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DisclaimerDisclaimer

The views and opinions expressed in this presentation reflect those of the individual authors / presenters only and 
do not represent in any way Bourse de Montréal Inc. (the “Bourse”)’s opinion or any of its affiliates.  The 
presentation is not endorsed by the Bourse or its affiliates. The information provided in this presentation, 
including financial and economic data, quotes and any analysis or interpretation thereof, is provided solely on an 
information basis and shall not be interpreted in any jurisdiction as an advice or a recommendation with respect 
to the purchase or sale of any derivative instrument, underlying security or any other financial instrument or as a 
legal, accounting, tax, financial or investment advice. The Bourse and its affiliates do not endorse or recommend 
any securities referenced in this presentation. The Bourse recommends that you consult your own advisors in 
accordance with your needs. Although care has been taken in the preparation of these articles, the Bourse and/or 
its affiliates do not guarantee the completeness of the information contained in this presentation, and are not 
responsible for any errors or omissions in or your use of, or reliance on, the information.  The Bourse reserves the 
right to amend, review or delete, at any time and without prior notice, the content of this presentation. The 
Bourse, its affiliates, directors, officers, employees and agents will not be liable for damages, losses or costs 
incurred as a result of the use of any information appearing in this presentation.

“S&P ®” and “Standard & Poor’s ®” are registered trademarks of The McGraw‐Hill Companies, Inc. and “TSX” is a 
trademark of TSX Inc. (“TSX”). The products mentioned in this presentation are not sponsored, endorsed, sold or 
promoted by S&P or TSX; and S&P and TSX make no representation, warranty or condition regarding the 
advisability of investing in them.



RichardRichard’’s Excellent Portfolios Excellent Portfolio

Stock Shares Cost Outlay

177 28.25$     5,000$       

123 40.65$     5,000$       

112 44.64$     5,000$       

606 8.25$       5,000$       

Total Portfolio 20,000$    

October 1992



One Year Later!One Year Later!

October 1993
Stock Cost Market Value

28.25$     15.25$     2,699$       

40.50$     23.00$     2,829$       

44.50$     30.75$     3,444$       

8.25$       20.00$     12,120$    

Total Portfolio 21,092$    



Was I Successful?Was I Successful?

Croft's Excellent Portfolio  5.46%

S&P 500 Composite Index 14.68%



And nowAnd now……

Stock Cost Value Return

5,000$           15,515$         210.30%

5,000$           8,898$           77.96%

5,000$           39,442$         688.83%

5,000$           61,254$         1125.08%

Total Portfolio 20,000$         125,109$      525.54%

Total Compound
Croft's Excellent Portfolio  525.54% 11.39%
S&P 500 Composite Index 214.88% 6.98%



The Value of Dividends!The Value of Dividends!

Oct 1992 Mar 2010

43.1% of the S&P 500 Index total return is 
attributable to re‐invested dividends.



How we choose investments

Loosely defined objectives 
What we know – the past

What we think we know – the present

What we will never know – the future

Short term focus.
No defined exit strategy

Risk is rarely considered and never quantified.
Unless it is the result of an emotional response!



The problem is that human natureThe problem is that human nature
Makes risk assessment criticalMakes risk assessment critical

Myopic loss aversion
The dark side of visibility

Investors are not risk averse
Investors are loss averse 

Investors are reference dependent
Anchor theory and House money

Risk drives too many of our decisions
Emergence of “Black  Swan” events

Is there an answer? 



The answer is risk managementThe answer is risk management……

To manage risk you must define short, 
medium and long term responses before 
making an investment decision…

Which includes a set of responses to deal with 
unexpected events.

Unfortunately we cannot manage risk if we do 
not understand it, and more importantly, are 
unable to quantify it.



Quantifying RiskQuantifying Risk

Option pricing models provide a metric for 
measuring risk.

Mathematically, it takes approximately three units 
of risk for each unit of return.

Option premiums are calculated using a 
volatility (i.e. risk) input.

Understanding volatilityvolatility is as important to an 
options trader as earningsearnings are to a securities 
analyst.
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The Option Strategy MatrixThe Option Strategy Matrix



Option Pricing ModelsOption Pricing Models



Options Are Like InsuranceOptions Are Like Insurance

Insurance AgentInsurance Agent

Value of car
Deductible
Time span of policy
Interest Rates
Risk 

Options TraderOptions Trader

Stock price
Strike price
Time to expiration
Cost of money
Volatility



Pricing Similarities Pricing Similarities 

Source: CBOE



Stock Price 100        100        

Strike Price 100        100        

Days to Expiration 178        178        

Quarterly Dividend 0.25       0.25       

Annual Interest Rate 3% 3%

Volatility 15% 34%

Call Price 4.47$     9.44$     

Put Price 3.86$     8.22$     

The Option Pricing Formula

Impact Of VolatilityImpact Of Volatility



LetLet’’s Play Footballs Play Football……

Pittsburg Steelers Record: 11 – 0

Detroit Lions Record:   1 – 10

Playing at Pittsburg

Who will win the game?



The Implied Trading RangeThe Implied Trading Range

CIBC
CIBC January 72.00     call
CIBC January 72.00     put

The Option Pricing Formula

71.24$        
4.00           
6.30           

June 5-2010

Upper Trading Band 72.00     + 10.30  = 82.30     

Lower Trading Band 72.00     - 10.30  = 61.70     

Implied Trading Range



Applying the right strategyApplying the right strategy

Question 1

Question 2

Underlying Security
Bullish
Bearish
Neutral

Options Price

Too High

Option Writing

Fair Value Too Low

Investors Choice Option Buying



General Motors @ $83.50 
GM November 85 calls $1.750GM November 85 calls $1.750

A Real Life ExampleA Real Life Example

October 19, 1987…
General Motors @ $57.00 

GM November 85 calls $1.375GM November 85 calls $1.375

October 20, 1987…
General Motors @ $72.00 
GM November 85 calls $0.875GM November 85 calls $0.875

September 1987…



Are Markets Efficient?Are Markets Efficient?

Upper Trading Band 17.50          + 0.82     = 18.32      

Lower Trading Band 17.50          - 0.82     = 16.68      

Implied Trading Range S&P / TSX Large Cap Fund

iShares S&P/TSX Large Cap Index Fund
XIU January 17.00     call
XIU January 17.00     put

The Option Pricing Formula

17.15$        
0.58           
0.55           

June 5-2010

Upper Trading Band 11,569 + 762 = 12,331

Lower Trading Band 11,569 - 762 = 10,807

Implied Trading Range TSX Composite Index

Upper Trading Band 11,569 + 762 = 12,331

Lower Trading Band 11,569 - 762 = 10,807

Implied Trading Range TSX Composite Index



Testing the theoryTesting the theory
Longer term trends seem to support efficient market hypothesis

Monthly option 
premium matched 
or exceeded the 
return of the 
underlying index 
60.31% of the time
based on 194 
monthly data points
from Feb 1993 
to Feb 2010.



But, shorter termBut, shorter term……
movements are random and unpredictablemovements are random and unpredictable

Looking at shorter time horizons, the 
arguments are less clear. Based on 3881 
daily observations option premiums 
matched or exceeded the trading range of 
the underlying index only 32.41% of the 
time.



Short Term Random BehaviorShort Term Random Behavior

Upper Trading Band 17.50          + 0.82     = 18.32      

Lower Trading Band 17.50          - 0.82     = 16.68      

Implied Trading Range S&P / TSX Large Cap Fund

In essence this is telling us that in the 
majority of instances, there will be a point 
during a 30 day straddle where the buyer 
will be in a profitable position. 



What does this tell usWhat does this tell us……
Longer term, the stock market is efficient?Longer term, the stock market is efficient?

That current market values reflect an unbiased view 
based on all known available information.
Short term market fluctuations are random and 
unpredictable.
Markets tend to overshoot up or down in the 
medium term.
A stock’s current value is the markets best guess as 
to its long term return potential. 



The Options Market Is Efficient The Options Market Is Efficient 

Current option values reflect an unbiased view based 
on all known available information.

Options value risk, referred to as implied volatility.

Short term fluctuations in volatility are random and 
unpredictable.

An options price is the markets best guess at 
quantifying short and medium term risk. 



Strategies for an efficient marketStrategies for an efficient market
In our search for alpha!In our search for alpha!

Covered call writing

Short term straddle buys

Double up double down

Calendar spreads



Covered Call Writing
Buying into the concept of efficient markets

Establish a price at which you are willing to sell 
the stock
Reduce your risk (i.e. downside price) by the 
premium received
Create tax advantaged cash flow

Premium is taxed as a capital gain

The downside; you end up losing your best 
performing stocks while retaining the dogs.



Covered WritingCovered Writing
Works better in certain sectorsWorks better in certain sectors

Implied Volatility: ~30%

Trade Date: June 5-2010 Units Price Totals
Buy Barrick Gold 1,000     43.92     43,920.00    
Sell ABX Jan (2010) 44.00   calls 1,000     4.55       (4,550.00)     

Per Share Dividend 0.11       
Number of Dividend Payments 2            

The Outcome as of January 2010
Share Price Above 12.37% * 20.16% **
Share price unchanged 12.17% * 19.83% **
Downside Break Even 39.16$   
*    Actual Return over time period
**   Annualized return

44.00                
43.92                



Three Out Of Four Three Out Of Four AinAin’’tt bad!bad!

Covered option writing outperforms if
Markets decline (you will lose less)
Markets are stable 
Markets rise slightly

The strategy underperforms if
Markets rise quickly and significantly  



Covered writing generates Alpha!Covered writing generates Alpha!

Standard Deviation

Option Writing:  13.05%

S&P TSX 60:        19.20%

Compound Return

Option Writing:   8.50%

S&P TSX 60:          7.52%

MX Covered Option Writing Index

iShares Cdn Large Cap 60 Index Fund



Straddle BuyingStraddle Buying

Check volatility levels.
Mx Volatility Index for Canadian equity.

VIX for US equity  

Buy an at‐the‐money call plus an at‐the‐
money put (i.e. same strike price) with a 
minimum of one month to expiry.

Look for an opportunity to exit the position at 
some point prior to maturity.



Straddle Buy ExampleStraddle Buy Example

Canadian Natural Resources 36.54$   
Buy CNQ May 36.00 call
Buy CNQ May 36.00 put

* Example only, not a recommendation 4.20$     Total Cost

Straddle Buy Example * April 8-2010

2.40
1.80

Upper Trading Band 36.00 + 4.20 = 40.20

Lower Trading Band 36.00 - 4.20 = 31.80

Straddle Profit Zone

Maximum Risk 4.20$           at 36.00$     Maximum Risk 4.20$           at 36.00$     



Double Up Double DownDouble Up Double Down
Dollar cost averaging your portfolioDollar cost averaging your portfolio

The strategy involves buying the underlying shares.

We then sell a close to the money call  and a close to 
the money put.

The call obligates us to sell the shares we own at the 
strike price of the option. In this scenario, the put 
expires worthless.

The put requires us to buy additional shares at the 
strike price of the option. In this scenario, the call 
expires worthless.



A defined set of responsesA defined set of responses

Trade Date: June 5 - 2010 Units Price Totals

Buy Research In Motion 1,000     63.23     63,230.00    
Sell RIM December 62.00   calls 10          8.00       (8,000.00)     
Sell RIM December 62.00   Puts 10          6.35       (6,350.00)     
Out of pocket cost for initial shares 48,880.00    
Per share cost 48.88$         

Per Share Dividend -        
Number of Dividend Payments -        



Rim RisesRim Rises

Potential - RIM above $62.00
Short call obligates the sale of your RIM stock at $62 per share, put expires.

Cost of shares 63,230.00    
Less Premium received 14,350.00-    
Less Dividends received -               

Equals Net out of pocket 48,880.00    

Received from sale 62,000.00    
% Return 26.84%



RIM DeclinesRIM Declines

Obligation - RIM below $62.00
Short put obligates you to buy additonal 1000 shares at $62 per share

Per share cost 63.23$         
Less Premium received 14.35-           
Less Dividends received -               

Equals Net out of pocket 48.88$         
Plus Per share cost (put) 62.00$         

Average per share cost 55.44$         
Discount from current price 12.32%



• Rarely used… often profitable

• Look for an edge! 

• Puts time is on your side!

The Calendar (time) SpreadThe Calendar (time) Spread
Also known as the event spreadAlso known as the event spread



Look for a short term option that is trading at a 
higher implied volatility than the longer term 
option.

The StrategyThe Strategy

Buy a longer term call
Sell a shorter term call with 
the same strike price
Net debit is maximum risk

The Edge



Sell July 85 calls, buy October 85 calls 

July 17, stock closed at $83.125

October 85 calls closed at $5.75 (26% profit)

An Event Spread ExampleAn Event Spread Example

Trade Date:

XYZ @ $83 IV

July 85 calls 1.500    78%

August 85 calls 3.375    42%

October 85 calls 5.750    38%

July 14



The End

QuestionsQuestions


