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Advanced strategies, 8-9. See also
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135-138
Constant dividend growth model,
53-54
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54-58
Convergence. See Arbitrage
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Correlation analysis. See Linear
regression analysis

Covered call option, 185

Cross-sector trading, 65, 211

Currencies, 15, 221-223

Current ratio, in fundamental
analysis, 51-52

D

Debt ratio, in fundamental
analysis, 52

Delta, 12, 184, 196-197

Derivatives market, contrarian
analysis and, 55-58

Directional bias, 64-65, 198

Diversity, in unified theory, 147

Dollar neutrality, 29-31, 6465,
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E
Economic analysis, in
fundamental analysis,
46-48
Efficient frontier, 37-39, 128
Efficient market hypothesis,
77-79, 129
Execution risk:
absolute convergence arbitrage
and, 79
in market-neutral strategy,
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Extreme divergence, mean
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Extrinsic events, futures and,
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Fundamental analysis, 4654,
69-70, 133-144
company analysis, 46-47, 49-53,
135-138
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in unified theory, 147

Futures, 13-15, 213-221
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214-215
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215-219

options on, 223-224

speed and, 14-15, 219-221

G

Gamma, 12, 183-184, 197-198

Greeks, the, 12-13, 183-184,
196-198

H
Hedge fund investing, 19-25
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Implied convergence, 81-82,
91-92, 130

Implied volatility, 183

Index arbitrage, 79-80

Industry analysis, in fundamental
analysis, 4647, 48-49,
138-139

Initial screening, 44-45, 67

Insider trading, 137-138

In-the-money (ITM) option, 10,
180-181, 194-195, 200

Intrinsic value of option, 181

Intrinsic value of stock, 46
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fundamental stock analysis,
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J
JB Hunt:
in option use example, 244-248
in unified theory example,
236-244

K
KLA-Tencor, in technical trade
analysis, 231-236

L

Linear regression analysis, 34-37,
127

model construction and, 58-59,
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Linear Technologies, in technical
trade analysis, 231-236

Linens n’ Things, in fundamental
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Livermore, Jesse, 21-22

Long Term Capital Management
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M&A arbitrage, 76
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approach, 136-138
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128-129. See also Market-
neutral strategy
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66-71
risk management and, 71-72
stock selection in, 45-60
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Market-neutral strategy, 3-5,
27-42. See also Market-
neutral investment process

advantages of, 33-39
defined, 4, 27-28

key features of, 27

pairs trading as, 1
reviewed, 125-129
risks of, 3941

types of, 29-33, 126-127

Market strength indicators,
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Massachusetts Investors Trust,
23
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after extreme divergence,
160-161

in market-neutral strategy,
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timing of options and, 11

Mean reversion strategies:

arbitrage and, 76-77

normalizing divergence and,
85-86

relative-value arbitrage, 90

statistical arbitrage and, 91

Mean variance optimization,
37-39, 127-128

Model construction:

back-testing of, 169-171
in market-neutral stock
selection, 45, 58-60

Model risk, 7, 40, 100, 107

Momentum, in technical overlay,
162-164

Moving average
convergence/divergence
(MACD), 108-109

Moving average indicators,
106-109, 113-120

Mutual fund industry, history of,
23-24
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Naked call option, 185

Natural correlation, futures and,
14, 215-219

Net profit margin, in fundamental
analysis, 49

Nonconvergence, 83-85, 130

Normalizing divergence, 85-86,
92-95

(0)
Optimization, 7, 61, 68, 100,
170-171
Options, 9-13, 179-191, 193-211
back spreads, 191, 207-210
calls and puts, 185-186,
200-203
changes in option-to-stock
relationship, 12-13, 183-184
definitions and terms, 9,
179-184
example of use of, 244-248
relative value, 10-11
timing, 11
used as overlay, 193-198
vertical spreads, 186-191,
203-207
volatility, 11-12
Option-to-stock relationship,
changes in, 12-13, 183-184
Out-of-the-money (OTM) option,
10-11, 181, 195
Overlays, 159-166
fundamental overlay, 159-162
options used as, 193-198
technical overlay, 162—-165
in unified theory, 172-173
Overt convergence, 80-81, 130

P

Pairs trading:
defined, 1, 2, 145, 167
history of, 19-25
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P/E to growth (PEG) ratio, in
fundamental stock analysis,
51
Portfolio construction:
with fundamental analysis,
140-141
in market-neutral strategy,
60-61, 66-71
Price/earnings (P/E) ratio, in
fundamental stock analysis,
50-51
Price trends, in technical analysis,
120-121, 131
Product line, in fundamental
approach, 135-136
Profitability, in fundamental
approach, 135-136
Profit objective selection, 155-158
Put-call ratio, 55-56
Put options, 10, 186, 200-203
used in overlay, 194-195

Q
Quick ratio, in fundamental stock
analysis, 52

R
Ratios, for company analysis,
49-52
Regulation:
of hedge funds, possibility of,
24-25
of mutual funds, 23-24
Relative industry position, in
fundamental approach,
138-139
Relative strength index (RSI),
101-103
applied to pairs trading,
154-155
Bollinger Bands and, 107
Relative value, of option, 10-11,
180-181
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Relative-value arbitrage, 5-6, 75,
89-90. See also Statistical
arbitrage

in unified theory, 151-152

Resistance or support, in technical
overlay, 164-165

Restricted sectors or industries, in
initial investment screen, 45,
67

Return on equity (ROE), in
fundamental stock analysis,
49

Risk:

arbitrage and, 76, 80, 82-83,
90

execution risk, 40-41, 79

management of, 71-72

model risk, 7, 40, 100, 107

S

Sector neutrality, 31-32, 65,
126

Security selection risk, in market-
neutral strategy, 41

Share neutrality, 29-31, 126

Short interest/short interest
ratio, in contrarian analysis,
57

Short-sale ability, in initial
investment screen, 44, 67

Short squeeze, in contrarian stock
analysis, 57-58

Speculative arbitrage, 81-82,
92

Speed of fluctuation, futures and,
14-15, 219-221

Spread trading, contrasted to pairs
trading, 29-31

Static hedge, in arbitrage, 82-83

Statistical arbitrage, 5-6, 7677,
90-91. See also Relative-value
arbitrage

Stochastics, 103-106
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Stock selection, in market-neutral
stock selection, 45-60,
128-129

contrarian analysis, 54-58
fundamental analysis, 46-54
model construction, 45, 58-60

Stop-loss order, 84-85, 200

selection of level of, 155-158
in unified theory, 175

T
Technical analysis, 7-8, 99-111
applied to pairs trading, 113-121
example of, 231-236
in market-neutral strategy, 70
market strength indicators,
100-106
moving average indicators,
106-109
in overlay, 162-165, 172-173
in overlay example, 240-241
reviewed, 130-131
in unified theory, 148-158
volume as indicator, 110-111
Theta, 12, 184, 200-201
Time premium value of option, 11,
181, 182
Trade,
execution/management/close
of, 174
Trailing stops, 157
Two-stage growth model, 54

U
Unbalanced hedges, 196-198
Unified theory, 8, 167-175
example of, 236-244
investment universe selection
in, 146-148
market neutrality and, 148-151
overlays, 172-173
profit objective/stop-loss
selection, 1565-158
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Unified theory (Continued)
relative value arbitrage and,
151-152
technical analysis in, 148-158
trade criteria and selection,
168-172
trade execution and close,
174-175
Uniformity, in unified theory, 147

\%
Vanguard 500 Index fund, 24
Vega, 13, 184
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Vertical spreads, 186-191, 203-207
Volatility. See Beta; Beta neutrality
Volume, as indicator, 110-111

Y
Yellow Roadway:
in option use example,
244-248
in unified theory example,
236-244

Z
Z transformation, 86












