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Part 3 – Reducing Risk

Agenda:
• Kinds of Risk:

Market versus Security 
Exposure

• Ways to Diversify:
Accumulating Different 
Things.

• Balancing Positions:
How to Play Both Sides 
of the Market

• Hedging: 
Using Options to Hedge 
Against Risk



Kinds of Risk



The 3 Kinds of Risk

We want to protect 
our account from:

• Market Risk

• Technical Risk

• Allocation 
(Exposure) Risk



Market Risk

The Entire Market 
can Correct 10% or 
More in a Day

As it did with 
COVID-19



Technical Risk

Proximity to 
Support and 
Resistance 
indicate 
Technical Risk
(or opportunity, 
as with this Short 
Trade).



Allocation (Single Trade Exposure)

“Don’t Put All Your 
Eggs in One Basket.”

Many Trades with Small 
Allocation Means No 
Single Trade can Sink 
Your Account.

If Market Drops 10%
5% Trade – 0.5% Loss
2% Trade – 0.2% Loss



Allocation (Beta Exposure)

Low-Priced Stocks are 
more volatile (they 
move more!)

Another way to say this 
is their Beta is High

Beta Should be Inverse 
to Allocation

B <= 1.0 100% of Normal Trade Allocation
B > 1.0 and B <= 2.0 50% of Normal Trade Allocation
B > 2.0 and B <= 3.0 30% of Normal Trade Allocation

300% Range
Market 19% Range



Diversify Using Industry Groups



Industry Groups

By Adding IndSubGroup
to the Focus List, we can 
determine if we are 
entering too many 
positions in any 
correlated group.

(We can also use it to 
see if there is consensus 
in any group, improving 
our odds on a single 
trade.)



Balancing Positions



Long vs. Short Exposure

You can use Moving 
Averages to adjust 
Long vs. Short 
Exposure.

Use Normal Stops 
but Replace Trades 
in the Direction of 
the Market

Continue Adding to 
Short Positions

Continue Adding 
to Long Positions

Using the 20-Period ZMA



Hedging



Why Hedge with Options?

A Small Option 
Position can 
hedge a much 
larger account.

IRA’s do not 
allow short sales 
but with a 
special election, 
can allow option 
purchases.



What is UVXY?

“The ProShares Ultra 
VIX is designed to 
return 150% of the 
return of short-term 
VIX futures.”

When Volatility 
increases, so does VIX.

UVXY amplifies the 
moves.

A          B         %
SPY          337  240     29%
UVXY        11  110     900%

A           B

We can use UVXY to counter market risk.



Comparing Various Moves

UVXY Generally Moves 
about 10x the SPY ETF



When to Hedge

A Hedge Can be 
Applied at all 
times.

But if you want to 
TIME the Hedge…

UVXY forming a 
solid Support 
Level and Trading 
Range is a typical 
precursor to a 
market move.



UVXY Options   2-3 Weeks Out

Feb 12.5 Call . . . $0.56  (Ask)



UVXY vs. SPY – Week of 1/25

Recent Example 
Shows the 10x 
Relationship 
Perfectly.



Call Purchase

Buy Feb $12.5 Call $0.56
Cost $56 per Contract

One Contract:
Margin:  $56
Risk:   $56  
Gain:  $250

10 Contracts:
$560 Margin
$560 Cost

(protects account from a 
2.5% Drop or $2,500)



UVXY Options   2-3 Weeks Out

Feb 12.5 Call . . . $0.56  (Ask)

Feb 9.5 Put . . .  $0.48  (Bid)



Synthetic Long

Buy Feb $12.5 Call  $0.56
Sell Feb $9.5 Put  $0.48
Net Credit $8 per Contract

One Contract
Margin:  $500  Broker Req.
Risk:   $100  (20%)
Gain:  $500  (100%)

10 Contracts:
$5,000 Margin
$80 Cost

(protects account from a 
drop of $5,000 or 5%)



Cost Comparison

2x the
Margin

1/10 the 
Cost

Moves Sideways 
to Expiration

BUY CALL

Buy Feb $12.5 Call $0.56
Cost $56 per Contract

One Contract:
Margin:  $56
Risk:   $56   (100%)
Gain:  $250 (400%)

10 Contracts:
$560 Margin
$560 Cost

Cost is $560 (expires)

SYNTHETIC

Buy Feb $12.5 Call  $0.56
Sell Feb $9.5 Put  $0.48
Net Credit $8 per Contract

One Contract
Margin:  $500  Broker Req.
Risk:   $100  (20%)
Gain:  $500  (100%)

10 Contracts:
$5,000 Margin
$80 Cost

Cost is $0  (both expire)



Over-Achieving

If something like the 
Covid Correction were 
to happen again, the 
Call Options will get 
extremely valuable.

A Call that cost $1.60 
when UVXY was at 10 
will be worth $100 
when UVXY reaches 
$110.

10 Contracts will be 
worth $100,000



Closing the Hedge

When Trading a Synthetic 
Option Position, Sale of the 
Naked Put pays for the Call.

That’s Good.

BUT, if UVXY starts trending 
below the Support Level, you 
MUST close the Hedge.

Selling the Call and Covering 
the Put results in risk of 
about 20% of the Margin 
used for the hedge.

However, if UVXY goes 
sideways, both options 
expire worthless and THE 
HEDGE COST  is $0.

-20%



Thank you!
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