.

the trade on, whether far from or close to expiration. This
could alldepend on the type of whipsawing action often
seenin stocks (as opposed to true reversals), and it can
take you out of trades prematurely. If the move happens
far from expiration, you might still have some time for the
stock to move back your way. Close to expiration, that's
less likely. So, you may want to enhance your conditional
order strategy by placing a trading alert to notify you when
the stock is getting close to your exit point. Being alerted
when the stock is 0.50 away from that price gives you a
chance to check your account, your positions, and the
stock. It gives you time to think about the trade clearly, and
exit it with perhaps a better plan. (For information on set-
ting up alerts, go to thinkorswim.com>Support >Software
Support, and type "Alerts" in the fill-in box).

Of course, that all assumes that you haven't done
too many of these in the first place. How many risk man-
agement articles have we printed in this space? If the
positionis too big for your account, giving a trade "more
room” can eventually kill you. That's why prudent position
sizingis soimportant.

¢ OCO AND BRACKET ORDER e Beyond the specific
order types are the OCOs and first-triggers orders, which
are combinations of different limit, market, stop, trailing
stop, and so on orders, OCO stands for “one cancels other,’
and means that if one of the orders in the groupis filled,
the others will be canceled.

Bracket orders are what you call alimit order and stop
order that are combinedin an OCO group. You can create an
order to buy 100 shares of stock, and simultaneously cre-
ate an OCO that will trigger when you execute the buy.
That's what we call a “first triggers OCO, because the exe-
cution of the first order (the buy) triggers that OCO with
thelimit order to sell and the sell stop. The OCO contains a
limit order to sell the shares at a higher price to take a
profit,and a stop order to sell them at alower price tolimit
losses. If the limit order to sellis filled, it cancels the stop
order. If the stop order is filled, it cancels the limit order.
Often, the bracket orders are set to GTCif the positionisn't
being day traded. GTC, or “good 'til cancelled,’is an order
that doesn't expire at the end of the day as "DAY" orders
do,butrather when itis either filled or you cancel it. Active
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day traders sometimes use bracket orders if they have to
step away from their trading screens or if they're trading
multiple stocks or futures and can't concentrate on all of
them all the time. (See Gear Head, page 21, for a discussion
on customizing multi-level bracket orders.)

¢ FIRST TRIGGERS ORDERS e First triggers sequence
and first triggers orders all work a bit like the first triggers
0OCQ. The execution of the first order in the list either
sends all the other orders in at once, or sends them
sequentially: If the firstis executed, it routes the second,
and if the second is executed, it routes the third, etc.

First triggers sequence orders can be used when you're

FIGURE 1: PLACING THE ORDER. From the Order Entry Tools screen, choose your advanced
order type (1) on the left, the simple order type (2) on the right. But if you're really feeling frisky,
select the barely visible gear wheel thingy (3) to the right to enter a conditional order (Figure 2).

FIGURE 2: CONDITIONAL ORDER. Activate your trade on a future date and time; e.g, at
10:30am. next Monday, and up to three market conditions, e.g, SPX above 1200, GOOG trad-
ing above 600, and the pope just gave his blessing (maybe not that last one). Tip: to enter con-
ditions, click just below the word "Symbol."

managing along stock plus short covered call, for example.
As time passes and if the stock doesn't move higher, the
short call drops in value. You may want to have an orderin
that would buy that short call back. Then, if the order to buy
the short call back is filled, it routes a stop-loss order for the
long stock position. Ormaybe it routes an order to sell a call
ateither adifferent expiration or different strike price.

¢ LOC OR MOC ORDER * LOCandMOC stand for limit on
close and market on close. Simply, they route either alimit or
amarket order near the close of trading, approximately two
minutes before, These orders were created mainly forinsti-
tutional traders and fund managers who needed to exe-
cute orders close to the end-of-day settlement price for
accounting purposes. Retail traders (that's you) can use
them, but they're not really that useful. There's no magic to

the price of a stock, index, or option closer or further away
fromthe close of trading. A trade that meets your criteria
can pop up anytime during trading hours. When you spot
one,dontuse an LOC or MOC and risk having a good trade
getaway from you between now and the close. Just trade it.

e THE STEPFORD TRADE e Sonow that you're armed
with this information, which orders do the professionals
use? Here's something | tell every class | teach when we
cover order types: [know what each of your trading fan-
tasiesis. No, not the one where you have next year's
newspaper today. It's the one where you devise a trading
plan so brilliant and so well structured that all you have to
do tomake a fortuneis roll out of bed, hit the “enter” but-
ton on your keyboard, and watch all the winning trades
tumble in. That's what you think professional traders do,
but that justisn't reality, and likely never will be. Sorry,
Charlie. The factis that professional traders are fully
engaged in their trading. They work limit orders trying to
get abetter fill. They cancel orders and putin new ones.
And they almost always use limit orders because it gives
them more control. As such, limit day orders make up the
majority of the effective option trader's executions.

The only time | consider using market orders is the rare
occasion when | need to exit a position at all costs. Never
use market orders to open positions. There is no reason to
enter anew position, accepting the risk of a trade, while
giving up control over the price of the order. There is never
any guarantee that a trade is going to make money, no
matter how convinced you are of your analysis or “hot tip."
Because I'mnot a fan of market orders, that means | don't
use stops, trailing stops, etc. And because | personally like
tokeep a close eye on my positions, | don't have torely too
much on conditional orders or OCOs,

There'sreally no such thing as a “perfect” trade, noris
there any substitute for actively monitoring your posi-
tions. It's right about the time when you think you've out-
smarted the market that your fool-proof, fully
automated system will likely fail. 'm not saying you
shouldn't use these order types, but what | am saying is
thatif you're using them to save you the trouble of
checking your positions and monitoring prices every day,
then you might find yourself in a whole different type of
trouble when the next crash comes.

The information contained in this article is not intended to
be investment advice and is for illustrative purposes only.
Multiple option strategies such as those discussed in this
article will have additional costs due to the additional
strikes traded. Be sure to understand all risks involved
with each strategy, including commission 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 underly-
ing security. Custormers must consider all relevant risk fac-
tors, including their own personal financial situations,
before trading. Options involve risk and are not suitable
forallinvestors. A copy of Characteristics and Risks of
Standardized Options can be obtained by contacting
thinkorswim at support@thinkorswim.com.
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Dear Swim

A collection of

your best quips to the
Trading Desk

L]

Photograph by
Fredrik Brodén

* My wife destroyed my TOS
monkey last night. She ripped it
limb from limb and gutted it out
of anger. He's dead. | would have
rather she destroyed something
replaceable. If | ever get another
TOSmonkey, I'm taking it straight
tomy office where it will be safe.
That being said, what would |
have to do to get another mon-
key sent tome? | would be glad to
pay forit.

Yours truly,

Paul

[With no time to lose, TOS
Customer Service quickly
responded.]

* Hello Paul,

Sorry to hear of the monkey
murder. We will see what we can
do to help you replace your mon-
key and send one out to you. Feel
free to follow up anytime.

Best regards,

Andrew Hartnett

TOS Customner Service

o |f Shadow Trader ever goes off
theair, I willmove to a cave in the
middle of the Amazon, drink
Ayahuasca, and stick myself with
tranquilizer darts until lam
comatose.

Dave

* Please reconsider your chaice
of guests on the Friday Market
Wrap show. Tom Sosnoff has

been wreng so many sessions of

late that | am beginning to won-
der how he makes money-trad-
ing. One or two more sessions
with Tomand I will be outside
playing with my dog on Friday
afternoons!

Claude

[We had an overwhelming

response to the thinkMoney sur-

vey in our Summer 2009 issue

andjust had to share. If you'd still

like to participate, go to thinkor-
swim.com/thinkMoney. We'll
leave the lights on.]

The Good

« | love thinkMoney!! look for-
ward to it coming in the mail, and
have even stood outside my
mailbox for days on end just
waiting for it to show up!

¢ Nomore pictures of rolls with
butter on them. | completely fell
off my diet, thanks to you.

e thinkMoney is great—a prized
collectionresides in the library of
the porcelain perch. Our guests
don't get toread about cars and
vixens, they read about calls and
the VIX.

The Bad

* | have to admit most topics you
cover are writteninamanner that
is over my head. | would like to
follow your advice, but most of
the time | don't even understand
what you are talking about.

The Ugly

* Some of the irreverent humor
has crossed over theline into the
area of offense,

The comments above are
excerpts frome-mails submitted
by thinkorswim, Inc, clients as
their views and may not reflect
those of thinkorswim, Inc.
Testimonials may not be
representative of the experience
of other clients and are no
guarantee of future performance
Or SUCCess.

Got a quip? Good,

bad, and ugly, send your
best to editor@
thinkmoneymag.com.
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Vol Watch

Analyzing the markets
through the eyes of
volatility—sans charts.

vol.
e The CBOE Volatility Index

(VIX)is ameasure of fear

versus complacency, plain
and simple. Are traders afraid of what's com-
ing? The VIX goes up as out-of-the-money
SPX options get bid higher. Are traders think-
ing that the market's going to be a snooze?
The VIX goes down as the SPX option prices
get offered lower. Although the perception is
that the VVIX moves higher when markets
move lower, the important thing torealize is
that option values are based on the expected
magnitude of future price changes. If big
changes are expected, then option prices get
pushed up in both calls and puts, because it's
not the direction of the price change that's
important, butits size. Traders seerisk on both
up and down moves.

Over the past two years, the average expi-
ration-to-expiration absolute percent change
in the S&P 500 (SPY) was about 6%*,. That's
pretty typical-maybe a bit on the high side. Of
course, October 2008 cameinwitha 25%*
change, skewing the results a bit. (*Source:
thinkorswim)) If you base a trading strategy on
expecting no more than a 6% monthly price
change on average, up or down, it might work
most of the time, but you'll get crushed by
those occasional massive moves (usually
lower). The questioniis, can the VIX help tip
you of f to when those events might occur?

Fear of Deviation

Idid a simple test to see whether that hap-
pened. Using the past two years of data, |
looked at where the SPX was at the end of
each expiration, took the value of the VVIX on

Words by Thomas Preston
Photograph by Fredrik Brodén

Can the VIX

Predict the Future?

Using history as its guide, the famed
volatility index has astory to tell.

that day, and estimated the one- and two-
standard-deviation price changes for the next
expiration date. Then I looked at where the
SPX settled on that next expiration, and
whether it landed inside or outside that esti-
mated range.

Withonly 25 data points, thisis not an
exhaustive study of SPX price movement and
volatility. But it's certainly enough to get you
thinking.

When lused the VIX to calculate the one-
standard-deviation range of the SPX on expi-
ration forward, the SPX settled within those
upper and lower bounds 19 out of 25 times.
That's 76%, higher than the theoretical 68%
that you'd expect for one standard deviation.
It's close, indicating that the VIXis a pretty
good estimator of how much the SPX will
move up or down.

What the VIX didn't do was foresee the

crashin October 2008, It
was hovering around 32%,
and the SPX fell 100 points
throughits projected range
on the downside. And it

| failed again, but just barely,
inNovember 2008. The
VIX'hadjumped to over

I 70% by that time, and pro-
jectedavery widerange.

. While the SPX dropped just
1 point below the lower
projected boundary, close
only countsin horseshoes.

Interestingly, too, when
Ilooked at two standard
deviations, the SPX settled
within thatrange 100% of
the time. Theoretically, it
should be only about 95%
of the time.

What's more interesting
from a trading standpointis
that because the SPX set-
tles within the projected
range a bit more often than
| expected, it suggests that
y the VIX, and therefore out-

of-the-money option
prices, overestimate the
likelihood of the big price
changes. Sure, they hap-
pen. We all saw that last
year. It suggests, though,
that while past perform-
anceis certainly noindica-
tor of the future, and the
big price moves can happen
atany time, the VIX seems
to think they happen alittle
more frequently. That pushes up the value of
out-of-the-money options, which pushes up
the value of credits for selling out-of-the-
money verticals. Maybe that will give you
something to think aboutin 2010.
The views in this section are those of the
author, but are not necessarily those of
thinkorswim, Inc, and are not intended to be
specific investment advice. The information
contained in this article is not intended to be
investment advice and s for illustrative pur-
poses only. Custorners must consider all rele-
vantrisk factors, including their own personal
financial situations, before trading. Be sure to
understandall risks involved with each strat-
eqy, including commission costs, before
attempting to place any trade.



M\ VectorVest

Stock Analysis & Portfolioc Management System

ANALYZE YOUR STOGKS FREE

Life is full of uncertainties, but your investments should not be one
of them. Once you have the proper information, making the right
decision is the easy part.

We provide free, online, detailed, stock analysis reports that combine
fundamental and technical analysis with our own unique indicators to
help you make an informed decision.

Do I own the

right stocks?

Get your free online stock analysis
today at www.vectorvest.com/think
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TOS News+Views
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Ahodgepodge

of stuff we thought
you'd like to know

Toys for TOS
New treats
for swimmers

Prodigio real-time
scanning and trading
engine lets you back-
test custom strategies,
scan the universe of
stocks forones that
meet your proprietary
criteria, then route
orders based on those
signals.

think OnDemand lets
youreplay the trading
day, any time of day.
This cutting-edge learn-
ing tool lets yourelive
volatile market events
and simulate how you
might have traded them.
NBBO FX Quotes et
you trade forex with
acommissioninstead of
aspread.

Watch Lists now have
icons tolet you know of
upcoming earmnings
announcements, con-
ference calls, dividends,
and news events.

11WS.

The Guts
of Cap
and
Trade

The term capand
trade describes a set
of environmental
laws andregulations
thataim toreduce
greenhouse gasses
and other pollutants.
They combine a“cap”
onemissions with
the ability to "trade”
emissions permits.
Theideais togive
companies a certain
amount of flexibility:
You caninvestin
new, energy-effi-
cient technology,
and you won't get
fined for exceeding
the cap.Or,you can
buy permits on the
openmarket and
keepright on emit-
tingas much as you
want,

INDUSTRY SPOTLIGHT

Forget the pro
Versus con argu-
ments—cleaner air,
lost jobs, higher
heating bills, sticking
it to OPEC. Take your
pickand bringit to
the next election.
But what about us
traders? How can we
make a couple bucks
off this?

Alternative
energy companies
(solar, wind) are the
obvious picks to ben-
efit from capand
trade if you believe
that their products
will be more attrac-
tive as pollutants
from traditional

sources (oil, coal, nat-
ural gas) become
more costly. But the
whole solar thing
depends heavily on
the cost of alterna-
tives. The dollar per
watt of a solar panel
has to make eco-
nomic sense toindi-
viduals and larger
users.And cap and
trade won't neces-
sarily affect the price
of oiland coal. The
technology that utili-

ABLEND OFRADIO, Q&A, AND LIVE VIDEO INSTRUC-
TION,RED OPTION'S SWIMCOACH PROVIDES IN-DEPTH

EDUCATION FROM SOME OF THEMOST VENERATED
TRADERS. LIVEFROM 10:30 AM. TO 12 PM.CT DAILY,
WATCHUS FIND, ANALY ZE, AND EXECUTE TRADES.
LEARN MORE AT WWW.REDOPTION.COM/SWIMCOACH

* Red Option is a subsidiary of TOS Advisors. TOS Advisors is a wholly-owned subsidiary of TD Ameritrade Holding Corporation.

ties, for example,
may use to clean
their emissions to
slide under the cap
probably won't have
anything to do with
solar. The bigengi-
neering firms could
get some contracts
out of this. Andif the
utilities become
more efficient at pro-
ducing power, they'll
use less coal, for
example,and the
price could come
down.

How about the
big, consolidated oil
companies? Cap and
trade is tougher to
analyze there. Under
the plans being dis-
cussed, the govern-
ment will hand out
permits to compa-
nies that produce
the emissions, but
notevenly. Utilities
will get more of

JL
PN

To catch up on all the
new TOS toys and
gadgets, go to our
Release Notes archives
at thinkorswim.com >
Support > Software
Support. Select the link
at the top: “Looking for
Release Notes.”

L]

them; the oil compa-
nies, much less. Each
company willbe
affected differently
because of its differ-
ent operations and
the different sources
of oil. Companies
whose operations
are concentratedin
the US. will likely be
hit hardest by the
regulations.

L]

The views in the sec-
tion above are those
of the author, but are
not necessarily those
of thinkorswim, Inc,
andare not intended
to be specificinvest-
ment advice. The
information con-
tained in this article is
not intended to be
investment advice
andis forillustrative
purposes only. The
example above and
its historical data can-
not be construedas
predicting future
results. Customers
must consider all rele-
vant risk factors,
including theirown
personal financial
situations, before
trading.
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I heard you were fading the
rally this year. How's it
going?

My belief is that the bearish posi-
tions will, in fact, become prof-
itable trades when the
appropriate forces take control of
this market. The positive news is
that we appear to be making
progress.

Do you use a technical or fun-
damental or volatility-based
approach?

We have analysts from key agen-
cies embedded in the trading
structure. Thisis a multi-faceted

strategy that can respond rapidly
to any contingency, anywhere in
the world at a moment's notice to
deliver a swift, decisive blow.
How are you managing the
risk of your positions?
Trading is more than tough talk.
The gathering danger must be
confronted and dealt with, using
forceif necessary. The record
speaks for itself. Our advance
toward reduced risk and higher
profitability is all but inevitable.
We will persevere and prevail and
are willing to take extraordinary
measures to achieve the desired
results,

Are you doing any actual
trades? You sound a bit
detached from the process?
Security! Get this clown out of
here before | crush him!

This is the part where we make the
lawyers happy by disclosing that Dick
didn't really talk to us for this interview.

TOS TOYS COMING SOON
* Drag-and-drop chart functionality ® Account performance & activity
wizard e Personal sub-account setup for trade tracking e Fundamental and
technical cross-scanning ® New browser-based platform e My Trade
enhancements ¢ Option 360 integration

Pot Shots

Top 5 trading
ailments not
covered by
insurance.

KEY:

2 Buy Tickets = .

1 Buy Ticket = ‘
1 Sell Ticket =
&

2 Sell Tickets = e

Deltomaceous
Transplant

Flipping from long
to short on every
fake breakout.

Gammitis
Inflatus

VEVIVEHV

Lancing of giant risk
boil that develops
near expiry.

Hemorhoectomy | Volorectal Thetoid Gland
Purge Stimulation
g

Painful removal of
unexpected carry
charges.

Elimination of value
due tomassive mean
reversion.

Straining the limits
of decay to pay holi-
day bills.



ROLL OVER YOUR 401(K) AND
GET UP TO $500*
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Maybe you left last week. Maybe you left five years ago. Either way, why leave your
future at a place you left behind? Call one of our Chartered Retirement Planning
Counselors? Or visit a TD AMERITRADE branch and talk to an Investment Consultant.
They can guide you through your IRA choices and help you roll over your old 401 (k).
When you do, you'll gain access to a vast array of investment choices—not just a
handful of mutual funds. So you can do more than move on. You can move forward.

i?] AMERITRADE

*Offer valid for individuals who open a new TD AMERITRADE retirement account or a new eligible TD AMERITRADE Investing Account (IRA) using the Amerivest service by 12/31/2009
and meet funding requirements within 6 months of account opening. Funding/rollover of $25,000—$99,999 receives $100, funding/rollover of $100,000-$249,999
receives $250, funding/rollover of $250,000 or more receives $500. Limit one offer per client. Not transferable and not valid with internal transfers or with other offers. Cash
awards are valid within your IRA only and non-transferable to another existing TD AMERITRADE account. Please consult a legal or tax advisor for the most recent changes to the U.S.
tax code and for rollover eligibility rules. Void where prohibited. Please allow 3—5 business days for any cash deposits to post to account. Account must remain open with minimum
funding for 9 months, or TD AMERITRADE may charge the account for the cash awarded to the account. TD AMERITRADE reserves the right to restrict or revoke this offer. This is not
an offer or solicitation in any jurisdiction where we are not authorized to do business. Amerivest is an investment advisory service of Amerivest Investment Management, LLC, a SEC
registered investment advisor. Brokerage services are provided by TD AMERITRADE, Inc. Amerivest Investment Management, LLC and TD AMERITRADE, Inc. are both wholly owned
subsidiaries of TD AMERITRADE Holding Corporation. Amerivest is a trademark of TD AMERITRADE IP Company, Inc. Amerivest provides non-discretionary and discretionary advisory
services for a fee. Risks applicable to any portfolio are those associated with its underlying securities. TD AMERITRADE, Inc., member FINRA/SIPC. TD AMERITRADE is a trademark
jointly owned by TD AMERITRADE IP Company, Inc. and The Toronto-Dominion Bank. ©2009 TD AMERITRADE IP Company, Inc. Al rights reserved. Used with permission.
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Gear Head

Cool things todo with
what we've got.

a
-

* As the markets have taken

on amore volatile tone over
the past couple of years, more retail traders
are looking to either try to take advantage of
short-term price movement or to better
manage the risk exposure on their medium-
and long-term stock and futures trades. We
built the new multi-level order bracketing
with point, tick, and percent execution points
to give these traders more control. The new
tools live on the Active Trader section of the
Trade page. Let's take a look at them.

Bracketingis the term we use for an OCO

order to close a position with a limit order or
a stop order (see “The Last Order Standing,’
page 10, for more information on bracket
orders). If lam long 100 shares of XYZ, |
could putinabracket order to sell 100 shares
atahigher price with a limit order or sell 100
shares at a lower price with a stop order. But
the new multi-level brackets give you a lot
more flexibility. If | choose one level, | can cre-
ate a simple OCO group. If | choose two or
three levels, | can set different quantities for
different OCO groups that are all tied
together. So,if I'mlong 300 shares of XYZ, 1
can create three different OCO groups for,
say, 100 shares each. For example, if XYZ is
S50, I could create a multi-level bracket to
sell 100 shares at S51 limit OCO sell 100
shares at $48 stop, and another to sell 100
shares at $52 limit OCO sell 100 shares at
$47,and finally sell 100 shares at $53 0CO

FIGURE 1: To access custom bracket orders for your stock and futures OCOs, click
the "Trade” tab, then "Active Trader" in the submenu. Next to “Bracketing" in the upper
left, you can choose up to three custom OCOs for your trade.

[Profits in Brackets]

Customizing your bracket orders gives you more

flexibility than ever,

sell 100 shares at $46. Or | could set the stop
price for all the brackets to $48, and set the
limit orders at successively higher prices. The
multi-level brackets let you scale out of posi-
tions with combinations of limit, stop, and
trailing stop orders. This is helpfulif you're
trading stocks or futures and want to cap-
ture profits as the position moves your way,
buthave stop orders in place to exit the
remaining position if it moves against you.

The ability to customize trigger price for
the limit and stop orders in the multi-level
brackets expands the functionality to differ-
ent products. For example, most stock
traders think about setting limits and stops
in terms of dollars or points in stock, such as
selling XYZ at alimit price 1.00 point higher
and a stop price 2.00 points lower, But
futures traders sometimes like to thinkin
terms of ticks. For example, the CME's E-mini
S&P 500 contract, /ES, trades in 0.25 incre-
ments, or ticks, in price. Each tick represents
$12.50,and many traders like to base their
exit points in terms of ticks of profit or loss.
S0, a 3-tick stop would exit the position if
the price of the /ES future dropped 0.75,
which would be aloss of $37.50. When
you're using ticks, it's critical to know how
many dollars each tick represents. You don't
want to be surprised by a big loss if the tick
value of a particular future is larger than you
thought.

The percent offset for the bracket orders

I,
oy

Tolearnallabout all
the latest new TOS
toys, go toour
archived Release
Notes at thinkor
swim.com, then
follow the path to
Support > Software
Support,

is more often used by
stock traders or
investors, who want to
exitapositionifitloses,
say, 5% or gains 10%.
Using the percent
bracket saves you the
trouble of having to cal-
Culate the price of the
stock after that percent
change. Keepinmind
that the percent offset
rounds to the “nearer” increment because
the order has to be sent to the exchange
with anactual price, not a percentage, and a
percent change could give a price thatisina
smaller increment than what the stock or
future trades in. For a stop price below, it
rounds up to the next higher tradable incre-
ment, and for a limit above, it rounds down to
the next lower tradable increment.

The information contained in this article is not
intended to be investment advice and s for
illustrative purposes only. Multiple option
strategies such as those discussed in this arti-
cle will have additional costs due to the addi-
tional strikes traded. Be sure to understand all
risks involved with each strategy, including
commission costs, before attempting to place
any trade. Be aware that assignment on short
option strategies discussedin this article
could lead to unwanted long or short positions
on the underlying security. Customers must
consider all relevant risk factors, including
their own personal financial situations, before
trading. Options involve risk and are not suit-
able for allinvestors. A copy of Characteristics
and Risks of Standardized Options can be
obtained by emailing thinkorswim at sup-
port@thinkorswim.com,
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The Fearless
Technician

When technical analysis
meets random walk

Fibbing
Your Exits

Keep your emotions in check with
Fibonacciextensions.

¢ My neighbor gets nerv-
ous anytime the markets
LY make anew 52-week low.
And, of course, he gets giddy when the mar-
kets make a new 52-week high. He's ane of
the main indicators | use in my own trading.
When he gets too excited, | know it's nearly
time to get out. But when should I pull the
trigger?

One of my favorite tools for exiting
trades that are making new 52-week highs
or lows are the Fibonacci extensions at
1.272and 1.618. They help to keep my
emotions in check while at the same time
providing reasonable targets in what can be
a chaotic price-action environment.

While the Getting's Good

On the daily chart of the DIA, we see the
markets retesting their prior lows near the
end of February. Once they break the lows,

Words by John Carter

FIGURE 1: FIBONACCI FIX. To set up your Fib extensions, select “Drawings”in the
upper right, above the chart, then choose your favorite Fibonacci tools from the list.

the exit strategy is engaged. Just asit's fool-
ish to think a market will rise to infinity, it's
also problematic to think that every market
breakdown is going to resultin price action
that goes straight to zero. Yet around this
time, pundits were talking about the end of
the world. While many people rushed out to
buy bullets, gold, and whiskey, others were
using an exit-based trading system to cap-
ture profits. A solid exit strategy is a key
component of consistent trading.

As the markets take out the lows, | draw
Fibonacci levels from the prior test of this level
in December and retrace it back toits swing
high made at the beginning of 2009, From
herel derive the 1.272 extension, which
comesinaround $69.81,and the 1.618
extension, which prints around $64.10 (you

can add thesein using the Edit function). Now,

1.272 may not be a familiar Fib level to some,
butI've found that the 1.272 extension has a
good probability of getting hit. If that levelis
reached, | close out half my position and move
my stop to my entry level. | then either get out
of therest of my trade at the 1.618 extension
(remember, the stock is probably not going to
zero) or at my breakeven stop loss.

Hint: other people are also watching these
levels. Place your orders out in front so you'll
be firstinline if and when price action
approaches.

A Solid Average

One way to trade shorter time frames with
this strategy when the market makes a new
high, Tor example, is to take the move from
the low of the day to the breakout point, plot

I,
iy

Need more Fibonacci?
Go toour chat archives
at thinkorswim.com,
then

Support > Options
School > Chat Archives.
From there typein
"Fibonacci”
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the extensions, and pick
your targets accord-
ingly.

Many traders make
the mistake of trying to
turnevery trade intoa
homerun. Inreality,
home runs are few and
far between—just ask Joe Torre, It's better to
keep going for base hits. I've found that
using these Fibonacci extensions keeps me
focused on my exits and | don't get too car-
ried away with dreams of shorting a market
straight into the ground. Such markets often
have the power to bounce back.

John Carter is president of TradeTheMarkets.com.
He can be reached at jcarter@tradethemarkets.com.

The information contained in this article is
notintended to be investment advice and is
forillustrative purposes only. Multiple option
strategies such as those discussed in this
article will have additional costs due to the
additional strikes traded. Be sure to under-
stand all risks involved with each strategy,
including commission costs, before attempt-
ing to place any trade. Be aware that assign-
ment on short option strategies discussed in
this article could lead to unwanted long or
short positions on the underlying security.
Customers 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, A copy of Characteristics and Risks
of Standardized Options can be obtained by
emailing thinkorswim at sup-
port@thinkorswim.com.
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Hey Monkey!

A spattering of our
resident primate
waxing philosophical
and answering your
trading questions.

llustration by
Maxwell Brodén

Q: Hey, Monkey!
How come there
are so many dif-
ferent option pric-
ing models?
A:You've heard of
them: Black-Scholes,
Whaley, Cox-Ross-
Rubinstein, Bjerk-
sund-Stensland.
There are dozens of
different option pric-
ing models. Andit's
not unreasonable to
ask, why does the
world need more
thanone?

The whole pointof a
modelis thatitcan
tellyou the value of
anoption givensome
set of inputs like
stock price, time to
expiration, etc. Thisis
different from some-

thing like put-call par-
ity, which gives you
the value of the callif
you know the value
of the put, andvice
versa. The pricing
models come in when
you don't have either
the call or the put to
work with,
Exchange-traded
options comein two
styles: American and
European. The Black-
Scholes model came
pretty close to nailing
the value of Euro-
pean-style options,
and later variants and
new models try to fix
itsissues of discrete
dividends, non-con-
stant volatility, and
discontinuous asset
pricing, toname a
few. American-style
options, with their
possibility of early
exercise, are trickier
to value. Most of the
option pricing models
try to estimate the
likelihood of early
exercise and build
thisinto the value,
That's where the
math gets hard, and
financial engineering
types are still work-
ingonit.

Now, the problemis
that some genius
may come up witha
pricing model that's
theoretically really,
really good. But the
formulais 14 pages
long and requires the
hand of God to get all
the parameters right.
(Mortgage deriva-
tives, anyone?) And

evenifyoudogetit
right, it translates
into a difference of
about0.03inthe
value of an option.
That makes it very
impractical. Trading s
nothing if not about
practicality.

So, even though
some models like the
Bjerksund-Stensland
may not be perfect,
they'rerelatively
easy to program and
very efficient when
you have to perform
the calculation thou-
sands of times on
your advanced
options trading plat-
form (ahem, TOS).
The final results are
pretty damn close.
‘Nuff said.

Q: Oh, Monkey.
Progress s good,
right?

A: Not always, son. |
remember the sticky
summer night my
Mama learned that
they switched mak-
ing gelatin out of ox
hooves to pigs hides.
You could hear the
wailin' clear to the
next county. They
called it progress. But
Jell-0 ain't tasted the
same since,

Q: Hey, Monkey!
Isit true that
short options are
unlikely to be
assigned before
expiration if there
is significant time
premium left?

A: Thats,indeed, the
rule of thumb. If you
doasearchon the

L
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For more Monkey
business, daily
market wraps,
and trading
ideas, visit the
MonkeyBrains
blog at
thinkorswim.com.
Select the top
Support tab,
then Monkey-
Brains Blog.
L]

thinkorswim site,
you'll find beaucoup
infoin the archives.
Butit'smainly an
issue of—what
else/—cost of carry,
and whether the
trader who's long an
in-the-money option
gets an economic
benefit from exercis-
ingit. Theless
extrinsic value that
in-the-money option
has, the more likely it
is to be a candidate
for early exercise. So,
if you're shortanin-
the-money option,
check out the corre-
sponding out-of-
the-money option at
the same strike. If

There are
dozens of dif-
ferent option
pricing models.
Andit's not
unreasonable
to ask, why
does the world
need more
than one?

Fortunately, no
primates were
harmedin the
production of
this article. The
information
containedin
this article is
notintended to
be investment
aadvice andis
forillustrative
purposes only.

that out-of-the-
money optionis
tradingat $SO.10 or
so, youmight be
looking at getting
hit, as we say, on
that short option.
With calls, early exer-
ciseisalotmore
likely when there's a
dividend coming up.
Don't be scared by
this stuff. Just learn
asmuchasyoucan
and gointo it with
your eyes wide open.
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IMAGINE
ATRADE
THATKEEPS
ONGIVING,

— EVEN
WHENTHE
MARKET
WON'T,
GOTIT?
OKAY,
NOW OPEN
YOUR
EYES. TAKE
ALOOK
AT THIS
MARKET-
NEUTRAL

Words by STRATEGY.

Steve Quirk

Photography by
Fredrik Brodén
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STRATEGY BOX:

Short Strangle A market-
neutral strategy with
unlimitedrisk, composed of
an equal number of short
callsand puts of two differ-
ent strikes, resultingina
credit takenin at the onset
of the trade. The strategy
assumes the underlying
will stay within a certain
range, in which case, as
time passes and/or volatil-
ity drops, the options can
be bought back cheaper
than the credit takenin, or
expire worthless, resulting
in aprofit. Breakeven points
at expiration are calculated
by adding the total credit
received to the call strike
and subtracting the total
creditreceived from the
put strike.

Long Strangle A market-
neutral, defined-risk posi-
tion, composed of an equal
number of long calls and
puts with different strike
prices. The strategy
assumes the market will
break out one way or
another,inwhich case, a
profit occurs when one
side of the trade gains
more than the other side
loses. Breakeven points are
calculated by adding and
subtracting the total debit
toand from the strike
prices of the options.

Vega Therate of changein
the option foreach 1%
change inimplied volatility.
The formulais:

v

V=
0o

MOST OPTIONS TRADERS START OUT TRADING
the markets directionally, enticed by the
high-leverage trades for minimal capital.
Thus begins a love affair with buying puts
or calls, and little thought is given to any-
thing else. Then comes heartbreak when
the market doesn't make a big enough
move to offset the negative time decay of
these trades. With the vengeance of a
scorned heart, a trader who lacks the right
education might decide to take the oppo-
site approach and start selling naked
options. But the risks of that type of trad-
ing will soon open the trader's eyes when
the crash or unrelenting rally happens

Properly chastened, the trader may make his way into
learning about vertical spreads. And there he sits, won-
dering whether there is something else. Maybe a trade
that doesn't have the crushing negative time decay, or
the dramatic swings in profit/loss, and just a little more
versatility, The trader who seeks out creative and
dynamic ways to harness more of what the market can
give (besides going up and down) might eventually dis-
cover flexible market-neutral strategies. The double
diagonalis one such strategy.

THE BASICS
Double diagonals are a type of trade you can use if you
think a stock, index, or ETF will stay in arange. Like other
“market-neutral” trades, a double diagonal typically loses
money if the stock makes a big move up or down. But if
that's the case, what's so special about a double diagonal?
You sometimes hear double diagonals called some-
thing else, like a strangle swap, and that can clue youin
to how they're set up. A double diagonal is made up of a
short strangle in a front-month expiration and a long
strangle in a back-month expiration. Simply put, you sella
strangle in the front month to generate positive time
decay, and you buy a strangle (at wider strikes) in the

back month for protection.

Why do you buy the protection in the back month as
opposed to the same month that the short options are
in? Well, the more time to expiration an option has, the
higher the option's vega, or sensitivity to changesin
implied volatility. If you think that volatility mightrise
during the life of the trade, then having the positive vega
of a double diagonal could be beneficial.

The other pointis that if you buy the optionsin a fur-
ther expiration, you only have to buy your hedge once.
Let's explain that. The short front-month options of a
double diagonal provide the positive time decay, which
comprises much of the potential profits of the position.
When those options get close to expiration, and assum-
ing that the stock price hasn't made a big move up or
down, you might be able to buy those short options back
forless than you sold them, and “roll” them to the next
month. Thatis, you buy back the short front-month
options, and sell the same strike options in the next expi-
ration. Because you need protection for those new, short
options, the long options that you bought in that further
expiration are already in place. You can save transaction
costs in this way.

So, the setup for the double diagonal is that you have
to believe that the stock is going to stay in arelatively
narrow range between now and the expiration of the
long back-month options, and that the volatility of those
options is unlikely to drop. ETFs andindices can be candi-
dates for double diagonals because their diversified
nature means they are less likely (though there is no
guaranteel) to have the large price changes that are the
enemy of double diagonals.

We generally like to execute double diagonals for
credits or small debits. By selling a calland a put in the
front month closer to the current price of the stock, ETF,
or index, we can accomplish that. The reason is that the
bigger the debit of the double diagonal, the more “cor-
rect” we have to be in our speculation that the underly-
ing won't move much, and that implied volatility will
actually rise. A big debit just makes it harder to trade suc-
cessfully,

THE SECRET SAUCE

Strike selection for double diagonals is key. The long back-
month options are more expensive than the short front-
month options, so you try to push the back-month
options to further out-of-the-money strikes. But the fur-
ther away you push the strikes from the strike prices of
the short front-month options, the more risk the trade
has. That's why you have to balance how close to the
money you sell your short strangle and how far away from
the money you buy your long strangle. Start by selling
options that have a probability of expiring out-of-the-
money of between 60% and 70%, then buy the options in
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Feeling giddy about
the possibilities
with double diago-
nals? Formore on
this strategy, check
out the thinkMoney
exclusive video at
thinkorswim.
com/thinkMoney
o

the back month that are one or two strikes further out.
Let's look at an example of XYZ trading at $42.50,
which we believe will trade in arelatively tight range for
two months and whose implied volatility we don't think
will drop much. I the January front-month options have
about 30 days to expiration, | could sell the 41 put and
the 44 call fora $1.40 credit. That gives me a “window”
of about 7% for XYZ to trade in. For a hedge, I'lllook to
the February options, and would consider either buying
the 40 puts and 45 calls, or 39 puts and 46 calls.
Whether | go one or two strikes away depends on how
much those strangles cost. If the 40/45 strangle were
$1.65, that would mean | would be putting the double
diagonal onfora 0.25 debit. That's alittle high. If the
39/46 strangle were trading for $1.20, | could put the
double diagonal on for a 0.20 credit. That's a bit more

“200 1471400

- 300
J3 104 105 106 107 108 109 110 111 112 113 114 115 116

FIGURE 1: DOUBLE DIPPIN". Risk curve showing the profit potential at
expiration of the short options. From there, you can exit the trade, roll out to
the next month's options, or let the long strangle you have left just ride.

attractive. But what about the risk?

A double diagonal loses money when the stock
moves higher or lower past the strike prices of the long
options. In this example, if XYZ is below $39 or above
S46 at the expiration of the back-month options, the
loss will be the difference between the long and short
strikes, minus any credit or plus any debit. The max risk of
the short41/44,long 39/45 fora 0.20 creditis $1.80, or
$180 per spread. Your own risk tolerance versus desire
for alarger credit will help you determine the strikes for
your double diagonals.

On the face of it, you're probably wondering why a
trade with a 0.20 credit and a max risk of $1.80 makes
sense. The breakeven points would be $40.25 and
$44.50.If XYZ doesn't move much in the next 30 days
and stays inbetween $41 and $45, I'l be able to buy back
the short front-month strangle and sell the same strikes
at the next expiration for a credit. And that credit from the
“roll"along with the initial credit of 0.10, makes up the
potential profit of the double diagonal.

But a double diagonal can give me a bit of flexibility
here. If my opinion of XYZ changes between now and the
front-month expiration, I could let the short strangle
expire worthless and just hold on to the long back-month
strangleif I think XY Z might have a big price change. Or |
could roll the short strangle to wider or narrower strikes

ONCE YOU'RE EXPERIENCED WITH
DOUBLE DIAGONALS, YOU CAN ADJUST
THESTRIKES FORABULLISHOR
BEARISHBIAS, OREVEN DO A FEW
MORE BACK-MONTHSTRANGLES.
THIS CANINCREASE THERISK, BUT IT
ALSO SHOWS YOU HOW VERSATILE
DOUBLE DIAGONALS CAN BE.

in the back month. If | thought XYZ might trade in a wider
range, | would roll to further out-of-the-money strikes,
like the S40 putand $45 call. Or if | thought XYZ might
trade inavery narrow range, | could roll to the $42 put
and $43 call. My strike selection determines the credit |
receive as well as the max risk. So, I have to analyze the
different scenarios very carefully. And keep in mind that
trading complex option strategies such as this can gener-
ate high commission expenses.

ONCE YOU'RE EXPERIENCED with double diagonals, you can
adjust the strikes for a bullish or bearish bias, orevendoa
few more back-month strangles. A double diagonal typi-
cally has the same quantity of short strangles tolong
strangles, butif | think that the stock, ETF, orindex could
move dramatically higher or lower, Imight do 12 long stran-
gles to 10 short strangles, or something like that. This can
increase the overallrisk of the position, whichis why the
technique is for more experienced traders. But it also
shows you just how versatile double diagonals can be.

L]

The information contained in this article is not intended
to be investment advice and s for illustrative purposes
only. Multiple option strategies such as those discussed
in this article will have additional costs due to the addi-
tional strikes traded. Be sure to understand all risks
involved with each strateqy, including commission 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. Customers must consider all rel-
evant risk factors, including their own personal financial
situations, before trading. Options involve risk and are
not suitable for all investors. A copy of Characteristics
and Risks of Standardized Options can be obtained by
emailing thinkorswim at support@thinkorswim.com.
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IF IT LOOKS LIKE A
DUCK AND QUACKS
LIKE ADUCK,

IT'S PROBABLY A DUCK.
BUT WHAT IF T
LOOKS LIKE ASTOCK
AND TRADES
LIKE ONE, TOO?
YOU MIGHT
BE LOOKING AT A
SYNTHETIC OPTION

POSITION.
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thinkorswim.com.

From the menu,
select Support>
Option School>
Chat Archive,
thentypein
“synthetic.”
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SYNTHETICS.
To some of us, the word conjures up pastel
disco suits. Nice. To others, high-perform-
ance exercise duds. That's nice, too. But
traders can all agree that synthetics are also
combinations of options and/or stock that
replicate some other position. For example,
buying stock and selling a covered callis syn-
thetically equivalent to anaked short put.
Buying stock and buying a protective putis
equivalent to buying along call. Buying a call
and selling a putis equivalent to buying
stock. (For a detailed explanation, visit our
Support page at www.thinkorswim.com.)

Youmay already understand synthetic
relationships, andif you're into “book learn-
ing," you might realize that there ain't no arbs
any more. You may have relegated synthetics
into the “thanks, but no thanks” category.
This article will show you why synthetics
might be worth a second look.

STOCK SURROCATE

Let's start with the most basic trade of all,

buying stock. Say you buy 100 shares of XYZ

stock for $120 per share. The total value of

that stockis $12,000. In aregular margin

account, you'd need at least $6,000 of avail-

able dollars to put on that position. And if you don't have
the cashin your account to cover the $12K, you'll have to
borrow $6,000 from your broker. Evenif you do have the
cash, you'll stop earning interest on that money because
you spent it buying the stock.

Now let's look at synthetic long stock, whichis along
calland a short put at the same strike price and the same
expiration and has a risk/reward profile just like long stock
itself. Don't believe me? Load it up as a simulated trade on
the Analyze page and see for yourself. You can buy the
March 120 call for $2.25 and sell the March 120 put for
$1.75and make money if XYZ goes up, and lose money if
XYZ goes down. But why would you want to do this?

First, you bought the calland sold the put (known as
buying the "combo”) for a $0.50 debit. Not including com-
missions, $50 came out of your cash balance. With the

stock trade? $12,000. You're either not borrowing money,

or you're stillearning interest on that cash.
Second, although you know that Reg-T margin require-
ments won't let you have the same risk exposure as

$12,000 worth of stock and hold only S50 in your account,

the margin requirement for the combo is less. The margin
on the combois the margin on the short put, whichin this
caseis 20% of the underlying stock value minus any out-
of-the-money amount, That comes to $2,400.

SYNTHETICS ARE COMBINATIONS OF
OPTIONS AND/OR STOCK THAT
REPLICATE SOME OTHER POSITION.

YOU MAY HAVE RELEGATED SYNTHETICS
INTO THE "THANKS, BUT NO THANKS”
CATEGORY,BUT HERE'S WHY SYNTHETICS
MIGHT BE WORTHA SECOND LOOK,

So, S50 versus $12,000 cash. And $2,400 versus
$6,000 margin requirement. The combo is 2-for-2 so far.
But the commission on the combo is two option orders,
whichin this case would be about $5.90, compared to
$5.00 to buy the stock. And the combo won't receive any
dividends that the stock might pay. If the combo is now 2-
for-4, how do you weigh the pros and cons?

The commissions on the combo trade can be much
higher, depending on your commission structure, Butasa
percentage of therisk of the position, the commissions
represent a small fraction of the risk and potential reward
you're getting. In this case, commissions aren't likely to
make or break the trade.

And dividends? They're nice because they can offset
the interest expense when you buy the stock. But you
have to hold it through the ex-dividend date, which you
may or may not want to do, and the interest you are
charged is often greater than the dividend you might get.
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FIGURE 1:Is it a duck? Though this may look like the risk
graph of 1,000 shares of long stock position (risk to zero with
unlimited reward), it happens to be a combo (long call, short put)
onastock at $102.58. Notice the difference? Probably not.
Data source: thinkorswim

FINANCIAL ADVANTAGE?

You're smart, though, and you realize that the combo is
priced in such a way as to incorporate the interest you pay
and the dividends you receive on long stock. That's why
there’s no arb to trade the combo versus the stock. Ina
purely academic world, there's no financial benefit to trad-
ing the combo over the stock. That's true, but only in the
academic world are every trader's borrowing and lending
rates equal. In the hyper-real world of trading, your bor-
rowing rates as a retail trader are typically much higher
than a market maker's rates. The combo is priced in the
open market, based largely on the market maker's rates.
That's the rate you would be paying if you buy the combo.
But your borrowing rate as aretail trader is a broker call. In
the XYZ example, your interest cost if you buy the combo
is that $0.50 debit. But if broker call is 8%, for example,
and you hold the stock for three months, you would pay
S240ininterest. In this case, the combo would make more
financial sense.

Inaddition to that, you have to consider the benefit of
the reduced amount of capital you have to allocate to get
thatlong stock exposure using the combo. Don't make the
risk management mistake of thinking that you should
now put on more combos because they use less capital.
Each combo has the same amount of risk that 100 shares
has. Put on only as many combos as you would buy stock.
But the capital you don't use to buy stock can be used to
either holdinreserve, or to buy combos in other stock to
diversify. (Diversification can be good, but understand
that you are taking on morerisk.)

ADDED FLEXIBILITY

Speaking of risk, you can even manage the synthetic
stock as you would regular stock with stop or conditional
orders. But you actually have mare flexibility with the
combo. If the stock drops and you're sucking wind on your
long combo but think the stock might move back up, you
can buy back some of your
short puts to reduce therisk
of the position. You'll still
have the long out-of-the-
money calls that could bene-
fitif the stock rallies back.

T the stock rallies, you
canlook foran opportunity
to buy the short puts back
forless than you sold them
for. Doing that frees up capi-
tal, because it's the short put
that creates the margin
requirement on the syn-
thetic stock. That wouldleave your in-the-money call,
which you could also hedge in a number of ways. But the
short putisn'tahedge to long calls, so it would be prudent
to buy that short put back if it's far out-of-the-money and
can'treally provide much benefit for the risk that it pres-
ents. If that happens, you can basically be left with the
long calls for a small price. If you establish the combo for a
small debit, the call and the put will have roughly equal
prices. If you buy the short put back for a small debit,
that's capturing profit on the short put. Any profit offsets
therisk of that long call.

WHAT ABOUT COST OF CARRY?

You can take the cost-of-carry analysis of synthetics even
further. If Iwanted to buy an out-of-the-money call to
hedge a position, I could buy one for 0.10if the bid/ask of
the option was 0.05-0.10. If the stock stayed where it
was and | wanted to take the hedge off, | could probably
sellitat 0.05 andlose $5.00 per contract, plus commis-
sions. But if the stock dropped, the bid of that call might
£0100.00,and | would basically lose the full 0.10,0r $10
per contract, Butif | could buy the in-the-money put for
parity (when the option trades at the stock's intrinsic
value) and buy the stock, I'd have on the long call syntheti-
cally. Sure, I'd have to pay interest on that long stock posi-
tion,andl'd need the capital to be able to put it on.

Why would I doit, then? The interest is charged dalily,
soif ldon't hold the synthetic until expiration, | won't pay
the full cost of carry. Let's say carryis 0.01 per day. If Ihold
the synthetic call for 5 days, that's 0.05 or $5.00.If the
stock moves up at that time, my synthetic long call could
goupinvalue. If the stock drops, | can exercise my long
put and close the position. If | do that, | lose the $5.00in
interest that | paid to holdit. But my long callis 0.00 bid,
even with some time left to expiration! Here, the long call
loses $10.00, and the synthetic loses $5.00. This isn't
something most retail traders would ever do, and | used to
doitonly once inawhile as a floor trader. But | think it's
fun being able to think about options this way, and you
never know when that knowledge might come in handy.

Synthetics aren't magic, and the success of synthetic
stockin particular is determined mainly by your ability to
pick the stock's direction. Academically speaking, while
there may not be a financial advantage to trading syn-
thetic stock, there still may be other rewards for doing so.
Being smarter about synthetics can help you trade
smarter. And that's never a bad thing.

The information contained in this article is not intended
to be investment advice and is for illustrative purposes
only. Multiple option strategies such as those discussedin
this article will have additional costs due to the additional
strikes traded. Be sure to understand all risks involved
with each strateqy, including commission 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 underly-
ing security. Custormers must consider all relevant risk
factors, including their own personal financial situations,
before trading. Options involve risk and are not suitable
for allinvestors. A copy of Characteristics and Risks

of Standardized Options can be obtained by contacting
thinkorswim at support@thinkorswim.com,
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Options are an ideal way to enter a stormy market
without having to expose your capital. To learn how, go to
OptionsEducation.org or contact your Financial Advisor.
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Lunch with...

Tom
Sosnoff's
Mom

(Not necessarily) areal
interview with amarket VVIP

llustration by Evonrude

TOS: Wow, Mrs. S., thanks for taking
the time to meet! | can see the family
resemblance.

TM: Oh, you're being too nice. Tommy has such
lovely curls. I wish he'd stop hiding them under
that beret. Or wash the thing once ina while,
you know?!Is he reading this?

TOS: Not sure. | see you're using iSwim.
How long have you been trading?

TM: Only forever. remember trading in the old
days. Calling my broker on the phone. Stale
quotes. Waiting and waiting for a damn fill,
Thank God for 3G and smart programmers.
TOS:So your son has trading in his
blood! Was he making market calls

as a toddler?

TM: Hardly. It was all | could do to keep his fin-
ger out of his nose. But once, when Tommy
was little,  was trading GE. Size, mind you.
And I'm out walking Tommy in the stroller,
and | have a hunch that I should lighten up
the position, so ook for a pay phone. | find
one, but Tommy starts screaming bloody
murder, so | pick him up and I'm making the
call. And I'm working orders with my broker
and | needed to write something down and
I'm trying to find a penin my purse, and what
happens? | drop the kid. Tommy slips right out
and falls on the pavement. His head bounced
right of fit. And I'm thinking, Oh God! I killed
my baby! But thenI'm thinking, I'm making a
fortune in GE!'l was, as they say, conflicted.
He stopped crying, though.

TOS: That would explain a few things.
But you must have encouraged trading
in him at some point, no?

TM: Oh, no.l wanted an intellectualin the fam-
ilyl Someone to lighten up the parties. Art

camps insummer. A subscription to the New
Yorker. Dance lessons. I did everything | could.
And what does he do? Moves to the Midwest
and getsinto trading. Why do you have to
break your own mother's heart? Would it kill
you toread a book once in a while?

TOS: Dance lessons?

TM: Oh, sure.Jazz and tap. He's so lithe. Beauti-
fulform.

TOS: Tom Sosnoff ... lithe? ... I'll take
your word for it.

TM:Hangon... they're pumping vol ahead of
the number .. dol fade this? Ah, hell. Why not.
TOS: But trading clicked for him
eventually, right?

TM: Believe me, it was along road. Back in ‘81
Tommy calls me up and he's kind of whimper-
ing. And he says, "Mama, I don'tknow if I can
do this. All the numbers and the prices and the
up and the down..” Sol ask, “Tommy, do you
know what a bidis¢” and he says, “Um, yeah .."
and | ask, “Do you know what do to with a
bid?" and he'skind of sniffling and he says,
“Um,no.."and | say, “Tommy, when you see a
bid, you HIT ITI" And the next week he calls
me and he's so happy with himself. He tells me

fFor the record, the interview that took place here was
actually between the writer and his twisted alter ego, not
really Tom's mom. But had one taken place, we're pretty
sure it would have been worse. Much worse.

he's been hitting the bids and was actually up
acouple bucks. Andljust sigh. Does this mean
I don't have to send him any more checks to
help with the rent?

TOS: Well, have you?

TM: Funny you should ask. He's been getting
shellacked in this rally. Poor kid. He calls me up
the other day, with that same kind of sniffle.
"You stillshort?” lask. And he says, “Um, yeah!
AndI say, "Do you need a little something this
month?” and he says, "l guess so." A mother
knows. So, I send the kid a check. | just hope he
uses alittle of it to buy himself a clean shirt.
TOS: So he calls you regularly?

TM: He's a good boy. But I make sure he keeps
his nose clean. When Wall Street melted down,
alll could think about was how harrible it would
be to see my baby's face on the evening news.
(CanKatie Couric even pronounce “Sosnoff"?
What amother goes through ...

TOS: You have our sympathies.

TM: Okay, shoo. | have to trade now.
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FIVE

in TECHNICAL
ANALYSIS

It's never too late to learn what
not to do when it comes to
reading charts.

words by Matt Blackman



http://www.thinkmoney-digital.com/thinkmoney/2010winter/TrackLink.action?pageName=34&exitLink=http%3A%2F%2Fthinkorswim.com




thinkMoney/os

Special Focus:
Technical Analysis

Photograph by
Fredrik Brodén

thinkorswim.com

FIGURE 1: KISS. Using
one indicator may not pro-
vide enough information to
make critical trading deci-
sions, but use too many,
and you'lldie on the vine
with analysis paralysis.
Finding the right balance
may take time, but as they

say, practice makes perfect.

Data sources: TOS Charts,
thinkorswim

o Few will dispute that the credit crisis has changed mar-
kets forever. Many investors were forced to learn the
painfullesson that in times of trouble, a carefully diversi-
fied portfolio can suffer the same fate as one concen-
tratedin several indexes or exchange-traded funds
(ETFs). When the correlation of various sectors and assets
classes moves toward a value of one, and the proverbial
manure hits the fan, everything drops together.

The crisis reduced household wealth by 15%, or $13
trillion* It also significantly affected investment holding
periods—which is one of the ways we measure risk. Gone
are the days of buying an index or ETF and forgetting
about it for months or even years.

PLAYING HOT POTATO

In 1960, the average stock position holding time (or time-
in-trade) on the New York Stock Exchange was 100
months based ona 12% stock turnover rate annually,
according to the NYSE Group Factbook. Today, the annual
turnover rate is 141%, which translates to an average
holding period of 9 months**, History shows that with
each new bear market, the average times-in-trade shrink.
The more severe the correction, the further they decline.

Interestingly, and contrary to the advice we continu-
ally hear from investment money managers to hold for
the long haul, brokerage houses have shorter time hori-
zons than their clients. According to the latest data from
NYSE, the holding periods of brokerage firms ranged from
ahigh of 9.4 months to alow of just 2.5 months for failed
broker Lehman Brothers just before it collapsed.

Since the 1990s, when the average retail client held his
investments for 26 months, the time-in-trade has been
cut by two-thirds. Increasing volatility is one big reason; it
has proven to be a real game-changer, and investment
strategies are the game it changed. Gone, it would seem, is
the fundamentals-based, buy-and-hold approach. Wel-
come to the brave new technical trading world.

The time horizon is the key difference between funda-
mental investing, which relies on earnings reports and
financial statements, and technical trading, which relies
strictly on price movement and momentum with the help
of technicalindicators (e.g. charts).

Fundamentals tend to lag the market, so they often

TS L] L

require years and long-term trends to make money. Tech-
nical trades generally last from a few minutes to a few
weeks, butrarely longer. A trader stays in a trade as long
asitis profitable and sticks to a specific trading envelope.
Once that envelope is broken and the trend changes
direction, the trader beats a hasty exit. lgnore an exit sig-
nal or “stop-loss,” and the trade can quickly turninto a
loser. Discipline and a strict adherence to a written trading
plan with a set of rules are absolutely essential for stay-
ingin the game.

FIVE NO-NOS

We put together alist of five mistakes that traders new to
technical analysis commonly make. If you can avoid them,
they should increase your chances of success. Remember
that technical-based trading systems take advantage of
small market inefficiencies. These efficiencies only gener-
ate profits as long as they exist.

No-No 1: Applying the wrong strategy at the
wrong time. There are two major types of markets:
trending and trading ranges. In a trending market, trend-
line analysis combined with a moving average crossover
system can work well. The trader buys when prices
weaken and fall to the trendline (buys on dips) and stays
inthe trade as long as trendline support holds and prices
are moving up. In a trading-range market, however, a bet-
ter system might rely on entering and exiting the markets
at short-term extremes through the use of momentum
indicators or oscillators, such as those measuring relative
strength. Depending on your time horizon, markets trend
between 25% and 35% of the time. The rest of the time
they are trading range-bound, vacillating up and down
and exhibiting little apparent overall direction. Techniques
that work in one will usually fail miserably in the other. For
example, Using a moving-average Crossover systemin a
trading-range-bound market can be an expensive mis-
take, regularly whipsawing the trader in and out of losing
trades. Likewise, using a mean-reversion system that gets
you into or out of the market at short-term
extremes can be equally costly in a trending
market, as it will get you out too early andin
too late.

No-No 2: Relying on a single indicator.
In technical trading, confirmation is key. Rely-
ing on one indicator, or indicators that use the
same set of data points, to make a trading
decision can be risky. Confirmation from two
or more different indicators is a requirement—
notaluxury. For example, the Relative
Strength Index (RSI) relies on the relationship
of anissue's high, low, open, and close over a
specific period. When the index moves above
30,abuy signalis issued, and when it moves
below 70, it's time to sell. The stochastic indi-
cator looks at these same data points (high,
low, open, and close) differently, but it uses
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Formountains of info on
technical analysis, visit the
Option School at thinkor
swim.com >Support >Opti
on School>Chat Archives.
Typein “technical analysis,"
and you're golden.

the same data points nonetheless. A system that uses the
RSl and stochastic indicator to confirm a trading decision
really isn't confirmation at all, since they rely on similar
information. Using the RSI together with a volume-based
indicator like the Money Flow Index, for example, provides a
more complete picture of what is going on.

No-No 3: Going too big, too soon.

In trading, patience is not only aluxury but arequirement.
Jumping in with both feet and trading real money or taking
large positions is a common “newbie” mistake,

Discovering a new trading system or indicator can be an
exciting prospect. The firstimpulseis to apply it in the mar-
ket and start making a bundle, but this can be costly. Any
new strategy (which includes one that's new to you) should
be thoroughly tested first on a set of historic data (in-sam-
ple)and then re-tested on a different set of data (out-of-
sample) using a simulated trading account such as
paperMoney®. (See “So You Wanna Be a Trader,"
thinkMoney/Q7). Too many neophyte traders start trading
real money before sufficiently testing and re-testing a sys-
temand fully understanding its risks. The results can be dis-
astrous, especially when the trader plays the game without

using a written trading plan. Experienced
traders use real money only when the proba-
bility for success is known and risks for loss are
considered acceptable.

No-No 4: Ignoring the effect of volume
(and trading low-volume issues).
Another common mistake both traders and
investors make is focusing on the next big
home runinstead of concentrating their
search on high-probability trades.

Imagine a game in which players are given
20 pennies and asked to throw themin a
bucket. Therules: Sink the penny from one
foot and get one penny plus your original
penny back. Sink it from two feet and get two
pennies, three feet and get three pennies,
and soon. Those lucky (or skilled) enough to
sink a penny from 20 feet earn twenty cents.
When we saw this test conducted in a semi-
nar room full of traders a while back, the vast
majority started at two or three feet out, then
moved back with each successful throw. The
problem was that they did not step closer
each time they missed. Some started from 20
feet and quickly lost all their money. However,
a few stood at one foot and threw all 20 pen-
nies from there, doubling their money in
twenty throws. They were the winners.

Think of the lottery. The idea of investing
a few dollars and making millions is always
compelling. Butinvesting or trading a new
speculative stock touting a new technology,
product, or service that trades for cheapis
like trying to sink your pennies into a bucket
20 feet away. As with the probability of winning a lottery,
the chances of finding a stock that's cheap and that ulti-
mately zooms into the stratosphere are slim indeed.

Butignoring the fact that this approach has a snow-
ball's chance in a hot tub of success for amoment, the
major problem from a technical trading perspective is that
low-volume issues make poor trading candidates. Techni-
calanalysis rarely works on speculative, low-volume
issues. It works best on indexes, exchange-traded funds
(ETFs), futures, or currencies that experience high trading
volumes. High volume minimizes the spread between bid
and ask prices and make entering and exiting trades
faster and less expensive (minimum slippage).

No-No 5: Assuming what works on an index, ETF,
or commodity will also work on a stock.

This point is a continuation of the last one. Technical trad-
ing relies on having wide participation from a cross-sec-
tion of people with different opinions, strategies, and
time horizons. Domination of a market by a minarity of
investors, market makers, or "big hands" reduces the
effectiveness of a technical trading system. The higher
the volume, the better the chance that the issue has wide
participation by a disparate crowd of traders and investors
and is therefore a good trading candidate. If you're only
trading stocks using a technically based system, you'e
probably missing the bigger picture. >


http://www.thinkmoney-digital.com/thinkmoney/2010winter/TrackLink.action?pageName=37&exitLink=https%3A%2F%2Fwww.thinkorswim.com%2Ftos%2FdisplayPage.tos%3Fwebpage%3DonlineSeminar%26displayFormat%3Dhide

thinkMoney/os

Special Focus:
Technical Analysis

thinkorswim.com

PROTECT YOUR CASH,
NOT YOUR EGO
(Continued from page 37)If recent history
has taught us anything, itis the value of
avoiding major market drops. Those who
suffered a 50% dropin the value of their
portfolios will need to generate a return of
100% just to get back to breakeven, and
that takes considerable time and involves a
fair degree of risk. It is critical to cut your
losses quickly when stocks drop so as not
to suffer a catastrophic setback while
holding a position at all costs. In trading,
there’s no such thing as selling too soon.
Although this list is by no means com-
plete, and avoiding these five mistakes
does not guarantee success, itis a good
start. But one thing seems clear: Highly
volatile markets could be here to stay, ren-
dering the traditional buy-and-hold strat-
egy arelic of the past. This new
environment requires a carefully disciplined
and methodical approach. If you're imple-
menting technical analysis in your trading
system, avoiding these five mistakes is an
important step in your journey to becom-
ing a successfulinvestorin the face of a
new set of rules.

See Also

*Willis, Bob [2009]. “Gain in U.S. House-
hold Wealth Will Help Ease Strain on Spend-
ing, Bloomberg (www.bloomberg.com),
September 18.

**Moscovitz, llan[2009]. “The Coming
Financial Time Bomb," The Motley Fool
(www.fool.com), September 19.

The views in the section above are those
of the author, but are not necessarily those
of thinkorswim, Inc, and are not intended

to be specificinvestment advice. 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
situations, before trading.
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FIGURE 1: Charting Your Course. Starting from the top right, you can create hundreds of combinations of charts
using all the various indicators, drawing tools, and chart types. Source: TOS Charts, thinkDesktop.

e Every trader has her
own way of finding
opportunities. For some,
technical analysisis
everything. Others dig through balance
sheets and income statements. And perhaps
even farther down the food chain, there are
those who “watch the tape” and just trade
from their gut. Whatever you choose, as long
as you follow a consistent set of rules and
don't cherry-pick your system each time,
there's no “right” or “wrong” way. But if you
choose to chart your course, there's an easy
way to do so using your TOS Charts, with a
seemingly endless combination of indica-
tors. Let'sdoasimple 1-2-3:

1. Pick Your Chart Type

TOS Charts are loaded with a ton of indica-
tors to suit even the most discerning tastes.
The first step is to click the Charts tabin
your trading platform. Enter the symbol of
the stock you want to chart in the fill-in box
on the left. By default, the basic chart
includes the price and volume charts. To
choose your preferred chart style (bars, can-
dles, and so on), click the Style tab on the
top right side of the TOS platform window.
Chart styleis the fourth option. Click it to
open and choose your preferred chart type.
At the same time you can add the informa-
tion you'd like included on the chart, as well
as your preferred background, volume, and
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price bar colors. When you're finished, click
Apply to close the option window.

2. Pick Your Indicators

To add anindicator (see point 1 on the
chart), click the Studies tab to the right of
the Style tab. (Hint: you can also access any
of these tabs by right-clicking anywhere on
the chart and left-clicking the appropriate
option in the drop-down menu.) Now move
your mouse over either the Quick Study or
Add Study options (2). For our purposes,
we'll choose Momentum Studies (3) from the
Add Study option and choose the RSI (Rela-
tive Strength Index) indicator. Move your
mouse over the R-W drop-down, and
another drop box will open with the choices
in alphabetical order. Next we choose the
RSI Wilder Legacy. You will see the indicator
open in the bottom sub-graph (4).

To change colors and parameters such as
the top (sell) and bottom (buy) trigger lines,
click Edit Studies from the Studies drop-
down box. Then click the RSI Wilder Legacy
option in the top right side of the window
and you will see the various parameters on
the indicator. Default settings can be
changed to your setting preference.

3. Pick Your Trigger Points

So how do you know when the charts are
telling you to getin and out? That, of course,
is the million-dollar question. While we can
give you bells and whistles, you still have to
figure out how tointerpret them on your
own. And you can believe that in the world
of trading, one trader's entry is another's
exit. Hopefully, with alittle practice (and
patience), you'll find a chart setup that
works well with your personal trading style
and risk tolerance. But when you do, don't
make the mistake of thinking you've found
the magic bullet. As the markets are forever
changing, so go therules.

The views in this section are those of the
author, but are not necessarily those of
thinkorswim, Inc, and are not intended to be
specificinvestment advice. The information
contained in this article is for illustrative
purposes only. Be sure to understand all risks
involved with each strategy, including
commission costs, before attempting to
place any trade,

TECHNICAL ANALYSIS

O+A:

a
| ]
w?at are the key

differences
between trending
and range-bound
markets, and why
don‘t the same
indicators work in
both?

A:

Trends are what
investors hope for
when buying or
short-selling indexes,
exchange-traded
funds (ETFs), options,
futures, or currencies.
They are betting that
prices will either con-
tinuein the same
direction (trend) or
thatareversal
(change of trend)isin
the cards. Short-term
traders require
shorter-term trends,
butamajority of sys-
tems are trend-based
for one reason:; they
are better for making
money. And depend-
ing on your time hori-
zon, markets trend
between 25% and
35% of the time. The
rest of the time,
prices fluctuate
between interim
highs and lows
known as trading-
range or "neutral”
markets. This opens

up alot of opportuni-
ties for option spread
traders.

Technical indica-
tors can be broken
down into two basic
groups—those that
work best in trends
and those that work
betterin trading-
range markets. If
trendlines and mov-
ing averages are
used to trade range-
bound markets, whip-
saws (quick
up-and-down moves)
Create losses that
build up the longer
youremainin the
market. Likewise, if
you try to use trad-
ing-range indicators
(or oscillators) such
as the RSl or stochas-
ticsinastrongly
trending market, you
may tend to exit the
markets too soon
and enter too late.

a
a
Why does techni-

cal analysis work
better on indexes
than individual
stocks?

A:

Pure technical ana-
lysts don't generally
care about funda-
mentals or news,
They are strictly con-
cerned with priceand
volume movement,
from which they

draw their own con-
clusions on whether
to trade, Technical
analysisrelies on
measuring crowd
behavior. In other
words, the technical
trader focuses his or
her efforts on watch-
ing how the “crowd"
is reacting to news or
fundamentalsata
pointin time, as
opposed to the news
itself. Indexes and
ETFs generally have
alarge number of
participants that
include many dis-
parate groups. The
more diverse the par-
ticipants, the better
technical analysis
works—at leastin
theory.

a
[ ]
What is the mini-

mum trading vol-
ume an index
should have
before it can be
considered area-
sonable trading
candidate?

A:
m [hereisno

magic amount of vol-
ume recommended.
Thatdepends on the
indexand whether its
traders andinvestors
are diverse or special-
ized, highly know!-
edgeable, and capable
of pushing pricesina
directionbasedon
"inside” or specialized
information not avail-
able to the crowd. The
generalrule hereis
the higher the aver-
age daily volume, the
better.

You say that tech-
nical trading sys-
tems take
advantage of
small market inef-
ficiencies. But the
efficient market
hypothesis (EMH)
says that all mar-
kets are efficient.
Can you explain
the inconsistency
between these
two statements?

A:

To putitbriefly, the
EMH says that mar-
kets are efficient and
that all the factors
thatinfluence price
are "known" ata
given time. It also
implies that emotions
and opinions (which
are not necessarily
based on facts)area
minor factor and thus
unimportant. This
flies in the face of
technical analysis
theory, which says
that markets are
highly affected by
fear, greed, hope, and
hype. Itis clear that
markets cannot be
both efficient and
highly emational
(emotions are any-
thing but efficient) at
the same time.
Anather problem
with the EMH s that
itdoes not explain
bubbles and busts,
which would not
occurin efficient
markets. Thisis one
ofits biggest flaws.
Successful technical
traders will see the
EMH as a theory
that's not supported
by marketreality.
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Capiche?

Lessons froma
veteran floor trader

® So, | finish up what | consider one of my bet-
ter classes, showing a bunch of customers
how anold pro used to doit. Now, a “Bat”
option class isn't like other option classes. No.
My lessons stick. That's because | tell people
how itreally is. And I let people know that mar-
ket makers don't make mistakes.

Options are fairly priced. If you think you
see money lying on the floor, don't pick it up.
Chances are you're getting into a trade that
you understand alotless than a market
maker does.

So, laskif there are any questions. One
hand pops up. One hand. And this guy asks if
all these smart market makers are making
money, and they're taking the other side of
customers' trades, how can the customer pos-
sibly make money? Trading is a zero-sum
game, right? Well, no. Most retail traders think
that if Ibuy something and you sell some-
thing, one of us will make money and one of
us willlose money. The stock or option or
future or whatever will go up or down, and
only one of us can be right. But that assumes
that each of us doesn't do something else on
the side. Here are a few scenarios:

Myth Buster One Say you buy a call, which
means the market maker sells the call to you. If
the stock goes up, you make money and the
market maker loses money, right? That's
where the theory starts to fall apart. When a
market maker sells you that call, he or she
hedges itimmediately. She's short a call? She
buys stock as a hedge. Now, you're stilllong
the call,but the market maker is short the call
and long the stock. Let's assume the stock
goes up,and your call goes up in value as well.
The market maker who's short that call is los-
ingmoney on it, butis making money on the

Words by Tony Battista
Photograph by Fredrik Brodén

long stock. It's possible for the profit on the
long stock to exceed the loss on the short call.
In that case, you make money on your posi-
tion, and the market maker makes money on
her position, too.

Myth Buster Two Let's say the stock goes
down. She's short a call, and makes money on
that, but she's long stock, too, and loses
money on that—probably more than what she
made on the short call. You own that long call,
and you lose when the stock goes down. You
bothlosel The difference is that she started
out with the opposite of the trade you had,
but she changedit into somethingelse.

Myth Buster Three Now say you actually
listened during class and get some fillsin
between the bid/ask spread, maybe trading
against another retail trader who's trying to
sellin the middle of the spread when you're
trying to buy. That customer s closing outa
long call for a profit, and you're buying it from

The Myth of
Zero Sum

Is one trader's gainanother'sloss?
Maybe not.

C

him. Ifit goes up, you can sell it for a profit, too.
And if there was a market maker who sold the
call originally to the first customer? If she
hedges the short call with long stock, she can
minimize her losses even after she buys it
from you when you close out your long calll

On the Other Hand So, the markets aren't
really a zero-sum game when you look at two
independent traders taking opposite sides of
a trade. Each can hedge or adjust the position
without the other trader doing anything.
Now, if you look at allthe traders and
investors out there in aggregate, tradingis a
Zero-sum game, minus commissions and fees
and all that. When the market maker buys the
stock as ahedge against her short call, some-
one else is selling that stock to her. If the stock
goes up, the person who sold the stock
misses out on the profits, So, the zero-sum
theory works in the grand
scheme of the markets, but
not necessarily on the
trader-versus-trader level,
Where does this leave
you? Pick your trades care-
fully and make sure they
make sense toyou. Let the
other guys worry about
their own profit/loss ratios.
You just have to worry
about yours.
L]
thinkorswim, Inc, and its
registered employee, Tony
Battista, do not solicit or
recommend any form of
trading in the individual
securities mentioned
above. Please do careful,
independent research
before investing any
money as well as weigh
the possible consequences
on your particular financial
situation before doing so.
Therisk of loss may be
substantial,

ap.
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Forex for Fun

And you thought we were
just for option traders.

e Among traders, technical (charts) and fun-
damental (economics) analysis are typically
considered as separate as church and state.
However, in all markets there are both techni-
caland fundamental factors that can be used
toidentify trading opportunities, Despite the
technical slant that most short-term forex
traders prefer, the forex market happens to be
one of the most transparent where funda-
mentals are concerned. Fundamental
announcements are planned monthsin
advance, are generated by government enti-
ties without ulterior motives (wink), and are
based on huge macroeconomic events that
are almostimpossible to manipulate.

Now, whether or not you believe those
last few statements, believe this: both news
events and price action are highly correlated
in the forex markets and can be mutually
beneficial. This can be shown mathemati-
cally, especially inintermarket correlations
where one asset class directly affects the
price of another.

Here is a quick list of some of the intermar-
ket correlations that are universally accepted
as consistent and relevant; banking and the
Swiss franc; oil prices (and oil companies) and
the British pound; the Nikkei and the Japanese
yen; commodity prices and the Canadian dol-
|lar; and gold and the Australian dollar (aussie).
Histarically speaking, as these intermarkets
have done well, the demand and price for the

Words by Blake Young,
INVESTools Instructor

For more information
on opening a forex
accountat TOS, go to
thinkorswim.com
> Why Thinkorswim>
Order Types &
Products.

L]

the AUD/USD to con-
tinue torunas well. And
likewise, a sell-offin
gold will likely meana
drop in the AUD/USD at
arelatively equal move
togold.

The closer the cor-

FIGURE 1: Tosetupacorrelation study, at the topright of the chart, click “Studies,’
then "Edit Studies.” Select Correlation from the left menu. Selectitin the list of Added
Studies and change your inputs in the Properties box below.

Charts and News:
An Unlikely Match

When two trading philosophies
disagree, let the math decide.

related currencies have also done well.

Thisis all well and good, but how do we
know when it's appropriate to include these
intermarket correlations in trade setups and
when not to? Here's where the charts can
help.

Do the Math

Figure 1 isachart that correlates the
AUD/USD to gold prices (/GC). In the past six
months, gold and the aussie have seena 50%
or better correlation 72% of the time. (This
basically means when gold moves, the aussie
usually does, t0o.) We can use this to our
advantage to not only look for trends in gold
to support the aussie, but also to find overex-
tensions of gold prices and pullbacks to simi-
larly affect the currency.

When do we pay attention torising and
falling gold price for our aussie-sensitive
trades? When the correlation reading is 50%
or higher. Our chart shows that the correlation
is currently higher than 94%. Based on this,
now is a good time to make fundamentals an
integral part of our analysis. If gold continues
torun, it's highly likely we can expect to see

relationis to the zero
line, the lessimpact
the intermarket corre-
lation is having on the
currencies. When the
correlation doesn't
exist, the intermarket
moves will have about
as muchimpacton
your trade results as
your fantasy football
team's recent victory
will on your dating
prospects.

L]

The risk of loss in trading forex can be sub-
stantial, Customers must consider all relevant
risk factors, including their own personal
financial situations, before trading. 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). Forex investments are sub-
Jject to counter-partyrisk, as there is no central
clearing organization for forex trades. thinkor-
swim Is compensated through a portion of the
forex dealing spread. 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-dedaler, are not pro-
tected by the Securities Investor Protection
Corporation (SIPC).
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MONKEY! NO!

[Trader see, Monkey do...
How NOT to lighten up the
company holiday party.

* Attemptan
intellectual debate
with drunks to prove
that humans are more
evolved than apes,
and slap them when
they fail.

® Swing from the
chandelier to show off
your Brazilian wax job.

* Ask the marketing
manager’s husband
if he's ever been
“interested” in
monkeys.

® Make an over/under
market on how many apple-
tinis it will take to put the
CFO under the table.

e Sift through the
“Toys for Tots”
basket for a gift you
forgot to buy for
your mom.

e Give Santa a lap dance.
(Warning: Don't try these at

our own party unless you
can trade like the Monkey.)
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LEARN HOW TO TRADE WITH

ONE OF THE INDUSTRY’S MOST
PROGRESSIVE OPTION ADVISORIES:

RED OPTION.

RECEIVE 1STRATEGY FREE FOR 30 DAYS.

Visit www.redoption.com and enter coupon “think0909”.

REDOPTION.

isk of loss in trading securities, options, futures and forex can be substantial. Customers must consider all relevant risk factors, including their own personal fin
before trading. Options involve risk and are not suitable for all investors. See the Options Disclosure Document: Characteristics and Risks of Standardi
subsidiary of TOS Advisors. TOS Advisors is a wholly-owned subsidiary of TD Ameritrade Holding Corporation.

Company, Inc.


http://www.thinkmoney-digital.com/thinkmoney/2010winter/TrackLink.action?pageName=43&exitLink=http%3A%2F%2Fwww.redoption.com

PRSRT STD

US Postage
Paid

Permit #1053
Bolingbrook, IL

Therisk of loss in trading securities, options, futures, and forex can be sub-
stantial. 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 Char-
acteristics and Risks of Standardized Options. A copy can be requested via
email at support@thinkorswim.com or via mail to 600 W. Chicago Ave.,
#100, Chicago, IL 60654-2597. Trading foreign exchange on margin car-
ries a high level of risk, as well as its own unique risk factors. Please read
Forex Risk Disclosure (www.nfa.futures.org/NFA-investor-information/
publication-library/forex.pdf) before considering trading this product.
thinkorswim is compensated through a portion of the forex dealing spread.
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
inan account with a broker-dealer, are not protected by the Securities
Investor Protection Corporation (SIPC).

thinkorswim, Inc. is a wholly owned subsidiary of TD AMERITRADE Holding
Corporation.
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2009 © TD AMERITRADE IP Company, Inc.

Mixed Sources
Product group from well-managed
forests and recycled wood or fiber

FSC www.fsc.org Cert no. SW-COC-002550
© 1996 Forest Stewardship Council
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BARRON’S #1 OVERALL : .
ONLINE BROKER' Inkorswime

Member FINRA | SIPC | NFA

TWe'll pick up the ACAT transfer fees from your old broker (up to $100) and, if you are not convinced within 30 days, you can transfer back for free.? You must have a funded
thinkorswim account to receive the special referral credit. Your referral must fund a thinkorswim account with a minimum of $3,500. Email us at support@thinkorswim.com
and mention thinkMoney along with your friend’s name to get credit.® If you make 40 or more trades in stock, options or futures at the standard commission rate or trade
4 million round-turn (notional value) or more in currencies in one calendar month, we will post $39.95 into your account mid-month to help pay for your high-speed
internet.* thinkorswim was rated #1 overall online broker, "best for frequent traders,” and "best for options traders” in Barron's ranking of online brokers, 3/16/2009; "best
software-based online broker and "best for options traders,” 3/6/2006 and 3/5/2007. thinkorswim was evaluated versus others in eight total categories, including trade
experience/execution, trading technology, usability, range of offerings, research amenities, portfolio analysis & reporting, customer service & access and costs. thinkorswim
topped the list in 2006, 2007 and 2009 with the highest weighted-average score and was runner-up in 2008. Barron's is a registered trademark of Dow Jones & Company
© 2006, 2007, 2008, 2009. Supporting documentation for any claims, comparisons, recommendations, statistics, or other technical data, will be supplied upon request. 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.
A copy can be requested via email at support@thinkorswim.com or via mail to 600 W. Chicago Ave., #100, Chicago, IL 60654-2597. 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.
thinkorswim is compensated through a portion of the forex dealing spread. 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).
thinkorswim, Inc. is a wholly owned subsidiary of TD AMERITRADE Holding Corporation.
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