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I. Not for Everyone 
 

Many of the investment strategies discussed in this course offer increased profit 
potential and might therefore be attractive to investors.  But not all strategies are 
suitable for everyone as additional levels of risks must be assumed.  An in-depth 
exploration of the pros and cons of each method can lead to a better understanding.  
Individuals can then intelligently choose to pursue those strategies which they deem 
most appropriate but which they may otherwise have avoided due to a fear of the 
unknown. 

 
A. Types of Risk 

 
1. Risks common to all investments, regardless of strategy employed, 

include: 
 

 Market risk—the price of an individual security may be negatively 
affected by the market and/or the economy as a whole 
 

 Business risk—the price of an individual security may be negatively 
affected due to poor corporate management, labor unrest,  
competition, obsolescence, nationalization, adverse weather 
conditions, legal travails, or bankruptcy 

 
2. Risk factors associated with the implementation of the specific strategies 

mentioned herein include, but are not limited to: 
 

 Adjustable rates 

 Call provisions 

 Time value 

 Obligations 

 Transactional costs 

 Shipping and storage 

 Short-term horizon 

 Tax consequences 
 

3. Greed 
 
The investor may also fall prey to avarice—both his own and that of his 
advisor. 
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a. “Know when to hold ‘em, know when to fold ‘em” (Kenny Rogers, 

The Gambler)—Just like the poker player who doesn’t know when 
to call it quits, the investor may find it difficult to resist the 
temptation to strive for just one more profitable trade. 

 
b. Short-sightedness 

  
Although it would be wise to cultivate long-term relationships 
between brokers and clients, many professionals seek to 
maximize their immediate income at the expense of their client’s 
welfare. 

 
 B. Knowledge is Power 
 
  Pleading ignorance is not a defense in the case of law or risk. 
 

Carrying a heavy load and crossing a parking lot, a man encounters a huge 
puddle.  Does he detour around it, gingerly step through it, leap over it, or splash 
into it unawares? 
 
The conscious risk-taker is one who is aware of all risks entailed, has evaluated 
the consequences and has deliberately elected to act in spite of the attendant 
pitfalls. 

 
 
II. Margin Trading 
 
 A. Definition 
 

The investor purchases securities using borrowed money, hoping to benefit from 
leverage. 

 

Transaction All Cash Purchase Leveraged Purchase 

(10% Down) 

Buy house for $500K $500K $50K 

Market Value increases to $525K $25/500 = 5% Return $25/50 = 50% Return 

Market Value decreases to $450 -$50/500 = 10% Loss -$50/50 = 100% Loss 

 
Leverage can magnify gains as well as losses!  Thus, the investor who buys on 
margin must believe that the market will go his way. 

 
 B. Mechanics 
 

Similar to a home purchase, the securities investor borrows money from the 
broker/dealer (B/D) to purchase securities with a minimal down-payment.  Unlike 
a home purchase, the down payment is currently fixed at 50% (rather than 20% 
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for real estate loans) which means that the B/D is more protected than the 
mortgage broker in the event of default.  But like the mortgage on a primary 
residence, the securities loan is a non-recourse loan which means that the 
lender cannot pursue the borrower for additional funds if the market value of the 
collateral proves insufficient at the time of default. 

 
 C. Terms 

 Market Value (MV)—all securities are “marked-to-market” at the end of the 
business day 

 Debit Balance (DB)—amount of money borrowed from and owed to the B/D 

 Equity (EQ)—the investor’s net worth 
 

Compare to:  Market Value of the House - Loan Balance = Homeowner’s Equity 
 

MV – DB = EQ 

 
D. Transactions 

 
1. Equity is increased when: 

 Market Value increases 

 Debit Balance is reduced 

 Cash or securities are added to the account 

 Dividends or interest are received 
 

2. Equity is decreased and can fall below minimum allowable levels when: 

 Cash is withdrawn from the account 

 Interest is charged on the Debit Balance 

 Market Value decreases 
 

3. If equity falls below the 25% minimum allowable amount, the investor will 
receive a Margin Call which must be met immediately by: 

 Adding cash to the account 

 Adding fully paid securities to the account 

 Liquidating assets in the account 
 

E. Dangers 
 

 Sudden market downturns—even if recovery is imminent, a margin call will 
be issued and if not satisfied immediately, securities will be liquidated 

 B/D will not select assets to be liquidated with care or due diligence 

 Transactional costs and tax consequences may magnify the losses already 
realized 

 Forced liquidations may cause the market to drop further, thereby 
exacerbating the downslide 

 Excess Equity built up during market advances is preserved in a special 
account (SMA) and may be used to purchase additional securities even if the 
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actual equity is dangerously low, possibly causing the investor to become 
over-leveraged 

 
F. Short Sales 

 
Although an investor always seeks to make a profit by buying low and selling 
high, he may sometimes reverse the order of the two transactions.  For example, 
if he believes that the stock will soon decline, he may first sell and then buy back 
the stock at a later time. 
 
Of course, he cannot sell what he does not own.  Thus, he must begin by 
borrowing the stock from the B/D with the promise to re-pay this debt in the 
future.  Then, he sells the borrowed shares at a high price.  Sometime later, he 
purchases the shares—hopefully at a lower price—in an attempt to cover his 
debt to the B/D. 

 

 
Example 
 
Say your neighbor has a beautiful red Corvette in his driveway and has given you 
permission to borrow the car any time you would like.  So, you do.  And then you 
sell his car for $25,000.  Of course, your neighbor will eventually realize that his 
car is missing and will ask you to return it.  He will not care if you say that you no 
longer have it.  Thus, you will be forced to repurchase the same car (or one that 
looks very similar), anticipating that your neighbor can be made whole.  Naturally 
you hope that car prices have declined and that you’ll be able to buy the Corvette 
for less than $25,000.  You return the car to your neighbor and you pocket the 
resulting profit. 
 
The risks are particularly acute with this strategy as the market has only a 50% 
chance of cooperating.  If the market in this case should increase rather than 
decrease as desired, the loss potential is unlimited.  Normally, there is only a 
finite amount by which the market can go down (never less than zero), but there 
is no limit to how far the market may go up! 
 

 
 
III. Options 
 
 A. Definition 
 

A regulated stock option enables the investor to enter into a contract giving him 
the choice to either buy (call option) or sell (put option) a security at a specified 
price (strike price) within a specified period of time. 
 
Much like an extended car warranty, the investor pays a price (premium) for this 
contract which allows him to choose a course of action at a later time.  In the 
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case of the car warranty, the holder of the contract may choose to have his car 
fixed (or not) during the warranty period.  Conversely, the other party—in this 
case, the car dealer—is known as the writer of the contract and has undertaken 
an obligation to fix the car if the holder chooses to exercise his right. 
 
In the case of stock options, the holder of a call hopes that the market will 
increase.  If it does, he can exercise his option to buy the stock at a previously 
fixed price which is presumably less than what he would have otherwise had to 
pay on the open market. Thus, this is a bullish strategy. 
 
On the other hand, the holder of a put hopes that the market will decline.  If it 
does, he can exercise his option to sell the stock at a previously fixed price which 
is presumably more than what he could otherwise have gotten on the open 
market.  Thus, this is a bearish strategy. 

 
B. Example of Call Option 

 
1. Partners to the Transaction 

 
Customer buys the Entertainment Book for the Los Angeles area and 
now has the choice to buy a dinner at $25 any time during the year. 
 
Restaurant advertises in the Entertainment Book and now must honor its 
commitment to sell a dinner at $25 if the Customer elects to eat. 

 
2. Market Sides 

 
Side # 1 Customer expects (or fears) the price of dinners will rise 

and wants to lock in the discount.  He is bullish. 
 
Side # 2 Restaurant owner expects (or fears) the price of dinners 

will fall and wants to be sure he can sell dinners for a 
minimum price.  He is bearish. 

 
3. Breakeven 

 
Assume that the Entertainment Book is published on January 1

st
 when 

the regular price of a dinner is $50, but that the customer can use the 
coupon book to buy it for $25.  The book costs $50.  Thus, the Customer 
would have to use the coupon book at least twice before year-end to 
break even. 
 
Now, if dinner prices were to rise during the year to $75 each, the 
Customer would need only to buy one dinner to break even.  And if 
dinner prices were to increase further, the Customer could actually save 
more by buying dinners than he paid for the book! 
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But two things have to happen: 
 

 To warrant the cost of the book, dinner prices must rise AND 

 The Customer must be hungry. 
 
If the Customer is not hungry or dinner prices drop below $25, he will 
choose to let his coupon book expire unused and will therefore, forfeit his 
entire $50 investment. 
 
(Of course, the Customer could also sell his coupon book to another 
prospective diner and possibly recoup some of the premium he paid as 
long as he did so before the expiration date on December 31

st
.) 

 
4. Risks 
 

Thus, the Customer’s maximum loss potential is the $50 he spent for the 
coupon book.  It may not seem like much, but it is his entire investment.  
If, however, dinner prices should rise, the Customer can enjoy endless 
savings as long as he is unconcerned about his waistline. 
 
On the other hand, the Restaurant may experience unlimited losses.  If 
dinner prices should rise, the Customer will return again and again to buy 
dinners at $25 each.  Obligated to serve this Customer, the Restaurant 
will forfeit the dinners it could otherwise have sold at the prevailing higher 
prices. 

 
C. Covered Call Writing 
 

In the example above, the Restaurant is said to have engaged in covered call 
writing.  The writer is the individual who undertakes an obligation under an option 
contract—in this case, the obligation is to sell dinners.  Since the Restaurant 
indeed has dinners available and can sell them at any time, the Restaurant is 
said to be covered. 
 
If, however, the Restaurant did not have any food or the wherewithal to prepare 
a dinner when called upon, it would be uncovered.  Instead, the Restaurant 
would have to purchase a dinner from a competitor at prevailing dinner prices.  
Since the Customer would only have exercised his option to buy a dinner if 
prices had risen since he purchased his coupon book, the Restaurant could be 
forced to spend considerable amounts to meet its obligation.  Thus, its potential 
loss is unlimited. 
 
In the securities world, covered call writing is often recommended to investors 
who have portfolios of blue chip equities which they intend to hold for the long-
term.  Hoping to benefit from continued growth and dividend payments, these 
investors have no intention of selling assets they purchased years ago. 
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However, by writing covered calls, these investors can generate an additional 
income stream from the option premiums collected.  If stock priced decline, the 
contra-party to the contract (the holder) will allow the call to expire and the writer 
will pocket the premium, collect the dividend and maintain his stock position. 
 
If the market should rise, the holder will exercise his option and demand to 
purchase the stock from the writer for the agreed-upon discounted price.  Since 
the writer owns the stock, he will be able to deliver.  In this case, the writer will 
have earned the dividends and the option premium.  But he will now have sold 
his stock.  Sadly, this sale may be very costly in terms of transactional fees and 
attendant capital gains taxes. 
 
For example, David purchased 1000sh of XYZ for a split-adjusted price of 
$27/share in 1984.  Today the stock trades for about $87/share.  The July 90 call 
currently trades for about $2.45.  That means that the writer can collect $2,450 
(10 contracts for 100 shares each at $2.45/share), but then must be ready to sell 
his stock for $90/share (the strike price) should the holder choose to exercise. 
 
If XYZ does indeed climb to $95 prior to expiration, the holder will call the stock 
away.  The writer will now realize a significant profit on his investment ($90,000 - 
$27,000 = $63,000).  But before he gets too excited, he should realize that he 
will have to pay state and federal tax on the option premium collected at ordinary 
rates and tax on the profit at capital gains rates, as well as commissions to write 
the option and sell the stock! 

 
D. Long-Term Equity Anticipation Securities (LEAPs) 
 

Most equity options have a maximum duration of nine months.  Since these 
contracts expire in less than a year, price changes of the underlying security 
must occur relatively quickly for the contract to be profitable. The resulting gains 
or losses on the option premiums are considered to be short-term and thus 
taxable at ordinary rates. 
 
LEAPs have a maximum duration of two to five years.  Although more expensive 
since “time is money”, the attendant risks are minimized because stock 
movements tend to be more predictable in the long-term and the resulting gains 
and losses can be taxed at favorable long-term rates. 

 
 
IV. Futures 
 
 A. Definition 
 

A futures contract, also known as a forward contract, is very much like a 
regulated stock option in that it gives the holder the right to purchase an item at 
a specified price at a specified time in the future.  However, there are some 
significant differences: 
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 Futures, unlike options, involve commodities such as oil, metals, grains and 
livestock.  Financial futures are also available. 

 Futures trade using the open outcry system on a commodities exchange. 

 But most importantly, futures cannot be allowed to expire and must be 
exercised, requiring the physical delivery of the underlying commodity.  
Options can expire unexercised.  Thus, the holder of a pork belly contract 
better have a BIG refrigerator as 40,000 pounds of bacon will be delivered to 
him on the expiration date! 

 
 
V. Other Instruments and Investment Opportunities 

 
A. Exchange-traded Funds (ETFs) 
 

An ETF is an investment company which attempts to mirror certain market 
indices.  Similar to mutual funds and unit investment trusts (UITs) in many ways, 
ETFs differ in that: 

 They do not sell individual shares directly to investors and only issue their 
shares in large blocks known as "Creation Units” to institutional investors. 

 Creation Units are not bought with cash, but are instead traded for a basket 
of securities that generally mirrors the ETF’s portfolio.  

 After purchasing Creation Units, institutional investors often split them up and 
sell individual shares on the secondary market to the investing public. 

 Investors can later re-sell their shares to other investors on the secondary 
market or redeem their Creation Units with the ETF in exchange for the 
underlying securities in the portfolio. For example, an ETF invested in the 
stocks contained in the Dow Jones Industrial Average (DJIA) would give the 
redeeming shareholder the actual securities that constitute the DJIA instead 
of cash. 

Feature ETF UIT Closed-end 
Fund 

Open-end Fund 
(Mutual Fund) 

One time offering?     
Fixed # of Shares?     
Exchange-traded     
Can be purchased with or 
redeemed for cash? 

    

Shares sold directly to the 
public? 

    

Priced at NAV?     
Premium or Discount?     
Marginable?     
Active Management?     

http://www.sec.gov/answers/mfinvco.htm
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Termination Date?     
Dividend Reinvestment?     

 

 Types of ETFs include: 
 

1. Standard & Poor's Depositary Receipts (SPDRs)—a portfolio of the 
equity securities that comprise the Standard & Poor's 500 Composite 
Stock Price Index 

2. DIAMONDS—an index ETF that seeks to track the component stocks of 
the Dow Jones Industrial Average (DJIA) index 

3. World Equity Benchmark Shares (WEBS)—track the stock market 
indices of different countries 

4. Optimized Portfolios as Listed Securities (OPALS)—a portfolio of 
securities included in different Morgan Stanley Capital International 
indices 

5. Holding Company Depository Receipts (HOLDRs)—represent fixed rather 
than changing baskets of securities 

 
B. Trust Preferred Securities 
 

Issued by various institutions and brokerage firms, these securities emulate the 
basic features of preferred stock and are known by such proprietary names as: 
 

 Quarterly Interest Bonds (QUIBs) 
 Listed Insured Quarterly Interest Debentures (LIQUIDs) 

 Public Income Notes (PINES) 

 Quarterly Income Preferred Securities (QUIPS) 

 Trust Originated Preferred Securities (TOPrS) 

 
C. Certificates of Deposit (CDs) 
 

1. Callable CDs—can be called away from the investor after the call-
protection period has expired, but before the CD matures 

2. Step-up CDs—also have call provisions, but if the CDs aren't called, the 
interest rates periodically "step-up" to higher rates 

3. Bump-up CDs—although not callable, the depositor has the ability at one 
or more points in the CD's life to increase the yield on the CD to current 
competitive yields 

 
D. Viatical Settlements 

 
An agreement by which an insurance policy owner with a life-threatening illness 
(such as AIDs) receives compensation for less than the expected death benefit 
in return for transfer or sale of  the policy to a third party. 

 


