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Foreword

Investing on your own can be intimidating. But remember when
you were seven? So was learning to ride a bike. How did you feel about
learning to drive? I remember when I moved to Chicago from Nebraska
to start college; the thought of driving in Chicago traffic was mind-
blowing. A few years later, I had a sales job in Chicago and was driving
all over the city, focused on my next sales call and not the traffic. You
could add flying for the first time, buying your first home, and a whole
list of other things you have never done before. Or even if you have done
them, you know you need to continue to learn to advance. You must
play against a better racquetball player to improve, not against inferior
opponents. The key to all these activities is that someone who knew
what he or she was doing taught you the skill, and then you practiced it.

My family has been involved in the securities industry for more
than 40 years. I grew up with it around the dining room table. I
worked at our family company, Ameritrade, as a summer job and then
for more than a decade. I am still on the board of directors. When I
was the Chief Operating Officer for Ameritrade, Jay Pestrichelli and
Wayne Ferbert worked for me. Jay oversaw our largest client segment
and came to Ameritrade through one of our many acquisitions. Wayne
ran our product development efforts. For years they were respon-
sible for developing, building, and rolling out many of the products we
delivered to our clients. They were a great team and always focused
on putting the clients first. Wayne was so focused on his projects that,
more than once, he forgot to change his bonus goals with me before
the end of the bonus period when our priorities changed, to the detri-
ment of his income. When Jay and Wayne approached me with the
idea for this book, I was not surprised. Both had always been extremely
interested in helping our clients learn how to invest more effectively.

The product of their collaboration is this book, Buy and Hedge,
and it is a great one. I wish I had this book when I was learning to
invest. It would have saved me a lot of money. It also would have been
especially useful these last three or four years. At its simplest, this is
a guide to how you can insure your portfolio against downturns in the
market. That makes a tremendous amount of sense. We insure many
of our large, important assets. We insure our car, our house, and even
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our lives. Why wouldn’t we want to insure our nest eggs, retirement,
savings—our securities investments?

I was educated at the University of Chicago, where Modern Port-
folio Theory was born. The basic idea of Modern Portfolio Theory is
diversification to reduce risk. This book takes that idea one step fur-
ther. Yes, you want to diversify your investments, but you also want
to hedge them against a downturn or insure them. Having been in
the industry for so long, I have seen numerous ups and downs. The
strategies that this book teaches are straightforward and essential to
the self-directed, individual investor.

Two key themes are important in this book. The first, and most
important, is discipline. Jay and Wayne state that the only successful
investors they have seen are the ones with discipline, and I wholeheart-
edly agree. Discipline is the prerequisite for success. The individual
investor who has a plan and follows it will have the best opportunity to
acquire great returns. If you don’t have a plan, or if you let your emo-
tions influence your portfolio management decisions, your investment
decisions will end up following the crowd. Following the crowd is a
recipe for selling low and buying high and will lead to poor perfor-
mance. The second key theme of this book is risk. Too many investors,
including myself, fail to appreciate the times when we take on too
much risk for the expected returns. This is, of course, understandable.
As Jay and Wayne point out, it is relatively easy to measure the return,
but getting a handle on the risk is something else entirely. The authors
will teach you new ways to measure and monitor risk in your portfolio.
This is truly a lost art in the world of retail investing. Too many other
sources, and investment advisors, fail to even address it. The last few
years have demonstrated this. You need to take risks to get a return,
but too much risk leads to volatility in your portfolio and the potential
for sleepless nights. Jay and Wayne help you think about how much
risk you are taking and how to limit the volatility in your portfolio. This
book is worth reading just for the methodology of thinking about risk.

Finally, this book is about not just theory but practical applica-
tion. Although you might enjoy the intellectual stimulation that the
market can provide, you invest to preserve and grow your capital. To
help you reach your goals and implement their advice, the authors
offer the Immutable Laws of Investing. These may seem like com-
mon sense, such as “After-tax returns are the ones that matter,” but it
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is certainly worthwhile to articulate them and be reminded of them.
Jay and Wayne also describe the Five Iron Rules (see, I told you—
discipline!). These rules include how to hedge your investments, a
detailed discussion of risk metrics, and how to calculate the risk in
your portfolio. I guarantee you very few individual investors do this
precisely. If you are one of the few who do, you will have a huge
advantage over everyone else who doesn’t. This part of the book alone
is pure gold (which, if you haven’t noticed, is going up like crazy!). In
addition, the authors provide tactics and advanced tactics to make it
all work. Have you used a married put before? What about a collar or
a diagonal spread? One of the best features of their strategy is that you
can implement it gradually, one position at a time if you like, and get
a feel for how to use options to hedge a stock or ETF.

I wrote this foreword in August 2011 after one of the most vola-
tile weeks the market had seen in years. This is a great reminder of
why when we buy, we must hedge. With the markets becoming more
unpredictable and more difficult to navigate, a book like this gives you
the tools to succeed. Jay and Wayne are instructors who know what
they are doing, and they can guide you through the process. Then it
will be up to you to practice and gain experience. This is not a “get
rich quick” book. You won’t find any stock recommendations here.
You will not find yourself asking, “If these guys are so smart, why
don’t they just do it instead of writing a book?” In fact, they are doing
just what they explain in this book. And so are institutional investors.
Now, the instruments are available to everyone, and the authors pro-
vide this how-to manual to teach you how to use them. In all, this is a
must-read for the self-directed, individual investor. If you are a begin-
ner, this book will introduce you to concepts you may never have con-
sidered in a straightforward, easy-to-understand manner. Even if you
have been investing for yourself for years, you will still find the dis-
cussion of risk and the advanced tactics enlightening. Buy and Hedge
is a great resource that you will consult time and again as you master
each tactic. Enjoy reading it. I wish you the best with managing your
portfolio. Remember, nobody is more interested in how you do than
you are—and now you have the tools to be successful.

—Pete Ricketts, TD Ameritrade Board member
Chicago Cubs Board member
Former COO, Ameritrade
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Introduction

Join the authors on a brief but instructional journey back in
time—but not too far back. Think about the year 2008. More specifi-
cally, think about your investment portfolio in 2008. Warning: This
journey might be upsetting and/or emotionally painful. If you are like
most investors, your portfolio suffered losses that were historic in size
and scope. Believe me, we are reluctant to take you on this journey.
After all, this is the first paragraph of the first chapter of the first book
we have ever written. Putting you in a bad mood in the first paragraph
is a little risky. But we hope this exercise will prove enlightening.

Next, think about the investment destruction that continued
through early 2009. Unbelievably, the markets sank to even lower
lows. Along with these new market lows came historically high market
volatility. Respected financial institutions were on the brink of failure.
Every day was a new adventure in the market. Finally, mercifully,
the markets recovered sharply in mid-2009, and they have been on a
steady rise in the two years since.

Consider for a moment the investment climate back in the fall of
2008. The market crash was precipitous and calamitous. Think about
the investment decisions you faced with your portfolio. If you are like
most American investors, you thought about doing one or two of the
following:

e Curling into the fetal position and hoping it would all go away

e Calling your investment adviser and screaming at him to do
something

* Selling everything
* Looking for ways to find any tax advantages from your invest-
ment losses
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For 90% of investor households in this country, one or several of
these decisions were an implicit or explicit outcome of the 2008-2009
market collapse. But of these four actions, the only one that was even
modestly productive was the last one. At least the investor who looked
for tax efficiency from the losses might have saved himself a bit of
money. But it’s hard to save on taxes when you don’t have any gains to
offset the losses. You can at least admire the person who tried to find
tax efficiency for his “glass half-full” attitude.

The other investment options would have been counterproduc-
tive. An investor who runs and hides from his portfolio might as well
dismiss any chance he has for achieving his investment goals. Scream-
ing at your adviser won't help, especially because he owns some of the
responsibility for your portfolio’s poor performance. Maybe yelling
at him made you feel better. But did it make your portfolio perform
better?

Last, selling everything in your portfolio is not a long-term solu-
tion. Pulling your money out of the market might have made you feel
better in the short term. In fact, you might even have missed the con-
tinued market declines through early 2009 if you liquidated your port-
folio right after the crash in September/October 2008. But did you get
your portfolio reinvested in 2009 in time to enjoy the sharp reversal
in the market? You probably didn’t. Timing the market is a difficult
proposition. The best traders in the world time the market—and the
data says that fewer than half of them succeed. Is that the portfolio
strategy you want to rely on? Always being right about timing the
market?

The authors promise this painful journey is almost over. We have
one last question for you to consider in light of the recent stock market
performance. Do you think the recent activity, volatility, and turmoil
in the market are the new normal? Or do you think we just survived
the equivalent of the market’s 100-year flood? Or do you think the
answer lies somewhere in between?

If you think we just survived the 100-year flood, this book isn’t
for you. You can invest your money in the broad markets and sit back
and wait for it to appreciate. You can put this book down. And, by the
way, good luck!
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If you think the market has the potential for significant turmoil
and volatility, this book fits you like a glove. Even if you just think that
the markets are uncertain, and you worry that it is possible that this is
the new normal, this book will work for you. If you are just uncertain
about the markets in general, the lessons you will learn in this book
will work for you in any market.

The Buy and Hedge strategy is a new way to invest. It is an all-
weather portfolio approach to help you beat the markets. Our Five
Iron Rules of Buy and Hedge, when implemented effectively, will
provide you with a portfolio that you can feel secure owning. And by
“secure,” we mean you will sleep well at night knowing that you have
limited the potential destruction that market volatility can create in
your portfolio.

Buy and Hedge the book is for the investor with a long-term out-
look who wants to take control of his or her portfolio. It will teach you
to build and manage a balanced, diversified, and hedged portfolio. By
hedged, we mean a portfolio that limits its downside losses in a violent
and volatile market. Hedge fund managers and professional money
managers use these techniques. And we teach them in this book using
straightforward and easy-to-understand language. Most important,
the book shares techniques that can be implemented quickly and effi-
ciently. In other words, you don’t need to be a full-time money man-
ager to make this portfolio work for you. It does help to have a basic
understanding of financial markets and to already be a do-it-yourself
investor.

The authors worked together at TD Ameritrade (TDA), where we
were employed for over a decade. TDA is the largest online brokerage
in terms of total investor transactions executed. We spent our time
at TDA building the trading and investment platform that is used by
millions of clients today. In fact, collectively we launched over 100
tools and enhancements while at TDA. And we led the initiatives that
spent nearly 750 million acquiring several companies. Each of these
companies was acquired so that we could unleash their new invest-
ment tools for our clients. We estimate that together we met more
than 10,000 individual clients at client functions and events. Simply
put, we were intimately involved in the expansion and growth of the
fantastic online brokerage industry.
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The main competitors in this space have really democratized
the investing industry. The little guy can now manage his money in
a way that only institutional investors could have achieved 10 to 15
years ago. The main players—TD Ameritrade, E*TRADE, Charles
Schwab, and Fidelity—all deserve kudos for tearing down the barri-
ers and reducing the friction for the individual investor to take control
of his or her financial future.

In our combined 22-plus years in this new industry, we have
learned an important series of lessons, which you will benefit from.
The first lesson is that it is very difficult to beat the market. Even
professional money managers have a hard time picking stocks that
beat the market. We have tried—and we can attest to our scars and
bruises. The second lesson is that it is supremely difficult to stay dis-
ciplined within an investment strategy. Discipline is the key to being
a successful investor. And the third lesson is that we have never met
an investor who consistently beat the market without following a dis-
ciplined investment strategy. We have met disciplined investors who
did not beat the market. But we have never met an undisciplined
investor who consistently beat the market over the long term.

We have experimented with many investment strategies over the
years. In fact, our jobs at TDA encouraged us to use the tools and
products. And being product developers at heart, experimenting with
different trading systems and investment strategies came naturally at
a company like TDA. Both of us will even tell you that we had a lot
of fun being two of the more active users of the tools and products
within the industry. After our testing and experimenting with differ-
ent investment strategies, we developed the Buy and Hedge strategy
and now endorse it for the do-it-yourself investor. We have success-
fully driven market-beating performance using this strategy for over
three years now—and these were a very hard three years.

Buy and Hedge is your path to investment success!

Before you begin the first chapter, we want to explain a few terms
we use:

* When we use the word “Option,” we almost always capitalize
it because we are referring to the financial instrument called
an Option. An Option is a financial security that is a deriva-
tive that represents a contract sold by one party (the Option
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writer) to another party (the Option holder). The Option gives
the holder the right to either buy or sell an underlying secu-
rity for a set price by a set date. When “option” is not capital-
ized, the word is being used in the traditional sense: a choice
between two or more things.

This book often uses the words “investment” and “position,”
but we do not use them interchangeably, even though the in-
dustry often does. Instead, for clarity, we have created a hier-
archy between the two. Investment is the parent of positions.
An investment is made up of one or more positions. Here’s an
example: I am bullish on Microsoft, but with a small hedge.
The positions could be 100 shares of MSFT and one Option
contract on MSFT that provides the hedge. The investment is
the exposure you want to create to some investment vehicle.
The positions are the specific investment vehicles you want to
own in your portfolio to make that investment a reality.

This book uses the word “we.” “We” always refers to the
authors. It is not the collective “we.” It is the authors only.
When we use “you,” “investor,” or “one,” we are referring to
the reader—the individual investor who will implement the
Buy and Hedge strategy after reading this book.
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choosing expiration period,
202-203
position dynamics, 194-197
risk metrics, 197
strike prices, 198-202
married calls, 178
capital
loss of, 35-36
avoiding the worst days, 36-37
avoiding the worst quarters,
38-39
preserving, 23-24
capital at risk (CaR), 76-77
capital gains, taxes, 272
capital markets, 41
CaR (capital at risk), 76-77
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cash, managing in portfolios, 259-260
for advanced hedging clients,
261-264
breaking rules, 264-267
investing normal cash allocation,
260-261
cash allocations, investing, 260-261
CDs, 261
choosing
ETFs (exchange traded funds), 208
expiration month, 176-177
strike prices, collars, 184-189
collars, 179-180
expiration month, selecting, 189-191
position dynamics, 180-183
risk metrics, 183
strike prices, 184-189
compounding, 35, 54
contracts
Section 1256 contracts, 274
vertical spreads, 247-248
correlation, risk metrics, 86-88
cost percentage, 173
CP (cost percentage), 173
collars, 186
credit call spreads, 230-231
credit put spreads, 230-231

D

debit call spreads, 230-231
debit put spreads, 231
debit spreads, 231
defensive hedging, 121
portfolios, 31-32
delta, 72
derivative securities, 82
derivatives, 13
diagonal spreads, 249-255
not always the best solution, 255-257
diversification, building portfolios,
94-98

DIY investing, implementing,
106-107
downside percentage, 170-172
downside risk, 170-172
DP (downside percentage), 170-172
collars, 186

E

emotions, 13, 15-16
excitement, 16
fear, 45-46
greed, 45-46
equity index Option, 274-275
ETFs (exchange traded funds), 30,
96, 205-207
AUM, 209
benefits of, 206-207
choosing, 208
fixed income ETFs, 263-264
with Options, 212-218
sector ETFs, 209-212
excitement, 16
executing portfolio put tactics, 225-
226
exercising, 127
expiration period, choosing for ITM
calls, 202-203
expirations
choosing month, 176-177
collars, 189-191
Options, 129

extrinsic value, 150

F

FDIC insurance, 261

fear, 45-46

finding investor tempo, 277-279

Five Iron Rules of Buy and
Hedge, 65, 279-281



fixed income ETFs, 263-264

flood insurance example, put
Options, 148-152

focus, 104

G

gains, taking to offset losses, 116
greed, 45-46
Greeks, 72

hedging every investment, 71-72

H

harvesting, 109-110
investments have large embedded
gains, 111-115
tax opportunities present themselves
near end of calendar year, 115-117
when investment has reached target
price or hypothesis no longer holds
up, 110-111
hedge funds, 19
hedged portfolios, 23-24
hedging, 18-19
absolute hedges, 121
defensive hedging, 31-32, 121
hedging every investment, 67-70
Greeks, 71-72
Option strategies, 69-70
portfolio hedges, 70-71

I

identifying investing strengths, 104-
105
Immutable Laws of Investing, 280
after-tax returns, 61-63
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hedging every investment
Greeks, 71-72
portfolio hedges, 70-71
unleashing your inner guru, 103-104
volatility. See volatility
implementing DIY investing, 106-107
index Options, 219-220
indexing, portfolios, 30
institutional traders, 28
institutions, market efficiency, 29
insurance, volatility, 58
in-the-money. See ITM
(in-the-money)
investing, reasons for, 21-22
long-term goals, 22
preserving capital, 23-24
investing strengths, identifying,
104-105
investment hypothesis, harvesting,
110-111
investments, 5
investor tempo, finding, 277-279
Iron Rule of Buy and Hedge
harvesting, 109-110
hedging every investment, 67-70
risk metrics. See risk metrics
smart portfolio equals long-term
outlook plus diversification, 91
iShares, 209
ITM (in-the-money), 137-138
call Options, 149
calls, 193
put Options, 149
ITM calls
choosing expiration period, 202-203
position dynamics, 194-197
risk metrics, 197
strike prices, 198-202
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J-L

journals, investment journals,

104-105

laws of investing, capital lost is capital
that cannot grow, 35-36
avoiding the worst days, 36-37
avoiding the worst quarters, 38-39
LEAPS (Long-term Equity
AnticiPation Security Options),
131, 273
leverage, risk metrics, 80-86
life goals, 21
logistical impact of volatility, 58
long calls, absolute hedge risk
graphs, 159-160
long puts, absolute hedge risk
graphs, 160
long-term goals, reasons for
investing, 22
long-term outlook, 93-94
loss aversion, 16-18
fear, 45
loss of capital, 35-36
avoiding the worst days, 36-37
avoiding the worst quarters, 38-39
loss protection, 24
losses, taking to offset gains, 115-116

M

maintenance requirements, for
Options, 153

managing cash, 259-260

market efficiency, 28-29

market increases, 50

market swings, 47-48

married calls, 178

married puts, 165-166
position dynamics, 166-170
risk metrics, 170-171
strike prices, 170-176
money market mutual funds, 261
month, expiration month, choosing
for collars, 189-191
monthly Options, 129-130

O

Option chains, 135-136
Option contract, 133
Option positions, 133-134
Option pricing, volatility, 146-147
Option strategies, hedging every
investment, 69-70
Option symbols, 131
Option values, 141-142
pizza coupon example, 142-145
volatility, impact on Option pricing,
146-147
Options, 5, 81, 122-123
assets, 131
call Options, 127, 132, 142
strike prices, 128
defined, 125-127
equity index Option, 274-275
ETFs (exchange traded funds) with,
212-214
expirations, 129
maintenance requirements for, 153
monthly Options, 129-130
other side of the trade, 152-153
put Options, 127, 132
flood insurance example, 148-
152
strike prices, 129
strike prices, 128
weekly Options, 130



OTM (out-of-the money), 138-139
outlook
long-term outlook, 93-94
short-term outlook, 92-93
out-of-the money. See OTM
(out-of-the money)
overconcentration in one sector,
unleashing your inner guru, 105-106

ownership stake in companies, 41-42

P

par, 16-17
partial hedge risk graphs, 162-163
peaks, 48-50
pizza coupon example, Option values,
142-145
Pope, Devin, 16
portfolio hedges, hedging every
investment, 70-71
portfolio puts, 221-222
defined, 222-226
portfolio volatility, 78-79
portfolios
asset allocation, 98-101
asset class allocation, 30-31
defensive hedging, 31-32
diversification, 94-98
hedged portfolios, 23-24
indexing, 30
managing cash, 259-260
for advanced hedging clients,
261-264
investing normal cash
allocation, 260-261
position dynamics
collars, 180-183
ITM calls, 194-197
married puts, 166-170
positions, 5
PowerShares, 209
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premiums, 167, 181
preserving capital, 23-24
probabilities, comparing spread
trades, 241-243
ProShares, 209
psychological impact, of volatility,
57-58
put Options, 127, 132
flood insurance example, 148-152
ITM (in-the-money), 149
long puts, absolute hedge risk
graphs, 160
short puts, absolute hedge risk
graphs, 161-162
strike prices, 129
puts, 127
married puts, 165-166
position dynamics, 166-170
risk metrics, 170-171
strike prices, 170-176
portfolio puts, 221-222
defined, 222-226

R

retail investors, market efficiency, 29
return, 10, 43-44
versus risk, 44
risk, 10, 41-43
versus return, 44
securities, 42
risk graphs, 155-159
absolute hedge risk graphs, 159
long calls, 159-160
long puts, 160
short calls, 160-161
short puts, 161-162
partial hedge risk graphs, 162-163
risk metrics, 75-76
CaR (capital at risk), 76-77
collars, 183
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correlation, 86-88
ITM calls, 197
leverage, 80-86
married puts, 170-171
vertical spreads, 239-241
volatility, 77-80
risk-versus-return decision-making,
11-12
rules, breaking, 264-267

S

S&P 500 Index Peaks and Troughs
for 20 Years Ending January 1,
2011, (Table 7.2), 49

Schweitzer, Maurice, 16

Section 1256 contracts, 274

sector ETFs, 209-212

securities, 42

sellers, 134

short calls, absolute hedge risk
graphs, 160-161

short puts, absolute hedge risk
graphs, 161-162

short-term outlook, 92-93

smart money, 29

spreads

bear call spreads, 230, 243-245
bear put spread, 230
bull call spreads, 230-231, 235-239
bull put spreads, 230
calendar spreads, 230
comparing with probability, 241-243
credit call spreads, 230-231
credit put spreads, 230-231
debit call spreads, 230-231
debit put spreads, 231
debit spreads, 231
diagonal spreads, 249-255
not always the best solution,
255-257

time decay, 250
vertical spreads, 229-235
contracts, 247-248
risk metrics, 239-241
vertical put spreads, 245-247
State Street Global Advisors, 209
stock replacement tactics, 193
strike prices, 128
call owners, 137
collars, 184-189
ITM calls, 198-202
married puts, 170-176
swings in the market, 47-48

T

target price, harvesting, 110-111
taste tests, 53-57
tax gains, pushing into the next year,
116-117
tax opportunities, harvesting, 115-117
tax payments, 273
tax rates, 271
taxable accounts, 271-273
tax-advantaged accounts, taxes,
270-271
tax-advantaged investment vehicles,
273-275
taxes, 269-270
after-tax returns, 61-63
capital gains, 272
taxable accounts, 271-273
tax-advantaged accounts, 270-271
tax-advantaged investment vehicles,
273-275
TDA (TD Ameritrade), 3
tempo, investor tempo, finding,
277-279
The World According to Garp, 9
time decay, spreads, 250
troughs, 48-50
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U

unleashing your inner guru, 103-104
identifying your investing strengths,
104-105
overconcentration in one sector,
105-106
UP (upside percentage), 184-185
upside percentage, 184-185

\Y%

Vanguard, 209
vertical put spreads, 245-247
vertical spreads, 229-235
contracts, 247-248
risk metrics, 239-241
vertical put spreads, 245-247
volatility, 53-57
impact on Option pricing, 146-147
insurance, 58
logistical impact of, 58
psychological impact of, 57-58
risk metrics, 77-79

W-Z

Wall Street, 21
weekly Options, 130
worst days, 46-47
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