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 “E-micro Forex futures  
are sized right for you.”
DAN GRAMZA  
President, Gramza Capital Management 

CME Group is a trademark of CME Group Inc. The Globe logo, CME, Chicago Mercantile Exchange, E-mini,   
E-micros and Globex are trademarks of Chicago Mercantile Exchange Inc. CBOT and Chicago Board of 
Trade are trademarks of the Board of Trade of the City of Chicago. NYMEX, New York Mercantile Exchange 
and ClearPort are trademarks of New York Mercantile Exchange Inc. COMEX is a trademark of Commodity 
Exchange Inc. These contracts are listed with, and subject to, the rules and regulations of CME. Copyright 
© 2012  CME Group.  All rights reserved.

 FX AGRICULTURE  \  INTEREST RATES  \  EQUITIES  \  ENERGY  \  METALS  \  WEATHER

E-micro Forex futures offer active individual traders 

easier access to the world’s largest financial market 

with less risk and lower margin requirements. These 

innovative contracts provide the financial and regulatory 

safeguards found in traditional Forex contracts yet are 

approximately 1/10th the size. The three new E-micro 

Forex contracts (CAD/USD, JPY/USD and CHF/USD) 

along with the three previously offered U.S. denominated 

currency pairs (EUR/USD, GBP/USD and AUD/USD) 

allow for perfect offsets with corresponding standard-

size FX futures. There’s never been a better way to 

participate in one of the world’s largest pools of Forex 

liquidity. Learn more at cmegroup.com/forexmicros. 

Trade E-micro Forex futures:

• 1/10th the standard contract size*

•  Nine currency pairs including three  
new USD denominated contracts

•  Quoted in Interbank and IMM terms

• World’s largest regulated Forex market,  
 with deep liquidity

• Proven safety and security of CME Clearing

*Roughly 1/10th the standard contract size with a notional value range of $6,000 to $16,000.

CME E-quivalents is a tool that lets you stay  
on top of the market virtually 24 hours a day,  
with FREE real-time prices
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Screen stocks, identify trends, and get the vital stats you need with 
our advanced Stock Screener —now available on Trade Architect.

   Learn more and view a demo at tdameritrade.com/ta.

THIS TOOL DOESN’T FIND OPPORTUNITY.  IT HUNTS IT 
 DOWN, TIES IT UP, AND THROWS IT AT YOUR FEET. 

TD Ameritrade, Inc., member FINRA/SIPC/NFA. TD Ameritrade is a trademark jointly owned by TD Ameritrade IP Company, Inc. and The Toronto-Dominion Bank. 
© 2011 TD Ameritrade IP Company, Inc. All rights reserved. Used with permission.
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Trading for the 99% 
There are Wall Street fat cats,
and the rest of us. If you 
think trading is a zero-sum
game, working against the 
little guy, think again. 
Here’s how to join the 1%.

p. 10
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TD AMERITRADE CLIENTS: CALL 800-393-5123 
TO GET UP TO 30% OFF YOUR INVESTOOLS EDUCATION*

When opportunity knocks, active traders need to be educated traders. 
That’s why more than 500,000 of them have turned to Investools® from  
TD Ameritrade Holding Corp. Our advanced tools include easy-to-use 
data on thousands of stocks, options, and currencies—information 
that until recently was only available to industry professionals. What’s 
more, traders can create customizable charts, obtain in-depth technical 
analysis, and even hone their skills by practicing complex trades with 
paperMoney®. You’re serious about mastering the markets. We’re just 
as serious about teaching you ways to make it happen. To learn more, 
call 800-393-5123 or visit investools.com.

Trading is all about  
spotting opportunities.
The right tools make 
them easier to spot.

*To be eligible for this discount, individuals must open or have a TD Ameritrade account with a minimum balance of $5,000. The discount is applicable only on future Investools education purchases.

media in whole or in part is prohibited under penalty of law.

nor does it direct client commodity accounts or give commodity trading advice tailored to any particular client’s situation. Nothing contained in this communication constitutes a solicitation, 
recommendation, promotion, endorsement, or offer by Investools Inc. of any particular security, transaction, or investment.

trading. Options involve risk and are not suitable for all investors. See the Options Disclosure Document: Characteristics and Risks of Standardized Options. Trading foreign exchange on 
margin carries a high level of risk as well as its own unique risk factors. Please read the following risk disclosure before considering the trading of this product: Forex Risk Disclosure. Futures 
and forex accounts are not protected by the Securities Investor Protection Corporation (SIPC).
The paperMoney® software application is for educational purposes only. Successful virtual trading during one time period does not guarantee successful investing of actual funds during a later 
time period—market conditions change constantly.
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Miscellaneous

Features

10/ Trading for the 99%
For all the talk of Wall Street suits making all the
money, how many traders are asking the person
in the mirror why they’re not as successful as
they want to be? If you’re making rookie errors,
expect rookie results. Here’s a few pointers on
how to join the 1%.

18/ Hedge Gaps and Party Hats
A favorite hedge with many traders are SPX
options. But they have an Achilles heel—they
settle the day after they stop trading. This can
be aggravating (and costly) to the unsuspect-
ing trader. Say goodbye to the old, and say
hello to SPXpm. 

24/The Friendless Bond
What if the Fed threw a bond party and nobody
showed? Could what happened in Greece and
Iceland happen here? Though it’s not likely to
happen anytime soon, traders can pay attention
to the signposts, and what they can do when
they spot them. 

08/A Quick Howdy

15/Love Notes

16/News + Views
Why a trader tax
stinks, shocking floor
trader jargon, and
new tools from 
TD Ameritrade.

33/Ask the 
Trader Guy
Our resident guru
tackles your questions
about probabilities,
stubborn call options,
and when to schedule
your personal trainer. 

30/Vol Watch
Volatility is a market
constant as sure as the
morning sun. But how
do you know when
it’s found a new home
on the range?

Columns

42/The Token
Glossary

34/Pairs Trading Special:
Opposites Attract
You like chocolate, but despise vanilla. Now
replace this metaphor with two stocks in the
same sector.  To ”pairs trade,” you need a firm
grasp of the strategy, the right tools, and the
right temperament.  
PLUS: 
STRATEGY FOCUS
How to pairs trade on thinkorswim
PAIRS TRADING  Q&A

TD Ameritrade Contact Info You Could Use
Client Services Representative: 800-669-3900
New Accounts: 800-454-9272

•
thinkorswim Support: 
800-672-2098
thinkorswim@tdameritrade.com
Platform Feedback:
thinkorswimfeedback@tdameritrade.com
Tech Support:
thinkorswimtechsupport@tdameritrade.com 
paperMoney Support:
thinkorswimpapermoney@tdameritrade.com
For all other inquiries:
tdameritrade.com/contact 

•
General Mailing Address
PO Box 229
Omaha, NE 68103

•

31/Gear Head
Quenching your thirst
for gadgets with tools
to see the forex and
options markets at a
glance.  

To view past issues of
thinkMoney archives from your
mobile device, just scan this
code with your QR reader. 

cont.

23/Coach’s Corner
Pretty pictures come
in all shapes. Espe-
cially this little bullish
pattern.

41/Futures 4 Fun
If you’re trading
futures, here are three
reports you don’t want
to miss. 
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• Should it go without say-
ing that the rest of 2012
will be, shall we say, politi-
cally interesting? Probably,
but there…we said it any-
way. Thankfully, this isn’t
a political rag, and while
personally, you may care
about the outcome of the
Presidential race, the mar-
ket doesn’t. Bridges will
get built, and roads will get
paved. Or maybe not. Who
knows? Your focus as a
trader is to try to position
the wind at your back,
whichever way it blows.

But what if there was a
way to trade without trying
to pick a direction at all?
Huh? There is. This month,

our Special Focus on pairs
trading (p.34) explores a
totally different way of
trading the market—that of
speculating on price dis-
crepancies. Think of it as a
“battle of two stocks,” but
you don’t care which one
wins, just as long as when
prices are out of line, they
eventually find common
ground. Like choosing
between chocolate and
vanilla—without any egos
at stake. And with the Pairs
Trader tool—one of our
newest features on the
thinkorswim trading plat-
form we’ve simplified the
process of placing pairs
trades. 

Of course, some will
suggest that no matter
which direction the market
goes, it’s a zero-sum
game—i.e. for every dollar
made in the market,
another dollar is lost some-
where. If you believe that,
then you may also likely
buy into the idea that only
the “top 1%” makes all the
money. These are just the
types of myths we like to
debunk, and our cover fea-
ture on page 10 takes on
that debate mercilessly.
We’re all capable of blam-
ing someone or something
else for a loss. But if you’re
trading like 99% of the
rookies, expect the same
results. Read the article for
more. 

So enjoy, and tell us
what you think. If you
haven’t had a chance to fill
out our reader survey, help
us keep a good thing going
so we know we’re pushing
the right buttons. Just go 
to tdameritrade.com/
tmsurvey.

Happy trading!
TD Ameritrade 

Trends? Who
Needs Trends?

edit.

If you want to shoot us an
email, we could always use
some good feedback. Good,
bad, or ugly, we read every
letter. Write to us at  
thinkmoney@
tdameritrade.com. Heck, if
it’s funny enough, it just
might be worthy of a spot in
our “Love Notes” on page 15.
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• The information presented in this publication does not
consider your personal investment objectives or financial
situation; therefore, this publication does not make per-
sonalized recommendations. This information should
not be construed as an offer to sell or a solicitation to buy
any security. The investment strategies or the securities
may not be suitable for you. We believe the information
provided is reliable; however, TD Ameritrade, Inc., and
its affiliated companies do not guarantee its accuracy,
timeliness or completeness. Any and all opinions
expressed in this publication are subject to change with-
out notice. 
• In respect to the companies or securities covered in
these materials, the respective person, analyst or writer
certifies to TD Ameritrade the views expressed accurately
reflect his or her own personal views about the subject
securities and issuing entities and no part of the person’s
compensation was, is, or will be related to the specific
recommendations (if made) or views contained in this
publication.
• TD Ameritrade, Inc., and its affiliates, their employees,
directors, consultants and/or their respective family

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

TD Ameritrade, Inc. Member SIPC FINRA NFA

© 2012 TD Ameritrade IP Company, Inc. Product 
and company names mentioned herein may be 
trademarks and/or registered trademarks of their
respective companies.
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• Neither Investools® nor
its educational sub-
sidiaries nor any of their
respective officers, person-
nel, representatives,
agents or independent
contractors are, in such
capacities, licensed finan-
cial advisors, registered
investment advisors or
registered broker/dealers.
Neither Investools nor
such educational sub-
sidiaries provide invest-
ment or financial advice

or make investment rec-
ommendations, nor are
they in the business of
transacting trades, nor do
they direct client futures
accounts nor give futures
trading advice tailored to
any particular client’s sit-
uation. Nothing contained
in this communication
constitutes a solicitation,
recommendation, promo-
tion, endorsement or offer
by Investools or 
others described herein, 

of any particular security,
transaction, or invest-
ment. Investools Inc. 
and TD Ameritrade, Inc.
are separate but affiliated
companies that are not
responsible for each
other’s services or policies.

important

info
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TRADING
FOR THE
99%

YOU MAY HAVE HEARD
THAT TRADING IS 

A ZERO-SUM GAME. 
IT’S A GIANT CONSPIRACY

BY THE 1% OF THE
INVESTING POPULACE

THAT SEEM TO MAKE 
ALL THE MONEY. 

YOUR DOLLAR LOST 
IS THEIR DOLLAR GAINED.

IN TRUTH, THE MARKET 
DOESN’T CARE, SO 

WHAT YOU’RE LEFT 
WITH IS A FEW SIMPLE

RULES OF THUMB.

PHOTOGRAPH BY FREDRIK BRODÉN

WORDS BY THOMAS PRESTON 
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TRADING FOR THE 99%?
What the heck does that mean?
Well, it doesn’t mean doing
what 99% of investors do,
which tends to be the same old
thing . You know, trying to time
the market and missing it. Try-

ing to find the next hot stock but finding that it doesn’t
outperform the broader market. Watching interest
rates on savings or cash sit at near zero. 

Lately, the news has been filled with stories about
the “99%”—shorthand for everybody that isn’t a bazz-
ilionaire. As a professional trader for the past 20-plus
years, the 99% to me isn’t about the “haves” versus the
“have nots.” It’s about the people who are building a
logical, strategy-based portfolio, designed with the goal
of having a higher chance of being profitable over time,
versus those that aren’t. And the only thing likely sepa-
rating these two camps is knowledge. 

If you’re in the 99%, it may be time to challenge
yourself to do better. To take control. Don’t just hand
your financial destiny over to Wall Street. It might
mean learning about the potential benefits and risks of
incorporating a variety of stocks, ETFs, options, and
maybe even futures and forex into your portfolio. Ulti-
mately, it could mean getting smarter.

So, how do most investors get stuck in this 99% rut
to begin with? Think monkeys and evolution.

CRO-MAGNON TRADER
Your evolution might look like this: 

You start out buying stocks. Maybe you buy your first
stock for its low price. Or it’s a company or product you
like. Or you’ve done your homework, or taken a class,
and some technical indicator or fundamental metric
provided the rationale. Maybe you like an analyst’s
opinion. What happens? Well, most of the time, the
stock price moves up and down. Maybe you take a
profit when it rallies, or suffer a loss when it drops.
Maybe you start to learn about risk (i.e. losing money),
and volatility (i.e. swinging stock prices). But you can’t
wrap your head around those realities just yet. And you
sense—or you hope—there might be an easier way.

You discover the “stop loss.” The next evolutionary
step might be adding a stop-loss order to a stock posi-
tion to help protect it from a drop in price. But, at some
point you place a stop too close to the current price,
and the position gets stopped out for a small loss
before the stock heads higher. Or, even if the stop were
placed further away, you get whipsawed out of a posi-
tion because of a volatile market, and the stock heads
higher anyway. 
You learn other strategies. Little by little, you begin to
walk upright. Maybe you start to learn about more

advanced trading strategies, including the use of
options. Maybe you add a short call to a long stock
position (a.k.a. a covered call). You might be using this
as a hedge, or as a way to generate income from a stock
position. That’s fine, but what that short call also does
is reduce the cost basis of the stock position, and
increase the probability of profit of the overall position.
How? By reducing the cost basis of the stock position,
the stock could actually drop a small amount and the
covered call position could still be profitable—the stock
doesn’t have to rally in order to be profitable. One
potential problem? The short call on long stock limits
the position’s upside potential. That is, in exchange for
lower cost basis, the potential profit is capped. And you
may not like that if you’re hoping your $10 stock will
be the next $400 stock. You may be right, but the odds
are against you, while you’re still yearning to leave the
cave once and for all.

You feel the need for something more. There may
come a time where you’re feeling friskier, and tempted
to take on new, more complex challenges. Maybe
futures or forex trading.  You’re tempted to try what the
pros are doing–the 1%. But perhaps you realize you’re
not ready…it’s intimidating. 

So, you go back to school. A few of you hit the books
and learn about options—and the various types of
options strategies that have bullish, bearish, or neutral
biases. You learn about volatility, potential risks and
rewards, and theoretical concepts like “the greeks” and
probabilities. At this point, you are evolving. You use
real matches to start your fires, and you start incorporat-
ing different option strategies into your portfolio based
on potential risk, potential return, and probability.

One catch: if you start to use defined-risk strategies
like butterflies, verticals, and calendars, where the
maximum possible loss is known at the onset of the
trade, you might wonder if it becomes a zero-sum
game. Sure, your palette of strategies has gotten bigger,
but you’re still just skating by. The trick is to stop trad-
ing like you’re still part of the 99%. 

THE SECRET SAUCE
If you’re still reading, you’re probably somewhere
along this evolutionary ladder. But no matter where
you stand, the rules are the same for creating portfolios
where risk is theoretically controlled:

1—Understand the strategy.
2—Manage the winners, not the losers.
3—Control your position size and risk.

Let’s see how this works in practice.

1—Understand the Strategy
Stocks are unpredictable. Sure, you might think a stock
could go higher, but if the broader market is sinking, it
would have to be an unusual stock to buck the trend.
Consistently picking the direction for any stock or mar-
ket is impossible. That’s why strategy selection is so
crucial. With options, there are other variables—i.e.
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time decay and volatility—that can work against you,
even if the direction of the underlying is working in
your favor. Choosing strategies that are designed to
profit under more of such circumstances doesn’t 
guarantee success, but it makes sense to start on the
right foot. 

For example, you might be bullish on a stock that’s
trading for $50. If you buy 100 shares, and the stock
drops to $49, you’d be down $100 (plus commissions).
But if you sold the 46 strike put, and bought the 45
strike put for a net .40 credit, that short-put vertical
position can be profitable if the stock stays above $46
until expiration. The maximum loss would be .60 per
spread (plus all commissions, contract and
exercise/assignment fees*), if the stock drops below
$45 prior to expiration. But that would compare to a
$500 loss on 100 shares of stock without a hedge. And
the profit is capped at .40 per spread (less commissions
and fees) if the stock is anywhere above $46. If the
stock is at $60, for example, the profit is still only .40
per spread (less commissions and fees*), compared to
$1,000 (less commissions) profit for 100 shares. But is
it likely the stock will reach $60 during the life of the
options? There’s no way to know. 

2—Manage the Winners, Not Your Losers
How many times have you had a small gain in a trade,
only to exit at a loss because you were trying to cut
your losses short and let your winners run? “Letting
your winners run” sounds great in theory, but stocks
go up and down every day. Not just up.

The market moves up and down in cycles, like a
sine wave. So, on any given day after you put on trades
you could show a profit or loss or you could be break-
ing even. 

One useful approach: take profits when the market
presents them rather than hanging on too long. This
may fly in the face of the “let your winners run” mantra,
but for certain types of strategies, it starts to make sense.

To start, if you’re trading option spreads like verti-
cals, and a position has made nearly as
much money as it can, don’t try to
squeeze out the last few pennies. For
example, if you sold a put vertical for .50
credit, and now it’s trading at .05, you’ve
made 90% of its max profit before com-
missions and fees. Does it make sense to
hold the position to try to get that last
.05? If the stock drops sharply, your gain
could disappear.

Now, if the stock moves favorably to
the position, it’s more likely the profit
will be something less than 90% of the
max due to time premium left in the
options. In that case, when do you take
it off, if at all? It’s a judgment call. But,
consider why you put the trade on in the
first place. Was it a speculation on price?
On volatility? On a Fed meeting or earn-
ings headline? Should the event you
anticipate happen, consider capturing
the profit.

In markets where volatility is higher,
both beneficial and adverse price moves
can happen quickly. Have a profit target
in mind that takes into account all fac-
tors, including commissions and fees.
When the stock or index price moves

GET OUT OF YOUR HEAD
And into the minds of 
those that trade every day.
Chat now with traders of all
kinds in the Swim Lessons
chat room. Log in to 
thinkorswim and select
Support/Chat, then Swim
Lessons tab.

SEE 
GLOSSARY,
PAGE 42

IF YOU’RE IN THE 99%, DON’T JUST HAND 
YOUR FINANCIAL DESTINY OVER TO WALL STREET. 

ULTIMATELY, IT MEANS GETTING SMARTER. HOW DO
MOST INVESTORS GET STUCK IN THIS 99% RUT TO

BEGIN WITH? THINK MONKEYS AND EVOLUTION.
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“your” way, and the position hits its profit target, con-
sider taking it.  

In the case of the stock moving against you, if you’re
using defined-risk spreads, the max risk is known. But
let’s say you have that long put vertical and the stock
rallies. The trade is likely going to be losing money, and
maybe it’s worth only .10 now, down 80% of its original
.50 purchase price. In this case, take a look at the time
to expiration. The position has lost nearly as much
money as it can. The additional percentage loss isn’t
that great. If you have some time before expiration
(maybe two or three weeks, for example), and your sit-
uation will allow the additional loss, you may consider
holding the position a little longer to see if market cycles
drive that stock lower again, to make the loss on the
long vertical less, or potentially turn it into a profitable
trade. Of course, there is that risk that the stock price
stays there or moves higher and you suffer the maxi-
mum possible loss for the strategy.

3—Control Your Position Size and Risk
Here’s a hard fact: Every trade you take will start  out at
a loss. If you buy at the ask, the best you can hope for
at that moment if you want out is to sell at the bid; and
thus, a loss. This means that no matter what, once you
place a trade, any type of profit you might realize will
take time. So regardless of the strategy you choose, you
need to hold a position long enough for it to benefit
from what it was designed to do, without having it cre-
ate a margin call or large loss. That’s known as risk and
capital management, and that’s why knowing the mar-
gin requirements of a position is important. You can
see the margin requirements for different positions
using the thinkorswim platform. (For a step by step of
just how to do this, see the Margin Special Focus in the
previous issue of thinkMoney, Winter 2012.)

Allocating small, consistent, amounts of risk per
trade, even when your convictions strong, and keeping
capital requirements low, lets you put on more, and
smaller, positions. Even if a single trade has the same
capital requirement and risk as a series of smaller
trades, that trade could become a 100% loser and take
you out of business. You can certainly lose 100% on a
more, smaller trades, but before you blow out your
account, you can stop the bleeding and preserve your
capital by not placing the next trade. Bear in mind all
the commissions and fees for each trade as well.
Depending on the size of your account, these costs
could compound your losses dramatically.

Defined-risk option strategies like verticals, calen-
dars, butterflies, and iron condors provide a maximum
possible loss before you trade for better risk manage-

ment. Just make sure the aggregate maximum loss of
all your positions doesn’t exceed your comfort level.
When you can “handle” the loss, you give a losing
position time to recover. But again, there's no guaran-
tee that it will. 

AS YOU BUILD A PORTFOLIO, focus on strategies
designed with a higher probability of success, with
capital allocated more or less equally across posi-
tions—so any one position couldn’t have excessive
impact on your p/l.  

Think about longevity in trading because you’re not
going to join the 1% overnight. Trading well takes prac-
tice. Choosing trades based on defined risk, potential
reward, low capital and margin requirements, com-
bined with high success probabilities and taking profits
when they present themselves, is a way for the rest of
us to compete with the 1% by playing our own game.
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The information contained in this article is not
intended to be investment advice and is for illustrative
purposes only Be sure to understand all risks involved
with each strategy, including commission costs, before
attempting 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. Clients must consider all relevant
risk factors, including their own personal financial situ-
ations, before trading. Options involve risk and are not
suitable for all investors. Supporting documentation for
any claims, comparisons, statistics, or other technical
data will be supplied upon request.

A covered call strategy can limit the upside potential
of the underlying stock position, as the stock would
likely be called away in the event of substantial stock
price increase. Additionally, any downside protection
provided to the related stock position is limited to the
premium received. Keep in mind that short equity
options can be assigned at any time up to expiration
regardless of the in-the-money amount.

* Transaction costs (commissions and other fees) are
important factors and should be considered when evalu-
ating any options trade. TD Ameritrade standard com-
mission charge is $9.99 for online equity and options
orders plus a $0.75 per contract fee for options. Orders
placed by other means may have higher transaction
costs. Options exercises and assignments will incur a
$19.99 commission. 

Spreads and other multiple-leg option strategies can
entail substantial transaction costs, including multiple
commissions, which may impact any potential return.
Investors should also consider contacting a tax advisor
regarding the tax treatment applicable to multiple-leg
transactions. 

Important Information

THE 99% ISN’T ABOUT THE “HAVES” VERSUS 
THE “HAVE NOTS.” IT’S ABOUT THE PEOPLEWHO
ARE BUILDING A LOGICAL, STRATEGY-BASED 
PORTFOLIO, DESIGNED WITHTHE GOAL OF HAVING
A HIGHER CHANCE OF BEING PROFITABLE OVER
TIME, VERSUS THOSE THAT AREN’T. 

SEE 
GLOSSARY,
PAGE 42
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Got a quip, a poem 
or a pearl you’d like 
to share? Send 
your best prose to
thinkmoney@
tdameritrade.com.

lttrs.

• Take some profits at least in
partials. As a little old trader
told me once, sell half and hope
you are wrong.
Jim

• My wife and I cannot even
agree on finances. How the
heck are multiple countries
supposed to?
Jack

• The old Drakeman would go
long here and lose his shirt. The
new Drakeman will stay short
here and still lose his shirt.
Drakeman

• Can there be a dead catfish
bounce?
Jenny

• I'm 40 pounds lighter when I
beta weight.
Tom
 
Down does not equal bad. It's
neither good nor bad. It just is
what it is. Today the market is
down and the trade is short.
Dan

• My first novel is going to be
titled “Trading Out of My Hole.”
Stephen

• Adding a new metric to my
trading system…praying.
Scott

• “Help!  Europe has fallen into
a liquidity trap and it can't get
up!”  This message was
brought to you by Final Finan-
cial Alert, a Greek enterprise
with partners in Italy, Spain and
France, but apparently not Ger-
many.
Buster

• I just got my Amex bill, forget
about selling calls/puts. I may
sell an organ.
Frank

• I see dead stocks.  They don't
even know they are dead.
Bud

• Chat Room banter: 
Client 1: Do they have a “Beige
Book For Dummies” yet?
Client 2: The original beige
book is for dummies.

• I never know why people talk
about the weather when they
can talk about trading :)
Shaundra

• I beg you to show me another
macro indicator that nails time
of turn like solar-lunar correla-
tions and apogee. 
Juliana

• Jedi trader axiom: In the mar-
ket there is no try, only never or
always.
Ben

• I don't know why we bother
with all of these charts and fun-
damentals with all these great
rating agencies giving one so
much of an edge.
Doug

•
Important 
Information
These comments 
are excerpts of 
e-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 is
no guarantee of
future performance
or success.

TM15_99%_rd3.qxd:pages.layout  12-04-30  11:48 AM  Page 15

mailto:thinkmoney@tdameritrade.com
mailto:thinkmoney@tdameritrade.com


Toys for
Traders
Latest trading
platform faves

thinkorswim: 

THERMO MODE
You can now get your
RSI fix in 3D. Well,
almost. Just fire up
the Charts page and
plot your favorite
study. If it’s “eligible”
for Thermo Mode,
you’ll see a check box
in the Edit Studies
function and can look
at the various gradi-
ents of color to deter-
mine high and low
readings. Beats those
boring old lines, huh?

thinkscript Lounge
Are you stuck trying
to finish scripting that
indicator thingy in
thinkscript? Your
search is over. There’s
now a room for you to
go find all of your
scripting brethren.
Join other scripters
and a few of our
thinkscript staff
gurus to help get you
on the right course.
Just keep it clean.
Select the
Support/Chat button
at the top of the left
sidebar, then click to
Chat Rooms >
thinkscript Lounge. 

Trade Architect:

MOST ACTIVES 
MODULE
If actively traded
stocks and/or options
are what you are
looking for, check out
the most-active lists
of stocks and options
every 15 minutes.
Who needs reality TV,
when you’ve got the
highest volume 
Nasdaq stocks one
second, and highest-
traded call options
the next? From the
Home screen, in the
center panel under
the Video Player,
choose the Most
Actives tab.

•

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

Ask The

Suit

Q: I’m obsessed with the new fea-
tures you guys recently rolled
out for futures. I can’t stop trad-
ing! Is there anything else that’s
new that I should know about?
A: Sometimes I worry about you
futures traders. And lately? I worry
about your personal lives. Last year
we saw a tremendous growth in
futures trading between the hours of
3am and 6am Eastern. And some of
you are just reaching for your
iPhones—a new phenomenon I like
to call “bedside table trading”.
Despite the potential domestic con-
flict we might be causing, the capi-
talist on my shoulder always wins.
So be sure to check out our new
CNBC International feed. Global
economic news has never been
more important and this feed will
keep you company during those
early morning trading sessions.

Q: I’m new to TD Ameritrade.
What’s the best way for me to get
started on the thinkorswim plat-
form? 
A: We get this question a lot. Daily.
Hourly. It’s for that reason that
we’ve been focused on producing
better help resources. A few months
ago, you may have noticed that we
rolled out thinkManual, the new
user manual for thinkorswim. This
month, we launched the new
thinkorswim Learning Center,
which contains FAQ’s, videos, man-
uals, release notes, a program guide
to all education events, and much
more. You can access the new
Learning Center from the upper
right hand corner of the platform.
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nws.

Q: I really like the
new look of the

iPad app. Will we
start seeing more

features soon?
A: Yes, soon! Our

mobile apps recently
went through a

major face lift. But
they’re not just pret-
tier, they’re smarter
too—which benefits
future development.

So while our com-
petitors are bragging

about new mobile
features which allow
you to bypass snail

mail to get a check in
faster, we’re going
to urge you to con-
tinue to ACH your

deposits. We’d rather
focus on delivering
features that allow
you to outperform
the market, not the

mailman. 
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There's been an increasing call for a
financial transaction tax (FTT). This
would be a fixed percentage charge
on each stock, option, future, and
ETF trade. The goal is two-fold: after
the financial crisis of 2008, regula-
tors and pundits looked at the deriv-
atives trading of the Wall Street
banks and decided it was part of
what caused the crisis, and
increased the volatility of not only
the financial markets, but also the
global economy. Likewise, and per-
haps more interesting to all politi-
cians, the FTT could generate
billions of dollars of tax revenue
each year. 

  Now, while all the talk might be
how FTT impacts Wall Street, the
tax also hits retail investors and
traders. And even though the rate
might seem small—I’ve seen num-
bers around .025%-.003%of the
cash value of the transaction.

There are some supposed protec-
tions for retail investors, like no tax
on the first $100,000 of transactions

in a year. The thinking is that
retail investors don’t do the
types of transactions that
would exceed that. Let’s say
I buy a call vertical in a $100
stock, where I buy the $100
call and sell the $105 call for
say, $2.00 premium, or $200
cash. The tax on that might
be $.05. Not much, right?
Now let’s say the stock goes
up, and both options are in
the money at expiration. The
long 100 call would buy 100
shares of stock for $10,000,
and the short 105 call would
sell 100 shares of stock for
$10,500. That’s $20,500 of
taxable transactions accord-
ing to some of the proposed
legislation. Even if you trade
only option strategies with
small premiums, exercise
and assignment could push
you over that $100,000 max
quickly. 

Now, suppose you place
an option trade for $200. The
tax might be $.05. That does-
n’t seem like a lot, but when
options are often traded in
.01 increments, which repre-
sents a $1.00 difference
between the bid/ask prices,
that’s a 5% increase on the

execution price. Tack that on to both
the buy and the sell, and it can start
to add up over time. In the past 10
years, better technology has benefit-
ted retail traders to be able to execute
orders closer to fair value; thereby
reducing slippage. A transaction tax
would turn that progress back.

Would that extra tax reduce mar-
ket volatility? It might, or that tax
might just be a blip on a Wall Street
bank’s income statement, and might
not slow them down at all. If politi-
cians prefer to see financial securi-
ties transactions as a new source of
tax revenue that wouldn’t impact
“regular” investors and traders,
they’d be wrong. 

Every vocation has its 
jargon. So if you want to be a

real trader, you’re gonna 
have to learn to speak like one

Airport trade
Placing a very speculative trade

which will either send you on a world
cruise or dashing out of the country

to avoid the authorities.

PUKING
Exiting all positions quickly.

95 Delta on that
Used when something is a 

sure-fire event.

THE SIX-MONTH PUT
A way of saying that you would buy
that time frame on one of the guys

in the pit getting married.

Buying the 
“stupid”
spread

Buying a call and rather than 
selling a call against it, buying

another call at a different strike.

FOR thinkorswim 
• Custom charting time
frames • More  Ehlers’
Swami chart studies
(Swami Swing Wave,
Market Mode and 
Predict) • More indica-
tors from the Traders’
Tips series from Techni-
cal Analysis of Stocks
and Commodities • Illus-
trated walkthroughs of
custom thinkscript entry
methods

FOR TRADE ARCHITECT
• Price Alerts • Futures
Quotes

COMING SOON FROM
TD AMERITRADE

What’s 
the Real 
Cost of a 
“Trader 
Tax”?
Words by 
Thomas Preston
Illustration by 
Ulla Puggaard

industry
spotlight

pit
talk

The information contained in this
article is not intended to be invest-
ment advice and is for illustrative
purposes only. Clients must consider
all relevant risk factors, including
their own personal financial situa-
tion before trading. 

Important Information

SEE 
GLOSSARY
PAGE 42
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A FAVORITE HEDGE AMONG
OPTION TRADERS, SPX OPTIONS

HAVE ONE MAJOR BLEMISH—
THEY SETTLE THE DAY AFTER

THEY STOP TRADING. 
SAY GOODBYE TO THE OLD, AND

SAY HELLO TO SPXPM.

HEDGE 

GAPS 

AND 

PARTY 

HATS 

WORDS BY ALEX MENDOZA PHOTOGRAPH BY FREDRIK BRODÉN
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TRADERS HAVE HAD A LOVE AFFAIR WITH INDEX
options ever since the Chicago Board Options
Exchange® (CBOE) introduced the S&P 100 options
(OEX) in 1982. However, among index products,
arguably the most popular is still that of the S&P 500
(SPX), particularly when it comes to using its options
to help hedge portfolios. But, for the past three
decades, a problem unique to “a.m. settled” options,
such as those on SPX, has challenged investors who
rely on SPX options as a hedge. The cries have been
heard. A new product, the CBOE SPXpm (SPXPM),
could potentially bridge the “hedge gap” between
index products and their respective equities.

FIRST, WHY INDEX OPTIONS?
Before getting into the hedge gap conundrum, let’s take
a look at why index options have become popular hedg-
ing instruments. If you hold just one or two stocks, you
could certainly hedge with the options on those stocks.
Yet, for more complex portfolios, it might make sense to
hedge with index options. Here’s why:

1—One product for the entire portfolio. If
you’re truly diversified, chances are your 
portfolio moves in similar fashion to a major
index—what we call “correlation.” So, trading
options in one product (the index) is simpler
(and less commission-intensive) than trying 
to trade options on every security in your 
portfolio. 

2—Size matters. Indices are typically big prod-
ucts. The S&P 500 cash index is currently
priced well over $1,000. While this may sound
intimidating, because of the product size, you
may not need to buy as many options to get the
same hedge for your portfolio. 

3—Most index options are cash-settled. Cash
settlement means easy math. In-the-money
equity options settle to the corresponding
equity. For example, assume you own the 50-
strike put in XYZ stock, and the stock closes at
$44 at expiration. If you don’t sell the put and
you don’t have the underlying stock in your
account, you will be short stock at $50 per
share. To make money, you must then buy the
underlying stock for a value lower than $50 per
share. And just because the stock closed at $44
on expiration Friday, there’s no guarantee
you’ll be able to buy the stock for less than $50
per share come Monday morning—cash-settled
options don’t come with this headache. If

you’re long a 50-strike put in a cash-settled index, 
and the index settles at $44 at expiration, you get the 
six bucks (less what you spent on the put, of course).
Simple.

4—Broad-based index options can be very liquid. A
diversified portfolio will often hold both liquid and illiq-
uid stocks. Trying to hedge individual illiquid stock
positions can be costly because you might have to give
up a substantial amount through wide bid-ask spreads.
Making use of a liquid index to hedge—such as SPX—
can potentially alleviate this concern. (Keep in mind,
though, that there is no guarantee that a secondary
market will be available for any given option contract.)

5—Some of your stocks may not be optionable. Just
because a particular stock doesn’t have options, doesn’t
mean you have to live unhedged. Index options might
still offer you some measure of protection, even if some
of your stocks don’t have options associated with them.

THE HEDGE GAP CONUNDRUM
Often, traders resist using index options to hedge equi-
ties. After all, most cash-settled indices settle to an
opening print on expiration Friday--otherwise known as
“a.m. settlement.” This means that the last day you can
trade their options is Thursday. Further, in order to cal-
culate the settlement price of an a.m.-settled index, you
need the opening print of every stock in the index.
Some stocks invariably open later than others. On a day

INDEX OPTION HAVEN

Trade index options,
or your favorite

products in the thinkor-
swim platform by logging
in and going straight to the
Trade tab. Heck, analyze
some hypothetical trades
first by throwing them up
on a risk graph in the Ana-
lyze tab before trading
them with real capital. 

SEE 
GLOSSARY
PAGE 42
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when the market is moving quickly and some stocks
open late, it’s possible the settlement price of the index
equals a value outside the trading range of the index for
that day. Naturally, that’s a lot of uncertainty. In theory,
your hands would be tied unless you chose to close
your trades out early. 

THE SPXPM SOLUTION
CBOE, along with its partner exchange C2, launched the
S&P 500 p.m.-Settled Options (symbol SPXPM). Com-
pared to the original flagship SPX product, with SPXpm,
options settle with your equities. So you can potentially
have a hedge on your equity positions in place until the
end of trading on expiration Friday. 

You always have the freedom to exit, roll, or other-
wise adjust your index option positions earlier than
expiration Friday. But, SPXpm options
now let you maintain positions through
the end of trading on Friday. As you
know, many companies tend to release
earnings headlines on expiration Friday
near the close of business. So of course,
protecting yourself should be top of
mind. However, because SPX options
leave you exposed at the moment at
which you may need protection the
most, SPXpm options may help resolve
the conundrum by filling the gap. 

HOW TO USE 'EM 
In recent years, we’ve seen the value of even the most
diversified portfolios plunge in response to world
events. So, the average investor can feel like nothing
can be done to hedge market catastrophes. On the con-
trary. When diversity can’t eliminate risk, again, this is
where index options might come in handy. So if you’re
afraid some shoe will drop in the coming month, and
take your portfolio with it, what can you do?

Suppose your portfolio is worth $25,000, and fol-
lows the S&P 500 index. You’re concerned about a pos-
sible drop in the stock market. To hedge, you could
buy put options on each of your holdings, assuming
three things—that each one of your stocks has
options; that you own at least 100 shares of each stock
in your portfolio; and that if you own more than 100
shares, you own them in multiples of 100. That’s a lot
to assume just to hedge a position.

An alternative approach would be to simply buy
options in the index—in this case, the S&P 500. 

And, now that there are SPXpm options, a long put
position can potentially protect you even if disaster
strikes on expiration Friday. (To calculate a hedge
using SPX and SPXpm options, see “Hedge … Not a
Four-Letter Word,” thinkMoney, Fall 2011.)

PROTECTION ‘TIL THE VERY END
The beauty of p.m.-settlement is that the index takes its
value from the closing prints of each stock. So, at the
end of the day on expiration Friday, you’ll know
exactly which stock value will be used to calculate the
settlement price of the index. Yes, it’s possible that you
could lose your entire investment in the put you pur-
chase. However, you don’t have to deal with the possi-
bility of a mid-morning surprise for the value of your
hedge. In volatile times, this added protection may be
well worth your investment.

HEDGING WITH INDEX OPTIONS MAY HAVE
advantages over hedging with equity options. While
there are certainly the similar risks with S&P 500 index
options as there are with the other types of options,
what it comes down to is flexibility. And that flexibility
has been recently enhanced with the introduction of the
SPXpm options. The SPX indices are big-dollar prod-
ucts. But for larger, diversified portfolios, they can help
keep commissions low because, when compared to
lower-dollar products, it takes fewer options to imple-
ment the same hedge.

The information contained in this article is not intended to be invest-
ment advice and is for illustrative purposes only. Be sure to understand
all risks involved with each strategy, including commission costs,
before attempting to place any trade. Clients must consider all relevant
risk factors, including their own personal financial situations, before
trading. Options involve risk and are not suitable for all investors. 
Supporting documentation for any claims, comparisons, statistics, or
other technical data will be supplied upon request. Investors consider-
ing options should consult their tax advisor as to how taxes may affect
the outcome of contemplated options transactions.

Important Information

FIGURE 2: On the other hand, SPXpm options stop trading and settle
with equities, so you can potentially have a hedge on your stocks until
the end of trading on expiration Friday. 

FIGURE 1: Hedging with SPX options can actually leave you unpro-
tected between Thursday, the last day of trading, and the opening set-
tlement price (SET) on Friday the following morning. 

SPXpm Hedge

SPX Hedge

+

_

BREAKEVEN

$2,575 loss per
contract overnight
after SPX hedge
expires.

Thursday
Close 
1096.48

Friday
Open 
1093.85

SET*
Released
1090.63

Friday
Close 
1064.88

* SET Release Means 
No More Protection

+

_

BREAKEVEN

$2,575 savings
per contract
overnight with
SPXpm hedge.

Thursday
Close 
1096.48

Friday
Open 
1093.85

SET*
Released
1090.63

Friday
Close 
1064.88

* SET Release Means 
No More Protection
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Trade up to the effi ciency today’s market requires with SPXpm. With a notional size 10X greater 
than SPY options, you benefi t from lower transaction costs. With cash settlement, you never have 
to take or make delivery of shares, so you can minimize trading expenses. Plus, SPXpm options 
settle after the close, like stock options and ETF options, so you can trade throughout the day on 
expiration Friday. Learn more at www.CBOE.com/SPXpm

Options involve risk and are not suitable for all investors. Prior to buying or selling an option, a person must receive a copy of Characteristics and Risks of Standardized 
Options. Copies are available from your broker, by calling 1-888-OPTIONS, or from The Options Clearing Corporation at www.theocc.com. C2 and SPXpm are service 
marks of C2 Options Exchange, Incorporated (C2). S&P® and S&P 500® are trademarks of Standard & Poor’s Financial Services, LLC and have been licensed for use by 
C2. SPXpm is not sponsored, endorsed, sold or promoted by Standard & Poor’s, and Standard & Poor’s makes no representation regarding the advisability of investing 
in SPXpm. Copyright © 2012 C2 Options Exchange, Incorporated. All rights reserved. 

Introducing SPXpm,SM traded exclusively on the 
all-electronic C2 Options Exchange.

SPXpm GIVES YOU ELECTRONIC 
ACCESS TO THE S&P 500® PLUS P.M.
SETTLEMENT AND CASH SETTLEMENT.

FOR THOSE WHO LIKE THEIR 

OPTIONS WITH 

MORE 
 OPTIONS.

www.CBOE.com/SPXpm
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PATTERNS. PEOPLE TEND
to gravitate to them. Why?

Because they’re familiar. If you do some-
thing long enough you might recognize that
certain patterns of behavior may lead to cer-
tain results. The “bull flag” is a continua-
tion-price pattern and is common in a
bullish trending environment. It’s impor-
tant to understand the pattern’s formation
and how some investors measure a poten-
tial target. When the bulls hoist a flag, it
could be a signal to charge ahead.

The flag pattern is divided into three parts: 
1/ The flagpole 
2/ The flag 
3/ The move after the flag 

Think of the pattern as the bulls waving
a flag before the next charge, because a bull
flag is often a brief pause in the middle of a
strong market move. Let’s dig into the psy-
chology behind the flag pattern. 

Anatomy of a Flagpole
Phase one. Imagine you’re watching the
stock of a cell-phone company. Good news
comes out that the phone’s artificial intelli-
gence can now call your mother-in-law and
carry on the conversation for you. Clearly,
traders are excited by this company’s
prospects, and suddenly, they start buying
more of its stock than selling it. As such, the
stock price rises and volume increases, con-
firming greater trading activity. This is the
formation of the flagpole.

Phase two. The price movement eventu-
ally starts to stall as buyers bank profits.
Now there appears to be better equilibrium

between buyers and sellers. The trading vol-
ume begins to slow down and price action
moves sideways, to slightly down. We
sometimes say the market is “catching its
breath.” This is the formation of the flag. 

Phase three. Knowing demand for a
smart phone that automatically talks to
mother-in-laws isn’t over, traders want
more, and buying starts up again. An imbal-
ance in supply and demand once again
encourages the price to rise on high vol-
ume. This is the movement after the flag. 

Bringing it Together
The flag formation itself has a parallel level
of support and resistance sloping slightly
downwards, that may last three-to-fifteen
trading periods. (See the chart in Figure 1.)
It’s sort of like a downward-tilted rectangle.
After price action moves upward again, it
often moves roughly the same distance as

the move prior to the flag formation.
Because the move is roughly the same as
the “flagpole,” it’s often said that the flag is
flying at half-mast. This can be useful in
selecting a possible price target.

Investors implementing this theory
would calculate their target in this manner.
Again, referring to Figure 1, this investor
would typically expect the move after the
flag to be roughly the same as the flagpole’s
move. Measure the flagpole starting from
the resistance breakout that initiated the
bullish move preceding the flag, to the high
where the flag begins. Add this measure-
ment to the flag’s trend line breakout and
voila! There is a possible range for a target
price.

Flags are just one of many recognizable
trading patterns. But we’re not talking
about just any old flag here flapping in the
wind. This is the bull’s banner. 
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Past performance of a security does not guarantee future results or success. The information
contained in this article is not intended to be investment advice and is for educational pur-
poses only. Clients must consider all relevant risk factors, including their own personal finan-
cial situation before trading. Supporting documentation for any claims, comparisons,
statistics, or other technical data, will be supplied upon request. Investools® does not provide
financial advice and is not in the business of transacting trades. Investools, Inc., and 
TD Ameritrade, Inc., are separate but affiliated companies that are not responsible for each
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“Like" Investools
on Facebook for
the latest market
trends and invest-
ing insights—
directly from your
newsfeed.
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Pretty pictures come in all shapes—especially this little pattern

Leading the Charge
with Bull Flags

FIGURE 1: Bullish Flag on the S&P 100 Index. The flagpole begins with a resistance
breakout and ends where the bull flag begins. This distance is added to the flag breakout to
come up with a target. Chart from TD Ameritrade’s thinkorswim. For illustrative purposes only.
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WHAT IF THE FED THREW A BOND AUCTION AND NOBODY SHOWED?COULD 

WHAT HAPPENED IN GREECE AND ICELAND HAPPEN HERE? THOUGH IT’S NOT LIKELY 

TO HAPPEN ANYTIME SOON, TRADERS SHOULD PAY ATTENTION TO THE SIGNPOSTS. 

WORDS BY MATT BLACKMAN, CMT
PHOTOGRAPHS BY FREDRIK BRODÉN

THE FRIENDLESSBOND
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IT WAS A TIME THAT WILL BE FOREVER ETCHED
into the minds of those who lived through it. Inflation
had soared north of 13%. The U.S. economy was in
stagflation, mired in financial purgatory somewhere
between anemic growth and falling wages on one side,
and soaring commodity prices on the other. At its peak
in July 1981, the Fed funds rate, which commercial
banks charge each other for overnight loans, hit a pun-
ishing 22.36%. Mortgage rates surged passed 20% and
in the process pushed thousands of homeowners into
foreclosure.

Today, with the Fed funds rate hovering near all-
time lows, between zero and 0.25%, the sovereign
default threat looms large as crises in Greece, Iceland,
Portugal, Spain, and Italy are pushing bond rates to
new highs. These are painful reminders of what can
happen when economies come unglued and investor
confidence plummets. 

But, could what happened in 1980s America, or
worse, in Iceland 2008 and Greece 2010-11, when lack
of investor interest pushed bond yields into the strato-
sphere, occur here? If so, how can you see it coming
and what’s the punchline for traders?

SAFETY IN NUMBERS
Such scenarios seem far-fetched today, given the
apparent popularity of U.S. Treasury bonds as safe cap-
ital. Arguably, even a downgrade of the U.S. debt rating
in 2011 failed to shake confidence in government
bonds. At the time of this writing, according to
Bloomberg, U.S. 30 year T-bonds (US-057) hovered
near all-time highs of 145 with yields under 3%. It’s a
long way indeed from the low of 46 in 1981, when
yields were closing in on 15%. 

Challenges in Europe have seemed only to increase
the attractiveness of Treasuries and other bonds due to
their perceived safety. The December 19, 2011 Treasury
auction saw 30-year bonds drawing more than three
times the bids than normal to sell them all. Bonds
earned record prices, despite the record low yield of
2.925%. According to Bloomberg, it was also the high-
est level of investor interest since August 2000.  

This auction stood in stark contrast to the Novem-
ber 23, 2011 German auction that failed to attract suffi-
cient bids to sell all the 10-year bonds. Bloomberg also
cites that this failure quickly pushed yields up 15 basis
points to 2.06%. Germany is the strongest euro zone
member and the auction failure is a concern. But yields
remain low in Germany, which is a positive sign. This
is in stark contrast to Greece, where yields hit 116.59%
recently on two-year notes. 

The rising probability, and various predictions of,
recessions in both Europe and the U.S. could help keep
interest rates and yields low, a contention supported by
a number of leading indicators. The Economic Cycle
Research Institute’s (ECRI) weekly leading growth
index first turned negative in September 2011, prompt-
ing the institute to warn clients that the U.S. economy
was tipping toward another recession. ECRI registered
a bearish reading of -7.6 in December. This indicator
has successfully called the last three recessions without
any false alarms, according to its website. 

It is not alone. The Aruoba-Diebold-Scotti (ADS)
Business Conditions Index, and the Chicago Fed
National Activity Index (CFNAI), were also both in
negative territory at the time of this writing. These indi-
cators, along with the ECRI, accurately warned of the
2001 and 2008 recessions. 

THE LONG VIEW
Economist Dr. Gary Shilling, author of The Age of
Deleveraging, sees a number of years of economic
headwinds ahead, including extended periods of
deflation.

“Before we have to start worrying about rates
increasing substantially, we need to see sustainable
economic growth, jobs creation, and a pick-up in the
housing market. Behind that, we’d have to be rid of the
excess housing inventory, and we think that’s going to
take another five years,” Shilling said in a telephone
interview on December 16. 

Other signs that rates may rise could come in the
form of a weakening dollar. Before that can happen, Dr.
Shilling believes we’d need to see significant strengthen-
ing in Europe, which he sees as unlikely anytime soon.

In his book, Shilling outlines a bond strategy that
has handily outperformed the stock market over the
last thirty years. His “favorite all-time graph” (Figure 2)
shows the difference $100 invested in a 25-year, zero-
coupon bond at its all-time yield high, and rolling into
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FIGURE 1: Daily effective Fed funds rate over the last 50 years,
showing the historic range from its all-time high of 22.36% in July 1981,
to its all-time low today. 
Source: Federal Reserve Bank of St. Louis.

FIGURE 2: Chart from Age of Deleveraging by Gary Shilling showing 
the difference between his strategy of buying a $100 zero-coupon, 25-
year Treasury bond in 1981, versus the same investment in the S&P 500. 
For illustrative purposes only. Past performance is not a guarantee of
future results or success.
Source: Bianco Research & Haver Analytics. Chart courtesy of agaryshilling.com.
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COULD WHAT 
HAPPENED IN 1980S
AMERICA, OR 
WORSE, IN ICELAND
AND GREECE, WHEN
LACK OF INVESTOR
INTEREST PUSHED
BOND YIELDS INTO 
THE STRATOSPHERE,
OCCUR HERE? 
IF SO, HOW COULD 
YOU SEE IT COMING?

TM15_BondParty_rd5.qxd:pages.layout  12-04-30  11:57 AM  Page 27



a new 25-year bond every year, versus the same invest-
ment in the S&P 500 Index. 

“My target rate on the 25-year bond is 2.5%. At
2.5%, I don’t see much more upside in bonds. From
then on, the trade would be driven by real yield,”
Shilling says. “But if we do have chronic deflation of
2%, and bond yields stay around 3.5%, that means a
real return of 5.5%, which is quite respectable.”    

THE SHORTER VIEW
Gary Shilling’s long-term strategy is macro-economic
lasting decades, so we contacted commodity trader
Larry Williams, who has a shorter technical trading
horizon. We asked him what he sees ahead for bonds
in the near term.

“The recent commitment-of-traders report (COT)
shows small speculators are aggressively long bonds.
Commercial interests have not been buying. What I
believe will kick off a down move in the bond market is
a very strong seasonal trend to decline that starts right
after the first of the year. I see no reason why this year
will be different.” 

The chart in Figure 3 of the U.S. 30-year Treasury
bond (US-057), shows the combination of higher-
than-average commitment of traders and small specu-
lator (retail) contracts, and the low number of
commercial contracts. Note what happened in October
2010, after which bond prices dropped nearly 15%. In
2008, the seasonal drop was even more pronounced at
more than 20%.

What happens longer term however, could depend
more on sovereign default and deflation risk than on
technical or seasonal factors. 

AND THE PARTY RAGES ON?
With the exception of periodic seasonal weakness,
bonds are still considered by some to have the potential
to be one place to park money for the foreseeable
future. If experts like Gary Shilling, Nouriel Roubini,
and Peter Schiff are correct, the global economy will
experience headwinds—not the least of which are con-
tinued problems in Europe as leaders grapple with a
flawed euro. And it remains to be seen whether the
monetary union of nations with such pronounced
political and fiscal differences can survive the strain. If

these problems can be solved quickly
and economic growth exceeds current
expectations however, look for inter-
est rates and bond yields to rise at the
expense of bond prices.

Plus, there is growing evidence
that both China and India—signifi-
cant contributors to the global eco-
nomic growth over the last
decade—like western nations, are
now struggling under crushing debt
loads. While there are risks of bank
and sovereign defaults in a deflation-
ary environment, it’s possible
investors will continue to put a higher
priority on safety rather than on
returns. But again, if these economic

challenges prove to be less severe and real growth in
these economies rebounds, bond prices will suffer in
the face of rising inflationary pressure.

What’s the punchline for traders in all this? For a
buyers’ strike of U.S. debt to occur, it would likely
require a dramatic event or shift in perceptions that we
can pay back our debt (i.e. unexpected global down-
turn, downgrade in U.S. debt). As long as the current
environment exists, the probability of a Greek style
meltdown in U.S. Treas-
ury markets remains
low. If the U.S. economy
continues to improve,
and shows signs that the
Fed policy of printing
more money is working,
inflation may start to
creep in, and send bond
prices lower. If that hap-
pens, keep an eye on the
reactions of the equities
and commodities mar-
kets to get a sense of
whether institutional
traders feel the inflation
will actually benefit
stocks. And listen closely
to chatter about precious
metals. When inflation
appears, that’s about the
time precious metals
start to get a lot of atten-
tion as well. But given
the massive amounts of
debt worldwide, the risk
of a default happening
somewhere in an indus-
trialized, or large emerg-
ing nation, certainly
remains a real threat. In
this kind of uncertain
world, a thoughtful bond
strategy—short and long
term—could make
sense. 
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Want to open a futures
account? We don’t blame
you. With all this chatter
about bond yields and
futures you may be 
tempted. To Open a
futures trading 
account, just go to  
tdameritrade.com >
Trade > Futures.

The views in the section
above are those of the
author, but are not 
necessarily those of 
TD Ameritrade, Inc. and
are not intended to be spe-
cific investment advice. The
information contained in
this article is for illustrative
purposes only. Customers
must consider all relevant
risk factors, including their
own personal financial sit-
uation before trading. Be
sure to understand all risks
involved with each strategy,
including commission
costs, before attempting to
place any trade.

Investments in fixed
income products are subject
to liquidity (or market)
risk, interest rate risk
(bonds ordinarily decline
in price when interest rates
rise and rise in price when
interest rates fall), financial
(or credit) risk, inflation
(or purchasing power) risk
and special tax liabilities.

Past performance of a
security or strategy is no
guarantee of future results
or investing success.

Important Information

FIGURE 3: Weekly chart of the US-057, 30-year Treasury bonds showing Larry
Williams Bonds to Fed Funds Valuation (upper graph), showing past peaks (middle graph), and
the commitment-of-traders positions of small speculator (green) at high levels, as well as com-
mercials (red) and large speculators (blue). 
For illustrative purposes only. Chart courtesy of GenesisFT.com and ireallytrade.com.
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Trading options, futures and forex involves speculation, and the risk of loss can be substantial. Clients must consider all relevant risk factors, including 
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“This time it’s different.”
How often do you hear that?

Yes, the world may change, but not the
behavior of volatility. Volatility generally
moves up and down. It can spike every
once in a while due to macro events, but
then eventually trades in a new range. The
trick is understanding when the new range
has been formed. 

Let’s take a look at the CBOE Volatility
Index (VIX). The VIX proxies volatility of an
SPX option with 30 days to expiration. Since
the mid-1990s, VIX has traded around a
mean of 20. But break it down a bit, and it
tends to fluctuate between strong and weak
three-to-five year regimes. For example, VIX
hovered in the teens in the early-to-mid
90s—a weak regime. When the tech bubble
came in the late 90s, VIX generally traded in
the 20s—a strong regime. In 2003-2007, VIX
weakened and traded mostly under 20.
Recent years—strong. And so on.

CHARTING THE NEW NORMAL
So how do you know when VIX has left
one regime and begun another? We don’t
know. Nobody knows. But we do know
that over time, VIX is a mean-reverting
instrument. So the real trick is finding a
fair mean in the here and now. This is
where charts can come in handy. 

Bollinger Bands is a tool you can use to
help define “new”
normals. Figure 1
shows a six-month
thinkorswim chart
of VIX, with
Bollinger Bands. 

The green line in
the center is the 20-

day simple moving
average, and the
two outer bands
(pink lines) are set
two standard devi-
ations up and
down (i.e. 95% of
the price action).
The chart covers a
six-month stretch
that really encom-
passed two “mini-

normals.” From April to July, 2011 VIX
fluctuated in the 15-21 range. Then came
the fears around a European collapse in
August, 201 and the ensuing VIX pop.
Afterward, a new range formed, from the
low 30s to the high 40s. 

BE FLEXIBLE
A couple things should stand out. First, in
short time frames, VIX has previously
tended to bounce around the moving aver-
age, unlike stocks that can trend and trend.
And this mean reversion can happen during

periods when VIX is both strong and weak.
Second, the moving average hasn't always
sat in one area for long. It can get comfort-
able in one range then—wham!—it moves
into another.

It’s easy to lean against a range, like the
one from April to August, 2011. And it’s
even easier to get caught leaning against the
top of that range, then watching it go far
beyond that. Flexibility is the key here. VIX
has no “fair” value. It’s forever worth the
price the market places on insuring a port-
folio, and the aggregate investor sentiment
regarding future market risk. So when the
notion of a price changes over time, you
might be wise to change your notion of that
price, too. 

Even if you’re not trading options, being
flexible still applies. Consider adjusting
your stop losses, widening your targets, and
reducing your position sizing as market
volatility increases. Its less about guessing
when “facts on the ground” will change,
and more about adapting swiftly as it hap-
pens.

Where it Stops,
Nobody Knows
•

Future volatility may be unpredictable. Butwhat about range?
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poses only. Customers must con-
sider all relevant risk factors,
including their own personal finan-
cial situation before trading. Be

sure to understand all risks
involved with each strategy, includ-
ing commission costs, before
attempting to place any trade. Past
performance does not guarantee
future results or success.

Important Information

Trade Architect Users!
There's Bollinger Band love
for you too. Pull up the
Charts page and click the
Indicators button in the top
left of a chart. In the drop
down menu, you’ll find
Bollinger Bands. 

FIGURE 1: One-Year VIX. Between March and August, 2011, VIX traded between 15-21. After breaking out 
in early August, it found a new range until October between 30-45. Each new range helps define your strategy.
Chart from thinkorswim. For illustrative purpose only and is not a recommendation.

vol
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 FX CURRENCY MAP
Trying to get a quick beat on the currency
markets used to be a challenge. With the FX
Currency Map in thinkorswim, you can
now get the high-level view of your favorite
currency against other currencies of its
traded pairs. In a tight little widget, the FX
Currency Map displays the hard data for all
personality types (Currency pair lists for
type As. Pretty pictures for type Bs). 

Where do you find it? In the left sidebar
of the thinkorswim platform, click on Gadg-
ets in the left sidebar and choose FX Cur-
rency Map from the menu. Once there, you
can compare the currency of your choice to
all currencies of the traded pairs. 

The lower stacked column comparisons
in the list give you a better look at a cur-
rency’s overall performance. In the upper

animated graph (it’s the one with the world
map behind it), just place your cursor over
any one of the columns to get the day’s
skinny on price action. If the upside of your
currency comes on the downside of a given
pair, the quote is inverted to keep every-
thing consistent—no, make that pretty.
Sigh.

WIDGET 360
This little thinkorswim tool displays a world
of option data in a visually intuitive format.
You can see implied volatility, open interest,
gamma—and just about anything else
option-related that’s plottable. Switch fields
in a click, look at different strikes and expi-
ration cycles, and so on. 

Suppose you need help picking a strike
for your trade. And you're looking for ana-
lytics on volatility and the probability of dif-

ferent outcomes.  
1) Enter your symbol.  
2) Choose the options you want to plot. You
can see everything by clicking on "All", just
view either Calls or Puts, or only out of the
money options. 
3) Pick your Expiration Cycles. Between
Weeklys, Quarterlies, LEAPS and all the reg-
ular options, you might have as many as 16
expirations to choose from.  
4) Pick your strikes. You can view every-
thing that trades, or narrow the field down
to as few as one strike. 
5) Choose what you want to see in the
charts—greeks, Implied volatility, and so
on. 

Widget 360 is a customizable analytic
tool. Take it all in and let it help you pick a
strike and expiration for your trade. So go
on, pick a name out and get started. 
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Two for One
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See the world at a glance 
(currencies, anyway), and
option data from a bird’s eyes. FIGURE 2: Widget 360. Options data at a high level. Found under the Tools tab of thinkorswim. 
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3

4

5
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Trading forex involves speculation, and the risk of loss can be substantial. Investors must con-
sider all relevant risk factors, including their own personal financial situation, before trading.
Trading foreign exchange on margin carries a high level of risk, as well as its own unique risk
factors. Forex investments are subject to counter-party risk, as there is no central clearing organ-
ization for these transactions. Before considering the trading of this product, please read the
Forex Risk Disclosure available at: www.nfa.futures.org/NFA-investor-information/publication-
library/forex.pdf. A forex dealer can be compensated via commission and/or spread on forex
trades. TD Ameritrade is subsequently compensated by the forex dealer. Forex accounts are not
protected by the Securities Investor Protection Corporation (SIPC). The information contained
in this article is not intended to be investment advice and is for educational purposes only. Past
performance does not guarantee future results. Market volatility, volume and system availabil-
ity may delay account access and trade executions. Options involve risk and are not suitable for
all investors. Supporting documentation for any claims, comparisons, statistics, or other techni-
cal data will be supplied upon request

Important Information

FIGURE 1: FX Currency Map Your favorite currency pairs
at a glance. Found in the Gadgets menu of thinkorswim.
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The thinkorswim trading platform received 5 stars overall in the 2011 Stockbrokers.com Forex 
Broker Review (sharing the highest score with one other broker), as well as 5 stars in the categories 
of “platforms and tools” (sharing the highest score with one other broker), “investment offerings” 
(sharing the highest score with three other brokers), and “customer support” (sharing the highest 
score with one other broker). thinkorswim was evaluated among a total of 16 forex brokers and 
trading platforms reviewed.

Access to real-time market data is conditioned on acceptance of the exchange agreements. 
Professional access differs and subscription fees may apply.

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

Trading futures and forex involves speculation, and the risk of loss can be substantial.

Forex investments are subject to counter-party risk, as there is no central clearing organization for 
these transactions.

TD Ameritrade and Stockbrokers.com are separate, unaffiliated entities and are not responsible for 
each other’s products and services.

TD Ameritrade does not charge platform, maintenance, or inactivity fees. Commissions, service fees, 
and exception fees still apply. Please review our commission schedule and rates and fees schedule 
for details.

Futures and forex accounts are not protected by the Securities Investor Protection Corporation (SIPC).

Futures and/or forex trading privileges subject to TD Ameritrade review and approval. Not all account 
owners will qualify.

TD Ameritrade, Inc., member FINRA/SIPC/NFA. TD Ameritrade is a trademark jointly owned by 
TD Ameritrade IP Company, Inc. and The Toronto-Dominion Bank. © 2012 TD Ameritrade IP Company, 
Inc. All rights reserved. Used with permission.

Find out more at tdameritrade.com/futuresforex

Trade with your finger
 on the market.
Explore futures and forex trading with thinkorswim

®
, our award-winning, feature-packed trading 

platform. Use Monkey Bars, Pairs Trading, and the Active Trader Ladder to help make your 

strategy even stronger. Access all your trading, data, and idea-generation tools in one slick, 

customizable window. Or take your trading on the go with TD Ameritrade Mobile Trader.

Both platforms are free to download. And they’ll change the way you trade.

TDA 1377 D 03/12

Awarded 5 stars from Stockbrokers.com*

*
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Q: Hey, Trader! I
see probability
numbers on your
platform. What’s
the difference
between the ‘prob-
ability of expiring’
and the ‘probability
of touching?’

A: Here’s a quick
explanation without
getting into all the
math. The probabil-
ity numbers are cal-
culated with
statistical confi-
dence formulas that
use the current
stock price, the
strike price of the

option, time to expi-
ration, cost of carry,
and a volatility esti-
mate. The vol esti-
mate is the implied
vol based on the
current price of the
option. There’s a
difference between
the probability of
expiring and the
probability of touch-
ing: the expiring
number considers
whether the stock is
above or below the
strike price only at
expiration. It doesn't
consider where the
stock has been
between now and
expiration. The
probability of touch-
ing considers the
possibility of the
stock hitting that
strike price any time
between now and
expiration. 

Q: Hey, Trader! I
bought an out-of-
the-money call on
a stock, thinking
the stock would go
higher. Well, the
stock went up, but
my call lost value.
What happened?

A: Option prices are
affected by several
factors, one of
which is the price of
the stock. But time
passing and changes
in volatility can
have a big impact,
too. If volatility
dropped as the stock
went up, and time
went by (as it
always does), then

the negative impact
on the option price
due to those factors
could have
exceeded the posi-
tive impact of the
price increase of the
stock. If the stock
doesn’t move high
enough, fast
enough, then a drop
in volatility and time
passing can turn a
long call position
into a loser.

Q: Hey, Trader!
People are talking
about the relation-
ship of the dollar 
to oil. How does
that work?

A: Oil is one of the
few dollar-denomi-
nated commodities
in the world. No
matter where you

are, oil is quoted in
US dollars. Now,
let’s say you’re a
Russian oil producer
that hopes to make a
certain amount of
rubles from a barrel
of oil. You need to
convert into rubles
the dollars you
receive from selling
that oil. If the US
dollar rises relative
to the ruble, you
could convert those
dollars into more
rubles. Therefore,
you’re willing to sell
oil at a lower price
when the US dollar
is higher, because
the high dollar lets
you turn the lower
oil price into the
same number of
rubles. The opposite
is true if the dollar is
weak. You’d need to
sell your oil for a
higher price in US
dollars to make the
same number of
rubles.

Q: Hey Trader! My
New Year’s resolu-
tion was to lose
weight, but the
missus set me up
with a trainer who
can only meet me
near the close of
trading. What
should I do?

A:Being able to see
your knees is highly
overrated. Rest your
troubled mind.
Trade right up to the
close, and have
another burrito.
￼
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The information
contained in this
article is not
intended to be
investment advice
and is for illustrative
purposes only. Be
sure to understand
all risks involved
with each strategy,
including commis-
sion costs, before
attempting to place
any trade. Clients
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. Support-
ing documentation
for any claims, com-
parisons, statistics,
or other technical
data will be supplied
upon request.

The probability pro-
jections on the Ana-
lyze page assume
the underlying
stocks follow a log-
normal distribution.
The results are
derived using the
Black-Scholes for-
mula for delta, con-
sisting of the current
stock price, number
of days in the future,
current volatility of
the stock, and the
risk-free rate of
return. Probability
analysis results are
theoretical in
nature, not guaran-
teed, and do not
reflect any degree of
certainty of an event
occurring.

Important 
Information

trdr.
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Two stocks from the same sector walk into a bar. 
One is up, the other is down. Which one do you buy a dirty martini? 

How about both. Confused? To ”pairs trade,” you need a 
firm grasp of the strategy, the right tools, and the

right temperament. Soon you could be on your way to using 
an interesting and overlooked strategy.

WORDS 
BY THOMAS
PRESTON

OPPO
SIT
ES

A
TTR
ACT
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THINK 
CHEVY 
VS FORD. 
COKE 
VS PEPSI. 
KETCHUP 
VS MUSTARD. You like one, and
don’t like the other. Pairs trading is similar:
you buy one stock while shorting another.
On purpose. At the same time. In a pairs
trade, you’re long, say, 100 shares of one
stock and short 100 shares of another. To
get the price of a pairs trade, what we’ll call
the “pair difference,” take one stock price
(usually the more expensive of the two),
and subtract the other. If you’re buying a
pair, you want the pair difference to go up.
If you’re shorting the pair, you want the pair
difference to go down. When you do a pairs
trade, you want the stock you bought to
outperform the one you shorted. This can
happen in three ways, as we’ll see using
two stocks. 

Stock A (long) = $50
Stock B (short) = $49

At these prices, the pair difference is
$1.00 ($50 minus $49). The pair difference
could move higher, from $1.00 to, say,
$3.00, in a couple of ways. 

First, if stock A moves to $54, and stock
B moves to $51, the pair difference moves
to $3.00 ($54 minus $51). Both stocks
move up, and the pair difference moves up as well.

Or, stock A could drop to $48, and stock B could
drop to $45. The pair difference moves up to $3.00 ($48
minus $45). Both stocks move down in this case, but
the pair difference moves up. Either way, if you had
bought 100 shares of stock A, and sold short 100 shares
of stock B, the position would have profited $200 before
commissions. 

Now, if stock A rises to $55, and stock B rises to $60,
the pair difference moves down to $-5.00 ($55 minus
$60). If you had bought 100 shares of stock A and sold
short 100 shares of stock B, the position would have lost
$600 before commissions. 

Calculate profit and loss by tracking the change in
the price of the pair. This is straightforward if the pairs
trade consists of long 100 shares and short 100 shares.
In one case, the pair difference went from $1.00 to
$3.00, and the trade made $200. In the other, the pair
difference went from $1.00 to -$5.00, and the trade
lost $600.

Now, this hypothetical example uses long and short
stock positions. But, you can also pair trade using
options. Instead of buying stock, you could use positive
delta spreads, like short-put verticals or long-call verti-
cals. Instead of shorting stock, you could use negative
delta option spreads, like short-call verticals or long-put
verticals. Even though you’re using options, the under-
lying premise behind trading pairs is the same: you

want the stock in which you have the positive delta
option position to outperform the stock in which you
have the negative delta option position. 

WHY PAIRS TRADING?
When trading pairs, you might have more confidence in
the direction of the pair difference than you do in indi-
vidual stocks or indices. Stocks can exhibit random pat-
terns. But, certain pairs trades tend to oscillate—their
price difference goes up and down around an average
level or mean—though this behavior is by no means
guaranteed. When it’s above the level, it has a tendency
to go back down to the level. When it’s below the level,
it has a tendency to go back up to it. Thus, pairs trades
would seem attractive at one extreme or another of a
trading range, when they can be seen as an “over-
bought” or “oversold” condition. 

Let’s consider different time frames. For shorter-
term trades, maybe intraday out to one week, pairs that
exhibit wide oscillating price movement can move
away, and back to an average level, quickly. If you
wanted to pursue this strategy, you have to be nimble
and sometimes aggressive—ready to take profits, or cut
a losing position at any time. Short-term pairs trades
require the greatest engagement. For short-term trades,
stocks are typically the product used. The short-term
pairs trades usually have smaller price targets, maybe
only three or four points. When trying to capitalize on
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those short-term, smaller moves, stock is typically more
responsive to changes in the pair difference. The stock
pairs position profit and loss changes dollar for dollar
with the change in the pairs difference.

Longer-term pairs trades could be considered when
there might be divergence between two stocks, or, more
typically, between broad indices or industry sectors. For
example, pairs trades speculating on the divergence
between large-cap and small-cap stocks could be
longer-term pairs trades lasting weeks or months.
Rather than tracking oscillating price behavior, traders
typically base longer-term pairs on fundamental or eco-
nomic rationale. 

For longer-term trades, you might consider options.
With stocks, when a pair difference changes price, the
response is generally 1:1. With option spreads, the
response is often slower. With option spreads, you
could have defined risk and lower capital-requirement
positions for a pairs trade. But you have to understand
options, and their specific risks, and how those risks are
affected in a pairs-trade scenario. 

HOW DO YOU FIND THEM?
1. Look for sector pairs. Search industry groups, like
large oil stocks, or pharmaceuticals, or retail stocks.
Review charts of different pairs to analyze whether the
pair oscillates around a mean. If it does, do more analy-
sis. But, start by looking at a chart to see if the oscilla-
tion is faster, i.e. more short term, or slower, covering
weeks or months. You may have to go through a dozen
sets of stocks before you find one you believe worth
considering. Finding a good pairs trade takes time. Save
them in a watch list in the thinkorswim software. If you
find a pair of stocks whose pair-difference price exhibits
the behavior you like, move to more analysis.

2. Check the correlation. Correlation measures how
often stock A goes up when stock B goes up. You can
measure correlation right from the Pairs Trading feature
in the Trade page of thinkorswim (See Figure 1, page
38). If the two stocks always go up (or down) at the
same time, the correlation between them is going to be
1.00. If stock A always drops when stock B goes up, and
vice versa, the correlation is going to be -1.00. If stock A
goes up or down without any measurable relation to
when stock B goes up or down, the correlation is close
to 0.00.

Remember that correlation results represent past
performance, and as we all know, past performance
does not guarantee future results. So while correlation
may be valuable in evaluation of potential trades, it
doesn’t mean the two stocks will always cooperate. For
pairs trades, you want to see correlations as close to
1.00 as possible. Now, 1.00 is pretty rare. So, look for
correlations that are at least, say, .80. Why?

With a pairs trade, you’re getting long one stock and
short another, speculating that the stock you’re long
will rise faster, or fall less, than the stock you’re short.
So, if both stocks move up at the same time, or down at
the same time, the spread difference between the stock
prices tends to increase or decrease within a certain
range. But if one stock heads higher and the other stock

heads lower, you’re hoping it’s the stock you’re long
that’s going higher and the stock you’re short that’s
going lower. 

Hope isn’t a strategy. When stocks are uncorrelated,
their pair difference can be much more unpredictable.
In this case, you’re speculating more on individual
stock prices, and it isn’t really a pairs trade. When
stocks are correlated, and they more frequently move
up together when the market’s rallying, or down
together when the market’s falling, their spread differ-
ences tend to be more predictable, generating that oscil-
lating price movement. If the correlation is low, it’s
more likely the pair difference will break down and start
to move less predictably. You’ll want to check the corre-
lation frequently while you have a pairs trade on to see
if it’s dropping. If it is, you may want to exit the pairs
trade for whatever profit or loss it has at that time.

3. Consider time frames. As previously mentioned,
look at a couple different time frames for the pair. For
example, look at a daily chart for a year, then look at a
20-minute chart for 20 days. The daily data will show
whether the oscillation is a recent event, or has been
with that pair for some time. The 20-minute data can
provide a glimpse into how much that pair might
swing intraday. This becomes important if you’re only
holding a pair for a few days.

4. Check implied volatility. Look at the implied
options volatility on the stocks in the pair, particularly if
you’re looking at a longer-term pairs trade. If the two

stocks are correlated
and have betas—a
measure of relative
volatility comparing
how much a stock
moves up or down rel-
ative to a benchmark,
such as an index—that
are close to each other,
if one stock’s options
have a higher implied
volatility than the
other stock’s options,
pairs trading theory
would lean toward
shorting a call or put
vertical in the stock
whose options have
the higher volatility,
and buying a call or
put vertical in the

stock whose options have the lower volatility. (Check
implied volatility in thinkorswim by pulling up a stock’s
chart in the Charts page. In the Studies menu, select
Quick Study > Volatility Studies > ImpVolatility.)

5. Pick your exits. Choose the ideal exit points for prof-
its and losses. These mental stops can help prevent a
losing pairs trade from potentially creating even larger
losses when using stock positions. You may want to set
a stop loss at a point just outside the recent range of the

SEE 
GLOSSARY
PAGE 42

Pairs trading on the 
thinkorswim platform
just got a face lift. Make
than a major overhaul. 
Just log on to thinkorswim
and click the Trade tab, 
then Pairs Trader in the 
submenu. Need more help? 
Call the Trade Desk at 
800-672-2098. 

The information contained
in this article is not
intended to be investment
advice and is for educa-
tional and illustrative pur-
poses only. Be aware that
assignment on short option
strategies discussed in this
article could lead to
unwanted long or short
positions on the underlying
security. Clients must con-
sider all relevant risk fac-
tors, including their own
personal financial situa-
tions, before trading.
Options involve risk and are
not suitable for all investors. 

Important Information
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Once you’re
comfortable 
with the concept
of pairs trading, 
and it’s time 

to test the waters, the
thinkorswim platform has
a lot of the tools you need
to find, analyze and place
pairs trades.

SCANNING FOR PAIRS
You can begin by searching for stocks in an
industry sector that might become the
components of a pairs trade. Using the
Stock Hacker tab, you can scan for stocks
within a sector that fit certain criteria you
determine, like price, market cap, and lev-
els of implied volatility. Start by clicking on
“All Stocks” in the “Search in” field, then
choose “Industry” to see the largest S&P
industry divisions. You can click on one of
them, then drill down into the sectors and
groups to include only stocks from that list
in your scan.

PLACING THE TRADE
Pairs Trader Page
Select the Trade tab at the top of thinkor-
swim and then choose the new Pairs Trader
page in the submenu. Then follow three
steps: 

pair, to make sure the position doesn’t get
stopped out in a predicted oscillation.
Look to take profits if the pair gets close to
the average level. 

PUTTING IT ALL TOGETHER
Looking at a daily chart of stock A minus
stock B, the pair difference between them
seems to oscillate around an average of $3
for the past couple of months. The low
end of the oscillation takes it down to $1
before it bounces back to around $3. The
high end of the oscillation takes it up to $5
before it drops down to around $3. So,
check the correlation and see that it’s .85
for the past three months. Good. 

Now look at the daily chart for the A/B
pair, maybe the 20-minute/20-day chart.
Hopefully you’ll see pretty much the same
oscillating behavior even in the shorter
time frame. If not, reevaluate. The current
pair difference is $1—the low end of the
range. If you believe in the strategy, and
think it will bounce back up to $3, you
buy 100 shares of A and short 100 shares
of B. Maybe set a stop at $-1, which
would be a $200 loss for the pairs trade.
If the pair difference rallies from $1 to 
$3, take the $200 profit by selling the
long 100 shares of A, and buying back
the short 100 shares of B. Now, if you see
that pair difference continue to rally up to
$5, and you think it will drop back down
to $3, short the pair by shorting 100 shares
of stock A and buying 100 shares of stock
B. And place a stop to buy it back for, say,
$7, for a $200 loss, or buy it back when it
reaches $3, for a $200 profit. Just remem-
ber that the strategy generates multiple
commissions, which you’ll need to factor
in when calculating overall profit or loss.

Wrapping your head around pairs
trading isn’t easy. But if you can’t find
what you like in your favorite stocks or
indices, the strategy could provide new
potential opportunities for those who
understand it.

How To: Trade Pairs 
in thinkorswim 
•

Ready to analyze and place a pairs trade? No problem.

FIGURE 2: Chart, Analyze, Trade Don’t be shy. Pull up a pairs trade in the new Pairs Trader feature on thinkorswim, by
entering the long position on the Left Side, and the short position on the Right Side. The chart displays the history of the
pair’s price. From there, treat it like any other chart. Chart from thinkorswim. For illustrative purposes only.

pairs
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Q: What’s the
margin require-
ment on a pairs
trade? 

A: In regular mar-
gin accounts, the
margin for a pairs
trade is the sum of
the margins of the
individual positions.
There’s no offset. If
you’re pairs trading
with stocks, it could
be as low as 30% of
the value of both the
long and short posi-
tions, but could be
higher, depending
on the individual
stocks. If you’re
pairs trading with
options, the margin
will be that of the
separate option
positions in each
underlying. (For
more on margin
requirements, 
see the Special
Focus on Margin, 
“Now You See It,
Now You Don’t,”
thinkMoney, 
Winter, 2012.)

Q: Can I do pairs
trades in IRAs?

A: Because you
cannot short stock
in an IRA, you
would not be able
to do pairs trades
using only stock. If
the IRA is allowed
to trade option
spreads, then a
pairs trade could be
constructed with
them.

Q: Are pairs
trades executed as
a single transac-
tion?

A: No. The two
halves of a pairs
trade are executed
as individual orders
on the exchanges.

Q: Can I place a
pairs trade with
different amounts
of shares for each
side? 

A: Yes. You’re not
limited to an equal
number of shares in
a pairs trade, such
as 100 long one
stock, and 100 short
another. You can
choose a different
ratio based on if
you’d prefer to
invest in  more
equal dollar
amount in each
stock. Take two
stocks, FAHN at
$60, and XYZ at
$40, making the
spread between
them $20. If you
want to invest an
equal dollar
amount in each,
say, $1,200, which
is 200 shares of
FAHN at $60, and
300 shares of XYZ
at $40, you can do
that as well. The
number of shares
can be changed in
the Pairs Trading
screen in the quan-
tity boxes of both
the “Left Side” and
the “Right Side” of
each pairs trading
screen. 

Q: When looking
at a pairs chart,
should I use a bar
chart, candle-
sticks, or line?

A: Generally, you
would look at a line
chart for a pair. The
reason is that bar
and candlesticks
show daily high-

and-low prices, but
those are not neces-
sarily accurate for a
pair. The chart cal-
culates the high
and low for a bar or
candle by taking
the high and low
for the individual
stocks of the pair.
But because the
highs and lows for
the two stocks are
not necessarily con-
current, i.e., they
don’t occur at
exactly the same
time, the highs and
lows on a bar or
candle would not
be meaningful.

Q: Does a pairs
trade get executed
at the same time?

A: Stock and
option exchanges
don’t recognize
pairs transactions.
So you can’t route a
pairs trade as one
order and have it
execute both sides
simultaneously.
However, when
sending in an order
from the Pairs
Trader feature on
thinkorswim, the
software will send
in the trade as a
special order type
called a “Blast All”
(found on the
advanced order
menu in the order
entry panel), which
allows you to sub-
mit a pairs trade
with a single push
of a button. 

1
CHART A 
PAIR OF STOCKS 
OR INDICES If you're looking to
trade a pair of stocks, say FAHN and
CVRC, you can see a chart of the pair by
entering the symbols in each of the “Left
Side” and “Right Side” input boxes. Then
select the time period at the top of the
chart to hourly, daily, weekly, etc. (Alter-
natively, you can chart pairs in the Charts
page of thinkorswim by simply entering
the pair [i.e. FAHN-GVRC] in the symbol
field above one of the charts.)

2
CHECK 
CORRELATION After you enter
the pair symbols in the chart, you can add
in the “PairCorrelation” study at the bot-
tom of each pair screen in the Pairs Trader
tool to see the correlation between the
two symbols. By default, the PairCorrela-
tion study uses 10 bars of data, but you
can edit that to match the time frame you
want to analyze.

3
ENTER A PAIRS 
TRADE ORDER Once you’ve
entered the two symbols that comprise
your pairs trade, you can adjust the quan-
tities that you want to buy or sell, set the
trigger price at which you want to execute
the pair, then click on the Buy Pair or Sell
Pair to route the order.

STOCK AND
OPTION
EXCHANGES
DON’T 
RECOGNIZE
PAIRS TRANS-
ACTIONS. SO
YOU CAN’T
ROUTE A
PAIRS TRADE
AS ONE ORDER
AND HAVE
IT EXECUTE
BOTH SIDES
SIMULTANE-
OUSLY.

The information contained in this article is
not intended to be investment advice and is
for educational and illustrative purposes
only. Pairs trading requires active monitor-
ing and management and is not suitable for
all investors. Be aware that assignment on
short option strategies discussed in this arti-
cle could lead to unwanted long or short
positions on the underlying security. Clients
must consider all relevant risk factors,
including their own personal financial situ-
ations, before trading. Options involve risk
and are not suitable for all investors. Before
you place a pairs trade, consider the risks.
The two positions you trade are subject to
their own unique risks including unlimited
risk on the short side. Past performance
doesn't guarantee future results.

Important Information

Q+A:
PAIRS TRADING
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THE MARKET 
MOVES FAST. 
STAY AHEAD OF 
THE CURRENT. 
Swim Lessons gives you tips and techniques 
for using the thinkorswim platform.

SWIM LESSONS IS A FREE AND DAILY WEBCAST 
THAT WILL SHOW YOU:

 How, when, and why to use thinkorswim 

 Tools to implement your strategies in any market 

 The possible impact of current events on your portfolio

  Log on to thinkorswim to get Swim Lessons 
every weekday from 10:30 a.m. to 1:30 p.m. CT.
Support/Chat > Chat Rooms > Swim Lessons

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

In order to demonstrate the functionality of the platform, we need to use actual symbols. However, use of actual symbols should not be inferred to be 
a recommendation to trade specific securities.
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• Any day of the week traders can tackle a
mountain of futures reports. The downside?
You risk being buried under an avalanche of
data. The following reports are known for
timely info. They just might keep you effi-
cient (and sane), while potentially energiz-
ing your trading.

1) Oil’s Petroleum Status Report
Every Wednesday, 10:30 EST, the U.S.
Energy Information Administration releases
the Weekly Petroleum Status Report
(http://tinyurl.com/petroreport). The
report details how refinery production,
inventories and prices, affect oil and stock
futures. It also details the effects on curren-
cies like the British pound (nearly 20% of
U.K.GDP is from British Petroleum). And it
reveals the impact on bonds and interest
rates due to inflation. Pay special attention
to oil inventories, because greater-than-
expected supply tends to hurt oil prices
while helping stocks (the opposite is often
true for smaller supplies). An honorable
mention for monitoring oil goes to the dol-
lar (/DX), which can have a significant
impact on the price of oil.

2) US Treasury Auctions
US debt is issued through auctions by the
US Treasury, according to a complex sched-
ule that you can find in the Economic Cal-
endar on thinkorswim’s MarketWatch page
(Figure 1). 

If you’re trading both treasury and dollar
futures, this insight is important. In these
auctions, no one knows exactly what the
yields will be. So like with oil, the difference
between guesses, expectations, and reality
can impact treasury futures. There’s also
the scary possibility of a failed auction. This

rare, market-moving hurricane occurs when
investors don’t step up to buy debt. It can
catalyze an economic crisis, and immedi-
ately causes waves in the futures market.
(For more on this, See “The Friendless
Bond,” this issue, page 24.) 

3) USDA Crop Reports
Crazy rain in South America, demand in
Beijing, farmer planting intentions, and a
thousand other things contribute to supply,
demand, and price in the USDA’s crop
reports (http://tinyurl.com/cropsreportw).
These reports are bread-and-butter data for
grains traders. They include an annual Crop
Production report, and a monthly World
Agricultural Supply and Demand report.
The context is blue skies and corn fields,
but the information is just as essential as oil

and treasury reports. 

MAKING SENSE OF IT ALL
Like most economic announcements, each
report reveals the stand-off between expec-
tation and reality. And there can easily be
information overload. Make a habit of tun-
ing in every time these reports roll out and
make every effort to take the time necessary
to stay up to date on any other resources
that can assist your analysis. The more you
read, the more you analyze, the more you’ll
learn what to look for in your futures trades
and related “inter-market” futures. Your
analysis and knowledge can help you see
the bigger picture and progress as a trader.
Over time, you might start to make better
decisions and save time while you learn to
mine the data gems from the stones.

thinkMoney/15
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Futures 4 Fun
•
Futures trading nuggets, 
one dollar at a time

•
Words by
Michael Atkinson
Investools Instructor

FIGURE 1: Treasury auction events in thinkorswim’s MarketWatch calendar. 

Past performance of a security does not guarantee future results or success. The information
contained in this article is not intended to be investment advice and is for educational pur-
poses only. The risk of loss in trading futures can be substantial. Clients must consider all rel-
evant risk factors, including their own personal financial situations before trading. Please
read the National Futures Association’s Understanding the Risks of Trading in the Retail Off-
Exchange Foreign Currency Market risk disclosure before considering the trading of this prod-
uct. Supporting documentation for any claims, comparisons, statistics, or other technical
data, will be supplied upon request. Investools® does not provide financial advice and is not
in the business of transacting trades. Investools, Inc., and TD Ameritrade, Inc., are separate
but affiliated companies that are not responsible for each other's services or policies. Futures
and forex accounts are not protected by the Securities Investor Protection Corporation (SIPC).
For details, please see disclaimer, page 9. 

Important Information

Want to get started
trading futures? For 
more info, go to 
tdameritrade.com/
trade/futures.html

fun
•

If you’re new to trading futures, 
here’s a few things to keep an eye on 

Three Must-See Reports
for Futures Traders

1. Check
“Events”

2. Look for 
“Auction”
events:

3. Double-
click for the

skinny
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In the money
• An option whose
premium contains
“real” value, i.e. not
just time value. For
calls, it’s the strike
that is lower than the
price of the underly-
ing equity. For puts,
it’s the strike that is
higher. 

At the   money
• An option whose
strike is “at” the
price of the underly-
ing equity. Like out
of the money
options, the pre-
mium of an at the
money option is all
“time” value. 

Out  of the
money
• An option whose
premium is not only
all “time” value, but
the strike is away
from the underlying
equity. For calls, it’s
the strike that is
higher than the
underlying. For puts,
it’s the strike that’s
lower.

Short
Stock

• Short-selling stock is
to sell a stock that you

don’t already own,
and is the direct oppo-

site of being long
stock. Whereas the

long stock holder prof-
its when the stock

price rises, the short-
seller profits when the
stock price goes down.
Both apply the princi-
pal tenet of “buy low,
sell high.” The differ-
ence is that the short

seller sells at the
higher value first, and

buys back (“covers”)
the short stock at the

lower value. 

Delta
• A measure of an option’s sensitivity to
a $1 change in the underlying asset. All
else being equal, an option with a 50
delta (also written as .50) for example,
would gain or lose $50 per $1 move up
in the underlying. Long calls and short
puts have positive (+) deltas, meaning
they gain as the underlying gains in
value. Long puts and short calls have
negative (–) deltas, meaning they gain
as the underlying loses in value. 

Long Calendar Spread
• A DEFINED-RISK SPREAD STRAT-
EGY, CONSTRUCTED BY SELLING A
SHORT-TERM OPTION AND BUYING
A LONGER-TERM OPTION OF THE
SAME CLASS (I.E. CALLS OR PUTS).
THE GOAL: AS TIME PASSES, THE
SHORTER-TERM OPTION TYPICALLY
DECAYS FASTER THAN THE
LONGER-TERM OPTION, AND PROF-
ITS WHEN THE SPREAD CAN BE
SOLD FOR MORE THAN YOU PAID
FOR IT. THE RISK IS TYPICALLY LIM-
ITED TO THE DEBIT INCURRED. 

BUTTERFLY SPREAD
• A market-neutral, defined-risk strategy, composed of selling

two options at one strike and buying one each of both a
higher and lower strike option of the same class (either all calls

or puts). The strategy assumes the underlying will remain 
relatively unchanged during the life of the trade, in which case, 

as time passes, and/or volatility drops, the short option 
premiums decay faster than those of the long options; 

resulting in a profit when the spread can be sold for more 
than its original debit (which is its maximum loss). 

Vertical Spread
• A defined-risk, directional spread strategy,
composed of a long and a short option of the
same type (i.e. calls or puts). Long verticals
are purchased for a debit, while short verti-
cals are sold for a credit at the onset of the
trade. Long call and short put verticals are

bullish, whereas long put and short call verti-
cals are bearish.  The risk of a long vertical is

typically limited to the debit of the trade,
while the risk in the short vertical is typically

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

and learn 

from the world’s 

leading trading 

experts and get 

hands-on experience with 

the latest tools and software 

available in the industry today. 

Whether you trade stocks, options, 

or futures, we’ve gathered the top 

instructors at The Traders Expo to show you 

specific tactics that can be used immediately 

to spot opportunities and trade them profitably.

As this new era of investing unfolds, smart 

investors know it’s imperative to stay 

informed and educated. Meet face to 

face with world-renowned investing 

experts and hear their advice on 

how to best position your 

portfolio for profit at The 

MoneyShow—your one-stop 

resource for the most 

comprehensive 

education, efficient 

research, and 

valuable 

advice.

June 6-8, 2012 | DALLAS
Hyatt Regency Dallas at Reunion

www.DallasTradersExpo.com

May 14-17, 2012 | LAS VEGAS 
Caesars Palace
www.LasVegasMoneyShow.com

Gain the knowledge and insights you need to make smart investing and 
trading decisions in 2012! Register FREE online today or call 800/970-4355 
and mention priority code 026734.
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The risk of loss in trading securities, options, futures, and forex can 
be substantial. Clients must consider all relevant risk factors, including 
their own personal financial situations, before trading. Options involve
risk and are not suitable for all investors. See the Options Disclosure
Document: Characteristics and Risks of Standardized Options. A copy
accompanies this magazine if you have not previously received one.
Additional copies can be obtained at tdameritrade.com or by contacting
us. Trading foreign exchange on margin carries a high level of risk, 
as well as its own unique risk factors. Please read the following
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