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Disclaimer
EW I

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

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

 Through asset allocation among stocks,
bonds, commodities and cash the objective
IS to create an optimal risk adjusted return.

 Reduced volatility.
 Reduced risk.
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Why Is Yield Important?

EW I
e Yield is the iIncome return on an investment.

« Traditionally refers to the interest or
dividends received from a security.

 New ways to consider enhancing yield
iInclude a number of options strategies.
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What are Absolute Returns?
=TT
Absolute Return

e Is concerned with the return of a particular
asset.

 Yield is an absolute return.

Relative Return

e Is concerned with performance relative to a
benchmark or measure.

[ 5 4 TM
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Absolute Returns Option Writing

« Absolute returns has a new dynamic from an
options writing perspective.

e Premium cash flow creates a real return.

e The cash flow is immediately realized.
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Modern Portfolio Theory

 Theory that it is possible to construct an
optimal portfolio offering the maximum
possible expected return for a given level of
risk.

« This requires Security Valuation, Asset
Allocation, Optimization and Performance
Measurement.
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Modern Portfolio Theory

B E = Slladly
Asset Allocation broken down:

e Diversification to remove unsystematic risk.

e Optimizing the best risk adjusted returns of
assets.
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Modern Portfolio Theory

B E == SllLadll
Alpha
 Measure of risk-adjusted performance.

* Any returns that exceed the risk adjusted
performance compared to a benchmark is

Alpha.
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Options and MPT

 How do options change the dynamic in an
optimized portfolio?

e Option writing reduces volatility.

e Creates alpha through creating equity style
returns with less risk.
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Calculating Return with Options
B E == SllLadll

1. Capital Gains. N
Traditional methods

2. Dividends. of return.

Additional method
of creating real
returns.
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3. Premium from
Option Writing.

\.YJ
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Why Options?
e T
“Over a ten-year period, if the compound
return from stocks is 14% or less, a covered

call strategy would not only reduce volatility
but increase one’s return.”

Long Term Investment Alternatives for Fiduciaries
by Dr. Sheen Kassouf, University of California, Irvine
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MX Covered Call Writers Index_

B E == SllLadll
17 Years of comparison 1993-2010

STANDARD

MCWX 305% 12.35%

XU 245% 18.97%

Equity style returns with less risk.

o ™t
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Perception of Returns

Many investors do not recognize the
difference between realized and unrealized

gains.
Investors overvalue unrealized returns.

Many investors never realize gains on
stocks or simply replace a stock with a
similar beta stock that is simply a transfer of
risk with no change in the volatility risk.
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Bear Markets
B E == SllLadll
 Exponentially more statistical outlying events
to the downside then any model will account
for.
e Shortcoming of statistical models in periods
of panic.
« Accounting for periods where there risk of a
broad asset debasement.
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Investor Case Study

B E == SllLadll
Middle aged investor with a respectable
investment portfolio of $600,000.00

Investor has decided to manage their own
Investments through a self-directed trading
account.

Focus is to be diversified among Canadian
ETF’s as to avoid currency risk.
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Investor Portfolio April 29t 2011
e Lo Lo Lo |

S&P/TSX 60 Index Fund 5000 $20.03 $100,150.00
SR Calppoml AT XRE 5000 $14.96 $74.,800.00
Index Fund
S&P/TSX Capped XEN 3000  $22.50 $67.500.00
Financials Index
SEPITEX Clelrl Gl XGD 2000  $23.47 $46,940.00
Index Fund
MSCI World Index Fund XWD 3500 $22.87 $80,045.00
DEX Universe Bond
Index Fund XBB 4000 $30.35 $91,050.00
Money Market Fund $39,515.00
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Seasonality
e IE - St adld
* Investor Is concerned about the “Sell in May
and go away” adage.
e Particularly the investor is concern is with
the $100,000.00 XIU investment.

« \What options are out there for investor
beyond outright selling the position?
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Aversion to Risk

B E == SllLadll
During market declines, most investors are
willing to accept 5-10% swings in their
accounts.

It Is the fear of a 20%+ decline that forces
Investors to panic.

In this case the investor simply wants to
remove the risk of catastrophic loss.
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Hedging the XIU
ETV ZEEE( [T
o ltis April 29, 2011 (last trading day before May).
o XIU—-S&P/TSX 60 — Trading at $20.03
e Investor has 5000 shares.

* Investor would like to hedge all risk beyond a 5%
downside.

* Investor feels there is only limited upside over
that timeframe.

e To reduce costs, investor considers a collar
strategy.

[ 214 TM
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Hedging the XIU
e IE - St adld
* Building hedge out to September (144 days)

e Collar requires a combination of a covered
call with a protective put.

e Investor Is considering a
= XIU Sep $21.00 Covered Call
= XIU Sep $19.00 Protective Put
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Hedging the XIU
e IE - St adld
* Investor sells 50 contracts of the XIU Sep

$21.00 Covered Call for $0.35 for a
$1,750.00 income.

* Investor buys 50 contracts of the XIU Sep
$19.00 Protective Put for $0.50 for a
$2,500.00 cost.

e Total cost to the investor is $750.00 but will
receive the $600.00($0.12) dividend in June.

[ 234 TM
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Hedging vs. Diversification
B E == SllLadll
e If Investor hedges risk with options, it
reduces the need for diversification.

e This gives the investor the benefit of more
concentrated theme/story based ideas while
keeping a handle on absolute risk.
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Covered Call Writing

On Your Diversified Portfolio
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Covered Calls
e T

« Sell a call option secured by the underlying.

 Considered covered because the risk
associated with the call is removed through
the ownership of the stock.
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Covered Calls
e T

 Covered calls create Alpha because of the
probabilities associated with them.

 Comprehending the advantages is to
understand probabilities.
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Calculating Returns
e IE - St adld
e $50 Canadian bank stock.
 Implied volatility 20%.
 Expected return 5%.
e $0.65 quarterly dividend or 5.20% vyield.

Dividend adjusted probability:
 Above $50.00 in 90 days is 47.78%.
* Below $50.00 in 90 days is 52.22%.

[ 234 TM
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Covered Call Returns
ETV ZEEE( [T
« $50 Canadian bank stock.
 Implied volatility 20%.
e $0.65 quarterly dividend or 5.20% yield.
e $1.25 for 90 day $52.00 covered call.

Dividend adjusted probability:
 Above $52.00 in 90 days is 32.61%.
 Below $52.00 in 90 days is 67.39%.

[ 294 TM
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Covered Call Returns
=TT
e 67.39% chance that investor realizes a 3.80%

real return in 90 days while continuing to own
the stock. That yield annualizes at 15.20%.

 32.61% chance that the stock Is exercised.
$0.65 dividend.
$1.25 premium.
$2.00 realized capital gain.
$3.90 total real return or 7.80% in 90 days.

[ 304 TM
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Covered Call Returns
e IE - St adld
e Covered call premium is an immediate
adjustment on cost base.

e $50.00 purchase.
e $1.25 for the 90 day $52.00 covered call.
e $48.75 adjusted cost base.

Dividend adjusted probability.
above $48.75 in 90 days is 57.90%.
Below $48.75 in 90 days is 42.10%.

[ 314 TM
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In Summary on Covered Calls

Covered calls

Create absolute return.
Reduce your cost base.

Periodically forfeit upside moves in order to
achieve longer term consistency.
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Selling Puts
e IE - St adld
* Obligates the seller of the put to potentially buy
the stock.
At a specific price.
Over a specific time.
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Selling Puts to Average Down
e IE - St adld
« Sell puts to average down on a position that
moved against you.

« Particularly useful strategy in diversified
portfolios that are not concentrated in any
one stock.

e Strategy to earn premium returns and
average down your cost base on stocks if
exercised.

[ 354 TM
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TD Bank Example
e IE - St adld
* Investor has $600,000.00 portfolio.

e On July 4™, 2011 - buys 300 TD Bank at
$82.00 for $24,600.00
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TD Example

B E = Slladly
e August 2" 2011 - stock is trading $7.00
lower at $75.00.
 |nvestor still likes the stock.

 Delicate process to covered call write at the
lower prices before the stock recovers.

e |nvestor wants to earn some income while
waiting for the stock to return.

& TM
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TD Example
e B Silbadl
e August2nd 2011

* Investor sells 3 puts to October at the
$70.00 strike.

e Put Bid price is $1.28.
 |nvestor makes $384.00 income.

e The investor must be prepared to potentially
own an additional 300 shares Iin the
averaging down process.

[ 334 TM
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TD Example
e IE - St adld
e Over the October expiration with the stock
above $70.00.

 The 3 puts profitably expire creating an
Income stream.

e |nvestor continues to own 300 shares.
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TD Example

e IE - St adld
Over the October expiration with the stock
below $70.00

The 3 puts get exercised at $70.00.

Now investor owns 300 additional shares at
a $68.72 cost base.

New ACB for the 600 shares is $75.36 or

$45,216.00 position.
Ty&
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Considerations
=TT
* You have to like the stock.

* You should not be overweight the position.

* You must be willing to own the shares if the
puts get exercised.
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Options as a Portfolio
Management Tool —

* Investors need to stop treating options as a
speculative vehicle.

 Options need to be considered as a portfolio
management tool.

 When used effectively, options can provide:
= Strategic Leverage
= Protection
= |ncome

[ 424 TM
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