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SECTION ONE: Basic Information

Chapter 1:

What Are Single-Stock Futures?

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
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What’s Ahead

In this brief chapter we’ll introduce the concept of
Single-Stock Futures (“SSF”).

You’'ll learn what they are in both legal and
economic terms, and come to understand how
their price is tied to an underlying stock.

Every chapter finishes with short Question and
Answer sections to help you review the important
concepts covered.
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Legal Definition

In legal terms, SSF are an agreement between
two parties that commits one party to buy a
stock and one party to sell a stock at a given
price and on a specified date.

The contract is completed at expiration or, In
most cases, by offset prior to the expiration date.
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Economic Definition

In economic terms, SSF are exchange-traded

contracts based on an underlying stock. They are
for gold,

crude oil, bonds, and stock indexes.

In this way, they’re considered to be derivatives.
Like any futures contract their value is derived from
another instrument.
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Based on the Stock

The price movement of the SSF is based on the
underlying Stock that it’s tied to. As the stock
price goes up and down, so too does the stock
future.

As with stocks, profits and losses are realized daily.
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But it’s a Futures Contract

Unlike actual stock,
contained in a SSF.

And like any other futures contract, in order to
trade a SSF, buyers or sellers must deposit a
performance bond (called margin®).

*Notice that “margin” means something different in futures than
it does in stocks. See the separate, quick educational piece,

Lesson 3 — Are The Margin Requirements for Futures Similar to
Those for Stocks?
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Narrow-Based Indexes

Perhaps you’ve already thought about trading

such as banking, retail, airline or biotech.

Well, the exchanges are one step ahead of you with
futures based on unique industries.

These products are referred to by a variety of
names, such as Exchange-Traded Baskets and
Industry-Sector Futures.

The term becoming most popular seems to be
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ETF Futures

An alternative to narrow-based indexes is also being
offered. Some exchanges are offering

, such as the QQQQ. ETFs, an acronym for
exchange-traded funds, already trade as a securities

product and have enjoyed considerable popularity in
recent years.

Now the futures industry has a comparable product
designed to complement and compete with ETFs.

where the investor plans to combine the
trade with an SSF.
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Conclusion

In this chapter we defined SSF in both legal and
economic terms. We pointed out that they move up
and down in price along with the underlying stock.

Rather, they
usually offset the position before that time and
realize a gain or loss on the trade.

Investing in futures requires that an investor
deposit funds in an account; that deposit is called
margin. The term margin means something very
different in futures than it does in stocks.
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SECTION ONE: Basic Information

Chapter 2:

Quick Background Information
on SSF

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
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What’s Ahead

Chapter Two provides a valuable explanation of
the framework and infrastructure built up to
support these products which are new to the U.S.

You’'ll learn about the exchanges where SSF are
traded and the basic specifications for the
contracts.

You’'ll also read up on key settlement and clearing
Issues and find out how SSF share elements from
both stocks and futures industries.
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New to the U.S.

Futures contracts based on individual stocks have
already been trading on the London International
Financial Futures Exchange (LIFFE).

Those products, named Universal Stock Futures,
have served an important niche.

Well, thanks to recent changes in the laws that
had separated futures and stocks,
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The Exchanges

Several existing exchanges are combining expertise
and know-how for the purpose of handling SSF
business:

. LLC: A joint venture between three
experienced partners:

—Chicago Board Options Exchange
—Chicago Mercantile Exchange
—Chicago Board of Trade
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Contract Specifications

>Each individual SSF will be to take or make
delivery of

=>SSF will be based on physical delivery (not cash
settled)™.

>Trading hours are 8:30 a.m. to 3:00 p.m Central.

*Please know that most futures positions are offset
before settlement, with no actual delivery ever being
made.
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Clearing & Settlement

=>Contracts will be cleared through the OCC (Option
Clearing Corporation) or the CME (Chicago
Mercantile Exchange) Clearing House.

>Settlement procedures resemble a listed cash
option. It appears that SSF are treated like listed
options in relation to many back office issues.

>SSF can be held in a securities account under
NASD rules and in commodity accounts under NFA
rules.

>Fungibility, the ability to offset an SSF position
from one exchange with an identical contract at
another exchange, is not yet available.
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Conclusion

As a product new to the U.S.,

For instance, the exchanges are made up of
partners from both industries. And even though
SSF are futures contracts they can be cleared
through the OCC, an established securities
clearing corporation.
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SECTION TWO: Pricing of SSF

Chapter 3: Pricing of SSF

Chapter 4: Pricing of SSF — Advanced
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SECTION TWO: Pricing of SSF

Chapter 3:
Pricing of SSF

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
20
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What’s Ahead

In this chapter you’ll learn the basic principles
used to determine the price of an SSF.

In the process, you’ll discover the importance of
two basic concepts of futures — Basis and
Arbitrage.

A more advanced discussion of SSF pricing
follows in Chapter Four.



LIND | WALDOCK"

Introduction

The same economic and political factors which
Influence the price of the actual stock will affect

the price of an SSF contract.

Profit growth. Shifts In interest rates.
Management changes. Market sentiment.
Competitive pressures. Industry trends.

The cost of inputs. And other factors.
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Two Different Prices

As the stock price goes up and down, so too does the
SSF price. But the two prices won't be the same.

You know this intuitively. Because the
and the SSF owner doesn't, the
market will value them differently.

More importantly, the SO
there’s an opportunity cost to holding the actual
Stock. This offsets the dividend effect and will be
explained in greater detail in later chapters.

So... what should the SSF price be for any given stock
price?
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Analyze the Direction

Before we explain that, realize that you probably won’t
be spending much time making these types of “Fair
Value” calculations. Like most traders, you’ll likely
focus your efforts on analyzing the direction of future
price moves and choosing your trades accordingly.

Still,

And in the case of stock index futures, daily changes
In this price spread are often used as an indicator for
direction. Perhaps that will happen for SSFs as well.

Now, let’s take a look at basic pricing concepts.
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Adjustments to the Stock Price

Calculating the value of an SSF is a simple matter of

In plain language, the futures price will equal the
future value of the stock price less the future value
of dividends.

The mathematical formula is similar to the one used
for pricing stock index futures and other financial
futures contracts. That advanced topic is covered In
greater detail in the next chapter.

Meanwhile, here are two more general concepts that
you’ll want to be familiar with.
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The Concept of Basis

This difference between the price of a futures
contract and its underlying market (in this case,
the Stock itself) is called the “Basis.”

Basis reflects a number of factors, collectively called
“Carrying Costs,” but can also be affected by other
Influences as well, such as unusual situations in
supply or demand.

The basis is determined by comparing the
relative values and costs of holding the actual
stock, versus contracting to buy it for a later
delivery (i.e. a futures contract).
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The Concept of Arbitrage

Many professional traders make a full-time job of
tracking the basis and make quick trades when it
gets out of line.

If the SSF gets too expensive relative to the actual
stock, then they’ll simultaneously buy the “under-
priced” stock and sell the “over-priced” SSF.

They’ll look to later unwind the position when the
opposite situation occurs.

This process, called
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Conclusion

As a trader, you’ll likely focus your energy on
choosing the direction of your trades. Those
decisions will be based on the same factors which
Influence the price of the actual underlying stock.

Still, it helps to understand the basic concepts that
underlie the pricing of SSF — Basis, Carrying Costs
and Arbitrage.

If you're interested in the math behind calculating
basis, the next chapter goes into a little more detail
on the subject.
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SECTION TWO: Pricing of SSF

Chapter 4:
Pricing of SSF - Advanced

An educational course offered by Lind-Waldock . Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
29
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What’s Ahead

In this chapter we’ll take a quick look at the
mathematical formula used to calculate the
basis of an SSF. The formula is not required
knowledge for trading SSF, but is included for
those who want to explore the topic further.

In the process, we’ll explore the concept of Fair
Value. We'll list several reasons why prices
sometimes deviate from fair value and discuss

what this means to your trading.

In later chapters, you’ll review specific trading
examples using SSF.
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Review the Basics

As was mentioned earlier, the difference in price
between an SSF and the underlying stock, called
basis, Is determined by the Cost of Carry (or
simply called “Carry”).

We also discussed some of the reasons for this
difference, the primary one being that the SSF
ties up less money than required in the stock

trade. The lack of dividends paid on the SSF also
IS a factor.
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Start with the Stock Price

Calculating the value of an SSF is a simple matter
of starting with the price of the actual stock, and
making several adjustments.

In plain language, the futures price will equal the
future value of the stock price less the future value
of dividends.

The mathematical formula is similar to the one used
for pricing stock index futures and other financial
futures contracts.
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The Formula

SSF will be priced by a no-arbitrage relationship.

This means that an investor will be indifferent to the
cash flow from owning an SSF versus that of owning
the underlying actual stock.

INn equation form:

FUTURES PRICE = STOCK PRICE x ( 1+ (ix t,/360) )
— DIVIDEND x ( 1+ (iX t,/360) )

I = short-term interest rate (typically LIBOR).
t, = days remaining until expiration.
t, = days between dividend payment and contract expiration.
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Premium Or Discount?

But in a small number of cases, where the stock
pays a very large dividend, investor will price the
SSF at a discount. In such cases the SSF buyer is
being compensated (by getting a lower price) for not
receiving the dividend.

As you’ll later see in the Trading Strategies section,
whether your SSF trades at a premium or discount
will effect which strategies work best for you.
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The Concept of Fair Value

Like any futures contract, SSF will tend to trade at
fair value to the underlying stock.

However, fair value is a theoretical concept and
pricing at exact fair value may or may not occur.

These occasional but recurring differences in pricing
are what the professional arbitrage traders watch for
throughout the trading day.
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Reasons for Pricing Differences

So, at times SSF can trade expensive or cheap to fair
value, just like stock Index Futures. Reasons include:

LIQUIDITY - Illiquid markets will widen the bid/offer spread.

TRANSACTION COSTS - Different market players pay
different commission rates.

BORROWING - Different market players enjoy different
interest costs, not just retail vs. institutional but also among
different institutions.

TRADING OBJECTIVES - A dealer with inventory may have
different costs than an arbitrageur or speculator.
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Conclusion

Fair value is an important, but relative concept
due to differing trading costs and objectives.
These subtle details in pricing SSF are important
to the professionals who try to exploit occasional
price differences.

The important thing for a retail trader like yourself
to remember is that these pricing differences
provide the motivation for professionals to keep
active in the SSF.

Their activities bring liquidity to the SSF market
and keep it trading in tight step with the actual
underlying stock.

Chapter 5: Key Benefits of SSF
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SECTION THREE: Six Key Benefits of SSF

Chapter 5:
Key Benefits of SSF

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
38
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What’s Ahead

In this chapter you’ll review an outline of six key
benefits of trading SSF.

The remainder of the chapter will examine more
closely each of those benefits.
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Key Benefits of SSF

Easier and cheaper to initiate a short stock position.

Cheaper to leverage a long stock position.

Opportunity for improved cash flow.

A hedge that’s cleaner than options.

Foreign investors can reduce currency risk.

2R o

Additional trading strategies not otherwise available.
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Benefit 1) Easier to Short Stocks

Futures VS. Stock

1. Sell futures contract. 1. Borrowing stock -- may be
time consuming.

2. Likely short at a

premium to cash and 2. May pay broker loan rate
seller earns carry. (usually a premium to other

short term rates) plus

3. Reduced fear of short dividends due.

squeeze (the supply of
futures can expand 3. Fear short squeeze (need to

without limit). return borrowed stock & find
replacement shares).
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Conclusion on Short Sale

An SSF short sale is likely to be done at a
superior price because most futures trade at a
premium to the stock price.

Selling short in the futures market is quicker
— there is less hassle than with borrowing shares.

Finally, a short sale with SSF is more efficient, and
a short squeeze is less likely.
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Benefit 2) Cheaper to Leverage Long Position

Futures VS.

1. Deposit required 1.

margin (20%).

2. Pay commercial repo 2.

rate implied in futures.
3. Buy futures contract.

4. Improved cash flow and
Interest savings.

Stock

Deposit margin of 50%
under Regulation T.

Pay broker loan rate on
borrowed funds (higher than
commercial repo rate).

Buy stock.
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Conclusion on Long Position

On the positive side, SSF require significantly less
margin, which improves cash flow to the
investor. On the downside, variations in
contract value could result in margin calls,
reducing somewhat the cash flow benefits.

Retail investors may save interest costs, making
the leveraged long position more affordable
with futures than with stocks.
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Benefit 3) Improved Cash Flow

Lower margin requirements on SSF free up cash.
Speculators and hedgers may be able to

Interest charges on the broker loan rate are
usually higher than the interest rate embedded in
the pricing structure of futures (likely to be near
LIBOR). The interest savings provides improved
cash flow to the investor.
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Benefit 4) Cleaner Hedge than Options

Futures VS. Stock Options
1. Immediate, near 100% 1. Hedge depends on strike price
hedge (delta = 1.0). & time to expiration (delta =

0.5 for at-the-money).
2. No worry about strike

price. 2. Must choose a strike.
3. Break-even from price of 3. Breakeven on put (call) is
sale or purchase. below (above) strike price.
4. Cost = cash flow to 4. Cost = premium, a wasting
maintain margin. asset.

5. Greater liquidity & tighter 5. Synthetic short of long put and
bid/offer spreads are short call (delta = 1.0) involves

expected. double fees.
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Conclusion on SSF Hedge vs. Options

SSFE are not a wasting asset in the sense that
options are, and will move dollar-for-dollar
with the underlying stock.

For these reasons and others, SSF offer a
cleaner hedge than options for flexible and
effective hedging of stocks.

47
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Benefit 5) Reduced Foreign Exchange
Risk

SSF require less money than a stock purchase and
allow an investor to control an underlying stock
without paying the full purchase price.

The ability to control a stock without full
payment allows foreign investors to reduce
foreign exchange risk.

A foreign investor can keep more of his/her money
In the home currency and thus minimize the
Impact of currency volatility on his/her portfolio.
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Benefit 6) Additional Trading Strategies

SSF make accessible additional investment strategies
not readily available to the general public.

1. Isolate one stock from the overall market (in essence,
change the NASDAQ 100 to the NASDAQ 99).

2. Spread one stock against another (i.e.Coke vs. Pepsi).

3. Effectively hedge away a stock’s risk without getting out of
the stock position.

4. Quickly and affordably leverage both long and short.

49
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Conclusion on Additional Trading
Strategies

SSF make accessible additional investment
strategies not readily available to the general
public.

The remaining chapters in Section Four will
examine in greater detail each of these
powerful SSF trading strategies.
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SECTION FOUR: Trading Strategies
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SECTION FOUR: Trading Strategies

Chapter 6:
Hedging with SSF

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
52
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What’s Ahead

This brief chapter introduces the first of four
Important SSF trading strategies, Hedging.

Each strategy will be covered in two chapters —
one to introduce the basics and another to
examine detailed examples.
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What is Hedging?

Hedging is the classic economic purpose of
commodities futures. Now those same benefits
can be enjoyed by stock investors.

For our purposes,

The hedge
neutralizes the risk of the existing position.

As an example, an investor who owns Amgen
stock can sell Amgen futures as a hedge against
the position.
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Why Hedge with SSF?

The hedge allows an investor to leave the
original stock position in place while
neutralizing the risk.

The investor postpones a taxable stock sale
and continues to receilve dividends from his
or her stock holdings.

95
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Trade Around the Position

Because of the convenience of using futures,
the decision to place a hedge can be a

simple one.
With no obligation to maintain the hedge for

any length of time, some hedgers “trade
around their position.”

This means they place and remove the hedge
many times over the life of the position.

56
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The Concept of Basis Risk

As with any futures hedge, an investor faces basis
risk. So a brief introduction is in order.

the price difference between the futures and
the underlying stock,

However,

At any given time these
variations can work for or against the hedge, and
mean that an SSF is only a near-perfect hedge
(more on this later).

Exposure to these short-term variations is called
basis risk.
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Conclusion

Hedging is one of four additional trading strategies
accessible with SSF.

SSF provide simple & effective protection against an
underlying stock moving against you.

The important question is, how many SSFs are
needed to properly hedge a given stock? To find
out, study the specific examples in Chapter 7.
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Chapter 6 Questions

6.1 In our discussion, hedging refers to placing a
futures trade that is opposite to an already existing
stock position.

A. True B. False

6.2 A SSF hedge allows an investor to leave the
original stock position in place.

A. True B. False

6.3 Placing a hedge obligates the hedger to
maintain the hedge for a certain minimum length of
time.

A. True B. False

6.4 Despite small shifts in the level of basis, a
futures contract still provides a perfect hedge.

A. True B. False
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Chapter 6 Answers

6.1 An SSF position that is opposite to the
stock position diminishes the risk of owning the
stock.

6.2 Placing or removing a hedge does not
Involve an action with regard to the original stock
position.

6.3 The decision to place a hedge can be a
simple one, with no obligation to maintain the
hedge for any length of time.

6.4 Day-to-day variations in the value of basis
mean that a futures contract is only a near-perfect
hedge.
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To Chapter 7:

Hedging with SSF - Advanced
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SECTION FOUR: Trading Strategies

Chapter 7:
Hedging with SSF - Advanced

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
62



LIND | WALDOCK"

What’s Ahead

This chapter is a more advanced look at specific
examples of hedging.

we’ll begin first with a quick review of the
basics.

Our detailed examples will evaluate hedges for
MSFT, IBM and Intel. They include both
winning and losing hedges, and in some cases
account for the effect of dividend payments.
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A Quick Review

To hedge ownership of stock an investor would
simply sell SSF of that stock. The hedge allows
an investor to

Just as important, a hedge once placed does not
obligate an investor to keep it on. In fact, an

Any futures contract can only provide a near-
perfect hedge because of basis risk, or short-
term variations in the value of the basis.
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About the Examples

In our hedge examples we’ll be selling SSF against
long stock positions. We’ll evaluate the results
under a variety of scenarios.

The examples require that certain assumptions be
made about items such as interest rates, broker
loan rates, relative price levels, slippage and other
such items. In all cases we’ve taken great care to
factor in realistic assumptions. This chapter
Includes a list of assumptions at the end.

which
Hedges 1000 shares of Microsoft (“MSFT”).
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7-1: Hedging Long MSFT

Investor Watt owns 1000 shares of MSFT (currently
trading at $60/share) but is worried that PC sales
will falter and drive down the price of MSFT.

On January 2, she sells 10 MSFET futures at
$61.43 to hedge her position. (Notice that the
SSF trades at a premium to the stock price, due to
Basis.)

Here’s how the investor fared under
different conditions.
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7-1: If MSFT Rallies

On June 21, at expiration, the price of

Investor Watt buys back her hedge
at $70. (Notice that on expiration day, the futures have
no more premium because basis has gone to zero.)

Let’s take a look:

Stocks gained ($10 x 1,000 sh) = $10,000
Futures lost ( -$8.57 x 10 SSF ) = ($8.570)
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7-1: If MSFT Rallies - Summary

The market rallied and the investor would have made
more money Iif she had not hedged. But, she had the
protection she needed.

You may be surprised to find that

Selling SSF allowed the hedger to capture basis and
earn the short-term rate on the underlying position,
while protecting downside risk. The amount of basis
will depend on interest rates, and becomes more
valuable as interest rates rise.
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7-2: If MSFT Drops

On June 21, at expiration, the price of

Investor Watt buys back her hedge
at $50. (Notice that on expiration day, the futures have
no more premium because Basis has gone to zero.)

Let's take a look:

Stocks lost ( -$10 x 1,000 sh )
Futures gained ($11.43 x 10 SSF )

($10,000)
$11,430




LIND | WALDOCK"

7-2: If MSFT Drops - Summary

Investor Watt was able to avoid the $10,000 loss.

The

the two
offsetting positions neutralize each other and the

Because the SSF hedge collects basis, the outcome is
superior to selling against the box. It also has
advantages to a hedge with put options, where
protection costs the premium for a put and likely locks
In a price worse than $61.43 per share.

Calculate the results in the next
example and compare it against our answer.
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Skip To Conclusion & Questions:
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Conclusion

Hedging with SSF is simple, efficient and effective.
The strategy can apply to both long- and short-term
trades.

In our examples we showed how selling an SSF not
only neutralizes the risk of a stock, but also
provides a small income from collecting basis.

The hedge allows an investor to leave the original
stock position in place, avoiding a taxable sale
and allowing for continued dividends.
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Chapter 7 Questions

7.1 Which of the following are benefits of hedging with SSF?
A. Collect Basis B. Protect Against Price Drop
C. Receive Dividends D. All of the Above

7.2 A long stock position that is hedged by selling an SSF will
neither make nor lose money for the period it is hedged.

A. True B. False

7.3 Over time the SSF price converges with the price of the
underlying stock until they eventually are equal on futures
expiration day.

A. True B. False

7.4 A long stock position that is hedged with an SSF will make
more money on a price drop than on a price rally.

A. True B. False
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Chapter 7 Answers

7.1 Collecting basis, protecting
against a price drop and continuing to receive dividends
are all benefits of hedging a stock position with SSF.

7.2 Many investors are surprised to discover that
they can sell the SSF at a price higher than the actual
stock price, collecting the basis. Also, the hedged stock
continues to receive dividend income.

7.3 Over time, the price of the SSF converges
with the price of the underlying stock. On expiration
day, the two prices are the same.

7.4 The profit on the hedged position is the same
whether the market rallies or drops.
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Appendix 7(1): Assumptions for Examples 7-1 &
7-2

The following assumptions apply to examples 7-1 and 7-2:

1. The short-term interest rate applicable to futures is 5%.

2. It’s January 2 and June futures expire June 21 (there are
171 days until expiration)

3. The hedge is against MSFT, which pays no dividend.

The June futures contract on Microsoft has a fair value of
$61.43/share [$60 x (1+(171/360 x .05))]

5. No commissions are included.
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To Chapter 8:

Spread Trading with SSF
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SECTION FOUR: Trading Strategies

Chapter 8:
Spread Trading with SSF

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
/8



LIND | WALDOCK"

What’s Ahead

In this brief chapter we’ll introduce the concept
of Spread Trading (sometimes called Pair Trading).

We’ll define spread trading in both general
terms and more specifically as it applies to SSF.

we’ll list specific situations in the auto, drug,
and retail industries where spread trade
opportunities could be exploited with SSF.

In the process we’ll explore the concept of the
Spread Ratio and discuss how it applies.
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What Is Spread Trading?

In general terms, a spread trade involves
holding both long and short positions in
Iitems that are in some way related.

In SSF, the spread trade attempts to exploit the
positive developments at one company against
the negative or neutral developments at a
related company.
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Why Spread Trade with SSF?

In general, spreads can be less volatile than
outright positions.

The investor is relieved from having to pick
market direction.

In fact, spread trades provide opportunities to
profit in both up and down markets.

Let’s review now a list of specific situations that
may provide opportunities for spread trading.
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Spreading Opportunities

A number of different situations can lead to
opportunities in spread trading. For instance:

X has a new product which will take
market share from automaker Y.

A has a stronger new product
pipeline than drug manufacturer B.

1 is expected to generate holiday sales
faster than retailer 2.
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The Concept of Spread Ratio

The first step in placing a spread is determining
The
Spread Ratio (“SR’) provides the answer.

The SR is simply

The goal is to find
the ratio where a given percentage move in one
stock will equate to an equal dollar move in the
other stock.

Let’s find out now how the SR is calculated.
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Skip to Chapter 9:
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SECTION FOUR: Trading Strategies

Chapter 9:

Spread Trading with SSF -
Advanced

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
85



LIND

36

| WALDOCK®

Our expertise

Skip to Example 9-1:



LIND | WALDOCK"
About the Examples

In our examples, we’ll spread trade SSF both within
the same industry and between related industries.

The examples require that certain assumptions be
made about items such as interest rates, broker
loan rates, relative price levels, slippage and other
such items. In all cases we’ve taken great care to
factor in realistic assumptions. This chapter
Includes a list of assumptions at the end.

which
spreads one telecom stock against another.
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9-1: Spread Trading Within an Industry

Company X (currently $40/share) and Company Y (currently
$60/share) compete against each other making telecom
equipment.

Company X will soon release a new product which is
expected to enjoy robust sales.

Investor Hue believes that Company X will outperform
Iits competitor and gain market share in months ahead.

At the same time, he’s unsure about the volatility
within the telecom industry, and is concerned about
the timing and prudence of buying Company X
outright.
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9-1: Spread Trading Telecom Stocks

With 90 days remaining in the futures, Investor Hue

decides to and
(Notice that the SSFs

trade at a premium to the stock prices, due to Basis.)

But because
a 5% move Iin one iIs not the same dollar
amount as a 5% move Iin the other.

A to the
performance of the more expensive stock.

So, how much of each stock should he trade to create
an equal spread?
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1r

9-1: Calculate the Spread Ratio

One way to determine equal exposure between the
two stocks is to use the spread ratio.

The spread ratio is simply one stock price divided by
the other:

Spread Ratio ($60/$40) = 3:2

So, in order to correctly weight the spread, investor
Hue buys 30 contracts of Company X and sells 20
contracts of Company Y.

Viewed another way, in this ratio of 3 to 2 a 5% move
iIn Company Y would equal a 5% move in Company X.
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9-1: If Company X Outperforms

Let’s look at the results on expiration day if
while
(Remember that on expiration day the SSF
trades at the same price as the underlying stock; basis is zero.)

Company X rises to $44/share
Company Y rises to $63/share

Long Company X gains ( $3.70x30SSF) = $11,100
Short Company Y loses ( $2.55 x 20 SSF) (5,100)
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9-1: Company X Outperforms - Summary

Investor Hue gained $6,000 strictly from
changes in the relative values of stocks

within the same industry.

The return would have been different if he had
not weighted his investment in equal amounts.
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9-2: If Company X Under-Performs

Let’s look at the results on expiration day if Company X
Stock does worse, rising only 526 while Company Y
Stock gains 10%«o...

93
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9-3: Telecom Stocks Drop — Your Turn

The telecom industry suffers a general drop in prices.

On expiration day Company X stock has dropped
5% and Company Y stock lost 9%«%.

Both stocks have gone down but not by equal
amounts. What return did the investor make on this
spread trade?

Can you calculate your answer now and compare it
against ours? Here’s what we came up with.
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9-3: Telecom Stocks Drop - Your Turn

Company X drops to $38/share
Company Y drops to $54.60/share

Long Company X loses ($2 x 30SSF) = ($6,000)
Short Company Y gains (( $5.40 x 20 SSF)= 10,800

How well did you do? Did you remember the different
number of contracts - 30 versus 207?
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9-3: Telecom Stocks Drop — Summary

Investor Hue gained $4,800 despite falling
prices in both stocks.

Even though the long SSF side lost, the gains on
the short side more than made up for it.

Company X outperformed its competitor as
the investor was expecting, even during a
general pullback Iin prices.

Now let’s examine a spread between
related companies.



LIND | WALDOCK"
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9-4: Spread Trading Intel vs. MSFT

Investor Wuy believes that computer chip
demand will remain firm, helping chip
manufacturer Intel (currently $20.01/share).

On the other hand, she sees that existing PC
users are not actively upgrading their operating
systems. PC makers face aggressive
competition and falling profit margins, all of
which hinders Microsoft (currently $51.80/share).

08
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9-4: Spread Trading Intel vs. MSFT

On October 1 Investor Wuy decides to buy Intel
SSF at $20.11 and sell MSFT SSF at $52.10...
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Conclusion

Investors can within the same
iIndustry, in related industries - or

The success of a spread trade depends on relative
changes between the two sides of the spread and
not on overall market direction.

The spread ratio is a valuable tool for determining
equal exposure between two stocks trading at
different prices.
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Chapter 9 Questions

9.1 To calculate the spread ratio simply divide one stock price by the
other stock price.
A. True B. False

9.2 The profitability of an SSF spread that has neutral
weighting depends upon which of the following factors?
A. Rising Stock Prices B. Relative Price Changes

C. Falling Stock Prices D. All of the Above

9.3 A spread between stocks of different industries can be
considered a legitimate, bona fide spread trade.
A. True B. False

9.4 A spread trade must always be made neutral with use of
the spread ratio or some other similar method of weighting.
A. True B. False
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Chapter 9 Answers

9.1 To calculate the spread ratio simply divide the price
of one stock of the spread by the other.

9.2 A spread trade that has been properly weighted has no
bias toward rising or falling prices. Rather, the profit or loss is
based solely on the relative price changes between the two
sides of the spread.

9.3 Stocks being spread don’t have to be from within
the same industry. For a spread to be legitimate each side
must simply have some true economic connection — they
should be somehow correlated.

9.4 A spread trade may be done in a neutral manner
with use of the spread ratio. But an investor may choose to
round the ratio down to manageable levels or even choose to
leave the spread heavily skewed to the more volatile side.
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Appendix 9(1): Assumptions for Examples 9-1 --
9-3

The following assumptions apply to examples 9-1 through 9-3:

The short-term interest rate applicable to Futures is 3%

2. It's January 1 and June futures expire June 21 (there are 90 days
until expiration)

3. The stocks pay no dividend.

Company X SSF (40 x ((1+ (.03 x 90/360)) ) = $40.30 Company
Y SSF (60 x ((1+ (.03 x 90/360)) ) = $60.45

5. No commissions are included.
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To Chapter 10:

Leveraged Trading with SSF
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SECTION FOUR: Trading Strategies

Chapter 6: Hedging with SSF
Chapter 7: Hedging — Advanced

Chapter 8: Spread Trading with SSF
Chapter 9: Spread Trading — Advanced

Chapter 10: Leveraged Trading with SSF
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Chapter 10:

Leveraged Trading with SSF

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
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What’s Ahead

In this chapter we’ll introduce the concept of
Leveraged Trading. You’'ll learn that it can be
used to initiate outright directional trades in lieu of
trading the underlying stock.

We’ll discuss some of the reasons for choosing to
use SSF leverage over stock leverage, and will
Include a simplified example.

In the process, we’ll explain and compare the
concepts of Reg. T borrowing and futures margins.
We’ll also discuss the function of margin calls and
how it factors into the decision to use leverage.
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What Is Leveraged Trading?

Leveraged trading simply means that an investor
IS not putting up the entire value of the position.

For instance, at $60/share, a MSFT futures
contract is valued at $6,000 ($60 x 100 shares).
But the

or $1,200.

The use of leverage will magnify the effect of a
given change in price.
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Why Use SSF for Leveraged Trading?

Very simply stated, SSF provide more leverage
than stocks — margined or otherwise.

More important though, leverage in stocks means
that you’re borrowing money and paying interest.

But in futures, the only interest cost is the low
commercial rate calculated in the basis — and in some
iInstances the investor can collect it.

Finally, the money freed up can be invested or
otherwise used by the investor.
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A Real Estate Example

Let’s say that you buy a $230,000 home by putting
up only 20%, or $46,000 (“$46k”).

If the to $250k, the
$20k ($20k/$46k) of your
deposit.

This simple example ignores other related costs, but it
does illustrate how leverage will magnify the effect of
a given change in price. Of course, leverage can be a
double-edged sword (more on this in a moment).

To compare SSF leverage against stock leverage you
must first understand how much leverage is allowed
under each system.
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The Concept of Reg. T.

A can borrow up to 50% of a
stock’s value to buy that stock. Of course, the
Investor

on the amount borrowed.

This financing of stock purchases is dictated by
Federal Reserve Board Regulation T, and is
generally referred to as “Reg. T” borrowing.

This iIs
of leverage explained earlier in this
course.
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The Concept of Futures Margin

In the of trading an investor simply
deposits an amount of money (determined by the
exchanges) to act as a performance bond.

This deposit, called margin, is of the
SSF’s contract value. The
of value.

Rather, the SSF will trade at a price slightly higher
than the actual current stock price. This premium,
called Basis, includes an interest rate adjustment and
IS explained in greater detail in Chapters 3 and 4.
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The Concept of Margin Call

So now you know that

In futures, margin simply refers to the money that is
required to be in your account to hold a given
position (not borrowed funds).

Because futures margins are very low, an adverse
price move can mean that an investor will need to
send more money — a response to a margin call.

The possibility of having to send more money is the
logical result of using the high leverage of futures.
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A Double-Edged Sword

Leverage can work for or against the investor.

In our real estate example, if the
to $210k, the $20k
($20k/$46k) of the investor’s deposit.

Also, in futures the investor faces the additional risk
of being forced out of his position. That would be the
result of not being able to send additional money fast
enough during a margin call.

Clearly, the benefits of higher leverage can become a
disadvantage to an under-capitalized investor.
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The Real Issue On Leverage

An

In our MSFT example, an investor with $60k in his
Futures account can buy or sell fifty contracts (total
contract value of $300k). But he may also choose to
Invest in five, or even one, contract.

In futures, he may choose to
Invest in other contracts or simply keep it on the
sidelines.

In either case, the law allows for T-Bills to be used as
collateral to hold futures contracts. So
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Conclusion

If an investor is inclined to use leverage, SSF are a
superior choice over stocks.

Leverage magnifies the effect of a price change —
favorably or unfavorably, as the case may be.

An adverse price move may lead to a margin call,
requiring an investor to send more money (or offset
the position).

A more prudent investment strategy may be to use
SSF leverage only as
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Chapter 11:

Leveraged Trading - Advanced

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
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What’s Ahead

This chapter is a more advanced look at specific
examples of Leveraged Trading.

wWe’ll begin first with a quick review of the basics.

Our examples will compare leveraged SSF trades
against buying stocks - both outright and with
50% leverage under Reqg. T.

Stocks detailed in the examples include Microsoft
and IBM.
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A Quick Review

SSF provide more leverage than stocks — both
margined or otherwise.

An SSF investor is never required to use leverage
— he or she may choose to be fully capitalized.
The real issue Is

that is not tied up In the
trade?

In our examples, we account for this additional
opportunity value.
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Your vision. Our expertise.

Stock Borrowing vs. Futures Margin

Under Reg. T, a stock investor can borrow up to
5090 of a stock’s value and pay interest to the
brokerage firm on the amount borrowed.

A futures investor simply deposits a performance
bond of about 20% of the SSF’s contract value.

The investor pays no interest on the remaining 80%
of value.

Rather, the SSF will trade at a a premium to the stock,
which reflects an interest rate adjustment.
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The Concept of Margin Variation

In our examples interest is earned (or paid, in the case
of stocks) on a fixed amount of cash, but in real life the

amount of excess cash will fluctuate daily.

In other words leveraged investments — both SSF and
stock — are subject to margin variations.

For our examples we assume that initial balances don’t
change and rates are constant. Actual results may
vary and margin variation should be expected.
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About the Examples

So the examples require that certain assumptions
be made about items such as interest rates, broker
loan rates, relative price levels, slippage and other
such items. In all cases we’ve taken great care to
factor in realistic assumptions. This chapter
Includes a list of assumptions at the end.
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11-1: Leveraged Long SSF

Investor Ackes believes the price of MSFT (currently
$60/share) will rise due to a PC replacement cycle
and a new security feature on Windows XP.

OnJan 1 he buys 10 June MSFET futures at
$61.43 in lieu of taking a position in the
underlying stock. (Notice that the SSF trades at a
premium to the stock price, due to basis.)

How does the trade compare to buying 1000
shares of MSFT outright?
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11-1: If MSFT Rallies

On June 21, at expiration, the price of

(Remember that on expiration day, the
Futures price will equal the stock price; basis is zero.)

Futures gained ( $8.57 x 10 SSF ) $8.570

( $8,570/$12,286 )

Because the performance bond is only 20% of the full
contract value (20% of $61,430 = $12,286),
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11-1: SSF With Reinvestment Income
having full contract value ($61,430) and
Investing the 80% that’s not required for the trade?

Futures gained ( $8.57 x 10 SSF ) = $8,570
($49,144 x .05 x 172/360)**= 1,174

Return ( $9,744/$61,430) = 15.86%

Of course, the total return will vary depending on how
well an investor can invest the 80% excess margin.

**Assuming initial balances don’t change and rates are constant. Actual results
could vary. Margin variation should be expected and are difficult to predict.
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11-1: Leveraged Long Stock

Stocks gained ( $10/share x 1,000 sh ) = $10,000
_($30k x .075 x 172/360)** = (1,075)
Total Gain = $8,925
Return ( $8,925/$30k) = 29.75%
The return
under Reg. T was less than the leveraged SSF return of

69.75%.

**Assuming initial balances don’t change and rates are constant. Actual results
could vary. Margin variation should be expected and are difficult to predict.
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11-1: If MSFT Rallies - Summary

The return on the futures contract was more than twice
as much as the return on the stock position — despite the
SSF price trading at a slight premium to the stock price.

For SSF, having full contract value allowed the investor to

For leveraged stock, borrowing expense under Reg. T
eroded the investor’s profit.

Margin variation is difficult to predict. In our example the
price went up and we could have included earnings on
the additional profit. Still, our simplified examples
Illustrate the comparative effects of different leveraging.
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11-2: If MSFT Drops - SSF vs. Stock

On June 21, at expiration, the price of
(Remember that the SSF trades at
the same price as the stock on expiration day.)

Futures lost ( -$11.43 x 10 SSF) = ($11,430)
VS.
Stock lost ( -$10 x 1,000 shares) = ($10,000)

The SSF loss was equal to the stock loss plus basis.
for
Investment income and interest expense.
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11-2: SSF with Reinvestment Income

Investor Ackes will earn interest on the 80% excess

margin.

Futures lost (-11.43 x 10 SSF) = ($11,430)

Interest earned($49,144 x .05 x 172/360)**= 1,174
Total = (%$10,256)
Return ( -$10,256/$61,430 ) = (16.7%)

The additional earnings helped offset the loss.

**Assuming initial balances don’t change and rates are constant. Actual results
could vary. Margin variation should be expected and are difficult to predict.
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11-2: If MSFT Drops - Leveraged Stocks

the investor will have to

Stocks lost ( -$10 x 1,000 sh ) = ($10,000)
($30k x .075% x 172/360)** =
Total = ($11,075)
Return ( $11,075/$30,000 ) = (36.9%)

The total loss was
greater than the SSF with reinvestment income ($10,256).

**Assuming initial balances don’t change and rates are constant. Actual results
could vary. Margin variation should be expected and are difficult to predict.
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11-2: If MSFT Drops - Summary

The loss on the futures with reinvestment was
less than the loss on leveraged stocks.

As before, having full contract value allowed the
Investor to earn money on the 80% of excess
margin.

Borrowing expenses for the leveraged stock
strategy made the loss even greater.

where an investor profits from falling prices.
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The Concept of Selling Short

Most investors know the adage, “Buy Low, Sell High.”
But investors can change the order to
Selling before a purchase is called selling short.

Investors are typically required
to demonstrate a greater level of sophistication by
having a higher net worth and depositing additional
funds.

But
Both positions require the same
performance bond — about 20% of the contract value.
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Your vision. Our expertise.

11-3: Leveraged Short IBM

Investor Payne Dbelieves that IBM (currently
$92.71/share) is overpriced and due for a pullback.

On October 1 he sells 5 Dec IBM future at $92.95 in

lieu of selling short the underlying stock. (Notice
that the SSF trades at a premium to the stock price, due to
Basis.)

How does the SSF trade compare to selling short
500 shares of IBM stock?
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11-3: If IBM Drops

On December 20, expiration day, the price of

(Remember that on expiration day,
the futures price will equal the stock price; basis is zero.)

Short futures gained ( $5.24 x 5 SSF)

$2,620

( $2,620/$9,295 ) —

Because the performance bond is only 20% of the full
contract value (20% of $46,475 = $9,295),
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11-3: SSF With Reinvestment Income

having full contract value ($46,475) and investing
the 80% that’s not required for the trade?

Short futures gained ( $5.24 x 5 SSF) = $2,620
($37,180 x .05 x 81/360)** = 418

Total Profit $3,038
Return ( $3,038/$46,475) = 6.54%

Notice the investor
collecting basis and increasing the return.

**Assuming initial balances don’t change and rates are constant. Actual results
could vary. Margin variation should be expected and are difficult to predict.
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11-3: Leveraged Short Stock

according to the rules of his brokerage house?

Short stocks gained ( $5/share x 500 sh ) = $2,500
(($23,178k x .075 x 81/360)**=
Total Gain = $2,109
Return ( $2,109/$23,178k) = 9.1%

The return for
short stock was less than the leveraged SSF return of
28.19%.

**Assuming initial balances don’t change and rates are constant. Actual results
could vary. Margin variation should be expected and are difficult to predict.
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11-3: If IBM Drops - Summary

Both short trades made money when the stock price
dropped.

Investor Payne sold the SSF at a price higher than he
could have sold the stock, collecting the basis and
Increasing his return by that amount.

For SSF, having full contract value allowed the investor
to earn money on the 80% excess margin.

For short stock, borrowing expense charged by his
brokerage house eroded the investor’s profit.
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Skip To Conclusion:
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Conclusion

SSF allow investors to increase their leverage and
return on invested capital. Of course, leverage can
work for or against a trade.

With SSF, money in excess of the required initial
margin can be reinvested elsewhere as the investor
sees fit.

With stocks, costs associated with leverage can eat
Into profits — or make a loss even greater.

A short trade makes money when prices drop. But
a big difference is that

; the SSF seller
collects basis.
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Appendix 11(1): Assumptions for Examples 11-1 &
11-2

The following assumptions apply to examples 11-1 & 11-2:

1. The short-term interest rate applicable to futures is 5%.

2. It’s January 2 and June futures expire June 21 (there are 171
days until expiration)

3. The hedge is against MSFT, which pays no dividend.

The June futures contract on Microsoft has a fair value of
$61.43/share [$60 x (1+(171/360 x .05))]

5. There is a 20% margin requirement on futures based on
notional contract value.

Reg. T margin is 50%. The broker loan rate is 7.50%.
The investor is able to earn 5% on investments made.

8. No commissions are included.
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Appendix 11(2): Assumptions for Example 11-3

The following assumptions apply to example 11-3:

The short-term interest rate applicable to futures is 2.6%.

2. It’s October 1 and Dec futures expire December 20 (there are 81
days until expiration)

3. IBM pays a dividend of $.14 with an ex-dividend date of
November 7 (43 days before expiration).

4. The Dec futures contract on IBM has a fair value of
$93.11/share [$92.71 x (1+(81/360 x .026)) - $.14 X
(1+(43/360 x .026))]

5. There is a 20% margin requirement on futures based on notional
contract value.

6. The investor must margin 50% of short stock at the broker loan
rate of 7.5% and is responsible for dividends.

The investor is able to earn 5% on investments made.

No commissions are included.
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Spread Trading — Advanced

Leveraged Trading with SSF
Leveraged Trading — Advanced

Company-Specific Trading with SSF
Company-Specific Trading - Advanced
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SECTION FOUR: Trading Strategies

Chapter 12:

Company-Specific Trading with
SSF

An educational course offered by Lind-Waldock. Security futures are not suitable for all
customers. Before investing in such products you should contact Lind-Waldock at 1-800-
445-2000 to obtain a copy of the required security futures products risk disclosure statement.
There is substantial risk of loss in trading futures and options.
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What’s Ahead

In this chapter we’ll introduce Company-Specific
Trading ( ).

You’ll learn how it can be used to initiate
positions that are neutral to changes in the
overall market. In reverse, the strategy can
change the Nasdaqg 100 into the Nasdaqg 99.

we’ll explain the idea of breaking down the
return of a stock investment into two elements
and will introduce the concept of Alpha Capture.

The chapter concludes with discussions of both
bullish and bearish company-specific trades.
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Why Do Company-Specific Trading?

At times, an investor can be right about the effect of a
unigue event on a certain stock price

dragging the individual stock with it.

With SSF, company-specific trades can earn returns
Isolated to specific company events.

The investor is relieved from having to pick market
direction —

Also, Alpha Capture trades tend to be less volatile
than outright positions.
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The Concept Alpha Capture

So, with SSF investors can initiate positions that
are neutral to changes in the overall market.

The leaving
the investor positioned to capture the profit or
loss specific to just that company.

This is also called “Alpha capture,” because Alpha
refers to that portion of the stock’s return that is

specific to the company (more on that in a
moment).
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Two Components of Risk

Many investors are familiar with the following idea:

The risk of holding a stock can be broken down
Into two elements:

- the risk specific to the company and

- the risk attributed to the market.

Well, the same can be applied to the return on
a stock.
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Two Components of Return

The return on a stock can be broken down into two
elements:

- the and
- the

Stated in equation form:
The return on stock XYZ =

The return specific to the stock (called “Alpha”)
+ (The return attributed to the market) x Beta*.

*Beta is the sensitivity of the stock to the overall market.



