
REAL OPTIONS INVESTOR
Vol. 1, Issue 2  |  September 2020

View from the 
Top: Hedging for 
Disaster

Get out! 

How’s that for the first issue of Real Options Investor? We’ve had 
a hell of a market run and made some excellent money bargain-hunting 
when the market collapsed in March, but now it’s almost September 
and we’re back at all-time market highs. Yes, we think the virus will 
eventually go away. At the very least everyone will have been exposed to 
it by this time next year. 

And while the economy is weak, stunning amounts of liquidity have 
been injected. Anyone who’s been to the grocery store recently can see 
the inflation creeping into the system, despite the Federal Reserve’s 
utter failure to measure it or take responsibility for it.

Officially, inflation is still below the Fed’s 2% target rate but, 
unofficially, the price of everything is starting to rise and we’re not 
even consuming the way we used to. What will happen when and if our 
buying habits do begin to return to normal? 

Philip R. Davis is the founder of 
Phil’s Stock World, a stock and 
options trading site that teaches 
the art of options trading to 
newcomers and devises advanced 
strategies for expert traders. 
Davis is a serial entrepreneur. 
He founded software company 
Accu-Title, a real estate title 
insurance software solution, 
and was president of the Delphi 
Consulting Corp., an M&A 
consulting firm. He was also the 
founder of Accu-Search, a property 
data corporation sold to DataTrace 
in 2004 and Personality Plus, a 
precursor to eHarmony.com. Phil 
is a former editor of a University 
of Massachusetts Amherst humor 
magazine and it shows in his 
colorful writing, along with specific 
stock option ideas.
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One reason things are getting so expensive 
(including equities) is that the U.S. dollar is getting 
weaker, down 7% since May and down 10% since 
President Trump took office in January of 2017, when 
we topped out at 103 (now 93).  

When the dollar is weak, things that are priced 
in dollars seem more expensive because you need 
to exchange more dollars to purchase them. Stocks 
are one of those things that is priced in dollars, along 
with oil, gold and food. Our dollar weakness is well-
deserved: The Fed is printing money at a record 
pace, our national debt will increase more than $4 
trillion this year and, due to the economic slowdown, 
government revenues from sales taxes and income 
taxes are down as well. This is not a healthy economy 
by any measure. 

Still, there is a lot of free money flying around and 
our corporate citizens are very adept at grabbing 
it. Not only are junk bond sales at record highs but 
those bonds are being bought directly by the Fed, 
which makes it easier for companies to issue more 
junk debt. This is a cycle that creates what are called 
“zombie corporations,” businesses that are able 
to keep running long after they should have gone 
bankrupt by endlessly refinancing their ultimately 
unpayable debt. 

I am, by the way, an optimistic person. I thought 
I should mention that since many of you don’t 
know me that well and this sounds pessimistic. It is 
pessimistic because, although I’m an optimist, I’m 
also a realist and, realistically, this economy is in 
trouble and pretending it’s not is not going to make it 
get better. 

We have spent the last two weeks taking a lot 
of positions off the table in stocks that we feel have 

gotten ahead of themselves, but we would have had to 
take them all off the table if not for our hedges, which 
help balance our portfolios. Having positions that will 
make money when the market goes down allows you 
to sensibly ride out a downturn if you have to. 

Nevertheless, there is no reason not to sell a stock 
that has already made more money this year than you 
would have expected in two years, is there? 

Hedging Against Inflation
Barrick Gold (GOLD) was our Stock of the Year 

pick for 2020 back on November 14th and we used an 
options spread to leverage our gains as follows:

• Sell 15 GOLD 2022 $17 puts for $3.50 ($5,250)

• Buy 30 GOLD 2022 $13 calls for $5 ($15,000)

• Sell 30 GOLD 2022 $17 calls for $3 ($9,000)

The net cash outlay of that spread was only $750 
and it was meant to pay $12,000 for an $11,250 
(1,500%) profit if gold was over $17 in January of 
2022 — a two-year trade at the time. 

GOLD is, in fact, just under $30 already and the 
$17 puts are down to $1 ($15,000) and the $13/17 
spread is now $16.50/13.10 or net $3.40 ($10,200) 
so net $9,200 is already up $8,450 (1,127%) in just 
nine months. That’s off to a very good start! 

Of course selling the short puts is a little advanced 
as an option strategy. We are obligating ourselves 
to buy 1,500 shares of GOLD at $17 and we did 
that when the stock was $17.50 and the margin 
requirement on those puts was $4,971, so we’re only 
up about 200% on margin and 1,127% against our 
cash outlay. 
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billion pounds of copper 
($171 billion) in proven 
reserves and another 
50% in potential 
reserves. 

That is $322 billion 
worth of minerals. The 
reasons you can buy the 
whole company for $450 
million at $0.88 per 
share are:

• They have no money: NAK has just $13 million 
in the bank and it is burning $15 million per 
quarter so it will have to either borrow money, 
issue shares or take on a partner very soon.

• They have no money: NAK can’t possibly 
develop the mine without spending tens of 
billions of dollars and dilution won’t cover that, 
nor will borrowing. They must get a partner.

• They have no permit: This has been going on 
for a decade. The Pebble Project is right next to 
vital salmon fisheries that are critical to Alaska’s 
economy. Strip mining can be very bad for the 
environment. The Trump administration has 
gotten NAK close to killing those salmon, but 
Obama/Biden were against it and guess who’s 
coming back in five months?

• Extraction costs: Just because they have over 
$400 billion of minerals in the ground does 
not mean they can extract them profitably, 
even with permits. If they do get approvals the 
environmental concerns may make setting up 
a safe mining operation too expensive and the 
chance of getting a permit to rape and pillage 
the environment is slimming with each new poll 

Since we don’t mind owning GOLD as a long-term 
hedge against inflation, and since we felt that $17.50 
was an exceptional value, we did not consider the 
downside to the trade (owning 1,500 shares at $17 
for $25,500) to be too risky and we felt very confident 
that the stock would be higher in January of 2022. So 
it made an easy pick for our Trade of the Year. 

Gold is still the best long-term hedge against 
inflation. But most of the miners have already taken 
off, including our beloved Barrick, and I don’t want to 
overwhelm my Real Options Investor readers with a 
tricky option trade. 

Instead, let’s take a look at one of my favorite 
speculative penny stocks: Northern Dynasty 
Minerals (NAK). NAK is what I call a “pillow trade,” 
which means you buy some and put it under your 
pillow and hope that the stock fairy comes and turns 
it into gold (literally, in this case). 

Northern Dynasty has the rights to mine the 
world’s largest known untapped reserve of gold, 
silver, copper and molybdenum. There’s only 3.4 
billion pounds of molybdenum so we can ignore that 
and focus on 71 million ounces of gold ($142 billion), 
345 million ounces of silver ($9 billion), and 57 
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Trump takes. The Alaskan GOP still supports the 
project and they might stay in power in this very 
red state, but the EPA could still override them.

So what on earth is there to love about NAK? It’s 
the potential reward. Even if they have an industry-
high $1,400/ounce extraction cost on gold, at $2,000 
an ounce they will still clear more profit per ounce 
than most miners did when gold was at $1,200 last 
year. Even Barrick, the lowest-cost extractor (which is 
why we love them), was at about $850/ounce, so net 
$350 profit made Barrick $4 billion last year. NAK’s 
potential is bigger. 

Making even $2 billion would give NAK a value of 
about $20 billion, 40 times more than it’s trading at 
now. So, here’s a stock for $0.88 that has the potential 
to pay off like a roulette wheel, but the odds of 
winning are probably more like one-in-10 vs. one-
in-36. 

It may take years to play out but I’d play it by 
planning to scale into the position as follows:

• Buy 5,000 shares of NAK for $0.80 ($4,000) 

• Sell 50 Feb $2 calls for 0.45 ($2,250) 

So in step one we’ve spent net $1,750 and, if called 
away at $1 in February, we will be paid $5,000 for our 
5,000 shares for a profit of $3,250 (185%) in just six 
months.

If NAK goes lower (and it might if Biden is elected) 
then the calls will expire worthless and our net entry 
cost will be $1,750/5,000 or 0.35/share. 

Assuming NAK re-tests 0.50, we can buy 5,000 
more shares for $2,500 and then we will have 10,000 
shares for $4,250 or 0.425/share and then we can sell 
more calls to lower our basis further while we wait 
for the next Republican administration to approve 
this project (in 12 to 20 years). So this is a very long-
term play if things go badly, but we can always sell 
calls and turn this into a nice income-producer while 
we wait. 

You can see the way NAK sold off Monday on 
rumors that the mine project would not go through. 
These rumors have dogged the company for 10 years 
and the stock goes down (so we buy it) and then it 
goes back up (and we sell it) — over and over again.  

The great thing about the “fake news” cycle is 
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that it’s fairly predictable. People who actually take 
the time to understand the companies they invest in 
and dig deep into the regulatory aspects that affect a 
project like this have a huge trading advantage over 
those who simply react to the latest headlines.  

More often than not, the bad news isn’t that 
bad but the good news isn’t that good either. By 
understanding what the realistic value of a stock is, 
we are able to determine when a stock is too high, as 
well as when it is too low.

Two More Ways to Hedge
There are very good reasons that stocks such as 

Apple (AAPL), Amazon (AMZN), Microsoft (MSFT) 
and Google (GOOG) are each trading over $1 trillion 
(AAPL is $2 trillion!). But it’s still kind of ridiculous 
and probably unsustainable so, as a proper hedge 
against the Nasdaq selling off between now and next 
year, I suggest the following hedge using ProShares 
UltraPro QQQ (TQQQ), which is a 3x ultra-long ETF 
on the Nasdaq. 

That means when the Nasdaq goes 10% higher, 
TQQQ goes 30% higher. Conversely, when the Nasdaq 
drops 10%, TQQQ drops 30%. Since TQQQ is already 
insanely high, negative 30% becomes a very big 
number indeed. 

See what happened to TQQQ in March? It fell from 
$120 to $40, a 66% drop when the market dropped 
20%. Now it’s up around $141. Even a 10% drop in 
the Nasdaq would knock it back 30% to $98.70. 

We can take advantage of this using put options as 
follows:

• Buy 10 March $125 puts for $26 ($26,000) 

• Sell 10 March $95 puts for $15 ($15,000)

That’s called a bear put spread and what we’ve 
done is we’ve bet that TQQQ will be lower than $125 
in March. However, we’ve offset the cost of the bet by 
selling the $95 puts to someone else who is foolishly 
spending $15 in premium for a put that’s $45 out of 
the money. No matter how low TQQQ goes, our puts 
will always be worth $30 more than the $95s but, 
above $125, both puts are worth nothing.
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That net $11,000 is the cost of our insurance from 
now through March. But we’re most worried about 
the elections and the end of the year, so it’s not likely 
we take a total loss and the spread pays back up to 
$30,000, which is $19,000 (172%) more than it costs. 
So it’s a good protector for a $100,000 portfolio that 
may lose 20% or so in a downturn.  

Options Education:  
Paper Trade TSLA

For educational purposes, we’re going to get a 
little tricky and short the world’s most over-priced 
stock and that’s Tesla (TSLA). TSLA has a $382 
billion dollar valuation at $2,050. That’s double 
Toyota (TM) at $186 billion. TM makes more cars in 
a week than TSLA does in a year and TM makes $20 
billion a year in profits while TSLA has yet to have a 
profitable year. It’s ridiculous! 

This is an advanced options play but it’s also 

going to be fun. We’re going to do something similar 
to what we did with TQQQ, but we’re going to stretch 
it out in time as follows:

• Buy 1 TSLA March $2,000 puts for $413 
($41,300) 

• Sell 1 TSLA October $2,000 put for $227 
($22,700)  

Here we’re spending net $18,600. You must be 
wondering how you are going to make money if we’re 
shorting the same strike we’re buying but that’s what 
this lesson is all about: premium decay or, what the 
options technicians call “theta (time) decay.” 

The only certainty in the market is that all 
premiums go to zero when the contracts expire. So 
we are taking advantage of the fact that we’re buying 
March TSLA puts that are essentially at the money 
with $413 of premium that will decay in 209 days 
while we’re selling October puts that have $227 of 
premium that will decay in 55 days. 

Unless TSLA is drastically lower than it is now, we 
should still have good premium left when the October 
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puts expire and what will we do then? We will sell 
more premium! 

That’s right, I’m going to teach you how to use 
premium decay to your advantage but don’t make 
this trade unless you are experienced with 
options and don’t mind losing $10,000 to $20,000. 
Tesla is a volatile and dangerous stock. 

But do paper trade this if you can and we 
will discuss how you can use the momentum of 
momentum stocks against them to make some very 
nice short-term profits. It’s the jiu-jitsu of trading! 

It all boils down to this: If something is too 
expensive, find a way to sell it. If something is too 
cheap, find a way to buy it. Since the stock market 
gives us an endless supply of buyers and sellers, we 
are able to turn both sides of a trade to our advantage 
and we use the primary law of stock market physics 
— all premiums decay over time — to our full 
advantage by finding a way to sell that premium to 
others.

So this has been a very bearish beginning for Real 
Options Investor and I’m sorry for that, but most 
of you have long positions that need protecting and 
having this protection will let us make more bullish 

bets along the way. We’ll discuss more of those in our 
upcoming weekly reports.

There’s still a lot of uncertainty in the market and 
I’m very worried that sending our kids back to school 
is a big mistake that will set our virus recovery back 
several months. It’s going to be very hard to “fix” 
things heading into the election, so it’s a very good 
time to take some cash off the table and build up 
those hedges. 

What’s Next in Markets
Looking at the week ahead, we have some housing 

data today along with Consumer Confidence, which 
got worse in July, the Richmond Fed Report and a 
speech by Mary Daly of the San Francisco Federal 
Reserve. On Wednesday we get the durable goods 
report, which needs to show signs of improvement 
(it probably won’t) and we also have the State Street 
Investor Confidence Report.   

This is all coming in the background of what 
usually is the Fed’s big Jackson Hole meeting. They 
are still having the conference, just not in Wyoming. 

Security Description Quantity
Transaction

Date
Age  Net Cost 

 Initial 
Price 

Effective
Cost / Share

Lower Stop 
Limit

Upper Stop 
Limit

 Current
Price 

 Gain/Loss
($) 

Gain/Loss
(%)

 Market 
Value 

NAK Northern Dynasty Minerals Ltd. 5000 8/21/20 4 $4,000.00 $0.80 $0.90 $0.10 12.5% $4,500.00 
NAK Short Call NAK Feb 19 2021 $1 Call -50 8/21/20 -178 $(2,250.00) $0.45 $0.47 $0.02 -4.4% $(2,350.00)

TQQQ Long Put TQQQ Mar 19 2021 $125 Put 10 8/21/20 -206 $26,000.00 $26.00 $26.35 $0.35 1.3% $26,350.00 
TQQQ Short Put TQQQ Mar 19 2021 $95 Put -10 8/21/20 -206 $(15,000.00) $15.00 $14.88 $(0.12) 0.8% $(14,880.00)

TSLA Long Put TSLA Mar 19 2021 $2000 Put 1 8/21/20 -206 $41,300.00 $413.00 $655.00 $242.00 58.6% $65,500.00 
TSLA Short Put TSLA Oct 16 2020 $2000 Put -1 8/21/20 -52 $(22,700.00) $227.00 $244.13 $17.13 -7.5% $(24,413.00)

$0.35 

$11.00 

$186.00 

Portfolio
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GDP is a big one on Thursday but it’s the second estimate for 
Q2, so not a huge market mover unless it’s far different than 
the negative 32.5% expected — and that’s bad enough!

Fed Chairman Jay Powell also speaks on Thursday and, not 
coincidentally, right after the GDP report, so I imagine the Fed 
knows it will be awful. Powell is going to try to spin it more 
positive. Yet another reason we don’t want to be long into the 
upcoming holiday weekend (a week from Friday).

This Friday we wrap up the week with the report on 
personal income and spending. We’ll likely see personal 
income falling again but it’s spending that needs to recover 
as it went off a cliff in March and still hasn’t really come back.  
We’ll also see how retail inventories are looking. We’ll also 
get the Chicago PMI and consumer sentiment, which has been 
languishing.

Be careful out there. 

Disclosure: Neither the author nor the 
publisher have positions in any stocks 
mentioned in these pages prior to their initial 
recommendation and do not initiate any 
new positions until ten (10) business days 
after distribution. Neither the author nor 
the publisher receives compensation nor has 
any business relationship with any company 
whose stock is mentioned in this publication.

RealDaily nor its owners, officers, directors, 
employees, subsidiaries, affiliates, licensors, 
service providers, content providers, or agents 
are financial advisers and nothing contained 
in this report should be construed as financial 
advice. 

RealDaily is not an investment adviser, and 
does not provide personalized financial advice 
or act as a financial advisor. RealDaily and all 
web properties, including but not limited to 
RealDaily.com, and RealDaily products, exist 
for educational purposes. Recommendations 
should not be construed as specific advice 
tailored to any individual. You are encouraged 
to discuss any opportunities with your 
financial professional or other advisor prior to 
making any decisions based on what you read. 

The information contained herein, including 
but not limited to content in any format, is 
based on sources and information reasonably 
believed to be accurate as of the time it was 
recorded or created. However, this material 
deals with topics that are constantly changing 
and are subject to ongoing changes related to 
technology and the market place as well as 
legal and related compliance issues. Therefore, 
the completeness and current accuracy of 
the materials cannot be guaranteed. These 
materials do not constitute legal, compliance, 
financial, tax, accounting, or related advice. 
 
The end user of this information should 
therefore use the contents of this document 
and the materials as a general guideline 
and not as the ultimate source of current 
information.

—Phil Davis
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