
P1: JYS
FM JWBK264-Yates September 6, 2008 2:25 Printer: Yet to come

Contents

Preface xi

CHAPTER 1 Owning the Index 1

The Story of Indexing 1

Indexing: Strategy or Philosophy? 3
Active Investment Selection 3

Index Investing and the Efficient Markets 4

Reconciling Indexing and Active Investing 5

Index Risk and Reward 6
Drift and Noise 7

Momentum, Mean Reversion, and Market Cycles 8

Cycles and Regime Change 12

Understanding Volatility 14

High Performance Indexes 18
Small Cap and Value Premium 19

Stock Migration 23

Additional Factors 25

Forecasting Index Returns 27

Summary 27

CHAPTER 2 Applying Leverage 29

Leveraged Investments: Conservation

of Risk 29

Using the Leverage Ratio 32

Underwater Investments 34

Debt and Interest Effects 38

v

CO
PYRIG

HTED
 M

ATERIA
L

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
FM JWBK264-Yates September 6, 2008 2:25 Printer: Yet to come

vi CONTENTS

Sources of Leverage 39
Margin Loans 39

Futures 41

Options 42

Example: Synthetics 42

Other Debt Sources 43

Managing a Leveraged Portfolio 44
Portfolio Sizing 44

Portfolio Allocations 46

Rebalancing with Leverage 50

Dollar Cost Averaging and Liquidity Preference 51

Reinvesting Leveraged Gains 52

Summary 56

CHAPTER 3 Indexing with Synthetics and Futures 59

Asset Allocation 59

Index Portfolio Returns 62
Applying Leverage 63

Holding Synthetic Positions 64

Transaction Costs 67

Expected Returns and Reinvestment 68

Adding Portfolio Volatility 68

Random Scenarios with Monte Carlo 72

Margin Calls 74

Substituting Futures 77

Summary 80

CHAPTER 4 Capturing Index Appreciation with Calls 83

Intuitive Option Pricing 83
Options as Potential Liabilities 84

Strike Prices 86

Time and Volatility 86

Dividends and Interest Rates 87

Following an Option 87

Risk Components of Various Options 89

Capturing Appreciation with Options 90
Daily Cost of Options 91

Volatility Skew 94

Uneven Appreciation 96

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
FM JWBK264-Yates September 6, 2008 2:25 Printer: Yet to come

Contents vii

Option Analysis 98
Marginal Returns—Extending Time or Lowering Strike 99

Out-of-the-Money 100

Monthly Returns of Calls 103

More about Volatility 105

Summary 107

CHAPTER 5 Leveraged Covered Calls with Futures 109

Covered Calls as a Source of Income 109

Position Details 110

Expected Strategy Returns 111

Annual Return Backtests 113

VIX Modifications 114

Asset Allocation 117

Additional Analysis 118

Summary 119

CHAPTER 6 Rolling LEAPS Call Options Explained 121

Understanding LEAPS Calls 122
LEAPS—by the Greeks 123

One Year Later 125

Rolling LEAPS Forward 127

Roll Cost Prediction 128

Estimating Average Returns 130

Investing Cash Flow 132

Capturing Appreciation 134

Rolling Up 135

Selecting Indexes and Strike Prices 137

Market Drops and Volatility Spikes 139

LEAPS Covered Calls 141

Summary 142

CHAPTER 7 Long-Term Returns Using Rolled LEAPS 145

Strike Price Selection 145

Sector Performance: 1999 to 2006 146

Sector Portfolio Returns 149

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
FM JWBK264-Yates September 6, 2008 2:25 Printer: Yet to come

viii CONTENTS

Rebalancing 153

Higher Performance Portfolios 154

Reinvestment Issues 157

Covered Calls and Mid-Caps 158

Covered Calls with Sectors 159

Summary 160

CHAPTER 8 Long and Short Profits with
Call Spreads 163

Understanding Debit Spreads 164

Bull Call Spreads 165

Call Spreads and Appreciation 166

Spreads and Skews 169

Early Exit 170
Staggered Exit 171

Diagonal Call Spreads 173

Long/Short Portfolios from Diagonals 175

Early Exit and Theta 177

Calendar Call Spreads 180

LEAPS Calendar Calls and Early Exits 182

Cycling Investment Gains 182
Reinvestment Strategies 185

Constant Investment and Hybrid 186

Index Regime Change 187

Summary 188

CHAPTER 9 Cycling Earnings Using
Spread Positions 191

Short Option Selection 192

Long Option 192

Creating the Diagonal Spread 193

Option Portfolio 195

Cycling Fractional and Fixed 196

Faster Reinvestment 198

Transaction and Spread Costs 200

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
FM JWBK264-Yates September 6, 2008 2:25 Printer: Yet to come

Contents ix

Fast Cycling with Calendars 200
Sample Run 202

Volatility Modeling 203

Weekly Volatility Simulation 204

Weekly Strategy Returns 206

Summary 207

CHAPTER 10 Practical Hedging with Put Spreads 211

About Put Options 212

Selling Puts versus Covered Calls 212

Seller Risk in Pricing 213

Protecting Portfolios 215

Puts, Futures, and Leverage 216

Diversification and Correlation 217

Collared Portfolios 218

Bear Put Spreads and Speed Bumps 219

Bull and Calendar Put Spreads 220

Calendar Put Spread 221

Deep-in-the-Money Calendars and Diagonals 222

Rolling LEAPS Puts 223

Rolling LEAPS Calendar Spread 224

Summary 225

CHAPTER 11 LEAPS Puts and Three Ways to Profit 227

Portfolio Safety Nets 228

Expected Returns and Hedging Analysis 229

Correlated Indexes Using SIMTOOLS 232

Correlated Protected Portfolios 233

LEAPS Calendar Put Spreads 236

LEAPS Calendar Put Portfolios 237

Historical Performance 237

Put Writing with LEAPS 239
Expected Returns 239

Scenarios 241

Summary 245

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: JYS
FM JWBK264-Yates September 6, 2008 2:25 Printer: Yet to come

x CONTENTS

CHAPTER 12 Managing the Leveraged
Multistrategy Portfolio 247

The Question of Alternative Assets 247
The Solution: Own the Producer 249

ProShares ETF Analysis 250
Multiplier Leverage Effect 252

Learning from Failure 253

Asset Management Overview 255
Security Selection 256

Long and Short Strategy Combination 257

Strategy Selection 259

Minimum Investment Sizes 260

Index Exposure 261

Summary 263

Final Words 263

APPENDIX List of Index ETFs and Futures 265

About the Author 275

Index 277

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om


