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CHAPTER 1 INTRODUCTION

This booklet relates solely to options issued by The Options Clearing Corporation ("OCC"), and dl
references 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 future, options may be traded on other markets
within or outside the United States. The markets on which options are traded at any given time are
referred to in this booklet as the "options markets.”

OCC is aregistered 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 members, 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 jurisdiction of U.S. courts.

What isan option? An option isthe right either to buy or to sall a specified amount or value of a
particular underlying interest at a fixed exercise price by exercisng the option before its specified
expiration date. An option which gives aright to buy isacall option, and an option which gives aright to
sl isaput option. Calsand 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 common stock of the XY Z Corporation at a specified
exercise price would be an XY Z call option. An option to sl 100 shares of common stock of the XY Z
Corporation at a specified exercise price would be an XY Z put option.

There are two different kinds of options -- physica delivery options and cashsettled options. A physica
delivery option gives its owner the right to receive physica ddlivery (if itisacdll), or to make physica
ddivery (if it isaput), 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 the difference between a determined value of
the underlying 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 vaue of the underlying
interest at exercise -- 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
vaue 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 underlying interests. equity securities, stock indexes,
government 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
expiration date, the exercise price, whether the option isacal or a put, whether the option is a physica
ddivery 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 adjustment provisons. These
standardized terms are generally described in Chapter 11. Each U.S. options market publishes
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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 al fixed in
advance. Rather, subject to certain limitations, the parties to transactions in these options may designate
certain of the terms. These flexibly structured options are discussed in Chapter VI of this booklet.)

Options having the same standardized terms are identical and comprise an options series. The
standardization 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 sdlling 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 functioning 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 same
time. Optionsthat are so traded are called multiply-traded options. Options traded on a U.S. options
market may aso be traded on aforeign options market. These options are referred to as internationally -
traded options. Multiply-traded and internationaly-traded options can ordinarily be purchased and

written, 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 al markets at any given time.

If an options market learns that a particular underlying interest no longer meets its requirements for
options trading or is not eigible for trading in dl U.S. jurisdictions, or if an options market decides to
discontinue 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 previoudy introduced, athough
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 markets 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. Moreover, when there are unusua market conditions,
an options market may authorize trading to continue for a substantialy longer period than under normal
conditions. Trading in an expiring option may close a 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 exchange trading hours. For example, underlying foreign 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 brokerage firms to distribute, a booklet that briefly and
generaly describes the characterigtics of options and the risks to investors of maintaining positionsin
options. Options are versatile instruments that can be used in awide 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 investor'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 investment strategies or to reduce risk. Numerous other publications, including some prepared by
the U.S. options markets that are available upon request, contain discussions of the uses and potential
benefits of options and of the various trading and investment strategies that can be employed with

options. Readers who wish to balance the generd discussion of risks that is contained in this booklet with



adiscussion 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, areader who is
interested in options on equity securities should fully read not only Chapter 111, but aso should read
Chapters !, VIII and I1X, aswell as the discussion of risksin Chapter X. Readers should aso be aware
that, although this booklet seeks to describe the various characteristics of options and the risks that are
unique to being an investor in options, there are many matters which are beyond the scope of this booklet
that are not discussed. Chapter XI contains a discussion of the scope and limitations of this booklet.

CHAPTER 2 OPTIONSNOMENCLATURE

This chapter contains a description of the standardized terms, and of some of the specia 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, cdl options, put options, physica delivery options, cashsettled
options, options series, multiply-traded options and internationaly-traded options -- have been defined in
Chapter |. Readers interested in those definitions should consult that chapter.

OPTION HOLDER; OPTION WRITER--The option holder isthe person who buys the right conveyed
by the option.

EXAMPLE: The holder of aphysica ddivery 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 aphysical delivery XY Z put option has the right to sell shares of XY Z 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 gption writer is sometimes referred to as the option seller. An option writer who has been
assigned an exercise is known as an assigned writer.

EXAMPLE: If aphysical ddivery XYZ cal 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 aphysical 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 optionis
exercised, the assigned writer must pay the cash settlement amount.

No certificates are issued to evidence options. Investorslook 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
performance 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 option holders under the system
are matched by the aggregate obligations of option writers.



The OCC system is designed so that the performance of al options is between OCC and a group of firms
called Clearing Members that carry the positions of al option holders and option writersin their accounts
at OCC. To qudify as aClearing Member, afirm must meet OCC's financia 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 financia strength of
the Clearing Members, the collatera that they deposit, the obligations 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 referred to in paragraph 1 of
Chapter XI.

EXERCISE PRICE--In the case of a physica delivery option, the exercise price (which is sometimes
caled 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 physica ddivery XYZ 40 cal option gives the option holder the right to purchase 100
shares of XYZ stock at an exercise price of $40 ashare. A physical delivery XY Z 40 put option gives the
option holder the right to sell 100 shares of XY Z common stock at an exercise price of $40 a share.

The exercise price of a cashsettled 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 established by the options market on which that seriesis 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 options markets generally have authority to introduce
additional series of options with different exercise prices based on changesin the value of the underlying
interest, or in response to investor interest, or in unusual market conditions, or in other circumstances.

EXPIRATION DATE--Thisis 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 Europeantstyle 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 expiration
date.

A capped option will be automaticaly 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 Europeanstyle options,
during a specified period before expiration. This period is the expiration date for al capped options
traded at the date of this booklet. The specia terminology applicable to capped options is discussed at the
end of this chapter.



European-style or capped options having an expiration 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 securitiesis 100 shares. Thus, aphysica delivery XYZ 50 cdl will give its holder the
right upon exercise to purchase 100 shares of XY Z at $50 per share. If the option istrading at a premium
of, say, $4 per share, then the aggregate premium for a single option contract would be $400.

The contract size of a cash-settled option is determined by the multiplier that is fixed by the options
market on which the options seriesistraded. 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, amultiplier of 100 means that for each point by which a cash-settled
option isin the money upon exercise, there is a $100 increase in the cash settlement amount. Similarly, if
an option with amultiplier of 100 istrading at a premium of, say, $4, then the aggregate premium for a
single option contract would be $400.

EXERCI SE--If the holder of aphysica deivery option wishes to buy (in the case of acal) or sdl (inthe
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 exercised. In order to exercise most options,
option holders 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 VIII.
Every option holder should understand this process and should learn his brokerage firm's procedures
concerning exercise, and its exercise 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
certain cash-settled options provide for automatic exercise in specified circumstances. Other options
having automatic exercise provisons may be introduced for trading in the future.

The rules of the options markets generdly limit the total number of puts or cals 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 assign the exercise in accordance with its rulesto 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 awriter 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 sall (in the case of aphysical ddlivery cal) 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 settlement amount. The assignment process is discussed further in Chapter VIII.

CASH SETTLEMENT AMOUNT, SETTLEMENT CURRENCY and EXERCISE SETTLEMENT
VAL UE--The cash settlement amount is the amount of cash that the holder of a cash-settled option is
entitled to receive upon exercise. It isthe amount by which the exercise settlement value of the
underlying interest of a cashtsettled 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 underlying interest, multiplied by
the multiplier for the option.



EXAMPLE: Assume that a holder of a cash-settled call on the XY Z index that has an exercise price of
80 exercises it when the exercise settlement value of theindex is 85. If the multiplier for XY Z index
options is 100, the assigned writer would be obligated to pay, 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 caled the settlement currency. The
settlement currency for all cashrsettled options with standardized terms that are trading at the date of this
booklet isU.S. dollars. It is possible that another currency will be the settlement currency for some
options introduced in the future.

The manner of determining the exercise settlement value for a particular option seriesis fixed by the
options market on which the seriesistraded. The exercise 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 determining exercise settlement values for particular options
series on specified days or on all days. These changes may be made applicable to series outstanding at
the time the changes become effective. Alternatively, an options market might phase in a change in the
method of determining exercise settlement values by opening new series of optionsidentical to
outstanding series in all respects other than the method for calculating exercise settlement values. Such
new series would trade alongside the old series until both series expire, but the two series would not be
interchangeable. In the future, options markets may, subject to regulatory approval, introduce options
whose exercise settlement values may not exceed a specified maximum amount.

ADJUSTMENT and ADJUSTMENT PANEL --Adjustments 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 o,
what the adjustment should be, is made by a mgjority 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 seriesis
traded and one representative of OCC, who votes only to break atie. Every determination by an
adjustment pand is within its sole discretion and is binding on al investors.

PREM UM --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 isthe price set by the holder and writer, or their brokers,
in atransaction in an options market where the gption is traded. It is not a standardized term of the
option. The premium does not constitute a "down-payment.” It is smply and entirely a nonrefundable
payment in full -- from the option holder to the option writer -- for the rights conveyed 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 underlying interest and the relationship between that
value and the exercise price, the current values of related 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 voldtility of the
underlying interest, 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 aforeign 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
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underlying interest and related interests, the individual estimates of market participants of future

devel opments that might affect any of the foregoing, and other factors generally affecting the prices or
volatility of options, underlying interests, related interests or securities generally. Also see the discussion
below of "Intrinsc Vaue and Time Vaue." Readers should not assume that options premiums will
necessarily conform or correlate with any theoretical options pricing formula, chart, last sale, or the prices
of the underlying interest, related interests or other options at any particular time.

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

OPENING TRANSACTION--Thisis a purchase or sale transaction by which a person establishes or
increases a position as either the holder or the writer of an option.

CLOSING TRANSACTION--Thisis atransaction 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 XY Z 50 call a an aggregate premium of $500. By
September the market price of the option has increased to $700. To seek to redlize his $200 prdfit, the
investor can direct his broker to sell an offsetting December XY Z 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 till
decide to el 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 making closing transactions because the
transaction costs of the closing transactions may be lower than the transaction costs associated with
exercises, and because closing transactions may provide an opportunity for an option holder to redlize 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 (except for the possibility of
automatic exercise of a capped option) the holder's only means of redlizing profit or loss on the option
when the option is not exercisable is by sdlling the option in a closing transaction.

POSITION LIMITS--The rules of the options markets generaly limit the maximum number of options
on the same side of the market (i.e., calls held plus puts written, 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 position limits -- differ for optionson
different underlying interests. Information concerning the position limits for particular optionsis
available from the options market on which those options are traded or from brokerage firms.

COMBINATIONS; SPREADSand STRADDL ES--Combination positions are positions in more than
one option at the same time. Spreads and straddles are two 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 cal 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 person’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 cal 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: Anindividua owns 100 shares of XY Z common stock. If he writes one physical delivery
XYZ cdl option -- giving the cdl holder the right to purchase 100 shares of the stock at a specified
exercise price -- thiswould be a covered cal. If he writestwo such XY Z calls, one would be covered and
one would be uncovered.

The distinction between covered and uncovered call writing positions is important since uncovered call
writing can involve substantially grester 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
therisk of the option he has written. However, the spread may not offset dl of the risk of the uncovered
writing position. For example, if the long portion of the spread has a 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 till be exposed to significant risks from his uncovered writing 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 cadl 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 XY Z stock is $43, an XY Z 40 call would be in the money by
$3.

OUT OF THE MONEY--If the exercise price of acal 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 VAL UE--It is sometimes useful to consider the premium of an option
as consisting of two components. intrinsic value and time value. Intringc value reflects the amount, if
any, by which an option isin the money. Time value iswhatever the premium of the option is in addition
to itsintrinsc vaue. An American-style option may ordinarily be expected to trade for no less than its
intringc value prior to its expiration, athough occasionally an American-style option will trade at less

than itsintrinsic 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 atime when the current market price of
XYZ stock is $46 a share, an XY Z 40 call would have an intrinsic value of $6 ashare. |f the market price
of the stock were to decline to $44, the intrinsic value of the 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 atimewhen the current market price of XYZ
stock is $46 a share, an XY Z 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 vaue.

EXAMPLE OF TIME VALUE: At atime when the market price of XYZ stock is $40 ashare, an XYZ
40 cal may have a current market price of, say, $2 ashare. Thisisentirely time value.
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An option with intringc value may often have some time value as well -- that is, the market price of the
option may be greater than itsintrinsic value. This could occur with an option of any style.

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

An option's time value is influenced by severa factors (as discussed above under "Premium™), including
the length of time remaining until expiration. An option isa"wasting" asset; if it is not sold or exercised
prior to its expiration, it will become worthless. As a consequence, al 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
smilar in al other respects.

An American-style option's time value is aso influenced by the amount the option isin the money or out
of the money. An option normally has very little time vaue if it is substantialy in the money. Although
an option that is subgtantialy out of the money has only time value, the amount of that time value is
normally less than the time vaue 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 the same, options on more volatile interests command higher premiums than options on less volatile
interests.

Time vaue is aso influenced by the current cost of money. Increasesin 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 premiums for puts.

The following is a description of the terminology applicable to capped options:

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

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

EXAMPLE: A 360 ABC capped cal 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 interva of 20.
The put option has a cap price of 290.

AUTOMATIC EXERCISE VAL UE--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 XY Z 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 automatic exercise value on the XY Z index, and that the
index level reaches alow 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
triggered, 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 vaue.

CASH SETTLEMENT AMOUNT--Thisis 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
automatically 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 acal) or islessthan (in the case of a put) the cap price. If the capped optionis
voluntarily exercised at expiration, the cash settlement amount is determined in the same manner as for
other styles of cash-settled options.

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

EXAMPLE: A 360 ABC capped cdl index option has a cap interval of 30 and amultiplier 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 settlement amount of $700 (equd to the multiplier of
100 times the difference between the exercise settlement value of 367 and the exercise price of 360).

CHAPTER 3 OPTIONSON EQUITY SECURITIES
8§ 3-1 Optionson 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
Depository Receipts' and "American Depository Shares' representing interests in foreign entities, and
preferred stocks. Options are available on exchange-traded equity 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 exchanges. The NASDAQ stock market is
primarily an inter-dealer trading system as contrasted with exchange auction markets.

Issuers of underlying equity securities do not participate in the selection of their securities for options
trading (although some options markets may determine not to select an underlying security without the
consent of the issuer of that security). Issuers of underlying 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 interested
in buying or writing stock options should carefully read that chapter.

§ 3-2 Features of Stock Options

Each stock option generally covers 100 shares of the underlying security, athough, 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 exercise price and aggregate premium of that option.
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EXAMPLE: An XYZ 40 cdl gives the buyer the right to purchase 100 shares of XY Z stock at a price of
$40 per share, or atotd price of $4,000.

In the future, stock options may, with regulatory approval, be introduced that have exercise pricesin a
foreign currency.

Adjustments may be made to certain of the standardized terms of outstanding stock options when certain
events occur, such as a stock dividend, stock distribution, stock split, reverse stock split, rights offering,
distribution, reorganization, recapitalization, reclassfication 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 genera 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
appropriate to any of the general adjustment rules.

As agenerd rule, no adjustment is made for ordinary cash dividends or distributions. A cash dividend or
digtribution by most issuers will generally be considered "ordinary" unless it exceeds 10% of the
aggregate 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 dividends 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 distributions earned on the underlying securities during
the time prior to exercise. However, acall holder becomes entitled to the dividend if he exercises the
option prior to the ex-dividend date even though the assigned writer may not be notified that he was
assigned an exercise until after the ex-date. Because call 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.

Asagenera rule, stock dividends, stock distributions and stock splits can result in an adjustment in the
number of underlying shares or the exercise price, or both.

EXAMPLE: Aninvestor bought an XY Z 60 option -- either acall or aput -- and XY Z Corporation
subsequently 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 adjusted 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 asa 2 for 1 stock split -- as a general rule the number of underlying sharesis not
adjusted. Instead, the number of outstanding options is proportionately increased and the exercise priceis
proportionately decreased.

EXAMPLE: Beforea?2 for 1 stock split, an investor holds an option on 100 shares of XY Z stock with an
exercise price of $60. After adjustment for the split, he will hold two XY Z 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
example, in cases where the issuer of the underlying security 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 dividends as though they were ordinary
cash dividends and to make no adjustment for them.
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Asagenerd 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 eiminate fractional shares. In the
latter case, the exercise price may be further adjusted to compensate for the elimination of the fractiona
shares.

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

EXAMPLE: If XYZ "spins off" its subsidiary ABC by distributing to its stockholders 2.5 shares of ABC
stock for each share of XY Z stock, outstanding XY Z options might be adjusted to require delivery of 100
shares of XY Z stock plus 250 shares of ABC stock.

Alternatively, the exercise prices of outstanding options 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 aso result in adjustments. If al of the outstanding shares of an
underlying security are acquired in amerger or consolidation, outstanding options will as a generd rule
be adjusted to require delivery of the cash, securities, or other property payable to holders of the
underlying security as aresult of the acquisition.

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

When an underlying security iswholly 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, asa
generd rule, be further adjusted to call for any securities distributed as interest or dividends on such debt
security or preferred stock.

When an underlying security is converted into aright to receive a fixed amount of cash, options on that
security will generdly be adjusted to require the delivery upon exercise of afixed amount of cash, and
trading in the options will ordinarily cease when the conversion becomes effective. As aresult, after such
an adjustment is made al options on that security that are not in the money will become worthless and al
that are in the money will have no time value. If the option is European-style (as may be the case for a
flexibly structured stock option designated as a European-style option), the expiration date of the option
will ordinarily be accelerated to fal on or shortly after the date on which the conversion of the underlying
security to aright to receive cash occurs. Holders of an in the money option whose expiration date is
accelerated must be prepared to exercise that option prior to the accelerated exercise cut off timein order
to prevent the option from expiring unexercised. Writers of Europeantstyle options whose expiration date
is subject to being accelerated bear the risk that, in the event of such an acceleration , they may be
assigned an exercise notice and be required to perform their obligations as writers prior to the origina
expiration date. When the expiration date of a Europeartstyle option is accelerated, no adjustment will be
made to reflect the accel erated expiration date. There is no assurance that the exercise settlement date for
an accelerated option will coincide with the date that the cash payment to the holders of the underlying
security becomes available from the issuer of the underlying security. Covered writers of an accelerated
option may therefore be required to pay the cash amount in respect of the option before they receive the
cash payment on the underlying security.

Asagenerd rule, adjustments are not made for tender offers or exchange offers, whether by the issuer or
athird party, and whether for cash, securities (including issuer securities), or other property. This
presents arisk for writers of put options, because a successful tender offer or exchange offer (whether by
the issuer or by athird 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 options are exercised after the expiration of the offer.
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Asagenerd rule, adjustments will not be made to reflect changes in the capital structure of the issuer
where al 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.

Asagenerd 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.

CHAPTER 4 INDEX OPTIONS

8 4-1 About Indexes

Asreferred 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 avariety of interests, such as stocks and other equity
securities, debt securities and foreign currencies, and even to measure the cost of living, indexes on equity
securities (which are called stock indexes) are among the most familiar, and they are the only indexes that
underlie 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 various sources, including securities markets. An index

may be designed to be representative of the stock market of a particular nation as awhole, of securities
traded in a particular market, of a broad market sector (e.g., industrials), or of a particular industry (e.g.,
electronics). Anindex may be based on the prices of al, or only a sample, of the securities whose prices
it isintended to represent. Indexes may be based on securities traded primarily in U.S. markets, securities
traded primarily in aforeign market, or a combination of securities whose primary markets are in various
countries.

A stock index, like acogt 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).

The base may be adjusted from time to time to reflect 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 adjustments are generaly designed so that the index level
will change only as aresult of price changes of constituent 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 representative of the types of stocks constituting the index.
Securities may also be added to an index from time to time. Adjustmentsin the base level of an index,
additions and deletions of constituent securities, and similar 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 pand's
determination, may cause significant 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 "capitdization weighted."
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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 calculation, changes in the prices of the
securities of larger corporations will generally have a greater influence on the level of acapitdization
weighted index than price changes affecting smaller corporations.

Other methods may be used to calculate stock indexes. For example, in one method known as "equal-
dollar weighting," the index is established by establishing 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 al constituent securities by a fixed index divisor.
Thereafter, the number of shares of the constituent securities and the index divisor are adjusted at periodic
intervals in order to have each constituent security continue to represent an approximately equal dollar
vaue in the index without distorting the level of the index.

Another method of calculation is smply 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
measures daily percentage movements of prices by averaging the percentage price changes of al
securities included in the index.

Investors should keep in mind that an index can respond only to reported price movementsin its
constituent securities. Anindex will therefore reflect the stock market as awhole, or particular market
segments, 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 securities, as measured by the index, reflect price
movements 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 securities of the index, including, among

other things, applicable laws, regulations and trading rules, the market-making and order processing
systems of those markets, the liquidity and efficiency of those markets, and the prices and price behavior
of futures contracts on that index or arelated 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 options. These transactions and the resulting impact
may occur at any time -- and may accompany significant changesin 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 positionsin securities included in the
index may attempt to liquidate their securities positions at or near the time for determining the final
exercise settlement vaue of the options or futures contracts. The resulting orders to liquidate these
securities might result in significant changesin 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.

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 options may wish to inform themselves about the exact
method for caculating each index involved. Information 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 generaly available from the options
market where the options are traded.

The vaue leve of every index underlying an option -- including the exercise settlement value -- is the
value of the index as reported by the reporting authority designated by the options market where the
option is traded as the officia source for determining that index's value. Unless OCC directs otherwise,
every value asinitialy reported by the reporting authority is conclusively presumed to be accurate and
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deemed to be final for the purpose of calculating the cash settlement amount, even if the valueis
subsequently revised or determined to have been inaccurate.

Most indexes on which options are traded are updated 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 option may be traded in the options markets a a
time when some, or even a substantia portion, of the constituent securities of the underlying index are not
trading or when there is alag in the reporting of pricesin some or al of the constituent securities. In
those circumstances, the current reported index level will be based on non-current information, since its
calculation will be based on the last reported prices for al constituent securities even though trading or
price reporting in some of those securitiesis not current.

8§ 4-2 Featuresof 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 cashsettled index option contract is
determined by the multiplier of the option. If the option market on which an option seriesis traded

should decrease the multiplier for the series, an adjustment pane may adjust outstanding options of that
series.

The exercise prices and premiums of the index options that are traded at the date of this booklet are
expressed in U.S. dollars. Subject to regulatory approval, trading in index options whose exercise prices
or premiums are expressed in aforeign currency may be introduced in the future. The total exercise price
for asingle 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
determine 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 cdl at 2-1/8. The multiplier for that option is
100. The aggregate dollar anount of the premium is $212.50 ($2-1/8 times 100 = $212.50). Had the
options market used a multiplier of 200, a premium of 2-1/8 would have meant an aggregate premium of
$425.00.

The exercise settlement values of stock index options are determined by their reporting authoritiesin 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 constituent securities on the day of exercise. If an optionis
exercised on aday that is not scheduled as atrading day for the constituent securities of the index, the
exercise 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 congtituent securities on the last prior day that is scheduled
asatrading day. If aparticular constituent security does not open for trading on the day the exercise
settlement value is determined, the last reported price of that security isused. Other means for
determining the exercise 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 avaue fixed by aforeign exchange.

Investors should be aware that the exercise settlement value of an index option that is derived from the
opening prices of the congtituent securities may not be reported for severa hours following the opening of
trading in those securities. A number of updated index levels may be reported at and after the opening
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before the exercise settlement value is reported, and there could be a substantial divergence between those
reported index levels and the reported exercise settlement value.

Investors should aso be aware that there is no single opening or closing price for securities primarily
traded in the NASDAQ stock market. A price of a NASDAQ security that is used in determining the
level on a particular day of an index that includes the security will not necessarily be the price at which a
majority of opening or closing trades in that security were effected on that day.

The principa risks of holders and writers of index options are discussed in Chapter X. Readers interested
in buying or writing index options should carefully 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.”

CHAPTER 5 DEBT OPTIONS

§ 5-1 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 holders the right either to purchase or sell a specified
underlying debt security or to receive a cash settlement payment based on the value of an underlying debt
security (depending on whether the options are physical delivery or cashrsettled options). The other kind,
cdled 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 distinctions 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 interested
in buying or writing debt options should not only read this chapter but should aso carefully read Chapter
X, particularly the discussions under the headings "Risks of Option Holders," "Risks of Option Buyers,”
"Other Risks," and "Specid Risks of Debt Options.”

8§ 5-2 Rates, Yieldsand Prices of Debt Securities

To understand debt options, an investor should understand the relationship between the rates or yields,
which are different ways of expressing return on debt securities, and prices of debt securities. (Coupon
interest rates of a debt security express return as a percentage of the principal amount (par value) of the
security. Yields express return (or projected return) as a percentage of the amount invested.) This
relationship, smply stated, is that prices of debt securities move inversely to changesin rates. Declining
rates, whether on long-term bonds or money market instruments, will generally cause prices of
outstanding debt securities to increase. Conversely, rising rates across a particular maturity spectrum will
generdly cause the prices of outstanding debt securities of that maturity to decline.

EXAMPLE: A 30-year Treasury bond pays interest at a 12% coupon rate. The only time prior to
maturity 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 decline to 10%, the price of the 12%
bond could be expected to rise substantialy above par, since it would yield 10% at a price of 120.
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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 vaue of price-based debt options can be
expressed as follows:

Cdl - Put
Cdl Put-

Prices -
Prices

Interest Rates (Yields)
Interest Rates (Yields) -

In contrast, the exercise settlement value of ayield-based option is based on the difference between the
vaue 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
yield is derived decline), and puts become more valuable as yields decline (and prices of such securities
increase). These relationships can be expressed as follows:

Cdl ~  Put-
Cdl - Put

Prices -
Prices™

Interest Rates (Yields)
Interest Rates (Yields) -

8 5-3 Treasury Securities

The underlying debt securities of price-based options and the debt securities from which the underlying
yields of yield-based options are derived are al Treasury 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-
annudly. Bonds are issued for maturities of more than ten years (although many issues are calable 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 priceis
established by bidding and may be above or below par value. Occasionaly the Treasury will "reopen” an
outstanding issue by auctioning additiona principa amounts. Government securities dealers make
secondary markets in virtualy al outstanding issues, but market activity 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 sdllsbillsat 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 billsis commonly expressed in terms of a discount rate which represents an
annudization (based on a 360-day year) of the percentage discount at which the bills are sold.

EXAMPLE: If a13-week (91-day) Treasury bill with a principa amount of $1,000,000 is sold for
$970,000, the actua 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 aregular basis, typicaly at weekly intervals for 13-week and 26-
week bills and every four weeks for 52-week bills. While dedlers maintain secondary marketsin all

outstanding Treasury hills, activity tends to center in the most recently auctioned issues. These are
commonly referred to as the "current” 13-week, 26-week, and "year" hills, respectively.

§ 5-4 Yield-Based Options
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All yidd-based options being traded at the date of this booklet are cash-settled European-style options.
The underlying yield of these optionsis 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 determined in accordance with a method specified by the options market on which the option is
traded. If such security isa Treasury hill, 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 atrue yield.) Underlying yield is stated in terms of ayield 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
standardized 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 security of the designated maturity that has the longest remaining 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. Because 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. However, 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 remaining
life.

EXAMPLE: Yidd-based options whose yield is based on 5-year Treasury notes expiring in December
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 September 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 settlement 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 norma market sources. Current yield indicator vaues based upon a sampling of bid and
asked quotations from primary dedlers are disseminated at frequent intervals during the trading day by an
options reporting source. Exercise settlement values for yield-based options whose underlying yieds 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 Reserve Bank of New Y ork.

The aggregate cash settlement amount that the assigned writer of a yield-based option is obligated to pay
the exercising option holder is the difference between 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
designated 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 expressed in terms of the yield indicator. For example, an
exercise price of 82.50 would represent ayield of 8.25%.

Each point of premium will correspond to .1% inyield. The dollar value of the premium for asingle
yied-based option will equa the quoted premium multiplied by the dollar vaue of the option multiplier.
Thus, a premium of 2%vould equal a premium of $250 for an option having a multiplier of 100, or
$5000 for an option having amultiplier of 2000.

The premiums of yield-based options are affected by the factors discussed under "Premium” in Chapter 11.
Because yield-based options are European-style options and the underlying yidd is determined from the
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most recently auctioned Treasury security with the longest remaining life, amgjor factor affecting the
pricing of such gptionsis likely to be the estimates of market participants of the anticipated yield at
expiration, 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 issuance
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
decrease the multiplier for the option, the adjustment panel has discretion to adjust outstanding options
affected 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 discussion of the risks involved in trading hdts, see the
discussion in Chapter X under "Other Risks."

CHAPTER 6 FOREIGN CURRENCY OPTIONS

8 6-1 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
another 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-
denominated foreign currency options, are options to purchase or sall underlying foreign currencies for

U.S. dollars, and their exercise prices represent the exchange 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 sdll 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 ddivery
options, trading has been introduced in cash-settled foreign currency options. These options are discussed
below under " Cash-Settled Foreign Currency Options.”

The term "foreign currency” includes not only the currencies of individua nations, but aso the European
Currency Unit ("ECU"). The ECU, which is composed of specified amounts of various European
currencies, is the officiad medium of exchange of the European Economic Community's European
Monetary System and is primarily intended for use in international commerce. As used in this booklet,
the term "sovereign government™ includes the European Economic Community.

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
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should aso carefully read Chapter X, particularly the discussions under the headings "Risks of Option
Holders," "Risks of Option Buyers," "Other Risks," and "Specia Risks of Foreign Currency Options.”

8§ 6-2 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
chapter 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 forma or informal
governmental exchange rate control mechanisms. Exchange rates of most Western nations are permitted
to fluctuate in value relative to the U.S. dollar and to each other. It must be kept in mind, however, that
sovereign governments rarely voluntarily allow their currencies to float fregly in response to economic
forces. To the contrary, sovereign governments use a variety of techniques, such as intervention by a
country's central bank or imposition of regulatory controls, to affect the exchange rates of their currencies.
Thus, a specid risk in trading options on foreign currencies is that governmental actions might be
instituted which could interfere with freely determined currency valuation or even with movement of
currencies across borders. These risks are specifically addressed under " Specia Risks of Foreign
Currency Options' in Chapter X.

The market in foreign currencies exists in every large financia 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 regulation 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
equivaent to $1 million to $5 million, and the market is not structured for trading or delivery of smdl
amounts of currency. While a"retail market" for foreign currencies is available for tourists and others
engaged in smaller transactions, the prices available in that market are only generally related to pricesin
the "wholesadle" 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.

8 6-3 Special Characteristics of Foreign Currency Options

Foreign currency options, like other options, provide opportunities for investment and pose risks to
investors as aresult of fluctuations in the value of the underlying interest. Just as certain options on
equity securities are priced in relation to the price of the underlying security, dollar-denominated foreign
currency option prices will generally depend in significant part on the U.S. dollar vaue of the underlying
foreign currency. 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 currency can be summarized as follows:

1. If the vaue 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 decreases in relation to the trading currency, call
premiums will normally decrease and put premiums increase.

EXAMPLE: Assume adollar-denominated call option gives its holder the right to purchase British
pounds at $1.35 each. At expiration, that option will have intrinsic vaue if the price of the British pound
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isabove $1.35. At the sametime, it will have no intrinsic value if the price of the pound is equd to or
below $1.35. The change in the price of British pounds may result from a change in the value of the U.S.
dollar relative to al other currencies ("strong” dollar, "weak" dollar), from a change peculiar to the British
pound (“strong” pound, "weak" pound), or from a combination of the two. In any case, the final measure
of the intrinsic value of the option will be the value of the British pound relative to the U.S. dollar.

EXAMPLE: Assume across-rate cdl option givesits holder the right to purchase British pounds a 2.50
German marks ("DM") each. At expiration, that option will have intringc value if the price of the British
pound in German marks is above DM2.50. It will have no intrinsic vaue if the price is equal to or below
DM2.50 at that time. Changes in the exchange rate between German marks and British pounds may
result from changes in the value of German marks relative to other currencies generally, from changesin
the value of the British pound, or from a combination of the two. In any case, the intrinsic vaue of the
option will be determined by the vaue of the British pound relative to the German mark, and not to the
U.S. dollar or any other currency. However, asis noted in the following section, fluctuations in the value
of the trading currency relative to other currencies may significantly affect investors who intend to
convert their gains or losses into one of those other currencies.

Readers should note that the various expiration dates for foreign currency options are different from the
expiration dates for options on other underlying interests. Readers should determine the expiration date
of each foreign currency option they wish to buy or write.

8 6-4 Special Featuresof Dollar-Denominated Foreign Currency Options

The amount of the foreign currency underlying each foreign currency option (i.e., the unit of trading) is
specified by the options market on which the option is traded.

Exercise prices for currently available dollar-denominated options on foreign currencies other than the
Japanese yen are stated in U.S. cents per unit of foreign currency. Exercise prices for dollar-denominated
Japanese yen options are expressed in hundredths of U.S. cents per unit. In order to determine the total
exercise price per contract, it is necessary to multiply the stated exercise price by the unit of trading of the

particular option.

EXAMPLE: A dallar-denominated put covering 31,250 British pounds with an exercise price of 130

would entitle the holder to sell the underlying pounds for an aggregate exercise price of $40,625 ($1.30
multiplied by 31,250).

EXAMPLE: A dollar-denominated call covering 6,250,000 Japanese yen with an exercise price of 94
would entitle the holder to buy the underlying yen for an aggregate exercise price of $58,750 ($.0094
multiplied by 6,250,000).

Because the issuer of a particular foreign currency may unilateraly issue a new currency to replace its
existing currency or ater the exchange rate or exchange characteristics of its existing currency with
respect to other currencies, an adjustment panel has the discretion to adjust the terms of the options on
such foreign currency. (At the date of this booklet, the representative of OCC on an adjustment panel has
the power to vote on adjustments to all foreign currency options whether or not the votes of the other
panel membersresult in atie)) Ordinarily, the terms of foreign currency options will not be adjusted to
reflect a devauation or revaluation of acurrency. The monetary authorities of the European Economic
Community may change the weighting and identity of the currencies comprising the ECU from time to
time. Except in extraordinary circumstances, the terms of ECU options will not be adjusted to reflect
such changes.

Premiums for currently available dollar-denominated options on foreign currencies other than the French
franc and the Japanese yen are expressed in U.S. cents per unit of foreign currency.
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EXAMPLE: If adollar-denominated option covering 62,500 Swiss francs is purchased at a premium of
.81, the cost of the option will be $506.25 (.81 cents, or $.0081, times the unit of trading of 62,500).

Premiums for currently available dollar-denominated French franc options are expressed in tenths of U.S.
cents.

EXAMPLE: If adollar-denominated option covering 250,000 French francsis purchased at a premium
of .65, the cost of the option will be $162.50 (.065 cents, or $.00065, times the unit of trading of 250,000).

Premiums for currently available dollar-denominated Japanese yen options are expressed in hundredths of
U.S. cents.

EXAMPLE: If adollar-denominated option covering 6,250,000 Japanese yen is purchased at a premium
of .42, the cost of the option will be $262.50 (.0042 cents, or $.000042, times the unit of trading of
6,250,000).

Settlement of exercises of physical ddlivery dollar-denominated and cross-rate optionsis significantly
different from settlement of exercises of other types of options. The following is a description of the
settlement procedures pertaining to such options.

Exercises are settled through the facilities of OCC. For this purpose, OCC has established banking
arrangements permitting it to receive and deliver each underlying foreign currency in the country of
origin in satisfaction of option exercises. (Exercises and assignments of ECU options settle within a
country or countries designated by OCC.) Clearing Members ordinarily deliver or receive foreign
currency on the fourth business day after exercise that is also a banking day for OCC's correspondent
bank in the country of origin. In the case of dollar-denominated options, cash settlement between OCC
and Clearing Members (i.e., payment or receipt of the net exercise price for each day's exercises) takes
place in the United States or other locations approved by OCC. In some cases, a wholly-owned
subsidiary of OCC -- The Intermarket Clearing Corporation -- which has the same settlement procedures
as OCC, may act as OCC's agent in making foreign currency settlements with Clearing Members.

For purposes of settlement between an investor and his brokerage firm, applicable rules require a holder
exercising aphysica ddivery put option and an assigned writer of a physical delivery call option to
arrange for the deposit of the requisite units of the underlying foreign currency into a designated bank
account in the country issuing that currency no later than the time by which OCC requires delivery to it of
foreign currency by its Clearing Members. Through this procedure, investors ordinarily rely upon their
brokerage firms to make settlement with them. However, OCC has established procedures whereby
Clearing Members may permit customers to make settlement directly with an OCC correspondent bank.
(At the date of this booklet, such procedures are not yet available in the case of cross-rate options.)
Investors should consult their brokerage firms with respect to these procedures.

At the date of this booklet, OCC expects, subject to regulatory approval, to adopt exercise settlement
procedures whereby OCC's obligation to deliver or pay for underlying foreign currencies in satisfaction of
option exercises may be discharged by transferring the foreign currency to be delivered, or the net
exercise price for foreign currency to be received, to an OCC correspondent bank that is obligated to
complete the settlement. Brokerage firms and their customers would then be relying on the correspondent
bank to deliver or pay for the underlying foreign currency.

If OCC should determine that foreign governmental restrictions or taxes would prevent the orderly
settlement of delivery foreign currency option exercises or would result in undue burdens on OCC or its
Clearing Members, OCC has the authority to impose special exercise settlement procedures. These could
range from technical changesin delivery procedures to the fixing of U.S. dollar settlement prices. OCC's
authority to fix cash settlement prices for foreign currency options appliesto both calls and puts. Thus,
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OCC could authorize exercising foreign currency put holders, as well as assigned call writers, to pay a
U.S. dollar settlement pricein lieu of delivering the underlying foreign currency. However, OCC aso has
the authority to prohibit exercises of foreign currency puts by holders who would be unable to deliver the
underlying foreign currency. The potential effects of such a prohibition are discussed in paragraph 5
under "Risks of Option Holders' in Chapter X. If specid exercise settlement procedures are imposed,
investors may determine the nature of such procedures from their brokers.

8 6-5 Cross-Rate Foreign Currency Options

As noted at the beginning of this chapter, a cross-rate foreign currency option is an option to purchase or
sell aforeign currency at an exercise price that is denominated in another foreign currency. An example
of a cross-rate option is an option to purchase British pounds at an exercise price denominated in Japanese
yen -- that is, the trading currency would be the Japanese yen and the underlying currency would be the
British pound. The exercise price would be expressed as a certain number of yen per pound. Premiums
for cross-rate options are denominated in the trading currency. Thus, in the above example, premiums
would bein yen.

The cross-rate options that have been approved for trading as of the date of this booklet are physical
delivery Europeantstyle options. It is possible that other kinds of cross-rate options will be traded in the
future.

Investors in cross-rate options should bear in mind that the magnitude and direction of any change in the
value of the underlying currency in relation to the trading currency may be quite different from the
magnitude and direction of any contemporaneous change in the value of either of those currenciesin
relation to athird currency, such asthe U.S. dollar. Thus, for example, the British pound may appreciate
in relation to the Japanese yen at the same time that the pound depreciates in relation to the U.S. dollar.
Asdiscussed in Chapter X under "Specia Risks of Cross-Rate Options,” thisis of particular significance
to investors who intend to convert their profits or losses on cross-rate options into U.S. dollars.

All of the previous discussion in this chapter relating to foreign currency options in genera applies
equally to cross-rate options except to the extent that it is specifically limited to dollar-denominated
options. Certain special features of cross-rate options are discussed below.

8 6-6 Special Features of Cross-Rate Options

The amount of the foreign currency underlying each cross-rate option (i.e., the unit of trading) is specified
by the options market on which the option is traded.

The exercise price of aphysical delivery cross-rate option is the price (denominated in the trading
currency) at which the underlying currency may be purchased or sold upon exercise of the option.
Exercise prices for cross-rate options are generaly expressed in terms of units (or fractions of units) of
the trading currency per unit of the underlying currency. Therefore, in order to determine the total
exercise price per contract, it is necessary to multiply the stated exercise price by the unit of trading of the

particular option.

EXAMPLE: The exercise prices of yer-denominated options covering underlying German marks are
expressed in yen per mark. Therefore, a put covering 1,000,000 German marks with an exercise price of
93 Japanese yen ("JY") would entitle the holder to sall the underlying marks for an aggregate exercise
price of JY 93,000,000 (JY 93 multiplied by 1,000,000).

The discussion in this chapter of adjustments under the caption " Special Features of Foreign Currency
Options' is applicable aso to cross-rate options, except that adjustments in the terms of cross-rate options
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might be made to reflect events affecting the trading currency as well as events affecting the underlying
currency.

Premiums for currently available cross-rate options are expressed in units and decimals of the trading
currency per unit of the underlying currency.

EXAMPLE: If ayen-denominated option covering 500,000 British pounds is purchased at a premium of
2.63, the cogt of the option will be JY 1,315,000 (JY 2.63 times the unit of trading of 500,000).

Premium settlements of cross-rate options are effected in a trading currency other than U.S. dollars.
Similarly, in the event of exercise, the exercise priceis paid in the trading currency. OCC has established
banking arrangements permitting it to receive and pay foreign currencies in the country of origin for
purposes of both premium and exercise settlement of cross-rate options between OCC and its Clearing
Members. Customers ordinarily settle with their brokerage firms, although OCC may establish
procedures whereby Clearing Members may permit customers to make exercise settlement directly with
an OCC correspondent bank. Each customer should consult his brokerage firm to determine the
procedures and time requirements for payment of foreign currencies on settlement of transactionsin, and
exercises of, cross-rate options.

If OCC should determine that foreign governmental restrictions or taxes or other events beyond the
control of OCC would prevent the orderly settlement of exercises of, or premium payments with respect
to transactions in, cross-rate options or would result in undue burdens on OCC or its Clearing Members,
OCC has the authority to impose specia settlement procedures. These could range from technical
changes in payment procedures for the trading currency or underlying foreign currency to the fixing of
U.S. dollar settlement prices payable in lieu of either currency. OCC aso has the authority to prohibit
exercises of cross-rate options by holders who would be unable to meet the settlement obligations
resulting from the exercise. The potential effects of such a prohibition are discussed in paragraph 5 under
"Risks of Option Holders' in Chapter X. If specia exercise settlement procedures are imposed, investors
may determine the nature of such procedures from their brokerage firms.

8 6-7 Cash-Settled Foreign Currency Options

At the date of this booklet, cash-settled foreign currency options are also traded. These options are dollar-
denominated, European-style options. Each cash-settled foreign currency option has an expiration date
not more than approximately two weeks following the initiation of trading in the option. Cashsettled
foreign currency options having longer expirations may be traded in the future.

The discussion above in this chapter relating to dollar-denominated foreign currency options generaly
applies to cash-settled foreign currency options except to the extent that such discussion specifically
appliesto physica delivery options.

The contract size of a cash-settled foreign currency option, like the size of other foreign currency options,
is expressed in terms of the amount of the underlying currency covered by the option.

EXAMPLE: If the exercise price of a cash-settled call option on German marks is 60 (expressed as U.S.
cents per mark), the exercise settlement value of the underlying currency is reported as 65, and the unit of
trading is 62,500 marks, then the cash settlement amount of the option will be ($.65 minus $.60)

multiplied by 62,500 = $3,125.

A cash-settled foreign currency option that, based on its exercise settlement value, is in the money on the
expiration date will be automatically exercised on the expiration date. In the future cashtsettled foreign
currency options may provide that they will be automatically exercised only if they are in the money by a
specified amount on the expiration date.

24



At the date of this booklet, the exercise settlement value for cash-settled foreign currency options is based
upon bid and offer quotations from a sampling of participants in the interbank spot market for the
underlying foreign currency at a specified time on the expiration date. The time as of which the exercise
settlement value is calculated and the method of calculation is determined by the options market on which
the options are traded and may be changed by it at any time. Any such change may be made applicable to
options outstanding at the time of the change.

Another special feature of cash-settled foreign currency options having an expiration date of not more
than two weeks following the initiation of trading is that option writers must deposit required margin with
their brokerage firms within two business days of the trade date. It should be noted that thisis a shorter
period than the normal period required for ather options transactions.

CHAPTER 7 FLEXIBLY STRUCTURED OPTIONS

8 7-1 Flexibly Structured Options

Flexibly structured options, like the other options discussed in this booklet, are traded on the U.S. options
markets and are issued by OCC. However, unlike other options, the terms of flexibly structured options
are not al standardized. When aflexibly structured option is purchased and sold in an opening
transaction, the parties to the transaction have the flexibility, within limitations set forth in the rules of the
options market on which the transaction occurs, to fix certain of the option'sterms. The terms of a
flexibly structured option which may be fixed by the parties are called variable terms. The flexibility to
fix these variable terms is what makes flexibly structured options different from other options.

The principa risks of holders and writers of flexibly structured options are discussed in Chapter X.
Readers who are interested in buying or writing flexibly structured options should read not only this
chapter but also al of Chapter X.

Because many of the terms of flexibly structured options are not standardized, it is less likely that there
will be an active secondary market in which holders and writers of such options will be able to close out
their positions by offsetting sales and purchases. See paragraph 1 under "Specia Risks of Flexibly
Structured Options’ in Chapter X.

The trading procedures established by the options markets for transactions in flexibly structured options
differ from the procedures for transactions in other options. Readers desiring information about the
trading procedures of an options market for flexibly structured options may obtain that information from
that market.

The options markets may fix minimum size or minimum monetary vaues for transactions in flexibly
structured options. Flexibly structured options may be useful to sophisticated investors seeking to
manage particular portfolio and trading risks. However, as aresult of these minimums, as well as the
specid trading procedures and reduced likelihood of there being a secondary market, flexibly structured
options transactions are not suitable for investors who are not financially able to bear the risks of
maintaining such minimum positionsin flexibly structured options.

8§ 7-2 Special Features of Flexibly Structured Options

DESIGNATION OF TERM S-The parties to an opening transaction in flexibly structured options may
designate the option's variable terms in accordance with the rules of the options market where the
transaction occurs. Included among the terms that an options market may identify as variable terms are
the specification and amount of the underlying interest, whether the transaction involves a put, call or
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spread, the style of the option, the exercise price, the cap interval of a capped option, the expiration date,
the method for determining the exercise settlement value of a cash-settled option that is exercised on the
expiration date, the settlement currency of a cash+settled option, the premium currency, and the trading
currency of aforeign currency option.

Only those terms identified as variable terms by the options market where the opening transaction occurs
may be designated by the parties. All other terms are standardized in accordance with the rules of OCC
and the options market. The rules of an options market may impose limitations on the variable terms
which the parties may designate. For example, an options market may require that the expiration date of a
flexibly structured option not fall within a specified period of time or that the life of the option not exceed
amaximum permissible term. As another example, if the exercise settlement value of an index option is
based on a specified average, an options market may require that the average conform with the averaging
parameters established by the market. In addition, the underlying interest, the settlement currency, the
premium currency and the trading currency, may be designated only from those available for flexibly
structured options on the options market, and an options market may require that the premium currency
be the same as the settlement currency.

The parties to an opening transaction in aflexibly structured call option on an individua stock may fix the
exercise price of the option only at a price that would qualify under the rules of the options market where
the opening transaction occurs as the exercise price of a series of non-flexibly structured option on the
same stock, and that is evenly divisible by the applicable minima exercise price interval on that market.
For example, for aflexibly structured call option on a stock for which the minimum exercise price
interva is $5, the exercise price may be designated as $25, $30, $35, $40, etc. This restriction does not
apply to the exercise prices of flexibly structured stock put options. Investors considering strategies
involving combinations of flexibly structured put and call stock options should therefore be aware of this
difference between the two types of options.

MINIMUM SIZE REQUIREMENT S--Every transaction in flexibly structured options must satisfy the
minimum size or monetary value requirements of the options market where the transaction occurs. The
minimum requirements may be larger for an opening transaction in a series in which there is no open
interest than for other transactions (whether opening or closing) in that series. An options market may
aso impose minimum size or monetary value requirements on exercises of flexibly structured options.
Information as to such minimums may be obtained from the options market where the options are traded.

POSITION and EXERCISE LIMITS--The options markets may establish specia position and exercise
limits for flexibly structured options. Such limits may differ from the limits applicable to other options,
athough an options market may require that positionsin certain flexibly structured options be aggregated
with positions in certain other options. Information concerning position and exercise limits of particular
flexibly structured options may be obtained from the options market where the options are traded or from
brokerage firms.

TRADING PROCEDURES--The trading hours and trading procedures for flexibly structured options
may differ from the trading hours and procedures for other options. These specia procedures may mean
that the market-making systems that are applicable to other options may not be applicable to flexibly
structured options, that there may not be continuous quotations for flexibly structured options, and that
quotations may be provided only in response to a specific request as the basis for trading with the party
making the request.

EXERCISESand SETTLEMENTS--In generd, the exercise, assgnment and settlement of flexibly
structured options occurs in the same manner as, and are subject to the same time frames and procedures
that are applicable to, other options of the same style and having the same underlying interest. See
Chapter VIII. However, unlike most other options, flexibly structured index options that are in the money
on the expiration date may be exercised automaticaly. In the future it may be provided that flexibly
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structured index options will be exercised automatically only if they are in the money by a specified
amount.

EXERCISE SETTLEMENT VAL UE--The method of determining the exercise settlement value on the
expiration date of aflexibly structured index option is a variable term that is fixed by the partiesin their
opening transaction. For example, the parties may specify that such exercise settlement value will be
determined with reference to opening prices of the constituent securities of the index, their closing prices,
an average of their high and low prices, an average of opening and closing prices, an average over a stated
period of time, or another average that conforms with the parameters established by the options market.
However, under the OCC rulesin effect at the date of this booklet, the method of determining the exercise
settlement value for an exercise that occurs on a day other than the expiration date is not a variable term.
The exercise settlement value for such exercises of flexibly structured index options will be the vaue
derived from the closing prices of the constituent securities on the day of exercise (as reported by the
reporting authority), and the exercise settlement value of other flexibly structured options will be
determined in the same manner asiit is determined for other options on the same underlying interest that
are traded on the options market where the opening transaction in the flexibly structured option occurred.

SETTLEMENT CURRENCY--The settlement currency may be a variable term to be fixed by the
parties out of those currencies specified by the options market on which the transaction occurs as being
available for flexibly structured options. The settlement currency may be the currency in which the
premium is payable. In addition, brokerage firms may require their customers to make margin payments
in the settlement currency.

If the settlement currency and premium currency are not U.S. dollars, settlement of premiums and
exercises is generally made through the procedures and arrangements established by OCC for cross-rate
foreign currency options. See "Specia Features of Cross-Rate Options' in Chapter V1. If ECUs are the
settlement currency, settlements can occur in the country or countries designated by OCC.

CHAPTER 8 EXERCISE AND SETTLEMENT

8§ 8-1 Excise and Settlement

Although most option holders and writers close out their options positions by an offsetting closing
transaction, investors should nonethel ess be familiar with the rules and procedures applicable to exercise.
Such an understanding can help an option holder determine whether exercise might be more advantageous
than an offsetting sale of the option. An option writer needs to understand exercise procedures because of
the possibility of being assigned an exercise. Once an exercise of an option has been assigned to an
option writer -- even though he may not yet have been notified of the assignment -- the writer can no
longer effect a closing transaction in that option but must instead purchase or sell the underlying interest
for the exercise price (or, in the case of a cash-settled option, pay the cash settlement amount).

8§ 8-2 How to Exercise

The period during which an option is exercisable depends on the style of the option. This is discussed
under "Style of Option" in Chapter I1.

In order to exercise most options traded at the date of this booklet, action must be taken by the option
holder prior to the expiration of the option. However, some options may be subject to automatic exercise.
For example, capped options are subject to automatic exercise if the automatic exercise vaue of the
underlying interest hits the cap price for the option, and certain other options are subject to automatic
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exercise a expiration if they are then in the money (or, in the case of some options, in the money by a
specified amount).

To exercise an option that is not subject to automatic exercise, the holder must direct his brokerage firm

to give exercise ingructions to OCC. In order to ensure that an option is exercised on a particular day, the
holder must direct his brokerage firm to exercise before the firm's cut-off time for accepting exercise
instructions for that day. Different firms may have different cut-off times for accepting exercise
instructions from customers, and those cut-off times may be different for different options.

A brokerage firm's cut-off time for accepting exercise instructions becomes critical on the last trading day
before an option expires. An option that expires unexercised becomes worthless. An option holder who
intends to exercise an option before expiration must give exercise instructions to his brokerage firm
before the firm's cut-off time for accepting exercise instructions on the last trading day before expiration.
Many brokerage firms accept standing instructions to exercise, or have procedures for the exercise of,
every option which isin the money by a specified amount at expiration. These procedures often
incorporate by reference OCC's administrative procedures that provide for the exercise of every option
that isin the money by a specified amount at expiration unless the Clearing Firm carrying the option in its
accounts instructs OCC not to exercise the option. Investors should determine from their brokerage firm
the applicable cut-off times, the firm's procedures for submitting exercise instructions, and whether any of
their options are subject to automatic exercise. Investors should aso determine whether the exercise of
their optionsis subject to standing ingtructions of their brokerage firm, and, if so, they should discuss with
the firm the potential consequences of such instructions.

In highly unusual circumstances (e.g., where a brokerage firm is unable to receive instructions from its
customers), a firm may be authorized under applicable rules to make an exception to its regular cut-off
time. However, in order for an option to be exercised, the brokerage firm must in any event pass on its
customer's exercise ingtructions to OCC before expiration. OCC may alow exercises for alimited time
after expiration in the unlikely event that OCC is unable to follow its normal procedures for receiving
exercise ingtructions from Clearing Members on the expiration date. Subject to that very limited
exception, OCC has no authority to extend the expiration of any option.

Once an exercise ingtruction is given by a Clearing Member to OCC, it cannot ordinarily be revoked
except to correct a bona fide error that is specified in a request filed by the Clearing Member prior to a
deadline specified in OCC's rules.

8§ 8-3 Assignment

OCC assigns exercises in standardized lots to Clearing Member accounts that reflect the writing of
options identica to the exercised options. A description of OCC's assignment procedures is available
from OCC on request at the address set forth in paragraph 1 of Chapter X1 of this booklet. Assignments
are ordinarily made prior to the commencement of trading on the business day following receipt by OCC
of the exercise instruction. In the case of options traded in evening sessions, exercise instructions
received by OCC on a business day are ordinarily assigned prior to the opening of trading in that day's
evening session.

If exercises are assigned by OCC to a Clearing Member's customers account, the Clearing Member must
then assign them to customers maintaining positions as writers of the exercised options series. The rules
of the options markets require their member firms to allocate assignments to customers either on a
random selection basis or on a "first-in, first-out" basis and to inform their customers which method is
used and how it works. Regardless of the method used, option writers are subject to the risk each day
their options are exercisable that some or all of them may be assigned. (See the discussion in Chapter X
under "Risks of Option Writers.")
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It is possible that an option writer will not receive naotification from its brokerage firm that an exercise has
been assigned to him until one or more days following the date of the initial assgnment to the Clearing
Member by OCC. This creates a special risk for uncovered writers of physical delivery call stock options.
Thisis discussed in paragraph 8 under "Risks of Options Writers' in Chapter X and under " Settlement” in
this chapter.

8 8-4 Settlement

Settlements between brokerage firms or their agents on virtually al exercised physical delivery stock
options are routinely handled through stock clearing corporations in much the same way as ordinary
purchases and sales of the underlying equity security. Promptly after the exercise and assignment of a
physica delivery stock option, OCC reports it to the designated stock clearing corporations of the
Clearing Members representing the exercising holder and the assigned writer. If neither stock clearing
corporation rejects the transaction by atime specified in their agreements with OCC, settlement is
effected pursuant to the rules of those clearing corporations, and OCC has ho further responsibility to
either the exercising holder or the assigned writer.

In afew cases -- which usualy occur because an underlying equity security is no longer eligible for
clearance through a stock clearing corporation -- settlements calling for the delivery of that security are
made directly between Clearing Members. OCC's rules provide protect procedures for exercise
settlements made directly between Clearing Members that involve the delivery of securities which either
have been called for redemption, are due to expire or with respect to which a cal or expiration date is
impending, or are subject to an offer which will expire, if the expiration time (as defined in OCC's rules)
ison or after the exercise settlement date for the option. Under these protect procedures, the Clearing
Member entitled to receive the securities may give aliability notice to the delivering Clearing Member by
a specified cut-off time prior to the expiration time. If aliability notice is so given and the securities are
not delivered sufficiently in advance of the expiration time to permit the receiving Clearing Member to
obtain their benefit, the delivering Clearing Member will be liable for any resulting damages. If the
failure to deliver was the fault of the Clearing Member's customer, the Clearing Member may (depending
on its own procedures) pass that liability on to the customer. Investors should be aware that
correspondent clearing corporations may have protect procedures in respect of the settlements made
through them.

At the date of this booklet, the regular exercise settlement date for physical delivery stock optionsis the
fifth business day after exercise, but the SEC has adopted a rule that requires the regular settlement date
to be the third business day after an exercise that takes place on or after June 1, 1995. The regular
exercise settlement dates for all other types of physical delivery options traded at the date of this booklet
are described in the separate chapters of the booklet discussing those options.

At the date of this booklet, settlements of exercises of cash-settled options and foreign currency options
are effected by Clearing Members through OCC. Settlement of exercises of cash-settled options --
through the payment in cash of the cash settlement amount -- ordinarily takes place on the business day
immediately following the day of exercise. However, cash-settled capped options that have been
automaticaly exercised on any trading day other than the one immediately prior to expiration are settled
on the second business day after the automatic exercise istriggered. The settlement of exercises of cash+
settled options that have a settlement currency that is not U.S. dollars is discussed under " Settlement
Currency” in Chapter VII.

OCC has authority to postpone settlement of any option on any type of underlying interest when OCC
considers such action to be necessary in the public interest or to meet unusual conditions.

Each brokerage firm involved in an exercise or assignment settles with its own customer. Neither OCC
nor any options market has any responsibility to customers with respect to funds or securities that have
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been received by brokerage firms for their customers. Investors may determine from their brokerage
firms when and how settlement amounts will be credited or debited to their brokerage accounts.

In certain unusua circumstances, it might not be possible for uncovered call writers of physica delivery
stock and stock index options to obtain the underlying equity securities in order to meet their settlement
obligations following exercise. This could happen, for example, in the event of a successful tender offer
for dl or substantidly al of the outstanding shares of an underlying security or if trading in an underlying
security were enjoined or suspended. In situations of that type, OCC may impose specia exercise
settlement procedures. These specia procedures, applicable only to calls and only when an assigned
writer is unable to obtain the underlying security, may involve the suspension of the settlement
obligations of the holder and writer and/or the fixing of cash settlement pricesin lieu of delivery of the
underlying security. In such circumstances, OCC might aso prohibit the exercise of puts by holders who
would be unable to deliver the underlying security on the exercise settlement date. When specid exercise
settlement procedures are imposed, OCC will announce to its Clearing Members how settlements are to
be handled. Investors may obtain that information from their brokerage firms.

CHAPTER 9 TAX CONSIDERATIONS, TRANSACTIONS COSTSAND MARGIN
REQUIREMENTS

§ 9-1 Tax Consderations, Transactions Costsand Margin Requirements

Options investing, like other forms of investing, involves tax considerations, transaction costs and margin
requirements that can significantly affect the profit or loss results of buying and writing options. These

are only briefly mentioned in this chapter, but should be understood and taken into account by everyone
considering transactions in options.

Notwithstanding the importance of tax considerations, transaction costs and margin requirements, for the
sake of smplicity the examplesin this booklet do not take these matters into account. Nevertheless, it
should be remembered that their impact may significantly reduce the opportunity for profit and the rate of
return obtainable from particular options trading strategies; indeed, their effect may in some instances
turn an apparent profit into aloss.

8§ 9-2 Tax Considerations

The tax consegquences of an options transaction depend, in part, on the tax status of the investor and aso
may differ depending upon the type of underlying interest involved -- Snce the tax rules are not the same
for each type of underlying interest -- and upon such factors as whether an option is exercised or is the
subject of aclosing transaction or is allowed to expire or whether an option that is written is covered or
uncovered. Some options markets have publications that deal specifically with the tax treatment of
various options transactions. These may be obtained from brokerage firms as well as the markets
themselves. Readers should also be aware that options transactions effected in foreign markets could
subject the parties to tax liability under the laws of the country in which the foreign market is located.
Because of the importance of tax considerations to al options transactions, it cannot be emphasized too
strongly that the reader considering options should consult with his tax adviser asto how taxes may affect
the outcome of contemplated options transactions.

8§ 9-3 Transaction Costs

The transaction costs of options investing consist primarily of commissions (which areimposed in
opening, closing, exercise and assignment transactions), but may aso include margin and interest costsin
particular transactions. The impact of transaction costs on profitability is often greater for options
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transactions than for transactions in the underlying interests because these costs are often greater in
relation to options premiums than in relation to the prices of underlying interests. Transaction costs are
especialy significant in option strategies calling for multiple purchases and sales of options, such as
spreads and straddles. Transaction costs may be different for transactions effected in foreign options
markets than for transactions effected in U.S. markets. Readers should always discuss transaction costs
with their brokerage firms before engaging in options transactions.

8 9-4 Margin Requirements

Writers of options, other than certain covered call option writers and certain writers of cash secured puts
(discussed below), must comply with applicable margin requirements.

In the stock market, margin refers to buying stock or selling stock short on credit. Margin customers are
required to keep securities on deposit with their brokerage firms as collatera for their borrowings. But
options, unlike stock, cannot be bought on credit under current regulations. 1n the options market, margin
means the cash or securities required to be deposited by an option writer with his brokerage firm as
collatera for the writer's obligation to buy or sdll the underlying interest, or in the case of cash-settled
options to pay the cash settlement amount, if assigned an exercise. Minimum margin requirements are
currently imposed by the Board of Governors of the Federal Reserve System, the options markets and
other self-regulatory organizations, and higher margin requirements may be imposed -- either generaly or
inindividual cases -- by the various brokerage firms.

Uncovered writers may have to meet calls for substantia additional margin in the event of adverse market
movements. Even if awriter has enough equity in his account to avoid a margin cal, increased margin
requirements on his option positions will make that equity unavailable for other purposes.

If aholder of aphysica delivery call option exercises and wishes to purchase the underlying interest on
credit, the holder may be required to deposit margin with the holder's brokerage firm. Holders of physical
delivery options on aforeign currency should be aware that, at the date of this booklet, foreign currency
has no value for margin purposes except to the extent that credit has been extended on the same foreign
currency.

Margin requirements are complex and are not the same for writers of options on different types of
underlying interests. Margin requirements are subject to change, and may vary from brokerage firm to
brokerage firm. Consequently, the examplesin this booklet do not take margin requirements into
account. However, margin requirements can have an important effect on an option writer's risks and
opportunities.

Persons considering writing options (whether alone or as part of options combinations, such as spreads or
straddles) should determine the applicable margin requirements from their brokerage firms and be sure
that they have sufficient liquid assets to meet those requirements in the event of adverse market
movements.

CHAPTER 10 PRINCIPAL RISKS OF OPTIONSPOSITIONS

8 10-1 Principal Risks of Options Positions

This chapter discusses the principal risks of holders and writers of options. The risks discussed are those
that are unique to being an option holder or writer. Risks that relate to such matters as the trading of
securities generaly; the state of the economy; the supply and demand factors in the options markets and
in other related markets; the factors affecting the values of the various underlying interests; the factors
affecting the volatility, liquidity and efficiency of the options markets or of other markets or other factors
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that may affect the pricing of particular options, the quaity or operations of the various options markets at
any particular time; and the procedures of the various options markets and of brokers in transmitting
orders and effecting executions are not within the scope of this booklet and are not discussed. (Seethe
discussion in Chapter X1 as to the scope and limitations of this booklet.)

It should aso be noted that new types of options and new options strategies are constantly being
developed and that some of the risks of new options products and new options strategies do not become
apparent until there has been significant experience in trading and using the new options and strategies.
Accordingly, readers should be aware that there is arisk in newness, particularly if the new option or
strategy is complicated or complex, that cannot always be identified or described.

Readers should aso be aware that not al options strategies will necessarily be suitable for them and that
certain strategies may expose them to very significant potential losses. For example, the risks associated
with the writing of puts or uncovered calls expose investors to such potentia losses, and this type of
strategy is therefore not suitable for al investors.

Many of the risks are the same for options on al types of underlying interests, although some specia risks
may apply only to options on particular types of underlying interests. The first three sections of this
chapter describe risks that apply generaly to options on all types of underlying interests. They are
followed by sections discussing the special risks associated with options on the particular types of
underlying interests.

8§ 10-2 Risksof Option Holders

1. An option holder runs the risk of losing the entire amount paid for the option in areatively short
period of time. Thisrisk reflects the nature of an option as a wasting asset which becomes worthless
when it expires. An option holder who neither sells his option in the secondary market nor exercises
it prior to its expiration will necessarily lose his entire investment in the option. (As noted in Chapter
V11, many brokerage firms have procedures for the exercise of options at expiration that are thenin
the money by a specified amount.)

The fact that options become valueless upon expiration means that an option holder must not only be
right about the direction of an anticipated price change in the underlying interest, but he must aso be
right about when the price change will occur. If the price of the underlying interest does not change
in the anticipated direction before the option expires to an extent sufficient to cover the cost of the
option, the investor may lose al or asignificant part of his investment in the option. This contrasts
with an investor who purchases the underlying interest directly and may continue to hold his
investment, notwithstanding its failure to change in price as anticipated, in the hope of waiting out an
adverse price move and eventudly realizing a profit.

The significance of thisrisk to an option holder depends in large part upon the extent to which he
utilizes the leverage of options to control alarger quantity of the underlying interest than he could
have purchased directly with the same investment amount. Thisisillustrated in the following
example, which compares the consequences of three different approaches to investing the same
amount of money in stock or options, with each approach involving a different degree of leverage.

EXAMPLE: Assumethat Investors A, B and C each have $5,000 to invest and that each anticipates
an increase in the market price of XY Z stock, which is currently $50 a share. Investor A invests his
$5,000 in 100 shares of XYZ. Investor B invests $500 in the purchase of an XY Z 50 call (covering
100 shares of XY Z at a premium of $5 a share) and invests the remaining $4,500 in arelatively risk-
free investment such as Treasury bills. (For purposes of this example, it is assumed that al of the
calls are purchased when they have six months remaining until expiration, and that the risk-free
investment bears interest at an annual rate of, say, 3.25% -- which means that a $4,500 investment
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will earn approximately $73 in interest over sx months,) Investor C invests his entire $5,000 in 10
XYZ 50 cdls.

If each option is held for sx months and, if it is profitable, is either sold or exercised immediately
before it expires, the following table illustrates the dollar and percentage profit or loss that each
investor would realize on his $5,000 investment, depending upon the price of XY Z stock when the

option expires.

Investor A Investor B Investor C
Priceof XYZ Stock | Profitor | %Return | Profitor | %Return | Profitor | %Return
a Expiration Loss Loss Loss
62 +1200 +24% +773 +15.5% +7000 +140%
58 +800 +16% +373 +7.5% +3000 +60%
54 +400 +8% -27 -0.5% -1000 -20%
50 0 0 -427 8.5% -5000 -100%
46 -400 -8% -427 -8.5% -5000 -100%
42 -800 -16% -427 -8.5% -5000 -100%
38 -1200 -24% -427 -8.5% -5000 -100%

2.

4.

The table demonstrates how increased leverage results in greater profit potential on the upside and
greater risk of loss on the downside. Investor C, as the most leveraged investor, would redlize the
highest percentage return if the price of XY Z increased to 62, but would incur a 20% loss even if the
price of XY Z increased to 54 (assuming he did not sell his options while they had significant
remaining time value), and would lose dl of hisinvestment if the price of XYZ stayed at or below 50.

The more an option is out of the money and the shorter the remaining time to expiration, the greater
the risk that an option holder will lose dl or part of hisinvestment in the option. The greeter the price
movement of the underlying interest necessary for the option to become profitable (that is, the more
the option is out of the money when purchased and the greater the cost of the option) and the shorter
the time within which this price movement must occur, the greater the likelihood that the option
holder will redlize aloss. This does not necessarily mean that an option must be worthwhile to
exercise in order for a holder to realize a profit. Instead, it may be possible for the holder to redlize a
profit by selling an option prior to its expiration for more than its origind cost even though the option
never becomes worthwhile to exercise. (The shorter the time remaining until expiration the less
likely it isthat thiswill be possible))

Prior to the period when a Europeanstyle option or a capped option is exercisable, the only means
through which the holder can redlize value from the option (unless the capped option is automatically
exercised) isto sell it at its then market price in an available secondary market. If a secondary market
for such an option is not available during the time the option is not exercisable, it will not be possible
for its holder to redlize any vaue from the option at that time.

The exercise provisions of an option may create certain risks for the option holders. If the option does
not have an automatic feature, a holder who wishes to exercise must assure that action istakenin a
timely manner. See the discussion of "How to Exercise" in Chapter VIII.

On the other hand, if the option has an automatic exercise feature -- such as one that will cause the
option to be automatically exercised at the expiration if it isin the money by a specified amount -- the
option may be exercised at a price at which the holder would not voluntarily choose to exercisein
view of the transactions costs of exercise or other factors. The transaction costs associated with the
exercise could even exceed the cash settlement amount of the option, with the result that the holder
would redlize a net loss from the exercise. Conversely, an option that has a cash settlement amount
that is less than the threshold amount cannot be exercised even though the option holder's transaction
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costs may be low enough to permit the option to be exercised profitably. In such a case, the option
may expire unexercised.

The automatic exercise feature of capped options imposes a maximum value that a holder of these
options can receive. Even if the option holder expects the value of the underlying interest to continue
to move in afavorable direction prior to its expiration, the automatic exercise feature will prevent the
holder from redlizing any gain from the option in excess of the cap interval times the multiplier for

the option.

The courts, the SEC, another regulatory agency, OCC or the options markets may impose exercise
restrictions. While an American-style option can normally be exercised at any time prior to its
expiration, OCC and the options markets have authority to restrict the exercise of options at certain
times in specified circumstances. The options markets often exercise such authority with respect to
an option in which trading has been halted. If arestriction on exerciseisimposed at a time when
trading in the option has aso been halted, holders of that option will be locked into their positions
until either the exercise restriction or the trading halt has been lifted.

Exercise restrictions imposed by OCC and the options markets affecting cash-settled options
generally cannot be continued in effect beyond the opening of business on the last trading day before
their expiration. Such exercise regtrictions affecting physical delivery options generally cannot be
continued beyond the opening of business on the tenth business day before their expiration, but with
one important exception. If OCC determines that the available supply of a security underlying a
physica delivery option gppears to be insufficient to permit delivery of the security by the writers of
al outstanding calls in the event of exercise, or that foreign government restrictions would prevent or
unduly burden the orderly settlement of exercises of foreign currency options, OCC may indefinitely
prohibit the exercise of puts by holders who would be unable to deliver the underlying security. The
holder of such a put could lose his entire investment in the option if the prohibition remained in effect
until the put's expiration and the holder was unable either to acquire the underlying interest or to sell
his put in the market. The put holder might be unable to do ether because the very event that caused
OCC to impose the exercise prohibition -- e.g., a suspension of trading in an underlying stock --
might not only make it difficult or impossible to obtain the underlying interest, but might aso impair
the market in options on that interest.

It is dso possible that a court, the SEC or another regulatory agency having jurisdiction would impose
arestriction which would have the effect of restricting the exercise of an option. In such a case the
option would not be exercisable until the restriction was terminated. In the remote possibility that the
restriction were to remain in effect until the expiration of the option -- which has never yet occurred --
the option would expire worthless, and the holder would lose the entire amount that he paid for the
option.

8§ 10-3 Risksof Option Writers

An option writer may be assigned an exercise a any time during the period the option is exercisable.
Starting with the day it is purchased, an American-style option is subject to being exercised by the
option holder a any time until the option expires. This means that the option writer is subject to
being assigned an exercise a any time after he has written the option until the option expires or until
he has closed out his position in a closing transaction. By contrast, the writer of a European-style or
capped option is subject to assignment only when the option is exercisable or, in the case of a capped
option, when the automatic exercise value of the underlying interest hits the cap price.

An assigned writer may not receive notice of the assignment until one or more days after the
assignment has been made by OCC. Once an exercise has been assigned to a writer, the writer may
no longer close out the assigned position in a closing purchase transaction, whether or not he has
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received notice of the assignment. In that circumstance, an attempted closing purchase would be
treated as an opening purchase transaction.

If an option that is exercisable isin the money, the option writer can anticipate that the option will be
exercised, especialy as expiration approaches. Once he is assigned an exercise, the assigned writer
must deliver (in the case of acall) or purchase (in the case of a put) the underlying interest (or pay the
cash settlement amount in the case of an in the money cash-settled option). The consequences of
being assigned an exercise depend upon whether the writer of acall is covered or uncovered, as
discussed below.

The writer of a covered call forgoes the opportunity to benefit from an increase in the value of the
underlying interest above the option price, but continues to bear the risk of a decline in the value of
the underlying interest. Unlike a holder of the underlying interest who has not written a call against
it, the covered call writer has (in exchange for the premium) given up the opportunity to profit from
an increase in the value of the underlying interest above the exercise price. If heisassigned an
exercise, the net proceeds that he realizes from the sale of the underlying interest pursuant to the
exercise could be substantially below its prevailing market price.

EXAMPLE: When XY Z stock was $50, the investor collected a $4 a share premium by writing an
XYZ 50 delivery call. As expiration approaches, the stock has risen to $58 and he is assigned an
exercise. Histotal return, in addition to any dividends received, will be the $50 exercise price heis
paid for the stock plus the $4 premium collected when the option was written -- $4 a share less than
the $58 he could have sold the stock for if he had not written the option.

On the other hand, if the value of the underlying interest declines substantially below the exercise
price, the call is not likely to be exercised and, depending upon the price paid for the underlying
interest, the covered call writer could have an unrealized loss on the underlying interest. However,
that loss will be wholly or partidly offset by the premium he received when he wrote the option.

The writer of an uncovered call isin an extremely risky position and may incur large lossesif the
value of the underlying interest increases above the exercise price. The potentia loss is unlimited for
the writer of an uncovered call. When a physical delivery uncovered cal is assigned an exercise, the
writer will have to purchase the underlying interest in order to satisfy his obligation on the call, and
hisloss will be the excess of the purchase price over the exercise price of the call reduced by the
premium received for writing the call. (In the case of a cashsettled option, the loss will be the cash
settlement amount reduced by the premium.) Anything that may cause the price of the underlying
interest to rise dramatically, such as a strong market rally or the announcement of a tender offer for an
underlying stock at a price that is substantially above the prevailing market price, can cause large
losses for an uncovered call writer.

EXAMPLE: An investor receives a premium of $4 a share for writing an uncovered XY Z 50 call
option and the stock price jumps to $69 as the option approaches expiration. |If the investor liquidates
his option position at, say, $19, in an offsetting closing purchase transaction, he will incur aloss of
$1,500 (the $1,900 paid in the offsetting purchase transaction less the $400 option premium received
when the option was written).

The writer of an uncovered cdl isin an extremely risky position and may incur large losses.
Moreover, as discussed in Chapter I X, awriter of uncovered calls must meet applicable margin
requirements (which can rise substantially if the market moves adversely to the writer's position).
Uncovered cal option writing is thus suitable only for the knowledgesble investor who understands
the risks, has the financial capacity and willingness to incur potentialy substantial |osses, and has
sufficient liquid assets to meet applicable margin requirements.
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4. Aswith writing uncovered cals, the risk of writing put optionsis substantial. The writer of a put

5.

6.

option bears arisk of loss if the value of the underlying interest declines below the exercise price, and
such loss could be substantial if the declineissignificant. The writer of a put bears the risk of a
declinein the price of the underlying interest -- potentialy to zero. A put writer of a physica

ddivery option who is assigned an exercise must purchase the underlying interest at the exercise price
-- which could be substantialy greater than the current market price of the underlying interest -- and a
put writer of a cashsettled option must pay a cash settlement amount which reflects the decline in the
value of the underlying interest below the exercise price. Unless the put is a cash-secured put
(discussed below), its writer is required to maintain margin with his brokerage firm. Moreover, the
writer's purchase of the underlying interest upon being assigned an exercise of a physical delivery
option may result in an additional margin call.

A requisite for writing puts is an understanding of the risks, the financia capacity and willingness to
incur potentialy substantial losses, and the liquidity to meet margin requirements and to buy the
underlying interest, or to pay the cash settlement amount, in the event the option is exercised. A
writer of an American-style put can be assigned an exercise a any time during the life of the option
until such time as he enters into a closing transaction with respect to the option. Since exercise will
ordinarily occur only if the market price of the underlying interest is below the exercise price of the
option, the put writer of a physical delivery option can expect to pay more for the underlying interest
upon exercise than its then market value.

EXAMPLE: At atimewhen XYZ stock is $50, an investor receives a $300 premium ($3 a share) by
writing an XYZ 50 put. Subsequently the stock price declines to $40 and he is assigned an exercise.
The investor must purchase the stock at $50. Even though the $3 a share premium reduces his
effective cost to $47, that is still substantially higher than the $40 market price of the stock.

The put writer's exposure to margin requirements can be eliminated if the put writer elects to deposit
cash egual to the option exercise price with his brokerage firm. Under this strategy, known as cash+
secured put writing, the option writer is not subject to any additional margin requirements regardless
of what happens to the market value of the underlying interest. In the meantime, the option writer
might earn interest by having the cash invested in a short-term debt instrument -- for example, in a
Treasury bill. However, a cash-secured put writer is still subject to arisk of lossif the value of the
underlying interest declines.

EXAMPLE: An investor receives a $500 premium for writing an XY Z 50 put option with six

months remaining until expiration and deposits with his broker $5,000 invested in Treasury bills

which, over the six month option life, will earn interest of $250. If he has not been assigned an
exercise by expiration, the investor will have atotal return of $750 (option premium of $500 and
interest of $250). On the other hand, if the price of XY Z stock were to fall below $42-1/2 and the
investor is then assigned an exercise, he would have a net loss -- that is, the market price of the XYZ
stock he would be required to purchase would be below the exercise price by more than the combined
premium income and interest earned.

Therisk of being an option writer may be reduced by the purchase of other options on the same
underlying interest -- and thereby assuming a spread position -- or by acquiring other types of
hedging positions in the options markets or other markets. However, even where the writer has
assumed a spread or other hedging position, the risks may still be significant. See paragraph 1 under
"Other Risks" below.

The obligation of awriter of an uncovered call or of a put that is not cash-secured to meet applicable
margin requirements creates additiond risks. If the value of the underlying interest moves against the
writer's position, or if there is a significant change in the volatility or liquidity of the underlying

interest, related interests, or the option, or if the writer's brokerage firm otherwise requires, the firm
may request significant additional margin payments. |f those payments are not made, the firm may
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have the right to liquidate the options positions and other securities positions in the writer's account
with little or no prior notice.

Since the leverage inherent in an option can cause the impact of price changes in the underlying
interest to be magnified in the price of the option, awriter of an option that is uncovered and
unhedged may have asignificantly greater risk than a short sdller of the underlying interest. Thisis
illustrated by the table set forth in paragraph 2 under "Risks of Option Holders' above. If an investor
had sold short 100 shares of XY Z to Investor A in that table in order to receive $5,000 in proceeds,
the investor would have lost $1,200 if the market price of XY Z had increased to 62. On the other
hand, if, in order to receive $5,000 in proceeds, the investor had written 10 XY Z 50 uncovered cdlls,
he would have lost $7,000 if the market price of XY Z had increased to 62.

The fact that an option writer may not receive immediate notification of an assgnment creates a
specid risk for uncovered writers of physica delivery cal stock options that are exercisable when the
underlying security is the subject of atender offer, exchange offer, or smilar event. A writer who
fails to purchase the underlying security on or before the expiration date for the offer may learn after
the expiration date that he has been assigned an exercise filed with OCC on or before that date. At
that point, neither the purchase of the underlying security for regular settlement nor the exercise of
another option (e.g., the long leg of a spread) will enable the assigned writer to ddliver the security on
the settlement date for the option exercise (see " Settlement” in Chapter VI1I1). If the assigned writer
fails to make timely settlement, he may be liable for, among other things, the value of the offer
(because his non-ddlivery may have prevented the exercising holder from making timely delivery of
the security to the offeror). Thisrisk can be avoided only by purchasing the underlying security on or
before the expiration date for the offer. Occasionally, an offer will require that tendered securities be
ddivered in less than the normal settlement time for exchange transactions after the offer's expiration
date. In those cases, call writers will need to purchase the underlying equity security at an earlier
point -- i.e., at least the number of days equal to the normal settlement time before the offeror's
delivery deadline -- in order to protect themselves.

Although the rules of the options markets establish exercise cut-off times by which exercise
instructions of expiring options must be received by brokerage firms from their customers, OCC must
accept al exercises which it receives before expiration -- even if those exercises are filed with OCC
in violation of an options market's rules. Accordingly, thereisarisk that an option writer will be
assigned an exercise that is made based on news that is published after the established exercise cut-off
time and that the writer may not have an effective remedy to compensate for the violation of the
options market's rules.

If atrading market in an option should become unavailable, or if the writers of the option are
otherwise unable to engage in closing transactions, the writers of that option would remain obligated
until expiration or assignment. See the discussions in paragraphs 2 and 3 under "Other Risks' below.

A sudden development may cause a sharp upward or downward spike in the value of the interest
underlying a capped option. Such a spike could cause the capped option to be automaticaly
exercised, and writers of the option to become obligated to pay the cash settlement amount, even if
the effect of the development on the value of the underlying interest completely disappears on the day
after the automatic exercise istriggered.

8§ 10-4 Other Risks

Transactions that involve buying and writing multiple options in combination, or buying or writing
options in combination with buying or selling short the underlying interests, present additiond risks
toinvestors. Combination transactions, such as option spreads, are more complex than buying or
writing asingle option. And it should be further noted that, asin any area of investing, a complexity
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not well understood is, initself, arisk factor. While thisis not to suggest that combination strategies
should not be considered, it is advisable, asis the case with al investmentsin options, to consult with
someone who is experienced and knowledgeable with respect to the risks and potential rewards of
combination transactions under various market circumstances.

The investor considering strategies involving combination transactions should recognize several other
risk-related considerations in addition to those already mentioned: the fact that it may at times be
impossible smultaneoudy to execute transactions in dl of the options involved in the combination,

the difficulty that may be involved in attempting to execute smultaneoudy two or more buy or sl
orders at the desired prices, the possibility that aloss could be incurred on both sides of a combination
transaction, and the increased risk exposure that would result from the exercise or closing out of one
side of the trade while the other side of the trade remains outstanding. Also, the transaction costs of
combination transactions can be especialy significant, since separate costs are incurred on each
component of the combination. This can have the effect of requiring a substantia favorable price
movement in the underlying interest before a profit can be redlized.

Where a combination transaction involves the writing of an in the money American-style option, an
investor must keep in mind the possibility of being assigned an exercise, which would diminate that
component of the transaction and could materialy change the investor's risk position.

In the case of straddle writing, where the investor writes both a put and a call on the same underlying
interest at the same exercise price in exchange for a combined premium on the two writing
transactions, the potential risk is unlimited (except in the case of capped options). To the extent that
the price of the underlying interest is either below the exercise price by more than the combined
premium, or above the exercise price by more than the combined premium, the writer of a straddle
will incur aloss when one of the optionsis exercised. Indeed, if the writer is assigned an exercise on
one option position in the straddle and fails to close out the other position, subsequent fluctuationsin
the price of the underlying interest could cause the other option to be exercised as well, causing aloss
on both writing positions.

Combinations involving different styles of options present added complexities. For example, the
assigned writer of an American-style option would be unable to cover by exercising a European-style
or capped-style option that he holds unless the assignment happened to occur during the exercise
period of that option.

Combination transactions involving all cashsettled options also pose the same risks that are
discussed for index options under "Specia Risks of Index Options' below.

If atrading market in particular options were to become unavailable, investors in those options could
no longer engage in closing transactions. Moreover, even if the market were to remain available,
there may be times when options prices will not maintain their customary or anticipated relationships
to the prices of the underlying interests and related interests. The options markets attempt to provide
secondary markets in which holders and writers of options can close out their positions at any time
prior to expiraion -- by making offsetting sales or purchases -- but there is no guarantee that such a
market will at dl times exist for every option. Lack of investor interest, changes in voldtility, or other
factors or conditions might adversely affect the liquidity, efficiency, continuity or even the orderliness
of the market for particular options. Or an options market might permanently discontinue trading of a
particular option or of options generally (although it has ordinarily been the practice, when an options
market decides to discontinue trading of options on a particular underlying interest, to do so only after
al outstanding series of those options have expired if the options are not traded on another options
market). A market could become temporarily unavailable if unusua events -- such as volumein
excess of trading or clearing capability, computer mafunction, fire or naturd disaster -- were to
interrupt normal market operations. As discussed in paragraph 3 below, an options market may also
become unavailable in the event trading in the underlying interest is formally suspended or halted. It
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is aso possible that an options market will not open, or will delay opening, trading in certain options
even though trading is taking place in the underlying security (or in the constituent securities of an
underlying index).

In addition, an options market may at times determine to impose restrictions on particular types of
options transactions, such as opening transactions or uncovered writing transactions. For example, if
an underlying interest ceases to meet qualifications imposed by the options market or OCC, new
series of options on that interest may no longer be opened to replace expiring series, and opening
transactions in existing series may be prohibited.

The accounts of options market makers and specidists are carried and guaranteed by arelatively few
firms. If one of these firms were to fail, be suspended by OCC, be restricted in its operations,
determine or be required to discontinue or reduce its operations, or have a significant reduction in its
capital, the markets for particular options, or even for all options, could be disrupted or possibly

forced to discontinue trading. Similarly, in the event an options specialist or a significant group of
options market makers should fail or have a significant reduction in capital, the markets in the
particular options in which the specialist or market makers traded could be adversely affected. The
suspension by OCC of any Clearing Member that maintains significant positions in a particular
options series in its accounts could aso disrupt the market for that options series.

An options market could also become unavailable because of its own financial problems. For
example, if an options market were to be declared bankrupt or if creditors were to take possession of
its principd trading systems, it might be unable to continue to operate as an options market.

If a secondary market in a particular option were to become unavailable, a holder of that option would
be able to redlize his profits or limit his losses only by exercising at a time when the option is
exercisable, and a writer of that option would remain subject to assgnment until expiration.

However, as noted above in paragraph 5 under "Risks of Options Holders," an options market may
also restrict exercises of that option.

Disruptions in the markets for underlying interests could result in losses for options investors. Each
of the options markets has discretion to halt trading in an option in certain circumstances -- such as
when the market determines that the halt would be advisable in maintaining afair and orderly market
in the option. If trading is halted or suspended in one or more of the markets for an underlying
interest, the trading of options on that interest may aso be hdted. Similarly, if dissemination of the
current level of an underlying index is interrupted, or if trading is interrupted in stocks accounting for
asubstantia portion of the value of an index, the trading of options on that index may be halted. In
addition, the rules of the options markets may require them to halt trading in particular types of
options in certain circumstances. At the date of this booklet, the U.S. options markets are required (1)
to halt trading in al stock options and stock index options when trading in all stocks on the New Y ork
Stock Exchange ("NY SE") has been halted by the activation of "circuit breakers' by the NY SE, and
(2) to halt trading in dl stock options and stock index options for a specified period of time if the
Dow Jones Industrial Average ("Average") is caculated at a value of 250 or more points below its
closing vaue on the previous trading day, or for at least two hours if the Average is subsequently
calculated on the same day at a value of 400 or more points below such closing value. These
requirements may be changed from time to time.

When trading in an option is hated or suspended, holders and writers of that option will be unable to
close out their positions until trading resumes, and they may be faced with substantia lossesiif the
value of the underlying interest moves adversely during that time. For example, if atrading halt in an
underlying stock is followed by the announcement of atender offer at a substantial premium, and the
stock reopens at a price reflecting the offer, uncovered call writers may sustain large losses.
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Even if options trading is halted, holders of American-style options would till be able to exercise
unless exercises were restricted. (However, OCC or an options market may restrict the exercise of an
option while trading in the option has been hdted, and the restriction may remain in effect until

shortly before expiration. See paragraph 5 under "Risks of Option Holders® above.) If the optionis
exercisable while trading has been halted in the underlying interest, option holders may have to

decide whether to exercise without knowing the current market value of the underlying interest. This
risk can become especially important if an option is close to expiration, and failure to exercise will
mean that the option will expire worthless. If exercises do occur when trading of the underlying
interest is halted, the party required to ddliver the underlying interest may be unable to obtain it,

which may necessitate a postponed settlement and/or the fixing of cash settlement prices (see Chapter
VII).

. All cash-<ettled options have certain specia risks. These risks, as they apply to cashsettled index
options, are discussed under " Specia Risks of Index Options' below. That discussion is aso
applicable to other types of cash-settled options.

If a cash-settled option has a settlement currency other than U.S. dollars, holders and writers will be
subject to the same kinds of risks with respect to the foreign currency and the settlement of an
exercise as are discussed in paragraphs 1 through 9 under " Specia Risks of Foreign Currency
Options' below.

Holders and writers of a capped option bear the risk that an automatic exercise value will be reported
erroneoudly by the officia reporting source. As a consequence of the error, the options market on
which the option is traded may not determine on atimely basis that the automatic exercise feature has
been triggered. In that event, the option will not be automatically exercised unless the options market
determines on a subsequent trading day that the automatic exercise value for the option has hit the cap
price. Alternatively, the options market may determine on the basis of an erroneous report that the
automatic exercise feature has been triggered. If the options market makes such a determination and
does not correct it on atimely basis, the option will be automatically exercised and the short positions
of al writers will be assigned based on the erroneous report.

. Theinsolvency of a brokerage firm could present risks for that firm's customers, whether they are
investors in options or in other securities. If abrokerage firm or the OCC Clearing Member that
carries the firm's accounts at OCC were to become insolvent, the firm's customers could have some or
all of their options positions closed out without their consent. Customers whaose options positions

were not closed out under these circumstances might experience delays or other difficultiesin
attempting to close out or exercise affected options positions. Similarly, the insolvency of an

associate clearing house could present risks for the customers of brokerage firms whose accounts are
carried through that associate clearing house.

. Specid risks are presented by internationaly-traded options. Because of time differences between the

United States and various foreign countries, and because different holidays are observed in different
countries, foreign options markets may be open for trading during hours or on days when U.S.
markets are closed. Investors buying or writing options in foreign markets at such times should
understand that options premiums may not reflect current prices of the underlying interests in the
United States. For a discussion of risks pertaining to index options traded in foreign markets, see
paragraph 13 under "Specia Risks of Index Options' below.

Although OCC's rules and procedures have been designed for the purpose, among others, of
facilitating the prompt settlement of options transactions and exercises, there isarisk that OCC and
its backup system will fail. For example, if Clearing Member insolvencies are substantial or
widespread, OCC's ability to honor all exercises could be impaired. As noted in Chapter XI, the
prospectus of OCC relating to options is available from OCC or any of the U.S. options markets, and
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the registration statement of OCC, which includes OCC's financid statements, is available for
inspection at OCC's office and may be obtained from the SEC.

8 10-5 Special Risks of Index Options

Writers of cash-settled index call options cannot provide in advance for their potential settlement
obligations by acquiring and holding the underlying interest. A cal writer can offset some of the risk
of hiswriting position by holding a diversified portfolio of securities smilar to those on which the
underlying index is based. However, except where the underlying index is a specialized one based on
relatively few securities, most investors cannot, as a practical matter, acquire and hold a portfolio
containing exactly the same securities in the same proportions as the underlying index. Most writers
of cash-settled index calls who aso hold positions in securities will therefore bear the risk that the
market prices of those securities will not increase as much as the index.

Even if the writer of a cash-settled index call option could assemble a securities portfolio that exactly
reproduced the composition of the underlying index, the writer still would not be fully covered from a
risk standpoint because of the "timing risk" inherent in writing cashtsettled options. When a cash+
settled index option is exercised, the amount of cash that the holder is entitled to receiveis
determined by the difference between the exercise price and the exercise settlement value, which is
based on the prices of the congtituent securities at a particular time on or in relation to the date on
which the option is exercised. Aswith most other kinds of options, the writer will not learn that he
has been assigned until the next business day, at the earliest. The time lag between exercise and
notice of assignment poses no risk for the writer of a covered physical delivery call, because that
writer's obligation is to deliver the underlying interest and not to pay its value as of afixed timein the
past. So long as the writer of a physical ddivery call aready owns the underlying interest, he can
satisfy his settlement obligations smply by delivering it, and the risk that its value may decline after
the exercise date is borne by the exercising holder. In contrast, even if the writer of a cash-settled
index cal holds securities that exactly match the compaosition of the underlying index, he will not be
able to satisfy his assgnment obligations by delivering those securities against payment of the
exercise price. Instead, he will be required to pay cash in an amount based on the exercise settlement
value on the exercise date; and by the time he learns that he has been assigned, the index may have
declined, with a corresponding decline in the value of the securities portfolio. This"timing risk” isan
inherent limitation on the ability of writers of cashsettled callsto cover their risk exposure by
holding positions in the underlying interest. Thisrisk applies only to Americanstyle options. The
writer of a European-style capped call that is exercisable only on the expiration date runs the risk of
assignment only with respect to exercises filed on that day. If the call is more than margindly in the
money on the preceding trading day, the writer can ordinarily assume that it will be exercised and
take market action to protect himself against a subseguent decline in the value of his position in the
underlying interest.

The timing risk discussed in the preceding paragraph makes spread positions and certain other
multiple option strategies involving cash-settled American-style index options substantialy riskier
than similar strategies involving physica delivery options. With physicd delivery options, a person

in agpread position can ordinarily satisfy his settlement obligations on the short leg of the spread
merely by exercising the long leg if it isin the money. That is, the cash or underlying interest that he
obtains by exercising the long leg will ordinarily be sufficient to enable him to meet his settlement
obligations on the short leg. With cash-settled index options, however, an investor in a spread
position runs the risk that by the time he receives notice of an exercise assignment on the option he
has written, the index value will have changed such that exercising the long leg of the spread will not
yield sufficient cash to satisfy his obligation on the exercise assgnment. Thus, an investor who holds
a spread position in cashrsettled index options and is assigned an exercise is at risk for any adverse
movement in the prices of the constituent securities of the index after the time the exercise settlement
value of the assigned short is determined unless the investor is able to exercise the long leg of the
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spread in time to receive that same exercise settlement value. Other multiple options strategies
involving cashsettled options can present similar risks.

Readers intending to use index options to hedge againgt the market risk entailed in investing in
individual securities should recognize the complexities of uilizing index options in this manner.

Market risk isthe risk that factors affecting the stock market as a whole may have a similar effect on
the price of a particular equity security. Historically, some securities have tended to be highly
senditive to factors influencing the market generally; others less so. As aresult, different securities
may be viewed as involving different levels of market risk. I1n addition, a security's sengitivity to
broad market influences may change over time, so that the same security may involve different levels
of market risk at different times.

Investors using index options in this manner should aso understand that they remain subject to
company risk -- that is, the risk that factors affecting a particular company, such asits market position
or the quality of its management, may cause its securities to perform differently than the market as a
whole.

In addition, readers intending to utilize index options to hedge a diversified securities portfolio

against market risk should understand that unless the securities in the portfolio exactly mirror the
securitiesin an underlying index, the portfolio and the index may respond differently to agiven

market influence. For this reason, the use of index options for hedging purposes involves specia

risks that are not present with "true" hedges -- i.e., hedges composed of options on the specific
securities in the hedged position. These risks are greatest when options on broad-based indexes are
used to hedge a nondiversified securities position. Except where the composition of the position to be
hedged is very similar to that of an underlying index, index options may best be understood as a
means of reducing some but not all of the risks of a securities portfolio position.

Readers should aso be aware that it may not be possible to purchase or liquidate a portfolio of
securities at prices that exactly converge with the prices used in determining the exercise settlement
vaues of some index options. For example, if the underlying index is comprised in whole or part of
securities whose primary market is the NASDAQ stock market, an investor cannot be certain that he
will be able to effect transactions in those securities at the opening or closing prices (as the case may
be) used in determining the exercise settlement value.

Just as holders and writers of stock options bear the risk that transactions in the underlying security
may be erroneoudly reported, holders and writers of index options bear the risk that the reported
current index level may bein error. A person who buys or sells an index option at a premium based
on an erroneoudly reported index level is bound by the trade and has no remedy under the rules of the
options markets. Similarly, persons who exercise cashsettled index options or are assigned exercises
based on erroneoudy reported index levels will ordinarily be required to make settlement based on
the exercise settlement value as initidly reported by the official source of the index, even if a
corrected value is subsequently announced. References herein to index values "as initialy reported”
refer to the values initialy reported by the source of the index as definitive, and not to any tentative or
preliminary vaues that may be announced at an earlier time subject to adjustment. In extraordinary
circumstances (e.g., where an exercise settlement value asinitially reported is obvioudy wrong and
inconsistent with values previoudy reported, and a corrected value is promptly announced), OCC has
discretion to direct that exercise settlements be based on a corrected exercise settlement value.
Ordinarily, however, the exercise settlement value as initially reported by the official source of the
index will be conclusive for exercise settlement purposes.

A holder of a cash-settled index option who exercises it before the exercise settlement value of the

index for that day is available runs the risk that the level of the underlying index may subsequently
change. If such achange causes the exercised option to fal out of the money, the exercising holder
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will be required to pay the difference between the exercise settlement value and the exercise price of
the option (times the applicable multiplier) to the assigned writer.

EXAMPLE: A holder of an index put option that settles based on the closing prices of the
constituent securities and that has an exercise price of 30 directs his broker to exercise a 10:00 A.M.,
when the level of the underlying index is 28. If the underlying index stays at that level until the close
of trading that day, the holder will be entitled to receive $200 in settlement (assuming amultiplier of
100). If, however, the index level rises to 32 based on the closing prices of the constituent securities,
the holder will be required to pay $200 to the assigned writer, thereby sustaining a $200 loss on the
exercise.

A holder who plans to exercise a cash-settled index option that settles based on closing prices can
minimize thisrisk by withholding exercise instructions until just before the daily exercise cut-off time
fixed by his brokerage firm. However, he may not be able to eiminate it entirely. Daily exercise cut-
off times for index options may be earlier than those fixed for other types of options and may occur
before definitive exercise settlement values have been determined. In the case of the exercise of a
cash-settled index option that settles based on opening prices of the congtituent securities, thisrisk
appliesif the holder submits exercise instructions before the definitive exercise settlement index vaue
has been announced, which may be different from index levelsthat are initially disseminated at the
time of the opening and which may not be available in some cases until severa hours after the

opening.

Cashrsettled index options whose exercise settlement values are based on the opening prices of the
constituent securities are not traded on the last scheduled trading day for those securities prior to the
option expiration date. An option holder will be able to redize vaue from his option on that day only
if the option isin the money and he exercisesit. A writer of thistype of option who has not
previoudy closed out his position will be unable to do so on that last trading day for the constituent
securities and will be at risk of being assigned an exercise.

Current index levels will ordinarily continue to be reported even when trading is delayed or
interrupted in some or dl of the constituent securities of the index or when the reporting of
transactionsin those securities has been delayed. In that event, the reported index levels will be based
on the most recent reported prices of the constituent securities -- whether or not those securities are
being currently traded. Asaresult, reported index levels may at times be based on non-current price
information with respect to some or even all of the constituent securities of an index. If this condition
existed at the time of determining the exercise settlement value of an exercised option, that exercise
would be settled on the basis of an index level that might not reflect current price information with
respect to constituent securities accounting for a significant portion of the value of the index.

(Indeed, as noted in Chapter 1V, an exercise settlement value that is based on the opening prices of
the congtituent securities may not coincide with, and may diverge substantialy from, the index values
that are reported at the time of the opening.) Moreover, if the index underlay a capped index option,
that option would or would not be automatically exercised based on an index level that might not
reflect the true state of the market at the time.

OCC has no authority, and the options markets on which capped index options are traded do not
intend as of the date of this booklet, to restrict the automatic exercise of capped index options. Itis
therefore possible that automatic exercise of a capped index option could occur on a day when OCC
or an options market has imposed restrictions on the exercise of other styles of options on the same
underlying index. It isalso possible that automatic exercise of a capped index option could occur on
a day when the options market has suspended trading in the option. Either of these possibilities could
limit the ability of awriter to take action to limit the cost of being assigned an automatic exercise.

The purchase and sale of index options in foreign markets at times when U.S. markets are closed
may present specid risks. Although an underlying index may be based on securities primarily traded
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in U.S. markets, the index levels reported in foreign options markets at such times may be based on
the trading of some or al of the constituent securities in foreign markets, and, in any case, option
premiums in the foreign market will not reflect current prices of the constituent securitiesin U.S.
markets. In addition, if a cash+settled index option is exercised through the foreign office of a
brokerage firm on a day when U.S. markets are closed, the exercise settlement value of the option
will not be known until the time fixed for determining exercise settlement values on the next day on
which U.S. markets are open. The corresponding risks would apply to the trading in U.S. markets of
options based on indexes of securities primarily traded in foreign markets.

8§ 10-6 Special Risks of Debt Options

Many of the specia risks associated with debt options result from the character of the marketsin
which the underlying debt securities are issued and traded and the distinctive characteristics of debt
securities. The vast mgjority of the trading activity in bonds and money market instruments takes
place in adealer market. Dealerstypically maintain markets in all outstanding issues of Treasury
securities, but most of the activity tends to center on recently issued securities. Liquidity is generaly
greater and quotations are generaly tighter on recent issues than on older issues.

There are numerous dedlersin all of the Treasury securities from which the yield on the options now
traded is determined, but at the date of this booklet there is no comprehensive consolidation of bids
and offers or public reporting of transaction prices in those securities such as exists in the markets for
stocks. While there is some dissemination of representative bids and offers, at the date of this booklet
anyone interested in buying or selling a Treasury security usualy must have his brokerage firm or
bank contact one or more dedlers individually to learn their current quotations.

The absence of last sale information and the limited availability of quotations for debt instruments can
make it difficult for many investors to obtain timely, accurate data about the state of the market for
the underlying debt securities. At the same time, dealersin the underlying securities have access to
private quotation networks that give actual current bids and offers of other dedlers. Thisinformation
is not available to most investors. As aresult, these dedlers may have a significant advantage over
other participants in the debt options markets.

Ancther important difference between the stock market and the market for Treasury securities is that
stock quotations are generally keyed to a 100-share round lot while the basic unit of trading in the
debt securities market typically involves much larger dollar amounts. A round lot for most dedlersin
Treasury securitiesis, at a minimum, $1,000,000 of principal amount; and on Treasury hills it can be
larger. Most dealers are oriented toward doing business with large ingtitutional customers or other
deders. Asaresult, investors buying or selling debt securities in amounts smaller than round lots can
expect to pay more and receive less than dealer quotations for round lot transactions.

The unit of trading for price-based debt options is likely to involve larger dollar amounts of the
underlying debt security than is the case with stock options. In general, this meansthat: ()
premiums for such an option will tend to be higher than for a stock option, and (b) the increase or
decrease in the price of an option that is associated with any given change in the price of the
underlying security will tend to be larger for many such debt options.

If the unit of trading for a physica delivery price-based debt option is smaller than $1,000,000,
investors who buy or write options covering principa amounts other than a multiple of $1,000,000

may be disadvantaged by having to deal in an odd-lot market for the underlying debt security at prices
that are less favorable than for round lots.

In the event of a shortage of the underlying debt security deliverable on exercise of a physica
delivery price-based debt option, OCC has the authority to permit other generally comparable
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securities to be delivered in fulfillment of the delivery obligation. 1f OCC exercises its authority to
allow such other securities to be delivered, it may aso adjust the exercise prices of the affected
options by setting different prices at which otherwise non-digible securities may be delivered. Asan
aternative to permitting such substitute deliveries, OCC may impose special exercise settlement
procedures similar to those applicable to stock options, including the fixing of a cash settlement price
payable by writers who waould otherwise be unable to meet their ddlivery obligations (see
"Settlement” in Chapter VI11), and/or prohibit the exercise of puts by holders who would be unable to
meet the resulting settlement obligations (see paragraph 5 under "Risks of Option Holders' above).

The hours of trading for debt options may not conform to the hours during which the debt securities
aretraded. To the extent that the options markets close before the markets for the underlying or other
related instruments, significant price and rate movements can take place in the underlying markets

that may not be reflected in the options markets. The possibility of such movements should be taken
into account in relating closing prices in the options markets to those in the underlying markets. In
addition, there is arisk that debt options may be exercised on the basis of price movementsin the
underlying security after the close of trading in the options markets when writers are no longer able to
close out their short positions.

Because exercises of yield-based options are settled in cash, option writers cannot fully providein
advance for their potentia settlement obligations by acquiring and holding the Treasury security from
which the underlying yield is determined. A writer of ayield-based option can theoretically offset
most of the risk of hiswriting position by acquiring Treasury securities of the designated maturity
period on which the underlying yield is based. Offsetting risk in thisway may be difficult to do in
practice, however. Whileit is possible at any given time to calculate the principal amount of
Treasury securities needed to assure that the risk of the option position is offset, such calculations are
based upon complex mathematical relationships. Moreover, the principal amount of Treasury
securities needed to assure that the risk of an options position is fully offset will generaly not remain
constant throughout the life of the option, but instead will fluctuate as a result of changesin yields
and remaining time to maturity. For a given percentage change in yield, this fluctuation will be
greater for securities of longer maturity periods than for securities of shorter maturity periods.
Furthermore, there can be no assurance that an option writer will be able to sell the Treasury
securities that he holds at the option's expiration at the same average yield that is used in calculating
the exercise settlement value of the option. Prices, and therefore yields, could differ from dedler to
dealer. Moreover, when dealer quotations are averaged in obtaining ayield, they may result in a
value which varies from the value that would be obtained by averaging yields representing actual
transactions for the same securities during the same time period.

Investors in yidd-based debt options run the risk that reported yields may bein error. The values
disseminated by the designated reporting authority of the options markets during trading and for
exercise settlement purposes will ordinarily be averages or medians of deder quotations or prices, and
it is possible that errors could be made in the gathering or averaging of these values. A person who
buys or sells an option at a premium based on an erroneous reported yield value is bound by the trade
and has no remedy under the rules of the options markets. Similarly, persons who exercise options or
are assigned exercises based on erroneous reported yields will ordinarily be required to make
settlement based on the value asinitialy reported by the reporting authority, even if a corrected value
is subsequently announced. In extraordinary circumstances (e.g., where avalue asinitialy reported is
obviously wrong and inconsistent with values previoudy reported, and a corrected value is promptly
announced), OCC may direct that exercise settlements be based on a corrected value. Ordinarily,
however, the value as initidly reported by the official source will be conclusive for exercise
settlement purposes.

A holder of ayield-based option who exercises it before the exercise settlement value of the
underlying yield is available runs the risk that the level of the underlying yield may subsequently
change. If such achange causes the exercised option to fall out of the money, the exercising holder
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will be required to pay the difference between the exercise settlement value and the exercise price of
the option (times the applicable multiplier) to the assgned writer. A holder who plans to exercise an
option may be able to minimize this risk by withholding exercise instructions until just before the
exercise cut-off time fixed by his brokerage firm. However, he may not be able to diminate the risk
entirely. Exercise cut-off times for yield-based options may occur before definitive exercise
settlement values are announced. Because exercise cut-off times may vary from brokerage firm to
brokerage firm, and there may be different exercise cut-off times for different yield-based options,
option holders who anticipate exercising should determine the applicable cut-off times from their
brokers.

If for any reason there are no quotations available for the Treasury security from which underlying
yields of ayield-based option are determined, trading in the option may be halted. If trading is not
halted, reported yields may be based on non-current price information for the Treasury security.

If OCC determines that the exercise settlement vaue of the underlying yield for any series of yield-
based options is unreported or otherwise unavailable for purposes of calculating the cash-settlement
amount of such series, OCC has the authority to suspend the settlement obligations of the exercising
and assigned Clearing Members of options of such series or to fix the cash settlement amount for
exercised options of such series based on the best information available to OCC, or to do both.
Accordingly, there isarisk to both holders and writers of such options that the settlement of exercised
options may be postponed and may be based on a determination by OCC rather than by the pricing
actions of the market for the Treasury security from which the underlying yield is determined.

8 10-7 Special Risks of Foreign Currency Options

The value of any currency, including U.S. dollars as well as foreign currencies, may be affected by
complex political and economic factors applicable to the country issuing that currency. The price of a
foreign currency option is dependent upon the value of the underlying foreign currency relative to the
trading currency as well as the value of both currencies relative to other currencies generally.
Fluctuationsin the value of the trading currency -- whether it isthe U.S. dollar (in the case of a
dollar-denominated option) or aforeign currency (in the case of a cross-rate option) -- will affect
exchange rates and the prices of foreign currency options, even in the case of an otherwise stable
underlying foreign currency. Conversdly, fluctuations in the value of an underlying foreign currency
will affect exchange rates and the prices of foreign currency options even if the value of the trading
currency remains relatively constant. Investors should consider factors affecting the economies and
currency values of both the country of origin for the trading currency and the country of origin for the
underlying currency. Although these same considerations apply to dollar-denominated options and
Ccross-rate options, cross-rate options involve factors affecting the economies of at least two foreign
countries and may involve consideration by U.S. investors of factors affecting the U.S. economy as
well. Accordingly, aU.S. investor in cross-rate options may need to consider a broader range of
economic developments than a U.S. investor in dollar-denominated foreign currency options.

Even though the intrinsic value of an option is determined by the value of the underlying currency
relative to the trading currency, investors who intend to convert gains or losses into U.S. dollars or
other currencies may be particularly affected by changes in the exchange rates between their "home"
currency and either the trading or the underlying currency.

EXAMPLE: Assume that an investor purchases a yen-denominated, at-the-money call option on
British pounds by converting U.S. dollars to Japanese yen. The British pound then appreciates
relative to the yen, and at expiration the exercise price is more favorable than the then current
exchange rate between yen and pounds. The investor could realize again in yen by converting
dollarsto yen in order to purchase pounds at the exercise price and then reselling the pounds for yen

at the current exchange rate. 1f the amount of that gain exceeds the premium that the investor paid for
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the option, the investor will redlize again in yen on his investment in the option. However, if the yen
has depreciated relative to the dollar since the investor purchased the option, the gain may be reduced
or even converted to aloss when the yen are converted back to dollars. Thisis so because, athough
the yen received upon the sale of the pounds may exceed the exercise price plus the premium paid in
yen, there is no guarantee that, when the yen are converted back to dollars at the current rate, the
dollars received will exceed the exercise price plus the premium paid in dollars. If the investor
converts the pounds directly into dollars rather than to yen and then to dollars, the result would be the
same since the amount of the dollars received would be expected to be approximately the same,
ignoring any difference in transaction costs and any timing differences in the two-step process.

Similar considerations will apply if the investor liquidates his investment in a cross-rate option by
sling it rather than by exercising it.

EXAMPLE: Assumein the previous example that the premium vaue of the call option hasincreased
permitting the investor to liquidate his investment in the option by sdlling it for more yen than he paid
for it. If the exchange rate between the U.S. dollar and the Japanese yen has not changed, the investor
should be able to convert the yen received on the sale of the option to a U.S. dollar amount greater
than his original investment. If, on the other hand, the yen has declined in value relative to the U.S.
dollar, the investor's gain in yen may be reduced or converted to aloss when the premium received on
the sale of the option is converted to dollars.

The exchange rates of foreign currencies (and therefore the prices of foreign currency options) could
be significantly affected, fixed or supported directly or indirectly by government actions.

Government actions could increase risks to investors in both dollar-denominated and cross-rate
options if exchange rates were not free to fluctuate in response to other market forces. Investorsin
options involving currencies of countries that participate in the European Monetary System ("EMS")
should note that, as of the date of this booklet, exchange rates among EM S currencies are subject to
exchange rate agreements and intervention mechanisms of the EMS. The monetary authorities of
other countries may aso intervene, either independently or in concert with others, to attempt to affect
the exchange rates between their currencies and other currencies.

Because foreign currency transactions occurring in the interbank market involve substantialy larger
amounts than those likely to be involved in the exercise of individua foreign currency option
contracts, investors who buy or write foreign currency options may be disadvantaged by having to
deal in an odd lot market for the underlying foreign currencies at prices that are less favorable than
for round lots. Because this price differential may be considerable, it should be taken into account
when assessing the profitability of aforeign currency option transaction that will involve the
exchange of one currency for another.

Thereis no systematic reporting of last sale information for foreign currencies. There is reasonably
current, representative bid and offer information available on any market where foreign currency
options are traded, in certain brokers offices, in bank foreign currency trading offices, and to others
who wish to subscribe for thisinformation. There is, however, no regulatory requirement that those
guotations be firm or be revised on atimely basis. The absence of last sale information and the
limited availability of quotations to individua investors may make it difficult for many investors to
obtain timely, accurate data about the state of the underlying market. In addition, the quotation
information that is available is representative of very large round lot transactions in the interbank
market and does not reflect exchange rates for smaller odd lot transactions. Since the relatively small
amount of currency underlying a single foreign currency option would be treated as an odd lot in the
interbank market, available pricing information from that market may not necessarily reflect prices
pertinent to a single foreign currency option contract.

The quotation information available to investors may be from sources that are different from those
used to calculate the exercise settlement value of cash-settled foreign currency options. An investor
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who attempts to redlize the intrinsic value of such an option through an exercise rather than by selling
the option in a closing transaction runs the risk that the exercise settlement value may be less than
gppears from the information then available to him.

Foreign governmental restrictions or taxes could result in adverse changes in the cost of acquiring or
disposing of foreign currencies. If OCC determines that such restrictions or taxes would prevent the
orderly settlement of delivery foreign currency option exercises or would impose undue burdens on
parties to exercise settlements, it has authority to impose special exercise settlement procedures,
which could adversely affect some investors.

The interbank market in foreign currenciesis agloba, around-the-clock market. Therefore, the hours
of trading for foreign currency options do not conform to the hours during which the underlying
currencies are traded. To the extent that the options markets are closed while the market for the
underlying currencies remains open, significant price and rate movements may take place in the
underlying markets that cannot be reflected in the options markets. The possibility of such
movements should be taken into account in relating closing prices in the options markets to those in
the underlying markets. In addition, this creates arisk that foreign currency options may be exercised
on the basis of price movements in the underlying currency after the close of trading in the options
markets, when writers are no longer able to close out their short positions.

Since exercise settlement of physica delivery foreign currency options -- whether they are dollar-
denominated or cross-rate options -- occurs within the country issuing the underlying foreign

currency, investors must accept or make delivery of the trading and underlying foreign currencies
through their brokerage firms in conformity with any U.S. or foreign restrictions or regulations
regarding the maintenance of foreign banking arrangements by U.S. residents, and may be required to
pay any fees, taxes or charges associated with such deliveries.

Exercise settlement of physica delivery foreign currency options -- whether they are dollar-
denominated or cross-rate options -- is made through OCC's correspondent banks in the country of
origin. Investors may be exposed to losses in the event that a correspondent bank should fail during
the settlement process.

Asin the case of other cash-settled options, writers of cash-settled foreign currency call options
cannot fully provide in advance for their potential settlement obligations by acquiring and holding the
underlying interest. Although a call writer may hold the quantity of the currency underlying the
option, there is no assurance that if he is assigned an exercise he will be able to sall such currency at
the exercise settlement value.

If a cash-settled foreign currency option is exercised based upon areported exercise settlement value
that isin error, the holder and the writer will ordinarily be obligated to make settlement based on the
exercise settlement value as originadly reported, even if the value is subsequently revised or
determined to have been inaccurate. In extraordinary circumstances (e.g., where the value as initially
reported is obviousy wrong and inconsistent with other available price information and a corrected
value is promptly announced), OCC has discretion to direct that the exercise settlement be based on
the corrected value.

If cash-settled foreign currency options expire on atrading day -- asis the case with the cash-settled
options traded at the date of this booklet -- there will ordinarily be an abbreviated trading sesson in
those options on the morning of their expiration date. If the opening of the options market should be
delayed for any reason on that day, there may be no trading at al that day in those options.
Accordingly, holders and writers who wait until the last trading day to close out their positionsin
closing transactions in those options run arisk that they may be unable to do so.
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13. If OCC determines that the exercise settlement value for any cash-settled foreign currency option is
unavailable for purposes of calculating the cash settlement amount, OCC has the authority to suspend
the settlement obligations of the exercising holder and assigned writer of such option or to fix the
cash settlement amount based on the best information available to OCC, or to do both. Accordingly,
there is arisk to both holders and writers that the settlement of exercised cashtsettled foreign currency
options may be postponed and may be based on a determination by OCC rather than by the
procedures specified by the options market on which the options are traded.

8 10-8 Special Risks of Flexibly Structured Options

In addition to the risks discussed above, the following specia risks are applicable to flexibly structured
options.

1. Because flexibly structured options have variable terms that are fixed by the parties, there are no pre-
established series of flexibly structured options. Rather, many different series of flexibly structured
options may be created and outstanding at any given time as aresult of the various designations of
variable terms that are made in different transactions. Secondary trading interest in flexibly
structured options may therefore be spread over alarger number of series than the trading interest in
other options, the trading interest in any particular series of flexibly structured options may be very
limited, the secondary markets in flexibly structured options may be less deep, liquid and continuous
than the markets in other options on the same underlying interests, and the premiums for flexibly
structured options may not correlate with premiums for such other options.

2. OCC may baseits calculations of the margin requirements of OCC's Clearing Members for positions
in aseries of flexibly structured options on an estimate derived from data and factors OCC deems
pertinent in respect of quotations and transactions in that options series and in other options series.
Alternatively, OCC may fix such margin requirements at alevel it deems necessary to protect the
respective interests of OCC, the Clearing Members and the public. Asaresult, the Clearing
Member's margin requirements for positions in flexibly structured options may differ from -- and may
be significantly greater than -- the margin requirements gpplicable to smilar positionsin other
options on the same underlying interest. Such differences may cause Clearing Members to require
customers that maintain positions in flexibly structured options to deposit more margin for flexibly
structured options positions than for positions in other options. To the extent OCC's estimate of the
current value of aflexibly structured option is used in the determinations of the margin requirements
of the Board of Governors of the Federal Reserve System, the options markets and other self-
regulatory organizations, it may aso cause such margin requirements to be greater than they would be
for other options.

CHAPTER 11 SCOPE AND LIMITATIONSOF THISBOOKLET

8 11-1 Scope and Limitations of this Bookllet
Readers should be aware of the scope and limitations of this booklet set forth below:

1. Thisbooklet has been prepared by the U.S. options markets for distribution pursuant to the
requirements of SEC Rule 9b-1 under the Securities Exchange Act of 1934 and the rules of the U.S.
options markets. This booklet is not intended to meet other requirements which may be in effect in
any jurisdiction and should not be relied upon for that purpose.

Under the applicable SEC regulatory scheme for options, this booklet is not a prospectus. Nothing in
this booklet should be construed as furnishing investment advice or as being a recommendeation,
solicitation or offer to buy or sell any option or any other security. A prospectus of OCC relating to
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options is available without charge upon request addressed to OCC, One Financia Place, 440 S.
LaSdle Street, 24th Floor, Chicago, Illinois 60605, or any of the U.S. options markets. The OCC
registration statement relating to options, which includes the OCC prospectus and the financia
statements of OCC, is available for ingpection at the offices of OCC, and copies may be obtained
from the SEC, Room 1024, 450 5th Street, N.W., Washington, D.C. 20549, upon payment of the fees
prescribed by the SEC. Additiond information concerning OCC -- but not the options markets -- is
included in the OCC prospectus and registration statement.

. Only the U.S. options markets on which an option is authorized to be traded are responsible for the
statements in this booklet concerning that option.

. The options markets do not intend this booklet to be incorporated by reference into the OCC
prospectus or into any other publication that may be prepared or distributed by OCC, an options
market or any other person (other than a document that has been specifically designated to be a
supplement to this booklet and that has been filed with the SEC pursuant to Rule 9b-1). The fact that
another document states that this booklet is available, or states from whom this booklet may be
obtained, or recommends that this booklet be read and understood, does not mean that this booklet
has been incorporated by reference into that other document.

No other publication is incorporated by reference into this booklet. The fact that this booklet refers to
information that may be available in other publications does not mean that any of those other
publications has been incorporated into this booklet.

. This booklet does not attempt to present a complete description of al of the provisions governing
options. These are set forth in applicable laws, in the rules and regulations of the SEC and other
regulatory agencies, and in the rules, interpretations, policies and procedures (collectively called
"rules") of OCC, the options markets and the foreign clearing houses that act as "associate clearing
houses' of OCC that may be in force from time to time.

This booklet aso does not attempt to describe either the rules that govern the structure or conduct of
options trading or the forms and procedures for trading in the various options markets. These matters
differ from one options market to another, and they may change from time to time. As examples, the
various options markets may utilize different market-making systems (with some markets using a
speciaist system, others a competing market-maker system, and others a combination of the two),
order routing systems, and automatic order execution systems. Moreover, as advances are made in
computer technology, the trading and market-making systems and the other trading procedures of the
options markets are likely to evolve and change -- or even be radically different from what they now
are.

At particular times -- such as when unusual conditions or circumstances exist, which for example may
occur on and after days on which there have been substantia or volatile price movementsin the
securities markets generaly or in the markets for underlying or related interests -- the options
markets may have authority under their rules to modify the application of some or al of their trading
rules and procedures or to take such actions as they may deem appropriate in the circumstances. Such
actions could include, among other things, changing the manner in which trading in particular options
is conducted, extending trading hours for particular options, halting trading in particular options,
restricting the types of orders that may be employed, and modifying or eiminating the bid/asked
differential at which market-makers or specialists may quote. The taking of such actions by an
options market often is promptly disclosed to the trading crowd in that options market, to
representatives of brokerage firms that are members of the options market, and/or to price vendors,
but the actions may be taken without public notice, and there can be no assurance that disclosure will
be made in a manner that will permit investors to learn of the actions in atimely way.
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OCC and the options markets have broad discretion under their rules to take a variety of actionsin
particular circumstances, and readers should not assume that any organization will exerciseits
discretion in a particular way in any particular circumstance. A statement in this booklet to the effect
that OCC or an options market has authority or discretion to take a particular action does not mean
that it will necessarily take that action. To the contrary, it should be understood from such a
statement that the organization also has authority not to take that action. Moreover, it should be
understood that OCC and the options markets have broad discretion in the manner in which they
interpret their own rules.

OCC and the options markets have no duty to enforce, or to oversee the enforcement of, each other's
rules. OCC and each U.S. options market has a general statutory obligation to enforce compliance
with its own rules by its own members. However, there can be no assurance that all such rules will
aways be complied with by members, since frequently the only means of enforcing compliance with
rulesis to impose disciplinary sanctions after the fact on those who have violated them.

Readers desiring information concerning the rules of OCC or any of the options markets as to the
terms of options, the manner in which options are traded or in which a market functions, the trading
hours of a particular options market, or other related matters, or information concerning any of the
other matters referred to herein, may obtain the information from the relevant organization.
Information concerning a foreign options market or associate clearing house is generdly available
from that organization.

The U.S. options markets have rules applicable to the handling of customer accounts and the
execution of buy and sell orders that impose specia requirements with respect to approval of
customer accounts for options trading and recommendations of particular option transactions. This
booklet does not attempt to describe those requirements, the laws and rules governing brokerage firms
and other securities professionals, or the agreements, procedures and internal rules of brokerage firms
that are applicable to the approval and opening of customer accounts, the handling and execution of
orders, the transmission to brokerage firms of instructions to exercise or not to exercise options, the
manner or time in which writers of options are notified by their brokerage firms that options have
been assigned an exercise, the handling of customers funds, securities and accounts, the safeguarding
of customers positionsin options, or other matters relating to the handling of options transactions by
brokerage firms. Readers should consult with their own brokerage firms for information concerning
such matters.

This booklet does not attempt to describe the risks to investors that may be associated with the way
trading is conducted in any particular options market or in any market for an underlying or related
interest. The reader should not assume that either the options markets or the markets for underlying
or related interests will be efficient, liquid, continuous and orderly in al circumstances or that they
will be or remain open at al times. Even on relatively norma days, there will be variancesin the
market-making performance of specialists and market makers in the various markets which derive
primarily from differencesin individua skills, capita, willingness to accept risk, ability to hedge risk,
trading strategies, and market-making obligations, and these variances are likely to be exacerbated
during times of greatly increased volume or volatility. Although speciadists and market makersin
some markets have certain obligations to assist in the maintenance, so far asis practicable, of afair
and orderly market, traditional indicators of orderliness are difficult to apply to the trading of
derivative products such as options and there is arisk that the market-making system of a particular
market will not operate effectively, efficiently or in an orderly manner at particular times. The nature
and scope of that risk are not among the types of risk discussed further in this booklet.

It is aso possible that the systems of an options market, or of a market for an underlying or related
interest, may fail or may not work effectively or efficiently at times. During the past few years, for
example, the operations of various U.S. markets have been disrupted by earthquake, flood, fire,
dectricity outages, and computer failure. Moreover, no system can be expected to work perfectly at
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al times. The options markets may rely on manua methods to record trade information, and errors or
omissions can occur in their reports of price, volume and other information, and these can be
expected to be exacerbated on days of significant volume or voldtility.

It is also beyond the scope of this booklet to discuss the risks that may result to investors from the use
by market participants of options pricing theories. There are a number of publications that are
commercialy available which discuss such theories.

This booklet does not attempt to describe risks that may be inherent in an investment in the underlying
interest. It is obvious that the investment potential of an option can be dependent on the performance
of the underlying interest and that investors in options are therefore subject to the risks that may affect
the value of that interest. For example, one of the risks undertaken by a purchaser of a call option (or
awriter of aput option) on XY Z stock isthat XY Z may decline in price during the life of the option.
Therisk of this decline is dependent on the risks that may affect the economy or the stock market
generdly or XYZ specificaly. Similarly, the holder of a dollar-denominated option on aforeign
currency is subject to the risk factors affecting the relative values of the U.S. dollar and the foreign
currency. A discussion of these types of risks is beyond the scope of this booklet.

This booklet does not attempt to describe systemic risks that could affect the options markets and the
investors in those markets. The options markets, like all securities markets, are interrelated with, and
frequently interdependent upon, other aspects of national and international financial and capital
systems and upon the national and world economy. Any disturbance or crisis of one part of these
interrelated systems could severely disrupt or even threaten the performance of the options markets or
of OCC. Bank failures, payments breakdowns, large and sudden economic shocks, the failure of a
large securities firm, market or clearing organization, or other such events could cause other failures
on awidespread basis and could affect the liquidity and solvency of the participants in the options
markets. The specific causes of systemic failure or disruption are not easy to predict, and a discussion
of them is beyond the scope of this booklet.

All examplesin this booklet are based on hypothetical values that are not necessarily indicative of
the prices in an actual transaction. Readers should not assume that options will necessarily be priced
in accordance with any example in this booklet or in accordance with any pricing formula or modd.
As noted in the discussion of "Premium” in Chapter |1, option premiums are not fixed by OCC or any
of the options markets.

The examples in this booklet do not include tax consequences, commissions or other transaction

costs, nor do they include the impact of applicable margin requirements. As discussed in Chapter 1X,
these items can be very significant and should be taken into account by al investors.

CHAPTER 12 SUPPLEMENTS

8 12-1 November 8, 1995 Supplement to Characteristics and Risks of Standardized Options

The following supplements material in Chapter V111 of the February 1994 edition of Characteristics and
Risks of Standardized Options under the captions "How to Exercise” and "Assignment” in respect of
certain flexibly structured foreign currency options:

If the expiration date of an option falls on a day on which an options market is open for trading in that
option, a brokerage firm's last cut-off time for accepting exercise instructions prior to the option's
expiration may be on the expiration date.

OCC has modified procedures for the assignment of exercises of certain flexibly structured foreign
currency options. Under the modified procedures, OCC assigns exercises in a series of the options to each
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Clearing Member account in approximately the same proportion that the number of short positions of that
series carried in the account bears to the total number of short options positions of that series. (A
description of the modified procedures is available from OCC on request.) The rules of the options market
on which such options are traded may either require or permit their member firms to alocate assignments
among customers using a similar proportional method. As aresult, there is a substantia likelihood that an
investor who has a short position in a series of options for which the modified procedures are applicable
will be assigned exercises with respect to at least a part of that position whenever options of that series are
exercised. Investors should determine from their brokerage firms which flexibly structured foreign
currency options are subject to the firm's proportional method of allocation and how that method works.

8§ 12-2 October, 1996 Supplement to Characteristics and Risks of Standardized Options

To accommaodate the introduction of flexibly structured stock options (and the possible future
introduction of other European-style stock options) and to reflect the current rules of the options markets
on which flexibly structured stock options are traded, the February 1994 edition of the booklet entitled
Characteristics and Risks of Standardized Options (the "options booklet") is amended as follows:

1. The second full paragraph after the example on page 21 of the options booklet is amended to read:

When an underlying security is converted into aright to receive a fixed amount of cash, options on
that security will generally be adjusted to require the delivery upon exercise of a fixed amount of

cash, and trading in the options will ordinarily cease when the conversion becomes effective. Asa
result, after such an adjustment is made all options on that security that are not in the money will
become worthless and al that are in the money will have no time vaue. If the option is European
style (as may be the case for aflexibly structured stock option designated as a European-style option),
the expiration date of the option will ordinarily be accelerated to fall on or shortly after the date on
which the conversion of the underlying security to aright to receive cash occurs. Holders of an in the
money option whose expiration date is accelerated must be prepared to exercise that option prior to
the accelerated exercise cut off time in order to prevent the option from expiring unexercised. Writers
of European-style options whose expiration date is subject to being accel erated bear the risk that, in
the event of such an acceleration, they may be assigned an exercise notice and be required to perform
their obligations as writers prior to the origina expiration date. When the expiration date of a
European-style option is accel erated, no adjustment will be made to reflect the accelerated expiration
date. Thereisno assurance that the exercise settlement date for an accelerated option will coincide
with the date that the cash payment to the holders of the underlying security becomes available from
the issuer of the underlying security. Covered writers of an accelerated option may therefore be
required to pay the cash amount in respect of the option before they receive the cash payment on the
underlying security.

2. Thefollowing paragraph is added to the description of flexibly structured options on page 46 of the
options booklet, following the second paragraph under the caption " Specia Features of Flexibly
Structured Options':

The parties to an opening transaction in aflexibly structured call option on an individual stock may
fix the exercise price of the option only at a price that would qualify under the rules of the options
market where the opening transaction occurs as the exercise price of a series of non-flexibly
structured options on the same stock, and that is evenly divisible by the applicable minima exercise
price interva on that market. For example, for aflexibly structured call option on a stock for which
the minimum exercise price interva is $5, the exercise price may be designated as $25, $30, $35, $40,
etc. This restriction does not apply to the exercise prices of flexibly structured stock put options.
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Investors considering strategies involving combinations of flexibly structured put and call stock
options should therefore be aware of this difference between the two types of options.

3. Thethird and fourth sentences of the paragraph under "Exercises and Settlements’ on page 47 of the
options booklet are amended to read:

However, unlike most other options, flexibly structured index options that are in the money on the
expiration date may be exercised automatically. In the future it may be provided that flexibly
structured index options will be exercised automatically only if they are in the money by a specified
amount.
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