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CHAPTER I

INTRODUCTION

This booklet relates solely to options issued by The
Options Clearing Corporation (“OCC”), and all refer-
ences to “options” in this booklet are applicable only
to such options. As of the date of this booklet, options
are traded on the United States markets listed on the
inside front cover page and on the European Options
Exchange in Amsterdam, The Netherlands. In the fu-
ture, options may be traded on other markets within or
outside the United States. The markets on which op-
tions are traded at any given time are referred to in this
booklet as the “options markets.”

OCC is a registered clearing agency, and each U.S.
options market is a national securities exchange, that
is subject to regulation by the Securities and Exchange
Commission (“SEC”) under the Securities Exchange
Act of 1934. Foreign options markets, and their mem-
bers, are not generally subject to regulation by the
SEC or to the requirements of the securities or other
laws of the U.S. and may not be subject to the jurisdic-
tion of U.S. courts.

What is an option? An option is the right either to
buy or to sell a specified amount or value of a particular
underlying interest at a fixed exercise price by exercis-
ing the option before its specified expiration date. An
option which gives aright to buy is a call option, and an
option which gives a right to sell is a put option. Calls
and puts are distinct types of options, and the buying
or selling of one type does not involve the other.

EXAMPLE: An option to buy 100 shares of com-
mon stock of the XYZ Corporation at a specified exer-
cise price would be an XYZ call option. An option to
sell 100 shares of common stock of the XYZ Corpora-
tion at a specified exercise price would be an XYZ put
option.

There are two different kinds of options—physical
delivery options and cash-settled options. A physical
delivery option gives its owner the right to receive
physical delivery (if it is a call), or to make physical
delivery (if it is a put), of the underlying interest when
the option is exercised. A cash-settled option gives its
owner the right to receive a cash payment based on
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the difference between a determined value of the un-
derlying interest at the time the option is exercised and
the fixed exercise price of the option. A cash-settled
call conveys the right to receive a cash payment if the
determined value of the underlying interest at exer-
cise—this value is known as the exercise settlement
value—exceeds the exercise price of the option, and a
cash-settled put conveys the right to receive a cash
payment if the exercise settlement value is less than
the exercise price of the option.

Each options market selects the underlying interests
on which options are traded on that market. Options
are currently available covering four types of underly-
ing interests: equity securities, stock indexes, govern-
ment debt securities, and foreign currencies. Options
on other types of underlying interests may become
available in the future.

Most options have standardized terms—such as the
nature and amount of the underlying interest, the expi-
ration date, the exercise price, whether the option is a
call or a put, whether the option is a physical delivery
option or a cash-settled option, the manner in which
the cash payment and the exercise settlement value of
a cash-settled option are determined, the multiplier of
a cash-settled option, the style of the option, whether
the option has automatic exercise provisions, and ad-
justment provisions. These standardized terms are
generally described in Chapter Il. Each U.S. options
market publishes specification sheets setting forth the
particular standardized terms of the options traded on
that options market. (The options markets may also
provide for trading in options whose terms are not all
fixed in advance. Rather, subject to certain limitations,
the parties to transactions in these options may desig-
nate certain of the terms. These flexibly structured op-
tions are discussed in Chapter VII of this booklet.)

Options having the same standardized terms are
identical and comprise an options series. The stand-
ardization of terms makes it more likely that there will
be a secondary market in which holders and writers of
options can close out their positions by offsetting sales
and purchases. By selling an option of the same series
as the one he bought, or buying an option of the same
series as the one he wrote, an investor can close out
his position in that option at any time there is a func-
tioning secondary options market in options of that
series.

In some instances, options of the same series may
be traded on more than one options market at the
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same time. Options that are so traded are called multi-
ply-traded options. Options traded on a U.S. options
market may also be traded on a foreign options mar-
ket. These options are referred to as internationally-
traded options. Multiply-traded and internationally-
traded options can ordinarily be purchased and writ-
ten, and positions in these options can ordinarily be
liquidated in offsetting closing transactions, in any of
the options markets in which the options are traded.
However, because premiums are affected by market
forces, the premiums for identical multiply-traded or
internationally-traded options may not be the same in
all markets at any given time.

If an options market learns that a particular underly-
ing interest no longer meets its requirements for op-
tions trading or is not eligible for trading in all U.S.
jurisdictions, or if an options market decides to discon-
tinue trading in a particular options series for another
reason, the options market may stop introducing new
options on that underlying interest and may in certain
circumstances impose restrictions on transactions that
open new positions in options series that have been
previously introduced, although trading in the options
series will ordinarily continue on at least one options
market until its expiration.

Options generally are traded on U.S. options mar-
kets during normal day-time business hours of U.S.
securities exchanges and for a short period afterward.
However, trading in options may not be confined to
those hours. Trading in evening and night trading
sessions occurs in options on foreign currencies and
may in the future occur in other types of options. More-
over, when there are unusual market conditions, an
options market may authorize trading to continue for a
substantially longer period than under normal condi-
tions. Trading in an expiring option may close at an
earlier time than trading in other options. Trading
hours for options are also subject to change from time
to time. Readers should ascertain the trading hours of
the particular options they are interested in trading
from the options markets where those options are
traded. Readers should also be aware that trading in
underlying interests is not confined to normal ex-
change trading hours. For example, underlying for-
eign currencies and debt securities are traded in
international markets on virtually an around-the-clock
basis, and underlying equity securities may be traded
in foreign markets when U.S. markets are closed and
in some U.S. markets after the close of their normal
trading hours.



Readers should be aware that this booklet has been
written to meet the requirements of an SEC rule that
requires the U.S. options markets to prepare, and bro-
kerage firms to distribute, a booklet that briefly and
generally describes the characteristics of options and
the risks to investors of maintaining positions in op-
tions. Options are versatile instruments that can be
used in a wide variety of investment strategies. They
give the investor the ability to create positions that
reflect the investor’s opinion of an underlying interest
and to select investment strategies that reflect the in-
vestor’s tolerance for risk. This booklet is not designed
to describe the various potential benefits of options or
how investors may use options to enhance their invest-
ment strategies or to reduce risk. Numerous other
publications, including some prepared by the U.S. op-
tions markets that are available upon request, contain
discussions of the uses and potential benefits of op-
tions and of the various trading and investment strate-
gies that can be employed with options. Readers who
wish to balance the general discussion of risks that is
contained in this booklet with a discussion of options
uses, benefits and strategies should consult one or
more of these other publications.

Readers should read and understand this booklet in
its entirety, since a number of the separate chapters
will be relevant to every reader interested in buying or
writing options. For example, a reader who is inter-
ested in options on equity securities should fully read
not only Chapter lll, but also should read Chapters I,
Vil and IX, as well as the discussion of risks in Chapter
X. Readers should also be aware that, although this
booklet seeks to describe the various characteristics of
options and the risks that are unique to being an inves-
tor in options, there are many matters which are be-
yond the scope of this booklet that are not discussed.
Chapter Xl contains a discussion of the scope and
limitations of this booklet.




CHAPTER i

OPTIONS NOMENCLATURE

This chapter contains a description of the standard-
ized terms, and of some of the special vocabulary,
applicable to options. Most of the nomenclature is the
same for options on the various types of underlying
interests. Differences that are applicable to options on
a particular underlying interest will be described in the
chapter devoted to that underlying interest.

Certain terms—options, options markets, call op-
tions, put options, physical delivery options, cash-set-
tled options, options series, multiply-traded options
and internationally-traded options—have been defined
in Chapter |. Readers interested in those definitions
should consult that chapter.

OPTION HOLDER; OPTION WRITER—The option
holder is the person who buys the right conveyed by
the option.

EXAMPLE: The holder of a physical delivery XYZ
call option has the right to purchase shares of XYZ
Corporation stock at the specified exercise price upon
exercise prior to the expiration of the option. The
holder of a physical delivery XYZ put option has the
right to sell shares of XYZ Corporation at the specified
exercise price upon exercise prior to the expiration of
the option. The holder of a cash-settled option has the
right to receive an amount of cash equal to the cash
settlement amount (described below) upon exercise
prior to the expiration of the option.

The option writer is obligated—if and when assigned
an exercise—to perform according to the terms of the
option. The option writer is sometimes referred to as
the option seller. An option writer who has been as-
signed an exercise is known as an assigned writer.

EXAMPLE: If a physical delivery XYZ call option is
exercised by the holder of the option, the assigned
writer must deliver the required number of shares of
XYZ common stock. He will be paid for the shares at
the specified exercise price regardless of their current
market price.



If a physical delivery put option is exercised, the
assigned writer must purchase the required number of
shares at the specified exercise price regardless of
their current market price. If a cash-settled option is
exercised, the assigned writer must pay the cash set-
tlement amount.

No certificates are issued to evidence options. In-
vestors look to the confirmations and statements that
they receive from their brokerage firms to confirm their
positions as option holders or writers. An option
holder looks to the system created by OCC’s rules,
rather than to any particular option writer, for perform-
ance of the option he owns. Similarly, option writers
must perform their obligations under the OCC system
and are not obligated to any particular option holder.
Since every options transaction involves both a holder
and a writer, it follows that the aggregate rights of op-
tion holders under the system are matched by the
aggregate obligations of option writers.

The OCC system is designed so that the perform-
ance of all options is between OCC and a group of
firms called Clearing Members that carry the positions
of all option holders and option writers in their ac-
counts at OCC. To qualify as a Clearing Member, a firm
must meet OCC'’s financial requirements. In addition,
Clearing Members must provide OCC with collateral
for the positions of option writers that they carry and
must contribute to Clearing Funds that protect OCC
against a Clearing Member’s failure. The Clearing
Members’ guarantees of the performance of options
writers’ obligations, the financial strength of the Clear-
ing Members, the collateral that they deposit, the obli-
gations of correspondent clearing corporations, and
the Clearing Funds together make up the OCC system
backing the performance of options. This system is
discussed in more detail in the OCC prospectus re-
ferred to in paragraph 1 of Chapter XI.

EXERCISE PRICE—In the case of a physical delivery
option, the exercise price (which is sometimes called
the “strike price”) is the price at which the option
holder has the right either to purchase or to sell the
underlying interest.

EXAMPLE: A physical delivery XYZ 40 call option
gives the option holder the right to purchase 100
shares of XYZ stock at an exercise price of $40 a share.
A physical delivery XYZ 40 put option gives the option
holder the right to sell 100 shares of XYZ common
stock at an exercise price of $40 a share.
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The exercise price of a cash-settled option is the
base for the determination of the amount of cash, if
any, that the option holder is entitled to receive upon
exercise (see the discussion of “Cash Settlement
Amount and Exercise Settlement Value” below).

Exercise prices for each options series are estab-
lished by the options market on which that series is
traded at the time trading in the series is introduced,
and are generally set at levels above and below the
then market value of the underlying interest. The op-
tions markets generally have authority to introduce ad-
ditional series of options with different exercise prices
based on changes in the value of the underlying inter-
est, or in response to investor interest, or in unusual
market conditions, or in other circumstances.

EXPIRATION DATE—This is the date on which the
option expires. If an option has not been exercised
prior to its expiration, it ceases to exist—that is, the
option holder no longer has any rights, and the option
no longer has any value. The expiration dates for the
various options series are fixed by the options market
on which the series trades. Readers should learn the
expiration date of each option they wish to buy or write.

STYLE OF OPTION—The style of an option refers to
when that option is exercisable. At the date of this
booklet there are three different styles of options—
American-style, European-style and capped. Subject
to certain limitations prescribed in the rules of OCC or
the options markets and subject to applicable law,
these three styles are exercisable at the following
times:

An American-style option may be exercised at any
time prior to its expiration.

A European-style option may be exercised only
during a specified period before the option expires.
Every European-style option being traded at the
date of this booklet is exercisable only on its expira-
tion date.

A capped option will be automatically exercised
prior to expiration if the options market on which the
option is trading determines that the value of the
underlying interest at a specified time on a trading
day “hits the cap price” for the option. Capped
options may also be exercised, like European-style
options, during a specified period before expiration.
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This period is the expiration date for all capped op-
tions traded at the date of this booklet. The special
terminology applicable to capped options is dis-
cussed at the end of this chapter.

European-style or capped options having an expira-
tion period that is longer or shorter than their expiration
date may be introduced for trading in the future.

UNIT OF TRADING; CONTRACT SIZE—The unit of
trading (which is sometimes referred to as the contract
size) of a physical delivery option is the amount of the
underlying interest that is subject to being purchased
or sold upon the exercise of a single option contract.
For example, the unit of trading for most options on
equity securities is 100 shares. Thus, a physical deliv-
ery XYZ 50 call will give its holder the right upon exer-
cise to purchase 100 shares of XYZ at $50 per share. If
the option is trading at a premium of, say, $4 per share,
then the aggregate premium for a single option con-
tract would be $400.

The contract size of a cash-settled option is deter-
mined by the multiplier that is fixed by the options
market on which the options series is traded. The
multiplier determines the aggregate value of each
point of the difference between the exercise price of
the option and the exercise settlement value of the
underlying interest. For example, a multiplier of 100
means that for each point by which a cash-settled op-
tion is in the money upon exercise, there is a $100
increase in the cash settlement amount. Similarly, if an
option with a multiplier of 100 is trading at a premium
of, say, $4, then the aggregate premium for a single
option contract would be $400.

EXERCISE—If the holder of a physical delivery option
wishes to buy (in the case of a call) or sell (in the case
of a put) the underlying interest at the exercise price—
or, in the case of a cash-settled option, to receive the
cash settlement amount—his option must be exer-
cised. In order to exercise most options, option hold-
ers must give exercise instructions to their brokerage
firm in accordance with the firm’s procedures prior to
the firm’s exercise cut-off time. The exercise process is
discussed in Chapter VIIl. Every option holder should
understand this process and should learn his broker-
age firm’s procedures concerning exercise, and its ex-
ercise cut-off time, for each option he may buy.

Although an option holder must assure that action is
taken to exercise most options, capped options and
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certain cash-settled options provide for automatic ex-
ercise in specified circumstances. Other options hav-
ing automatic exercise provisions may be introduced
for trading in the future.

The rules of the options markets generally limit the
total number of puts or calls on the same underlying
interest that a single investor or group of investors
acting in concert may exercise during a specified time
period. Information concerning the exercise limits for
particular options is available from the options market
on which those options are traded or from brokerage
firms.

The right to exercise an option may be restricted in
certain circumstances. This is discussed under ““Risks
of Option Holders” in Chapter X.

When an option has been exercised, OCC will as-
sign the exercise in accordance with its rules to a
Clearing Member whose account with OCC reflects the
writing of an option of the same series. The Clearing
Member may, in turn, assign this exercise to one of its
customers who is a writer in accordance with the
Clearing Member’s procedures, and the assigned
writer will then be obligated to perform the obligations
of the option—that is, to sell (in the case of a physical
delivery call) or buy (in the case of a physical delivery
put) the underlying interest at the exercise price, or, in
the case of a cash-settled option, to pay the cash set-
tlement amount. The assignment process is dis-
cussed further in Chapter VIII.

CASH SETTLEMENT AMOUNT, SETTLEMENT
CURRENCY and EXERCISE SETTLEMENT
VALUE—The cash settlement amount is the amount
of cash that the holder of a cash-settled option is enti-
tled to receive upon exercise. Itis the amount by which
the exercise settlement value of the underlying interest
of a cash-settled call exceeds the exercise price, or the
amount by which the exercise price of a cash-settled
put exceeds the exercise settlement value of the un-
derlying interest, multiplied by the multiplier for the
option.

EXAMPLE: Assume that a holder of a cash-set-
tled call on the XYZ index that has an exercise price of
80 exercises it when the exercise settlement value of
the index is 85. If the multiplier for XYZ index options is
100, the assigned writer would be obligated to pay,
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and the exercising holder would be entitled to receive,
a cash settlement amount of $500 ($85 minus $80
multiplied by 100 = $500).

The currency in which the cash settlement amount is
payable is called the settlement currency. The settle-
ment currency for all cash-settled options with stan-
dardized terms that are trading at the date of this
booklet is U.S. dollars. It is possible that another cur-
rency will be the settlement currency for some options
introduced in the future.

The manner of determining the exercise settlement
value for a particular option series is fixed by the op-
tions market on which the series is traded. The exer-
cise settlement values for options on a particular
underlying interest traded in one options market will
not necessarily be determined in the same manner as
the exercise settlement values for options or futures on
the same underlying interest that may be traded in
other markets.

Options markets may change the method of deter-
mining exercise settlement values for particular op-
tions series on specified days or on all days. These
changes may be made applicable to series outstand-
ing at the time the changes become effective. Alterna-
tively, an options market might phase in a change in
the method of determining exercise settlement values
by opening new series of options identical to outstand-
ing series in all respects other than the method for
calculating exercise settlement values. Such new se-
ries would trade alongside the old series until both
series expire, but the two series would not be inter-
changeable. In the future, options markets may, sub-
ject to regulatory approval, introduce options whose
exercise settlement values may not exceed a specified
maximum amount.

ADJUSTMENT and ADJUSTMENT PANEL—Ad-
justments may be made to some of the standardized
terms of outstanding options upon the occurrence of
certain events. Adjustments that may be made to a
particular type of options are discussed in the chapter
relating to that type.

The determination of whether to adjust outstanding
options in response to a particular event, and, if so,
what the adjustment should be, is made by a majority
vote of an adjustment panel. An adjustment panel for
an options series consists of two representatives of
each U.S. options market on which the series is traded
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and one representative of OCC, who votes only to
break a tie. Every determination by an adjustment
panel is within its sole discretion and is binding on all
investors.

PREMIUM—The premium is the price that the holder
of an option pays and the writer of an option receives
for the rights conveyed by the option. It is the price set
by the holder and writer, or their brokers, in a transac-
tion in an options market where the option is traded. It
is not a standardized term of the option. The premium
does not constitute a “down-payment.” It is simply
and entirely a nonrefundable payment in full—from the
option holder to the option writer—for the rights con-
veyed by the option.

The premium is not fixed by the options markets or
by OCC. Premiums are subject to continuous change
in response to market and economic forces, including
changes in the trading conditions on the markets
where the particular options are traded. The factors
which may generally affect the pricing of an option
include such variables as the current value of the un-
derlying interest and the relationship between that
value and the exercise price, the current values of re-
lated interests (e.g., futures on the underlying interest
or other interests related to the underlying interest), the
style of the option, the individual estimates of market
participants of the future volatility of the underlying
interest, the historical volatility of the underlying inter-
est, the amount of time remaining until expiration, cash
dividends payable on the underlying stock (in the case
of stock and stock index options), current interest
rates, current currency exchange rates (in the cases of
foreign currency options and options whose premiums
or cash settlement amounts are payable in a foreign
currency), the depth of the market for the option, the
effect of supply and demand in the options market as
well as in the markets for the underlying interest and for
related interests, the information then available about
current prices and operations in the markets for the
underlying interest and related interests, the individual
estimates of market participants of future develop-
ments that might affect any of the foregoing, and other
factors generally affecting the prices or volatility of op-
tions, underlying interests, related interests or securi-
ties generally. Also see the discussion below of
“Intrinsic Value and Time Value.” Readers should not
assume that options premiums will necessarily con-
form or correlate with any theoretical options pricing
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formula, chart, last sale, or the prices of the underlying
interest, related interests or other options at any partic-
ular time.

The currency in which the premium is payable is
called the premium currency. The premium currency
for most options is U.S. dollars. However, the premium
currency for cross-rate foreign currency options, which
are discussed in Chapter VI, is a foreign currency, and
other options with premiums payable in a foreign cur-
rency may be introduced after the date of this booklet.

OPENING TRANSACTION—This is a purchase or
sale transaction by which a person establishes or in-
creases a position as either the holder or the writer of
an option.

CLOSING TRANSACTION—This is a transaction in
which, at some point prior to expiration, the option
holder makes an offsetting sale of an identical option,
or the option writer makes an offsetting purchase of an
identical option. A closing transaction in an option
reduces or cancels out an investor’s previous position
as the holder or the writer of that option.

EXAMPLE: In June an investor buys a December
XYZ 50 call at an aggregate premium of $500. By
September the market price of the option has in-
creased to $700. To seek to realize his $200 profit, the
investor can direct his broker to sell an offsetting De-
cember XYZ 50 call in a closing transaction. On the
other hand, if by September the market price of the
option has decreased to $300, the investor might still
decide to sell the option in a closing transaction,
thereby limiting his loss to $200.

Although holders of American-style options have the
right to exercise at any time before expiration, holders
frequently elect to realize their profits or losses by mak-
ing closing transactions because the transaction costs
of the closing transactions may be lower than the
transaction costs associated with exercises, and be-
cause closing transactions may provide an opportu-
nity for an option holder to realize the remaining time
value (described below) of the option that would be
lost in an exercise. The limited period of exercisability
of a European-style or capped option means that (ex-
cept for the possibility of automatic exercise of a
capped option) the holder's only means of realizing
profit or loss on the option when the option is not
exercisable is by selling the option in a closing
transaction.
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POSITION LIMITS—The rules of the options markets
generally limit the maximum number of options on the
same side of the market (i.e., calls held plus puts writ-
ten, or puts held plus calls written) with respect to a
single underlying interest that may be carried in the
accounts of a single investor or group of investors
acting in concert. These limits—which are called posi-
tion limits—differ for options on different underlying
interests. Information concerning the position limits for
particular options is available from the options market
on which those options are traded or from brokerage
firms.

COMBINATIONS; SPREADS and STRADDLES—
Combination positions are positions in more than one
option at the same time. Spreads and straddles are
wo types of combination positions. A spread involves
being both the buyer and writer of the same type of
option (puts or calls) on the same underlying interest,
with the options having different exercise prices and/or
expiration dates. A straddle consists of purchasing or
writing both a put and a call on the same underlying
interest, with the options having the same exercise
price and expiration date.

LONG and SHORT—The word long refers to a per-
son’s position as the holder of an option, and the word
short refers to a person’s position as the writer of an
option.

COVERED CALL WRITER—If the writer of a physical
delivery call option owns or acquires the amount of the
underlying interest that is deliverable upon exercise of
the call, he is said to be a covered call writer.

EXAMPLE: An individual owns 100 shares of XYZ
common stock. If he writes one physical delivery XYZ
call option—qgiving the call holder the right to purchase
100 shares of the stock at a specified exercise price—
this would be a covered call. If he writes two such XYZ
calls, one would be covered and one would be
uncovered.

The distinction between covered and uncovered call
writing positions is important since uncovered call writ-
ing can involve substantially greater exposure to risk
than covered call writing. A call option writer who is not
a covered writer may hold another option in a spread
position and thereby offset some or all of the risk of the
option he has written. However, the spread may not
offset all of the risk of the uncovered writing position.
For example, if the long portion of the spread has a

13



higher exercise price than the exercise price of the
short, or if the long has an earlier expiration date than
the expiration date of the short, then the writer may still
be exposed to significant risks from his uncovered writ-
ing position.

AT THE MONEY—This term means that the current
market value of the underlying interest is the same as
the exercise price of the option.

IN THE MONEY—A call option is said to be in the
money if the current market value of the underlying
interest is above the exercise price of the option. A put
option is said to be in the money if the current market
value of the underlying interest is below the exercise
price of the option.

EXAMPLE: If the current market price of XYZ
stock is $43, an XYZ 40 call would be in the money by
$3.

OUT OF THE MONEY—If the exercise price of a call
is above the current market value of the underlying
interest, or if the exercise price of a put is below the
current market value of the underlying interest, the
option is said to be out of the money by that amount.

EXAMPLE: With the current market price of XYZ
stock at $40, a call with an exercise price of $45 would
be out of the money by $5—as would a put with an
exercise price of $35.

INTRINSIC VALUE and TIME VALUE—It is some-
times useful to consider the premium of an option as
consisting of two components: intrinsic value and time
value. Intrinsic value reflects the amount, if any, by
which an option is in the money. Time value is
whatever the premium of the option is in addition to its
intrinsic value. An American-style option may ordina-
rily be expected to trade for no less than its intrinsic
value prior to its expiration, although occasionally an
American-style option will trade at less than its intrinsic
value. Because European-style and capped options
are not exercisable at all times, they are more likely
than American-style options to trade at less than their
intrinsic value when they are not exercisable.

EXAMPLE OF A CALL WITH INTRINSIC
VALUE: At a time when the current market price of
XYZ stock is $46 a share, an XYZ 40 call would have an
intrinsic value of $6 a share. If the market price of the
stock were to decline to $44, the intrinsic value of the
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call would be only $4. Should the price of the stock
drop to $40 or below, the call would no longer have any
intrinsic value.

EXAMPLE OF A PUT WITH INTRINSIC VALUE:
At a time when the current market price of XYZ stock is
$46 a share, an XYZ 50 put would have an intrinsic
value of $4 a share. Were the market price of XYZ stock
to increase to $50 or above, the put would no longer
have any intrinsic value.

EXAMPLE OF TIME VALUE: At atime when the
market price of XYZ stock is $40 a share, an XYZ 40 call
may have a current market price of, say, $2 a share.
This is entirely time value.

An option with intrinsic value may often have some
time value as well—that is, the market price of the
option may be greater than its intrinsic value. This
could occur with an option of any style.

EXAMPLE: With the market price of XYZ stock at
$45 a share, an XYZ 40 call may have a current market
price of $6 a share, reflecting an intrinsic value of $5 a
share and a time value of $1 a share.

An option’s time value is influenced by several fac-
tors (as discussed above under “Premium”), including
the length of time remaining until expiration. An option
is a “wasting” asset; if it is not sold or exercised prior to
its expiration, it will become worthless. As a conse-
quence, all else remaining the same, the time value of
an option usually decreases as the option approaches
expiration, and this decrease accelerates as the time to
expiration shortens. However, there may be occasions
when the market price of an option may be lower than
the market price of another option that has less time
remaining to expiration but that is similar in all other
respects.

An American-style option’s time value is also influ-
enced by the amount the option is in the money or out
of the money. An option normally has very little time
value if it is substantially in the money. Although an
option that is substantially out of the money has only
time value, the amount of that time value is normally
less than the time value of an option having the same
underlying interest and expiration that is at the money.

Another factor influencing the time value of an option
is the volatility of the underlying interest. All else being
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the same, options on more volatile interests command
higher premiums than options on less volatile
interests.

Time value is also influenced by the current cost of
money. Increases in prevailing interest rates tend to
cause higher premiums for calls and lower premiums
for puts, and decreases in prevailing interest rates tend
to cause lower premiums for calls and higher premi-
ums for puts.

The following is a description of the terminology ap-
plicable to capped options:

CAP INTERVAL—The cap interval is a constant es-
tablished by the options market on which a series of
capped options is traded. The exercise price for a
capped-style option plus the cap interval (in the case
of a call), or minus the cap interval (in the case of a
put), equals the cap price for the option. For example,
if a capped call option with an exercise price of 360 has
a cap interval of 30, then the cap price at which the
option will be automatically exercised would be 390.

CAP PRICE—The cap price is the level that the auto-
matic exercise value of a capped option must reach in
order for the option to be automatically exercised. The
cap price of a call option is above, and of a put option
below, the exercise price of the option.

EXAMPLE: A 360 ABC capped call index option
has an exercise price of 360 and a cap interval of 30.
The call option has a cap price of 390.

EXAMPLE: A 310 XYZ capped put index option
has an exercise price of 310 and a cap interval of 20.
The put option has a cap price of 290.

AUTOMATIC EXERCISE VALUE—The automatic
exercise value of a capped option is the price or level of
the underlying interest determined in a manner fixed
by the options market on which the option is traded for
each trading day as of a specified time of that day.

EXAMPLE: A 310 XYZ capped put index option
has a cap interval of 20, and therefore has a cap price
of 290. Assume that the options market on which the
option is traded has specified the close of trading on
each trading day as the time for determining the auto-
matic exercise value on the XYZ index, and that the
index level reaches a low of 289 during a particular
trading day, but is at 291 at the close. The automatic
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exercise value has not reached the cap price, and the
automatic exercise feature of the option is not trig-
gered, because the index level was not at or below the
cap price at the time of day specified by the options
market for determining the automatic exercise value.

CASH SETTLEMENT AMOUNT—This is the cash
amount that the holder of a cash-settled capped option
is entitled to receive upon the exercise of the option. In
the case of a capped option that has been automati-
cally exercised, the cash settlement amount is equal to
the cap interval times the multiplier for the option, even
if the automatic exercise value on the day that the
automatic exercise feature is triggered exceeds (in the
case of a call) or is less than (in the case of a put) the
cap price. Ifthe capped option is voluntarily exercised
at expiration, the cash settlement amount is deter-
mined in the same manner as for other styles of cash-
settled options.

EXAMPLE: A 360 ABC capped call index option
has a cap interval of 30 and a multiplier of 100. The
automatic exercise value of the ABC index is 396 on a
particular trading day. The call option is automatically
exercised, and the cash settlement amount is $3000
(equal to the cap interval of 30 times the multiplier of
100).

EXAMPLE: A 360 ABC capped call index option
has a cap interval of 30 and a multiplier of 100. The
automatic exercise value of the ABC index never
equals or exceeds the cap price of 390 during the life of
the option, and the exercise settlement value of the
option is 367 on the final trading day. Upon exercise of
the option, the holder is entitled to receive a cash set-
tlement amount of $700 (equal to the multiplier of 100
times the difference between the exercise settlement
value of 367 and the exercise price of 360).
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CHAPTER Il

OPTIONS ON
EQUITY SECURITIES

The term “stock options” is used broadly in this
booklet to include not only options on common stocks
but also options on all other types of equity securities,
such as limited partnership interests, “American De-
pository Receipts” and “American Depository Shares”
representing interests in foreign entities, and preferred
stocks. Options are available on exchange-traded eg-
uity securities, on unlisted equity securities traded in
the NASDAQ stock market and designated as national
market system securities, and on equity securities
traded both in the NASDAQ stock market and on ex-
changes. The NASDAQ stock market is primarily an
inter-dealer trading system as contrasted with ex-
change auction markets.

Issuers of underlying equity securities do not partici-
pate in the selection of their securities for options trad-
ing (although some options markets may determine
not to select an underlying security without the con-
sent of the issuer of that security). Issuers of underly-
ing equity securities have no responsibility regarding
the issuance, the terms, or the performance of options,
and option holders have no rights as security holders
of such issuers.

The principal risks of holders and writers of stock
options are discussed in Chapter X. Readers inter-
ested in buying or writing stock options should care-
fully read that chapter.

FEATURES OF STOCK OPTIONS

Each stock option generally covers 100 shares of
the underlying security, although, as described below,
the number of underlying shares may be adjusted as a
result of certain events.

The exercise prices of the stock options that are
traded at the date of this booklet are stated in U.S.
dollars per share. The exercise price of an option must
each be multiplied by the number of shares underlying
the option in order to determine the aggregate exer-
cise price and aggregate premium of that option.
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EXAMPLE: An XYZ 40 call gives the buyer the
right to purchase 100 shares of XYZ stock at a price of
$40 per share, or a total price of $4,000.

In the future, stock options may, with regulatory ap-
proval, be introduced that have exercise prices in a
foreign currency.

Adjustments may be made to certain of the stan-
dardized terms of outstanding stock options when cer-
tain events occur, such as a stock dividend, stock
distribution, stock split, reverse stock split, rights offer-
ing, distribution, reorganization, recapitalization,
reclassification in respect of an underlying security, or
a merger, consolidation, dissolution or liquidation of
the issuer of the underlying security. In the following
discussion, there is a brief description of a number of
general adjustment rules applicable to stock options
that are in effect at the date of this booklet. Such rules
may be changed from time to time with regulatory
approval. An adjustment panel has the authority to
make such exceptions as it determines to be appropri-
ate to any of the general adjustment rules.

As a general rule, no adjustment is made for ordi-
nary cash dividends or distributions. A cash dividend
or distribution by most issuers will generally be consid-
ered “ordinary” unless it exceeds 10% of the aggre-
gate market value of the underlying security
outstanding. The options markets are considering an
amendment to the general rules which, if adopted and
approved by the regulators, would provide that a cash
dividend or distribution by an issuer that is a closed-
end investment company may not be considered to be
“ordinary” if it exceeds 5% of such aggregate market
value. Determinations whether to adjust for cash divi-
dends or distributions in excess of those amounts are
made on a case-by-case basis.

Because stock options are not generally adjusted for
ordinary cash dividends and distributions, covered
writers of calls are entitled to retain dividends and dis-
tributions earned on the underlying securities during
the time prior to exercise. However, a call holder be-
comes entitled to the dividend if he exercises the op-
tion prior to the ex-dividend date even though the
assigned writer may not be notified that he was as-
signed an exercise until after the ex-date. Because calll
holders may seek to “capture’” an impending dividend
by exercising, a call writer’s chances of being assigned
an exercise may increase as the ex-date for a dividend
on the underlying security approaches.
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As a general rule, stock dividends, stock distribu-
tions and stock splits can result in an adjustment in the
number of underlying shares or the exercise price, or
both.

EXAMPLE: An investor bought an XYZ 60 op-
tion—either a call or a put—and XYZ Corporation sub-
sequently effected a 3 for 2 stock distribution. Instead
of covering 100 shares of stock at an exercise price of
$60 a share, each outstanding option could be ad-
justed to cover 150 shares at an exercise price of $40
per share.

However, when a stock distribution results in the
issuance of one or more whole shares of stock for each
outstanding share—such as a 2 for 1 stock split—as a
general rule the number of underlying shares is not
adjusted. Instead, the number of outstanding options
is proportionately increased and the exercise price is
proportionately decreased.

EXAMPLE: Before a 2 for 1 stock split, an investor
holds an option on 100 shares of XYZ stock with an
exercise price of $60. After adjustment for the split, he
will hold two XYZ options, each on 100 shares and with
an exercise price of $30.

An adjustment panel may make an exception to the
general rule to adjust for stock dividends. For exam-
ple, in cases where the issuer of the underlying secur-
ity announces or exhibits a policy of declaring regular
stock dividends that do not individually exceed 10% of
the amount of the underlying security outstanding, an
adjustment panel may determine to treat the stock divi-
dends as though they were ordinary cash dividends
and to make no adjustment for them.

As a general rule, adjustments in exercise prices are
rounded to the nearest 1/8 of a dollar, and adjustments
in the number of underlying shares are rounded down
to eliminate fractional shares. In the latter case, the
exercise price may be further adjusted to compensate
for the elimination of the fractional shares.

Distributions of property other than the underlying
security may require different adjustments. For exam-
ple, outstanding options might be adjusted to include
the distributed property.

EXAMPLE: 1f XYZ “spins off” its subsidiary ABC
by distributing to its stockholders 2.5 shares of ABC
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stock for each share of XYZ stock, outstanding XYZ
options might be adjusted to require delivery of 100
shares of XYZ stock plus 250 shares of ABC stock.

Alternatively, the exercise prices of outstanding op-
tions might be reduced by the value, on a per-share
basis, of the distributed property, as determined by the
adjustment panel.

Events other than distributions may also result in
adjustments. If all of the outstanding shares of an
underlying security are acquired in a merger or consol-
idation, outstanding options will as a general rule be
adjusted to require delivery of the cash, securities, or
other property payable to holders of the underlying
security as a result of the acquisition.

EXAMPLE: If XYZis acquired by PQR in a merger
where each holder of XYZ stock receives $50 plus 1/2
share of PQR stock for each share of XYZ stock held,
XYZ options might be adjusted to call for the delivery of
$5,000 in cash and 50 shares of PQR stock instead of
100 shares of XYZ stock.

When an underlying security is wholly or partially
converted into a debt security or a preferred stock,
options that have been adjusted to call for delivery of
the debt security or preferred stock may, as a general
rule, be further adjusted to call for any securities dis-
tributed as interest or dividends on such debt security
or preferred stock.

When an underlying security is converted into a right
to receive a fixed amount of cash, options on that
security will generally be adjusted to require the deliv-
ery upon exercise of a fixed amount of cash, and trad-
ing in the options will ordinarily cease when the merger
becomes effective. As a result, after such an adjust-
ment is made all options on that security that are not in
the money will become worthless and all that are in the
money will have no time value.

As a general rule, adjustments are not made for
tender offers or exchange offers, whether by the issuer
or a third party, and whether for cash, securities (in-
cluding issuer securities), or other property. This
presents a risk for writers of put options, because a
successful tender offer or exchange offer (whether by
the issuer or by a third party) may have a significant
effect on the market value of the security that the put
writers would be obligated to purchase if the put op-
tions are exercised after the expiration of the offer.
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As a general rule, adjustments will not be made to
reflect changes in the capital structure of the issuer
where all of the underlying securities outstanding in
the hands of the public (other than dissenters’ shares)
are not changed into another security, cash or other

property.
As a general rule, an adjustment that is made in an

option will become effective on the ex-date established
by the primary market for trading in the underlying

security.
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CHAPTER IV

INDEX OPTIONS

ABOUT INDEXES

As referred to in this booklet, an index is a measure
of the prices of a group of securities* or other interests.
Although indexes have been developed to cover a vari-
ety of interests, such as stocks and other equity securi-
ties, debt securities and foreign currencies, and even
to measure the cost of living, indexes on equity securi-
ties (which are called stock indexes) are among the
most familiar, and they are the only indexes that under-
lie options trading at the date of this booklet. The
following discussion refers only to stock indexes and
stock index options.

Stock indexes are compiled and published by vari-
ous sources, including securities markets. An index
may be designed to be representative of the stock
market of a particular nation as a whole, of securities
traded in a particular market, of a broad market sector
(e.g., industrials), or of a particular industry (e.g., elec-
tronics). Anindex may be based on the prices of all, or
only a sample, of the securities whose prices it is in-
tended to represent. Indexes may be based on securi-
ties traded primarily in U.S. markets, securities traded
primarily in a foreign market, or a combination of secu-
rities whose primary markets are in various countries.

A stock index, like a cost of living index, is ordinarily
expressed in relation to a “base” established when the
index was originated.

EXAMPLE: On the starting or “base” date for a
new value-weighted index, the total market values of
the component securities (market price times number
of shares outstanding) is $50 billion. The publisher of
the index will assign an arbitrary index level—say
100—to that base value. If the total market value of the
component stocks increases by 2% the next day (i.e.,
to $51 billion), the index level would rise to 102 (102%
of the base level of 100).

*Some indexes reflect values of companies, rather than securi-
ties, by taking into account both the prices of constituent securi-
ties and the number of those securities outstanding.
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The base may be adjusted from time to time to re-
flect such events as capitalization changes affecting
the constituent securities of the index (e.g., issuance of
new shares) or to maintain continuity when securities
are added to or dropped from the index. These adjust-
ments are generally designed so that the index level
will change only as a result of price changes of constit-
uent securities during trading.

Securities may be dropped from an index because
of events such as mergers and liquidations or because
a particular security is no longer thought to be repre-
sentative of the types of stocks constituting the index.
Securities may also be added to an index from time to
time. Adjustments in the base level of an index, addi-
tions and deletions of constituent securities, and simi-
lar changes are within the discretion of the publisher of
the index and will not ordinarily cause any adjustment
in the terms of outstanding index options. However, an
adjustment panel has authority to make adjustments if
the publisher of the underlying index makes a change
in the index’s composition or method of calculation
that in the panel’s determination, may cause signifi-
cant discontinuity in the index level.

Different stock indexes are calculated in different
ways. Accordingly, even where indexes are based on
identical securities, they may measure the relevant
market differently because of differences in methods of
calculation. Often the market prices of the securities in
the index group are “capitalization weighted.” That is,
in calculating the index value, the market price of each
constituent security is multiplied by the number of
shares outstanding. Because of this method of calcu-
lation, changes in the prices of the securities of larger
corporations will generally have a greater influence on
the level of a capitalization weighted index than price
changes affecting smaller corporations.

Other methods may be used to calculate stock in-
dexes. For example; in one method known as “equal-
dollar weighting,” the index is established by estab-
lishing an aggregate market value for every constituent
security of the index and then determining the number
of shares of each security by dividing such aggregate
market value by the then current market price of the
security. The base level of the index is established by
dividing the total market value of all constituent securi-
ties by a fixed index divisor. Thereafter, the number of
shares of the constituent securities and the index divi-
sor are adjusted at periodic intervals in order to have
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each constituent security continue to represent an ap-
proximately equal dollar value in the index without dis-
torting the level of the index.

Another method of calculation is simply to add up
the prices of the securities in the index and divide by
the number of securities in the index, disregarding
numbers of shares outstanding. Another method mea-
sures daily percentage movements of prices by aver-
aging the percentage price changes of all securities
included in the index.

Investors should keep in mind that an index can
respond only to reported price movements in its con-
stituent securities. An index will therefore reflect the
stock market as a whole, or particular market seg-
ments, only to the extent that the securities in the index
are being traded, the prices of those trades are being
promptly reported, and the market prices of those se-
curities, as measured by the index, reflect price move-
ments in the relevant markets. The index level will be
affected by all of the factors that may at the time affect
prices in the relevant markets for the constituent secu-
rities of the index, including, among other things, appli-
cable laws, regulations and trading rules, the market-
making and order processing systems of those mar-
kets, the liquidity and efficiency of those markets, and
the prices and price behavior of futures contracts on
that index or a related index.

Certain trading strategies involving purchases and
sales of index options, index futures, options on index
futures or portfolios of certain of the securities in an
index can affect the value of the index, the prices of the
index futures, and, therefore, the prices of index op-
tions. These transactions and the resulting impact
may occur at any time—and may accompany signifi-
cant changes in the prices or volatilities of the stock
and derivative markets—including at or shortly before
an expiration. For example, traders holding positions
in expiring index options or futures contracts hedged
by positions in securities included in the index may
attempt to liquidate their securities positions at or near
the time for determining the final exercise settlement
value of the options or futures contracts. The resulting
orders to liquidate these securities might result in sig-
nificant changes in the level of the index. Index options
investors should be aware of the potential impact that
these trading strategies can have on index levels at or
near expiration, and the possibility that the values of
index option positions will be affected accordingly.
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Readers who intend to trade index options should
familiarize themselves with the basic features of the
underlying indexes, including the general methods of
calculation. Readers who are attempting to follow a
precise and sophisticated strategy involving index op-
tions may wish to inform themselves about the exact
method for calculating each index involved. Informa-
tion regarding the method of calculation of any index
on which options are traded, including information
concerning the standards used in adjusting the index,
adding or deleting securities, and making similar
changes, is generally available from the options mar-
ket where the options are traded.

The value level of every index underlying an op-
tion—including the exercise settlement value—is the
value of the index as reported by the reporting author-
ity designated by the options market where the option
is traded as the official source for determining that
index’s value. Unless OCC directs otherwise, every
value as initially reported by the reporting authority is
conclusively presumed to be accurate and deemed to
be final for the purpose of calculating the cash settle-
ment amount, even if the value is subsequently revised
or determined to have been inaccurate.

Most indexes on which options are traded are up-
dated during the trading day, and updated index levels
are disseminated at frequent intervals. Investors may
determine current index levels from their brokerage
firms; in addition, the closing levels of many underlying
stock indexes are published in daily newspapers such
as “The Wall Street Journal.” However, an index op-
tion may be traded in the options markets at a time
when some, or even a substantial portion, of the con-
stituent securities of the underlying index are not trad-
ing or when there is a lag in the reporting of prices in
some or all of the constituent securities. In those cir-
cumstances, the current reported index level will be
based on non-current information, since its calculation
will be based on the last reported prices for all constitu-
ent securities even though trading or price reporting in
some of those securities is not current.

FEATURES OF INDEX OPTIONS

All index options that are traded at the date of this
booklet are cash-settled. Cash-settled index options
do not relate to a particular number of shares. Rather,
the “size” of a cash-settled index option contract is
determined by the multiplier of the option. If the option
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market on which an option series is traded should
decrease the multiplier for the series, an adjustment
panel may adjust outstanding options of that series.

The exercise prices and premiums of the index op-
tions that are traded at the date of this booklet are
expressed in U.S. dollars. Subject to regulatory ap-
proval, trading in index options whose exercise prices
or premiums are expressed in a foreign currency may
be introduced in the future. The total exercise price for
a single option is the stated exercise price multiplied
by the multiplier.

Premiums for index options are expressed in points
and fractions of points. Each point of premium of the
options trading at the date of this booklet represents
an amount equal to one U.S. dollar. In order to deter-
mine the aggregate premium for a single index option,
the quoted premium must be multiplied by the
multiplier.

EXAMPLE: An investor purchases a December
110 index call at 2's. The multiplier for that option is
100. The aggregate dollar amount of the premium is
$212.50 ($2 times 100 = $212.50). Had the options
market used a multiplier of 200, a premium of 2%
would have meant an aggregate premium of $425.00.

The exercise settlement values of stock index op-
tions are determined by their reporting authorities in a
variety of ways. The exercise settlement values of
some index options are based on the reported level of
the index derived from the last reported prices of the
constituent securities of the index at the closing on the
day of exercise. The exercise settlement values of
other options are based on the reported level of the
index derived from the opening prices of the constitu-
ent securities on the day of exercise. If an option is
exercised on a day that is not scheduled as a trading
day for the constituent securities of the index, the exer-
cise settlement value is based on the reported level of
the index derived from the opening or closing prices
(depending on the options series) of the constituent
securities on the last prior day that is scheduled as a
trading day. If a particular constituent security does
rot open for trading on the day the exercise settlement
value is determined, the last reported price of that se-
curity is used. Other means for determining the exer-
cise settlement values of some index options series
have been, and may continue to be, established. For
example, the exercise settlement values for options on
an index of foreign securities may be fixed in relation to
a value fixed by a foreign exchange.
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Investors should be aware that the exercise settle-
ment value of an index option that is derived from the
opening prices of the constituent securities may not be
reported for several hours following the opening of
trading in those securities. A number of updated index
levels may be reported at and after the opening before
the exercise settlement value is reported, and there
could be a substantial divergence between those re-
ported index levels and the reported exercise settle-
ment value.

Investors should also be aware that there is no sin-
gle opening or closing price for securities primarily
traded in the NASDAQ stock market. A price of a
NASDAAQ security that is used in determining the level
on a particular day of an index that includes the secur-
ity will not necessarily be the price at which a majority
of opening or closing trades in that security were ef-
fected on that day.

The principal risks of holders and writers of index
options are discussed in Chapter X. Readers inter-
ested in buying or writing index options should care-
fully read that chapter, particularly the discussions
under the headings “Risks of Option Holders,” “Risks
of Option Writers,” “Other Risks,” and “Special Risks
of Index Options.”
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CHAPTERV

DEBT OPTIONS

Two kinds of debt options have been approved for
trading at the date of this booklet. One kind, called
price-based options, are options which give their hold-
ers the right either to purchase or sell a specified un-
derlying debt security or to receive a cash settlement
payment based on the value of an underlying debt
security (depending on whether the options are physi-
cal delivery or cash-settled options). The other kind,
called yield-based options, are options that are cash-
settled based on the difference between the exercise
price and the value of an underlying yield. The distinc-
tions between price-based and yield-based options
are fundamental and should be understood by readers
interested in investing in debt options.

At the date of this booklet, only yield-based options
are being traded. Although price-based options have
traded in the past and may be traded in the future, no
price-based option is traded at the date of this booklet.

The principal risks of holders and writers of debt
options are discussed in Chapter X. Readers inter-
ested in buying or writing debt options should not only
read this chapter but should also carefully read Chap-
ter X, particularly the discussions under the headings
“Risks of Option Holders,” “Risks of Option Buyers,”
“Other Risks,” and “Special Risks of Debt Options.”

RATES, YIELDS AND PRICES OF
DEBT SECURITIES

To understand debt options, an investor should un-
derstand the relationship between the rates or yields,
which are different ways of expressing return on debt
securities, and prices of debt securities. (Coupon inter-
est rates of a debt security express return as a percent-
age of the principal amount (par value) of the security.
Yields express return (or projected return) as a per-
centage of the amount invested.) This relationship,
simply stated, is that prices of debt securities move
inversely to changes in rates. Declining rates, whether
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on long-term bonds or money market instruments, will
generally cause prices of outstanding debt securities
to increase. Conversely, rising rates across a particu-
lar maturity spectrum will generally cause the prices of
outstanding debt securities of that maturity to decline.

EXAMPLE: A 30-year Treasury bond pays inter-
estata 12% coupon rate. The only time prior to matur-
ity that investors will pay a price of 100 (that is, 100% of
par value) for the bond is when the prevailing yield on
such long-term Treasury bonds is exactly 12%. Should
rates move higher to, say, 14% for such Treasury
bonds, the price of an outstanding 12% bond would
have to decline to about 86 in order for the bond to
yield 14%. If rates on such bonds subsequently de-
cline to 10%, the price of the 12% bond could be ex-
pected to rise substantially above par, since it would
yield 10% at a price of 120.

Price-based call options become more valuable as
the prices of the underlying debt securities increase,
and price-based puts become more valuable as the
prices of the underlying debt securities decline. The
relationship between interest rate changes, prices, and
the value of price-based debt options can be ex-
pressed as follows:

. o _ Call?
Interest Rates (Yields) | = Prices t = Put 4
) . _ Call{
Interest Rates (Yields) * = Prices | = Put 1

In contrast, the exercise settlement value of a yield-
based option is based on the difference between the
value of an underlying yield and the exercise price of
the option. Since the underlying yields of yield-based
options will increase as interest rates increase, and
vice-versa, it follows that yield-based calls become
more valuable as yields rise (i.e., as the prices of the
debt securities from which the underlying vyield is de-
rived decline), and puts become more valuable as
yields decline (and prices of such securities increase).
These relationships can be expressed as follows:

) _ ou _ Call{
Interest Rates (Yields) | = Pricest = Put 1
) o _ Call?
Interest Rates (Yields) * = Prices | = Put |
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TREASURY SECURITIES

The underlying debt securities of price-based op-
tions and the debt securities from which the underlying
yields of yield-based options are derived are all Trea-
sury securities—e.g., 30-year Treasury bonds, 10-year
Treasury notes, 5-year Treasury notes and Treasury
bills.

Treasury bonds and notes are direct obligations of
the United States that pay a fixed rate of interest semi-
annually. Bonds are issued for maturities of more than
ten years (although many issues are callable prior to
maturity). Notes are issued for maturities of one to ten
years, and are non-callable. New issues of bonds and
notes are sold periodically by the Treasury, usually on
an auction basis. The auction price is established by
bidding and may be above or below par value. Occa-
sionally the Treasury will “reopen” an outstanding is-
sue by auctioning additional principal amounts.
Government securities dealers make secondary mar-
kets in virtually all outstanding issues, but market activ-
ity and liquidity tend to center on the most recently
auctioned issues.

Unlike Treasury bonds and notes, Treasury bills do
not pay interest. Instead, the Treasury sells bills at a
discount from their principal amount (par value). The
investment return consists of the difference between
the discounted purchase price and the principal
amount payable at maturity. Treasury bills are issued
in maturities of 13, 26 or 52 weeks.

Return on Treasury bills is commonly expressed in
terms of a discount rate which represents an annuali-
zation (based on a 360-day year) of the percentage
discount at which the bills are sold.

EXAMPLE: If a 13-week (91-day) Treasury bill
with a principal amount of $1,000,000 is sold for
$970,000, the actual discount would be $30,000 or 3%
and the discount rate would be approximately 11.9%
(360/91 times 3%).

Bills are auctioned by the Treasury on a regular ba-
sis, typically at weekly intervals for 13-week and 26-
week bills and every four weeks for 52-week bills.
While dealers maintain secondary markets in all out-
standing Treasury bills, activity tends to center in the
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most recently auctioned issues. These are commonly
referred to as the “current” 13-week, 26-week, and
“year” bills, respectively.

YIELD-BASED OPTIONS

All yield-based options being traded at the date of
this booklet are cash-settled European-style options.
The underlying yield of these options is the annualized
yield to maturity of the most recently issued Treasury
security of a designated maturity—e.g., 30-year, 10-
year, 5-year—based upon quotations or prices deter-
mined in accordance with a method specified by the
options market on which the option is traded. If such
security is a Treasury bill, the underlying yield is the
annualized discount of the Treasury bill. (A discount
represents a percentage of principal amount, rather
than a return on investment, and is therefore not a true
yield.) Underlying yield is stated in terms of a yield
indicator, which is the percentage yield multiplied by
ten. For example, if the yield is based on a Treasury bill
having an annualized discount of 8.715%, the yield
indicator would be 87.15.

The designated maturity of the Treasury security
from which the underlying yield is determined is a stan-
dardized term of every yield-based option that is
traded at the date of this booklet. The specific Treasury
security having that maturity is not fixed; rather, the
underlying yield is derived from the outstanding secur-
ity of the designated maturity that has the longest re-
maining life. Newly-auctioned securities having the
longest remaining life will replace old issues on the first
trading day following their auction. Thus, the specific
Treasury security from which the underlying yield is
derived may change during the life of the option. Be-
cause yield-based options are European-style options,
investors ordinarily will know prior to the time an option
is exercisable the specific Treasury security from which
its exercise settlement value will be determined. How-
ever, an option may often be traded for weeks or
months before that specific security is auctioned by
the Treasury. During that time, trading in the option will
be based upon the yield for the Treasury security of the
designated maturity that then has the longest remain-
ing life.

EXAMPLE: Yield-based options whose vyield is
based on 5-year Treasury notes expiring in December
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are opened for trading on the business day following
the September auction of 5-year notes. Trading in the
options will be based upon current yields for the Sep-
tember issue until the October auction of 5-year notes.
Beginning on the trading day following the October
auction, trading will be based upon current yields for
the new 5-year notes. The same process will occur in
November. If the options expire on or after the auction
date for 5-year notes in December, their exercise settle-
ment value will be based upon the then current yield
for the December issue.

Current bid and asked quotations for recently issued
Treasury securities of particular maturities are available
from normal market sources. Current yield indicator
values based upon a sampling of bid and asked quota-
tions from primary dealers are disseminated at fre-
quent intervals during the trading day by an options
reporting source. Exercise settlement values for yield-
based options whose underlying yields are derived
from Treasury securities are based upon the spot yield
for the security at a designated time on the last trading
day of the option, as announced by the Federal Re-
serve Bank of New York.

The aggregate cash settlement amount that the as-
signed writer of a yield-based option is obligated to
pay the exercising option holder is the difference be-
tween the exercise price of the option and the exercise
settlement value of the underlying yield on the last
trading day before expiration, as reported by a desig-
nated reporting authority, multiplied by the multiplier
for the option. Different yield-based options may have
different multipliers.

The exercise prices of yield-based options are ex-
pressed in terms of the yield indicator. For example, an
exercise price of 82.50 would represent a yield of
8.25%.

Each point of premium will correspond to .1% in
yield. The dollar value of the premium for a single
yield-based option will equal the quoted premium mul-
tiplied by the dollar value of the option multiplier. Thus,
a premium of 24 would equal a premium of $250 for an
option having a multiplier of 100, or $5000 for an option
having a multiplier of 2000.

The premiums of yield-based options are affected by
the factors discussed under “Premium” in Chapter II.
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Because yield-based options are European-style op-
tions and the underlying yield is determined from the
most recently auctioned Treasury security with the
longest remaining life, a major factor affecting the pric-
ing of such options is likely to be the estimates of
market participants of the anticipated yield at expira-
tion, and current yield may be a less significant pricing
factor.

Settlement of exercises of yield-based options takes
place on the business day immediately following the
day of exercise. Investors may determine from their
brokerage firms when and how settlement amounts
will be credited or debited to their brokerage accounts.

If the U.S. Department of the Treasury ceases to
issue, or changes the terms or the schedule of issu-
ance of, Treasury securities of a designated maturity,
an adjustment panel has discretion to adjust the terms
of the series by substituting other Treasury securities
or to make such other adjustment as the adjustment
panel may determine. If the options market on which a
particular yield-based option is traded should de-
crease the multiplier for the option, the adjustment
panel has discretion to adjust outstanding options af-
fected by the change by proportionately subdividing
them or by taking other action.

Rules of the options market on which yield-based
options are traded may permit or require suspension
of trading in the options if current quotations for the
last-auctioned Treasury securities of the designated
maturity become unavailable or unreliable. For a dis-
cussion of the risks involved in trading halts, see the
discussion in Chapter X under “Other Risks.”
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CHAPTER VI

FOREIGN CURRENCY
OPTIONS

Foreign currency options—sometimes referred to
simply as currency options—are options to purchase
or sell one currency at a price denominated in another
currency. The price of one currency in terms of an-
other currency is known as an exchange rate. The
exercise price of a currency option thus represents an
exchange rate. The currency in which the premium
and exercise price are denominated is referred to as
the trading currency. The currency to be purchased or
sold at the exercise price is the underlying currency.

Certain of the foreign currency options discussed in
this chapter, which are referred to as dollar-denomi-
nated foreign currency options, are options to pur-
chase or sell underlying foreign currencies for U.S.
dollars, and their exercise prices represent the ex-
change rates of the underlying foreign currencies with
respect to the U.S. dollar. Other options (which are
referred to as cross-rate foreign currency options or
cross-rate options) that are discussed below under
“Cross-Rate Foreign Currency Options” are options to
purchase or sell an underlying foreign currency at an
exercise price that is denominated in another foreign
currency. The exercise price of a cross-rate option
therefore represents an exchange rate between two
foreign currencies.

While most of the foreign currency options that are
traded at the date of this booklet are physical delivery
options, trading has been introduced in cash-settled
foreign currency options. These options are dis-
cussed below under “Cash-Settled Foreign Currency
Options.”

The term “foreign currency” includes not only the
currencies of individual nations, but also the European
Currency Unit (“ECU”’). The ECU, which is composed
of specified amounts of various European currencies,
is the official medium of exchange of the European
Economic Community’s European Monetary System
and is primarily intended for use in international com-
merce. As used in this booklet, the term “sovereign
government” includes the European Economic
Community.
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The principal risks of holders and writers of foreign
currency options are discussed in Chapter X. Readers
interested in buying or writing foreign currency options
should not only read this chapter but should also care-
fully read Chapter X, particularly the discussions under
the headings “Risks of Option Holders,” “Risks of Op-
tion Buyers,” “Other Risks,” and “Special Risks of For-
eign Currency Options.”

MARKET FOR FOREIGN
CURRENCIES

Understanding the risks inherent in foreign currency
options requires familiarity with the characteristics of
the markets for the underlying currencies. Readers will
find extensive literature on the subject, and this chap-
ter can do no more than briefly summarize the most
fundamental characteristics of those markets as they
pertain to foreign currency options.

Foreign exchange rates can be free floating or may
be subject to a variety of formal or informal govern-
mental exchange rate control mechanisms. Exchange
rates of most Western nations are permitted to fluctu-
ate in value relative to the U.S. dollar and to each other.
It must be kept in mind, however, that sovereign gov-
ernments rarely voluntarily allow their currencies to
float freely in response to economic forces. To the
contrary, sovereign governments use a variety of tech-
niques, such as intervention by a country’s central
bank or imposition of regulatory controls, to affect the
exchange rates of their currencies. Thus, a special risk
in trading options on foreign currencies is that govern-
mental actions might be instituted which could inter-
fere with freely determined currency valuation or even
with movement of currencies across borders. These
risks are specifically addressed under “Special Risks
of Foreign Currency Options” in Chapter X.

The market in foreign currencies exists in every large
financial center in the world, and primarily consists of
trading by the world’s international banks. In contrast
to the stock market, the market for foreign currencies is
decentralized, essentially free from government regu-
lation designed to protect investors (although, as
noted above, governments may take various actions
that affect their own currencies and the markets on
which they are traded), and extremely large. Trading is
generally conducted in units equivalent to $1 million to
$5 million, and the market is not structured for trading
or delivery of small amounts of currency. While a “re-
tail market” for foreign currencies is available for tour-
ists and others engaged in smaller transactions, the
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prices available in that market are only generally re-
lated to prices in the “wholesale” interbank market,
and it is unlikely that the prices in the retail market will
be as favorable as the prices for transactions in large
amounts of foreign currency.

SPECIAL CHARACTERISTICS OF
FOREIGN CURRENCY OPTIONS

Foreign currency options, like other options, provide
opportunities for investment and pose risks to inves-
tors as a result of fluctuations in the value of the under-
lying interest. Just as certain options on equity
securities are priced in relation to the price of the un-
derlying security, dollar-denominated foreign currency
option prices will generally depend in significant part
on the U.S. dollar value of the underlying foreign cur-
rency. Similarly, the prices of cross-rate options will
tend to depend on the relative values of the underlying
currency and the trading currency.

The relationship between the value of an underlying
foreign currency relative to the trading currency and
the prices of options on that underlying foreign cur-
rency can be summarized as follows:

1. If the value of an underlying foreign currency rises
in relation to the trading currency, call premiums will
normally increase and put premiums decrease.

2. If the value of an underlying foreign currency de-
creases in relation to the trading currency, call premi-
ums will normally decrease and put premiums
increase.

EXAMPLE: Assume a dollar-denominated call
option gives its holder the right to purchase British
pounds at $1.35 each. At expiration, that option will
have intrinsic value if the price of the British pound is
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