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Introduction

Introduction

For nearly a century and
a half, futures markets have
fulfilled an important eco-
nomic function: providing
an efficient and effective
mechanism for the man-
agement of price risks.
Beginning with agricultural
futures contracts traded on
the Chicago Board of Trade
in 1865, the U.S. futures
markets now list an ever-
expanding number of
instruments, including met-
als, energy, financial instru-
ments, foreign currencies,
stock indexes, prediction
markets and event futures.
Additionally, the industry
introduced trading in
options on futures con-
tracts in 1982.

Just as the types of instru-
ments traded on futures
exchanges have evolved, so has
the method of trading those
instruments. Until the 1990s,
futures trading was conducted
primarily on the floor of the
exchanges.Traders crowded into
trading “pits” or “rings”, shouting
and signaling bids and offers to
each other. This type of trading,
known as open-outcry, resulted
in competitive, organized price
discovery.

In the 1990s, exchanges
introduced electronic trading on
certain contracts during off-
exchange hours. Since then, elec-
tronic trading has expanded to
include side-by-side open outcry
and electronic trading, as well as
contracts that are exclusively
traded electronically. Futures
trading has truly become a 24
hours a day, seven days a week
financial marketplace.

Participants in today’s futures
markets include mortgage bankers
as well as farmers, bond dealers

mortgage bankers

as well as grain merchants, lend-
ing institutions and individual
speculators. By buying or selling
futures contracts—contracts
that establish a price level now
for items to be delivered later—
individuals and businesses seek
to achieve what amounts to
insurance against adverse price
changes.This is called hedging.

Other futures market partici-
pants are speculative investors
who accept the price risks that
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Who Trades?

hedgers seek to avoid. Most
speculators have no intention of
making or taking delivery of
the commodity. They seek
instead to profit from a change
in the price. That is, they buy
when they anticipate rising
prices and sell when they antic-
ipate declining prices. The
interaction of hedgers and
speculators helps to provide
active, liquid and competitive
markets.






How the Markets are Regulated

How the Markets
are Regulated

The U.S. futures industry
has experienced unprece-
dented growth in trading
volume over the past sever-
al years, reflecting the high
level of trust and confi-
dence that customers have
in the marketplace. This
confidence is due in part to
a strong, effective regulato-
ry structure that safeguards
market integrity and protects
investors. This regulatory
structure has three main
components.

The Commodity Futures
Trading Commission (CFTC). In
1974 Congress established the
CFTC, a federal regulatory
agency with jurisdiction over
futures trading. The enforce-
ment powers of the CFTC are
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similar to those of other major
federal regulatory agencies,
including the power to seek
criminal prosecution by the
Department of Justice where
circumstances warrant such
action.

National Futures Association
(NFA). The same legislation
authorized the creation of
“registered futures associa-
tions,” giving the futures indus-
try the opportunity to create
a nationwide self-regulatory
organization. NFA is the indus-
trywide, self-regulatory organi-
zation for the U.S. futures
industry. NFA’s mission is to
develop rules, programs and
services that safeguard market
integrity, protect investors and
help its Members meet their
regulatory responsibilities.
Firms and individuals that
violate NFA rules of profes-
sional ethics and conduct or
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. Exchanges

The CFTC pravides government oversight for the entire futures industry.
All U.S. futures Exchanges operate as self-regulatory organizations,
governing their floor brokers, traders and member firms. And NFA

regulates every firm or individual who conducts futures
trading business with public customers.

that fail to comply with financial
and record-keeping requirements
can, if circumstances warrant, be
permanently barred from engag-
ing in any futures-related busi-
ness with the public.

U.S. futures exchanges and
clearing organizations. Futures
Commission Merchants (FCMs)
which are members of an
exchange are subject to not
only CFTC and NFA regulation
but also to regulation by the
exchanges and clearing organi-
zations of which they are mem-
bers. Exchange and clearing
corporation staffs are responsi-

Regulatory Relationships

ble, subject to CFTC oversight,
for monitoring the business
conduct and financial respon-
sibility of their member
firms. Violations of exchange
rules can result in substantial
fines, suspension or revocation
of trading privileges, and loss of
exchange or clearing corpora-
tion membership.

Although the various regula-
tory organizations in the futures
industry have their own specific
areas of authority, together
they form a regulatory partner-
ship that oversees all industry
participants.
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Conducting
Business with a
Registered Firm

Membership in NFA is
mandatory, assuring that
everyone conducting busi-
ness with the public on the
U.S. futures exchanges—
more than 4,000 firms and
55,000 associates—must
adhere to the same high
standards of professional
conduct. You can quickly
verify whether a particular
firm or person is currently
registered with the CFTC
and is an NFA Member
through NFA's Background
Affiliation Status Infor-
mation Center (BASIC),
found on NFA’s Web site
(www.nfa.futures.org).

BASIC contains current and
historical registration informa-
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tion concerning all current and
former CFTC registrants, includ-
ing name, business address and
registration history in the
futures industry. BASIC also
contains information concern-
ing disciplinary actions taken by
NFA, the CFTC and all the U.S.
futures exchanges. If you are
researching a firm, you should
also conduct a background
check of all the individuals list-
ed as principals of the firm, as
well as the firm’s salespeople.

A BASIC background check will tell
everything you need to know about the status of
your financial firm or advisor (www.nfa.futures.org).

Sometimes the firm will have
no disciplinary history, but one
or more of the principals or
salespeople may have been
disciplined while working at
other firms.

In addition, BASIC gives you
details concerning NFA arbitra-
tion matters involving disputes
between investors and NFA

Members if the case went to
hearing and an award was
issued after January 1, 1990.
You will also find summary
data concerning the number of
cases filed by investors against
registered firms and individu-
als with the CFTC reparations
program.
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Introduction to
Options on Futures

Although futures contracts
have been traded on U.S.
exchanges since 1865,
options on futures contracts
were not introduced until
1982. There are two styles
of options—American and
European. For the purposes
of this discussion, we will
focus on American-style
options.

An option on a futures con-
tract gives the option buyer the
right—but not the obligation—
to buy or sell a particular futures
contract at a stated price at any
time prior to a specified date.

There are two types of options:
calls and puts.

A call option conveys to the
option buyer the right to pur-
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chase a particular futures con-
tract at a stated price at any time
during the life of the option. A
put option conveys to the option
buyer the right to sell a partic-
ular futures contract at a stated

price at any time during the life
of the option.

Options on futures contracts
can offer a wide range of invest-
ment opportunities.
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However, options trading
IS @ speculative investment
and should be treated as
such. Even though the pur-
chase of options on futures
contracts limits your poten-
tial losses to the amount of
the investment, it is nonethe-
less possible to lose your
entire investment in a short
period of time. And for
investors who sell rather
than buy options, there may

be no limit at all to the size
of potential losses.



Introduction to Options on Futures

The Arithmetic
of Option
Premiums

An option premium is
the price paid by the buyer
of the option and received
by the seller of the option.
At the time you purchase a
particular option, its premi-
um cost may be $1,000. A
month or so later, the same
option may be worth only
$800 or $700 or $600. Or it
could be worth $1,200 or
$1,300 or $1,400.

Since an option is something
that most people buy with the
intention of eventually liqui-
dating (hopefully at a higher
price), it’s important to have at
least a basic understanding of
the components which make
up the premium. There are
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two, known as intrinsic value
and time value. The premium is
the sum of these.

. Intrinsic Time
Premium @ Value eValue

Intrinsic Value

Intrinsic value is the amount
of money that could currently
be realized by exercising the
option at its strike price and lig-
uidating the acquired futures
position at the present price of
the futures contract

For example, at a time when a
U.S. Treasury bond futures contract
is trading at a price of 120-00, a
call option conveying the right to
purchase the futures contract at a
below-the-market strike price of
115-00 would have an intrinsic
value of $5,000.

An option that currently has
intrinsic value is said to be “in-
the-money” (by the amount of
its intrinsic value). An option
that does not currently have
intrinsic value is said to be
either “at-the-money” or “out-of-
the-money”

For example, at a time when a
U.S. Treasury bond futures contract
Is trading at 120-00, a call option
with a strike price of 123-00 would
be “out-of-the-money” by $3,000.

Time Value

Options also have time value.
In fact, if a given option has no
intrinsic value—currently “out-
of-the-money”—its  premium
will consist entirely of time
value.

Time value is the amount
option buyers are presently will-
ing to pay (and option sellers
are willing to accept)—over and
above any intrinsic value the
option may have—for the spe-
cific rights that a given option
conveys. It reflects, in effect, a
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consensus opinion as to the
likelihood of the option’s
increasing in value prior to its
expiration.

The three principal factors
that affect an option’s time
value are:

Time
Value

Time to Expiration

Time remaining until expi-
ration. Time value declines as
the option approaches expira-
tion. At expiration, it will no
longer have any time value.
(This is why an option is said to
be a wasting asset.)

Relationship between the
option strike price and the cur-
rent price of the underlying
futures contract. The further an
option is removed from being
worthwhile to exercise—the
further “out-of-the-money” it
is—the less time value it is likely
to have.
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Volatility. The more volatile a
market is, the more likely it is
that a price change may eventu-
ally make the option worth-
while to exercise. Thus, the
option’s time value and premi-
um are generally higher in
volatile markets.

Understanding
Options
Transaction Fees

Before you decide to buy
and/or sell (write) options,
you should understand the
other costs involved in the
transaction—commissions

and fees.

Commission is the amount of
money, per option purchased or
sold, that is paid to the brokerage
firm for its services, including the
execution of the order on the
trading floor of the exchange.
The commission charge increas-
es the cost of purchasing an
option and reduces the sum of
money received from selling an
option. In both cases, the premi-
um and the commission should
be stated separately.

Each firm is free to set its
own commission charges, but
the charges must be fully dis-
closed in a manner that is not
misleading. In considering an

option investment, you should
be aware that:

Commission can be
charged on a per-trade
or a round-turn basis,
covering both the pur-
chase and sale.

Commission charges can
differ significantly from
one brokerage firm to
another.

Some firms charge com-
missions per option
transaction and others
charge a percentage of
the option premium,
usually subject to a cer-
tain minimum charge.

Commission charges
based on a percentage of
the premium can be sub-
stantial, particularly if
the option is one that
has a high premium.

Commission charges
can have a major impact
on your chances of mak-
ing a profit.A high com-
mission charge reduces
your potential profit
and increases your
potential loss.

You should fully understand
what a firm’s commission
charges will be and how
they’re calculated. If the
charges seem high—either on
a dollar basis or as a percent-
age of the option premium—
you might want to seek com-
parison quotes from one or
two other firms. If a firm seeks
to justify an unusually high
commission charge on the
basis of its services or per-
formance record, you might
want to ask for a detailed
explanation or documentation
in writing. In addition to com-
missions, some firms will
include a separate charge for
exchange and NFA fees.



Leverage

Just as in futures trading,
leverage plays an important role
in trading options on futures.
The premium paid for an option
is only a small percentage of the
value of the assets covered by
the underlying futures contract.
Therefore, even a small change
in the futures contract price can
result in a much larger percent-
age profit—or a much large per-
centage loss—in relation to the
premium. Consider the follow-
ing example:

An investor pays $200 for a
100-ounce gold call option with a
strike price of $500 an ounce at a
time when the gold futures price is
$500 an ounce. If, at expiration, the
futures price has risen to $503 (an
increase of less than one percent),
the option value will increase by
$300 (a gain of 150 percent on your
original investment of $200).

But always remember that
leverage is a two-edged sword. In
the above example, unless the
futures price at expiration had
been above the option’s $500
strike price, the option would

Option

have expired worthless, and the
investor would have lost 100
percent of his investment plus
any commissions and fees.

Calculating the
Break-Even Price

Before purchasing any
option, it’s essential to deter-
mine precisely what the under-
lying futures price must be in
order for the option to be prof-
itable at expiration (or whenev-
er you choose to offset it). The
calculation isn’t difficult. All you
need to know to figure a given
option’s break-even price is the
following:

The option’s strike price;

The premium cost; and

Commission and other
transaction costs.

Use the following formula to
determine the break-even price
for a call option if you are the
purchaser:

Commission & Break
Strike @ Option @ Transaction © Even
Price  Premium Costs Price

Example: It’s January and
the 1,000 barrel April crude oil
futures contract is currently trading
at around $62.50 a barrel.
Expecting a potentially significant
increase in the futures price over the
next several months, you decide to
buy an April crude oil call option
with a strike price of $63. Assume
the premium for the option is 95¢ a
barrel and that the commission and
other transaction costs are $50,
which amounts to 5¢ a barrel.

Before investing, you need to
know how much the April crude oil
futures price must increase by expi-
ration in order for the option to
break even or yield a net profit
after expenses. The answer is that
the futures price must increase to
$64.00 for you to break even and
to above $64.00 for you to realize
any profit.

(%5/0/(
trike Price §63.00
Fremion + .95

Commission
& Transactin + .05
Costs

gl‘@dz—fl-/'@/( Xé 4 00
Frice
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The option will exactly break
even if the April crude oil futures
price at expiration is $64.00 a
barrel. For each $1 a barrel the
price is above $64.00, the option
will yield a profit of $1,000.

If the futures price at expiration is
$64.00 or less, there will be a loss.
But in no event can the loss exceed
the $1,000 total of the premium,
commission and transaction costs.

The arithmetic for determin-
ing the break-even price for pur-
chasing a put option is the same
as for a call option except that
instead of adding the premium,
commission and transaction
costs to the strike price, you
subtract them.

Option Commission

Break

Strike @ OPtON @ ¢ Transaction® Even

Premium

Price Costs

60

Price

Example: The price of gold is
currently about $500 an ounce, but
during the next few months you
think there may be a sharp decline.
To profit from the price decrease if
you are right, you consider buying a
put option with a strike price of
$495 an ounce. The option would
give you the right to sell a specific
gold futures contract at $495 an
ounce at any time prior to the expi-
ration of the option.

Assume the premium for the put
option is $3.70 an ounce ($370 in
total) and the commission and
transaction costs are $50 (equal to
50¢ an ounce).

For the option to break even at
expiration, the futures price must
decline to $490.80 an ounce or
lower.
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Option ~J
Strike Price  $495.00
Premium ~3.70
Commission

& Transaction  — .50
Costs

Break-Even  ¢490.80
Price '

The option will exactly break
even at expiration if the futures price
is $490.80 an ounce. For each $1 an
ounce the futures price is below
$490.80 it will yield a profit of $100.

If the futures price at expiration
is above $490.80, there will be a
loss. But in no case can the loss
exceed $420—the sum of the pre-
mium ($370) plus commission and
other transaction costs ($50).

61



Factors Affecting the
Choice of an Option

If you expect a price
increase, you’ll want to consider
the purchase of a call option. If
you expect a price decline,
you’ll want to consider the pur-
chase of a put option. However,
in addition to price expecta-
tions, there are two other fac-
tors that affect the choice of
option:

The amount of time
until the expiration of
the option (time value);
and

The option strike price
(intrinsic value).

The length of an option

One of the attractive features
of options is that they allow
time for your price expectations
to be realized. The more time
you allow, the greater likelihood
the option could eventually
become profitable. This could
influence your decision about
whether to buy, for example, an
option on a March futures con-

tract or an option on a June
futures contract.

Bear in mind that the length of
an option (such as whether it has
three months to expiration or six
months) is an important variable
affecting the cost of the option.
An option with more time com-
mands a higher premium.

The option strike price

The relationship between the
strike price of an option and the
current price of the underlying
futures contract is, along with
the length of the option, a major
factor affecting the option premi-
um. At any given time there may
be trading in options with a
half dozen or more strike
prices—some of them below the
current price of the underlying
futures contract and some of
them above.

A call option with a lower
strike price will have a higher
premium cost than a call option
with a higher strike price
because the lower strike price
will more likely and more quickly

become worthwhile to exer-
cise. For example, the right to
buy a crude oil futures contract
at $61 a barrel is more valuable
than the right to buy a crude oil
futures contract at $62 a barrel.

Conversely, a put option with
a higher exercise price will have
a higher premium cost than a
put option with a lower exercise
price. For example, the right to
sell a crude oil futures contract
at $62 a barrel is more valuable
than the right to sell a crude oil
futures contract at $61 a barrel.

While the choice of a call
option or put option will be dic-
tated by your price expectations
and your choice of expiration
month by when you look for the
expected price change to occur,
the choice of strike price is
somewhat more complex.
That’s because the strike price
will influence not only the
option’s premium cost but also
how the value of the option,
once purchased, is likely to
respond to subsequent changes
in the underlying futures con-
tract price. Specifically, options

that are out-of-the-money do not
normally respond to changes in
the underlying futures price the
same as options that are at-the-
money or in-the-money.

Generally speaking, premiums
for out-of-the-money options
do not reflect, on a dollar for
dollar basis, changes in the
underlying futures price. The

change in option

value is usually less.

Indeed, a change

in the underlying

futures price

could have

little effect,

or even

no effect

at all, on

the value of

the option. This

could be the case

if, for instance,

the option re-

mains deeply out-

of-the-money

after the price

change or if

expiration is
near.



After You
Buy an Option

At any time prior to the
expiration of an option,
you can:

Offset the option;

Continue to hold the
option;or

Exercise the option.

Offset the Option

Liquidating an option in the
same marketplace where it was
bought is the most frequent
method of realizing option prof-
its. Liquidating an option prior
to its expiration for whatever
value it may still have is also a
way to reduce your loss (by
recovering a portion of your
investment) in case the futures
price hasn’t performed as you
expected it would, or if the
price outlook has changed.

In active markets, there are
usually other investors who are
willing to pay for the rights your
option conveys. How much
they are willing to pay (it may
be more or less than you paid)
will depend on (1) the current
futures price in relation to the
option’s strike price, (2) the
length of time still remaining
until expiration of the option
and (3) market volatility.

Net profit or loss, after
allowance for commission
charges and other transaction
costs, will be the difference
between the premium you paid
to buy the option and the pre-
mium you receive when you lig-
uidate the option.

Example: In anticipation of rising
sugar prices, you bought a call option
on a sugar futures contract. The pre-
mium cost was $950 and the commis-
sion and transaction costs were $50.
Sugar prices have subsequently risen
and the option now commands a pre-
mium of $1,250. By liquidating the
option at this price, your net gain is
$250. That's the selling price of
$1,250 minus the $950 premium
paid for the option minus $50 in com-

mission and transaction costs.

Fremian /M/Z/ faﬁ option £ 950
Fremiun received when option i /7'7«/2/4 ted & 7250
[nerease v premi £ 300
Less transaction costs £ %0
Net prafit & 250

You should be aware, howev-
er, that there is no guarantee that
there will actually be an active
market for the option at the time
you decide you want to liqui-
date. If an option is too far
removed from being worthwhile
to exercise or if there is too little
time remaining until expiration,
there may not be a market for
the option at any price.

Assuming, though, that
there’s still an active market, the
price you get when you liqui-
date will depend on the
option’s premium at that time.
Premiums are arrived at through
open competition between buy-
ers and sellers according to the
rules of an exchange.
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Continue to Hold
the Option

The second alternative you
have after you buy an option is
to hold an option right up to the
final date for exercising or liqui-
dating it. This means that even if
the price change you’ve antici-
pated doesn’t occur as soon as
you expected—or even if the
price initially moves in the
opposite direction—you can
continue to hold the option if
you still believe the market will
prove you right. If you are
wrong, you will have lost the
opportunity to limit your losses
through offset. On the other
hand, the most you can lose by
continuing to hold the option is
the sum of the premium and
transaction costs. This is why it
IS sometimes said that option
buyers have the advantage of
staying power. You should be
aware, however, that options
typically decline in value as they
approach expiration. (See “Time
Value” on page 55).
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Exercise
the Option

You can also exercise the
option at any time prior to the
expiration of the option. It does
not have to be held until expira-
tion. It is essential to under-
stand, however, that exercising
an option on a futures contract
means that you will acquire
either a long or short position in
the underlying futures con-
tract—a long futures position if
you exercise a call and a short
futures position if you exercise
a put.

Example: You've bought a call
option with a strike price of 70¢ a
pound on a 40,000 pound live cattle
futures contract. The futures price
has risen to 75¢ a pound. Were you
to exercise the option, you would
acquire a long cattle futures position
at 70¢ with a “paper gain” of 5¢ a
pound ($2,000). And if the futures
price were to continue to climb, so
would your gain.

hold
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offset

But there are both costs
and significant risks involved in
acquiring a position in the
futures market. For one thing,
the broker will require a margin
deposit to provide protection
against possible fluctuations in
the futures price. And if the
futures price moves adversely
to your position, you could be
called upon—perhaps even
within hours—to make addi-
tional margin deposits. There is
no upper limit to the extent of
these margin calls.

Secondly, unlike buying an
option, which limits potential
losses, a futures position has
potentially unlimited risk. The
further the futures price moves
against your position, the larger
your loss.

Even if you were to exercise
an option with the intention of
promptly liquidating the futures
position acquired through exer-
cise, there’s the risk that the
futures price which existed at
the moment may no longer be
available by the time you are
able to liquidate the futures
position. Futures prices can and
often do change rapidly.

For all these reasons, only a
small percentage of option
buyers elect to realize option
trading profits by exercising an
option. Most choose the alter-
native of having the broker off-
set—i.e., liquidate—the option
at its currently quoted premium
value.
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Who Sells
(Writes)

Options and Why

Up to now, we have
discussed only the buying of
options. But it stands to

reason that when someone \‘

buys an option, someone
else sells it. In any given
transaction, the seller may
be someone who previous-
ly bought an option and is
now liquidating it. Or the
seller may be an individual
who is participating in the
type of investment activity
known as options writing.
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option

and he v
amount o

writing

Example: At a time when the
March U.S. Treasury Bond futures
price is 125-00, an investor expect-
ing stable or lower futures prices
(meaning stable or higher interest
rates) earns a premium of $400 by
writing a call option with a strike
price of 129. If the futures price at
expiration is below 129-00, the call
will expire worthless and the option
writer will retain the entire $400
premium. His profit will be that
amount less the transaction costs.

While option writing can be
a profitable activity, it is also an
extremely high risk activity. In
fact, an option writer may have
an unlimited risk. Except for the
premium received for writing
the option, the writer of an
option stands to lose any amount
the option is in-the-money at
the time of expiration (unless
he has liquidated his option
position in the meantime by
making an offsetting purchase).
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In the previous example, an
investor earned a premium of $400
by writing a U.S. Treasury Bond call
option with a strike price of 129. If,
by expiration, the futures price has
climbed above the option strike
price by more than the $400 premi-
um received, the investor will incur
a loss. For instance, if the futures
price at expiration has risen to 131-
00, the loss will be $1,600. That's
the $2,000 the option is in-the-
money less the $400 premium
received for writing the option (not
including transaction costs).

As you can see from this
example, option writers as well
as option buyers need to calcu-
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late a break-even price. For the
writer of a call, the break-even
price is the option strike price
plus the net premium received
after transaction costs. For the
writer of a put, the break-even
price is the option strike price
minus the premium received
after transaction costs.

An option writer’s potential
profit is limited to the amount
of the premium less transaction
costs.The option writer’s poten-
tial losses may be unlimited.And
an option writer may need to
deposit funds necessary to
cover losses as often as daily.

Opportunity and Risk: An Educational Guide

Option writing as an investment is absolutely inappropri-
ate for anyone who does not fully understand the nature
and the extent of the risks involved and who cannot afford
the possibility of a potentially unlimited loss. It is also possi-

ble in a market where prices are changing rapidly that an
option writer may have no ability to control the extent of
his losses. Option writers should be sure to read and thor-
oughly understand the Risk Disclosure Statement that is
provided to them.
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