Options and hedging 

Options are contracts, which give the owner the right, to buy (call option) or to sell (put option) a specific amount of an underlying asset for a specific price (exercise price) only at the end (european option) or at any time prior to the specified expiration date (american option). For this option right, the owner has to pay a premium, the option price, at the conclusion date. The opposition of the contract, the seller of the option, has the obligation, to sell (call option) or to buy (put option) the underlying asset at the exercise price if the owner exercises the option. 

Collar: A collar consists of holding an underlying asset and simultaneously buying a put option (long put) and selling a call option (short call) of this underlying asset. Because of the long put, the collar hedges against losses of the underlying asset. But the short call limits the possibility of participation on the gains of the underlying asset. 

Covered short call (written call): A covered short call consists of holding an underlying asset and simultaneously selling a call option (short call) of this underlying asset. Although in the literature exists the name call hedge, the covered short call is not an actual hedge strategy. It is only possible to hedge losses of the underelying asset to the amount of the option price, higher losses will be reduced to this amount. On the other hand it is not possible to participate on gains of the underlying asset, because in this case, the option will be exercised, i.e. the seller has to deliver the underlying asset. 

Hedge strategies: A hedge strategy is the intentional reduction of the loss risk (downside risk) of an underlying asset to the debit of the gain chance. Usually hedge strategies are done with derivative securities, e.g. options. 

Put hedge (protective put): A put hedge is a hedge strategy consisting of holding an underlying asset and simultaneously buying a put option (long put) of the same one. This combination leads to an asymmetric gain/loss position at the expiration date: on the one hand there is an effective hedge against losses and on the other hand it is possible to participate in the gains of the underlying asset, but reduced to the amount of the option price. 
http://www.sfb504.uni-mannheim.de/glossary/options.htm
Long Hedge Example with Options 

Joe Parcell and Vern Pierce, Department of Agricultural Economics

This guide details the placing of an input (long) hedge in the options market for use in reducing the price risk associated with buying an input used in your business. A long hedge in the options market is accomplished by purchasing a call option. For example, a swine producer knows he/she will be buying a pen of feeder-pigs two months from now. To feed the pen of weaner pigs, the producer will need 5,000 bushels of corn (one full contract at the Chicago Board of Trade) during the next four months to use in the production of feed. Corn is an input into the production of swine. Currently, the local cash corn price is at $2.35/bushel, and the producer believes that the corn price may rise during the next few months. By knowing the cost of production for the hogs, the producer knows that the $2.35/bushel will allow for profit potential. What can the producer do? The producer can purchase the grain now; however, he/she will have to pay storage on the grain for the next few months, increasing the price above $2.40/bushel. Alternatively, the producer could enter the options market and partially off-set any loss in value (increase in price) with a gain in the options value. 

How do I Place a Hedge? 

Placing a hedge can be a simple process. First, knowing your cost of production helps you know when to place a hedge. To place a hedge, you need to contact a broker with whom you place an order. Most large communities have a broker who will take your order for a set fee (as is common when placing any futures/options market order). The broker can be helpful in informing you on how to appropriately place and exit your hedging position. The broker has a stake, i.e., commission, in making sure your experience with hedging is a good one. After you have placed the order with the broker, the broker will contact a brokerage house at the commodity exchange and relay the order. On the trading floor of the trading commission open out-cry is used in matching market supply and demand forces. If you want to place a long hedge using options (call option), there will always be someone willing to write a call option provided you are willing to pay the market price. This process is known as arbitrage and is discussed in more detail in accompanying risk management guides in this series. You must also know at what strike price you would like to enter the options market. For more information see an Introduction to Hedging Agricultural Commodities with Options. 

http://agebb.missouri.edu/mgt/risk/lho.htm
In the, Out of the, and At the Money Options, What is the Difference? 

The price paid for the option is referred to as the premium. The amount of the premium paid is related to the strike price. The strike price chosen comes from a predetermined range of values that is different for each commodity. A call option is said to be in the money if the strike price is below the underlying futures price. A call option is said to be at the money if the strike price is equal to the underlying futures price. A call option is said to out of the money if the strike price is above the underlying futures price. At any given time, the range of strike prices quoted will cover values in the money, at the money, and out of the money. Thus, a hedger or speculator has the option of purchasing an option at any of these three levels. Typically, options in the money will have the highest premium, followed by options at the money, and options out of the money will be the cheapest. 

What Determines the Value of an Option Premium? 

The option premium is the value the hedger pays for the right to later take a futures position. The premium is based on the intrinsic value (arbitragers perceptions) and time value (time remaining until expiration of the contract). Thus, changes in the value of the option are due to changes in the futures market price (intrinsic value) and days until expiration (time value). If the futures market increases a call option should theoretically increase in value; however, this need not be the case. 

What Can Happen With the Long Hedge? 

Any of three scenarios can arise between the cash and option value. Even though a loss may be shown from taking a position in the options market, the final price must be compared to purchasing the grain in advance and paying storage costs. Basis is held constant for the examples below. 

A. Cash Price and Options Value both Increase 

Table 1 outlines the example of a long hedge using a call option in which the cash price and futures price increase. An increase in futures price is assumed to be positively related to a change in the option value. Thus, the option value increases. Suppose today Heidi Hog Farmer knows that she will be purchasing a pen of weaner pigs a few months from now. Additionally, Heidi knows that given the current cash price of $2.35/bu. she has the potential to feed-out these pigs for a profit. However, she is concerned that the price may increase prior to purchasing the hogs. Heidi decides to purchase a $2.50/bu. out of the money call option for $0.20/bu. Later when Heidi is ready to purchase the hogs and purchase corn to make feed, the cash and futures prices have increased to $2.60/bu. and $2.65/bu., respectively (no change in basis). The futures price has increased such that the call option is now in the money. Therefore, Heidi purchases the corn for $2.60/bu. and sells her call option for $0.35/bu., a $0.15/bu. gain in value. By purchasing a call option, Heidi has decreased her cost of purchasing the grain from $2.60/bu. to $2.46/bu. ($2.60/bu. plus $0.01/bu. commission less $0.15/bushel gain in option value). 

B. Cash Price and Options Value both Decrease 

Table 2 outlines the example of a long hedge using a call option in which the cash price and futures price decrease. A decrease in futures price is assumed to be inversely related to a change in the option value. Thus, the option value decreases. Suppose today Heidi Hog Farmer knows that she will be purchasing a pen of weaner pigs a few months from now. Additionally, Heidi knows that given the current cash price of $2.35/bu. she has the potential to feed-out these pigs for a profit. However, she is concerned that the price may increase prior to purchasing the hogs. Heidi decides to purchase a $2.50/bu. out of the money call option for $0.20/bu. Later when Heidi is ready to purchase the hogs and purchase corn to make feed, the cash and futures prices have decreased to $2.15/bu. and $2.20/bu., respectively (no change in basis). The futures price has decreased such that the call option is now even more out of the money. Therefore, Heidi purchases the corn for $2.15/bu. and sells her call option for $0.02/bu., a $0.18/bu. loss in value. In this case Heidi has increased the cost of purchasing the grain from $2.15/bu. to $2.34/bu. ($2.15/bu. plus $0.01/bu. commission plus $0.18/bushel loss in option value). However, Heidi had the potential for unlimited gains (scenario A) with limited losses. 

C. The Cash Price Changes by a Minimal Amount and the Options Value Expires 

Table 3 outlines the example of a long hedge using a call option in which the cash price and futures price changes minimally over the life of the contract. Suppose today Heidi Hog Farmer knows that she will be purchasing a pen of weaner pigs a few months from now. Additionally, Heidi knows that given the current cash price of $2.35/bu. she has the potential to feed-out these pigs for a profit. However, she is concerned that the price may increase prior to purchasing the hogs. Heidi decides to purchase a $2.50/bu. out of the money call option for $0.20/bu. Later when Heidi is ready to purchase the hogs and purchase corn to make feed, the cash and futures prices have changed minimally (no change in basis) and the contract month expiration date is tomorrow. Therefore, Heidi purchases the corn for $2.34/bu. and allows her call option to expire worthless (and Heidi doesn't pay commission costs for allowing the option to expire). In this case Heidi has increased the cost of purchasing the grain from $2.34/bu. to $2.545/bu. ($2.34/bu. plus $0.005/bu. commission plus $0.20/bushel loss in option value). However, Heidi had the potential for unlimited gains (scenario A) with limited losses. 

What is the Exercise of a Call Option? 

Table 4 outlines an example similar to scenario A above; however, in this case the futures price increases substantially and the option premium only realizes a modest increase. In this case, Heidi might want to exercise the call option. That is, Heidi would use her right to buy a futures contract at a later date at $2.50/bu. and sell back in the futures market at the current price of $2.90/bu. Therefore, Heidi would pay only $2.41/bu. instead of the current cash price of $2.85/bu. Furthermore, if Heidi would have sold her call option, she would have paid $2.51/bu. because the call option only increased in value by $0.35/bushel. 

Table 1. Long Hedge Example using Options.

	Corn Example - Cash and Futures Price Both Increase

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Call at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: buy corn in local market at $2.60/bu.
           Futures $2.65/bu. 
	Sell $2.50/bu. Call at $0.35/bu.
              (receive $1750 less commission)
	

	Results
	Cash price paid                 $2.60/bu.
Plus Commission               $0.01/bu
Less Option Premium gain $0.15/bu
------------------------------------
Net buying price                $2.46/bu. 
	


Note: Basis is held constant

Table 2. Long Hedge Example using Options.

	Corn Example - Cash and Futures Price Both Decrease

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Call at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: buy corn in local market at $2.15/bu.
           Futures $2.20/bu. 
	Sell $2.50/bu. Call at $0.02/bu.
              (receive $100 less commission)
	

	Results
	Cash price paid                 $2.15/bu.
Plus Commission               $0.01/bu
Less Option Premium gain $0.18/bu
------------------------------------
Net buying price                $2.34/bu. 
	


Note: Basis is held constant

Table 3. Long Hedge Example using Options.

	Corn Example - Cash and Futures Price Don't Change and the Option Expires Worthless

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Call at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: buy corn in local market at $2.34/bu.
           Futures $2.39/bu. 
	Sell $2.50/bu. Call at $0.00/bu.
              (receive $0 less commission)
              Option Expires Worthless 
	

	Results
	Cash price paid                 $2.34/bu.
Plus Commission               $0.005/bu
Less Option Premium gain $0.20/bu
------------------------------------
Net buying price                $2.545/bu. 
	


Note: Basis is held constant

Table 4. Long Hedge Example using Options.

	Corn Example - Cash and Futures Price Both Increase, Exercise Option

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Call at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: buy corn in local market at $2.85/bu.
           Futures $2.90/bu. 
	Option Value is $0.35/bu. Therefore, Exercise 
Option at $2.50/bu. and Offset in Futures Market
at $2.90/bu. for a increase in value of $0.45/bu.
              (receive $2250 less commission) 
	

	Results
	Cash price paid                 $2.85/bu.
Plus Commission               $0.01/bu
Less Option Premium gain $0.45/bu
------------------------------------
Net buying price                $2.41/bu. 
	


Note: Basis is held constant
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Short Hedge Example with Options 

Joe Parcell and Vern Pierce, Department of Agricultural Economics

This guide details the placing of an output (short) hedge in the options market for use in reducing the price risk associated with selling an output produced in your business. A short hedge in the options market is referred to as the purchasing of a put option. For example, a cattle producer knows he/she will be selling a pen of cattle two months from now. The producer knows that by selling live cattle for over $62/cwt. he/she can insure a satisfactory profit. Currently, the local live cattle price is $64/cwt., and the producer believes that the fed price may drop during the next few months. By knowing the cost of production of these animals, the producer knows that the $64/cwt. will allow for a satisfactory profit. What can the producer do? The producer cannot sell the cattle now because the cattle are too small; however, the producer could enter the options market and partially off-set any loss in value (decrease in price) with a gain in option value. 

How do I Place a Hedge? 

Placing a hedge can be a simple process. First, knowing your cost of production helps you know when to place a hedge. To place a hedge, you need to contact a broker with whom you place your order. Most large communities have a broker who will take your order for a set fee (as is common when placing any futures/options market order). The broker can be helpful in informing you on how to appropriately place and exit your hedging position. The broker has a stake, i.e., commission, in making sure your experience with hedging is a good one. After you have placed the order with the broker, the broker will contact a brokerage house at the commodity exchange and relay the order. On the trading floor open out-cry is used in matching market supply and demand forces. If you want to place a long hedge using options (put option), there will always be someone willing to write a put option provided you are willing to pay the market price. This process is known as arbitrage and is discussed in more detail in accompanying risk management guide in this series. As a hedger you must also know at what strike price you would like to enter the options market. For more information see an Introduction to Hedging Agricultural Commodities with Options. 

In the, Out of the, and At the Money Options, What is the Difference? 

The price paid for the option is referred to as the premium. The amount of the premium paid is related to the strike price. The strike price chosen comes from a predetermined range of values that is different for each commodity. A put option is said to be in the money if the strike price is above the underlying futures price. A put option is said to be at the money if the strike price is equal to the underlying futures price. A put option is said to out of the money if the strike price is below the underlying futures price. At any given time, the range of strike prices quoted will cover values in the money, at the money, and out of the money. Thus, a hedger or speculator has the option of purchasing an option at any of these three levels. Typically, options in the money will have the highest premium , followed by options at the money, and options out of the money will be the cheapest. 

What Determines the Value of an Option Premium? 

The option premium is the value the hedger pays for the right to later take a futures position. The premium is based on the intrinsic value (the difference between the strike price and the underlying futures price) and time value (number of days remaining until expiration of the contract). If the futures market decreases a put option should theoretically increase in value; however, this need not be the case. 

What Can Happen With the Short Hedge? 

A. Cash Price and Options Value both Decrease 

Table 1 outlines the example of a short hedge using a put option in which the cash price and futures price decrease. A decrease in futures price is assumed to be positively related to a change in the put option value. Thus, the option value decreases. Suppose today Calvin Corn Grower knows that he will be selling corn a few months from now. Additionally, Calvin knows that given the current cash price of $2.35/bu. he has the potential to profit. However, he is concerned that the price may decrease prior to selling. Calvin decides to purchase a $2.50/bu. in the money put option for $0.20/bu. Later when the Calvin is ready to sell the corn, the cash and futures prices have decreased to $2.15/bu. and $2.20/bu., respectively (no change in basis). The futures price has decreased such that the put option is now further in the money. Therefore, Calvin sells the corn for $2.15/bu. and sells his put option for $0.35/bu., a $0.15/bu. gain in value. In this case Calvin has improved his selling price of the grain from $2.15/bu. to $2.29/bu. ($2.15/bu. less $0.01/bu. commission plus $0.15/bushel gain in option value). 

B. Cash Price and Options Value both Increase 

Table 2 outlines the example of a short hedge using a put option in which the cash price and futures price increase. An increase in futures price is assumed to be inversely related to a change in the put option value. Thus, the option value decreases. Suppose today Calvin Corn Grower knows that he will be selling corn a few months from now. Additionally, Calvin knows that given the current cash price of $2.35/bu. he has the potential to profit. However, he is concerned that the price may decrease prior to selling. Calvin decides to purchase a $2.50/bu. in the money put option for $0.20/bu. Later when the Calvin is ready to sell the corn, the cash and futures prices have increased to $2.60/bu. and $2.65/bu., respectively (no change in basis). The futures price has increased such that the put option is now out of the money. Therefore, Calvin sells the corn for $2.60/bu. and sells his put option for $0.05/bu., a $0.15/bu. loss in value. In this case Calvin has decreased his selling price of the grain from $2.60/bu. to $2.44/bu. ($2.60/bu. less $0.01/bu. commission less $0.15/bushel loss in option value). However, Calvin had the potential for unlimited gains (scenario A) with limited losses. 

C. The Cash Price Changes by a Minimal Amount and the Options Value Expires 

Table 3 outlines the example of a short hedge using a put option in which the cash price and futures price change minimally over the life of the contract. Suppose today Calvin Corn Grower knows that he will be selling corn a few months from now. Additionally, Calvin knows that given the current cash price of $2.35/bu. he has the potential to profit. However, he is concerned that the price may decrease prior to purchasing the hogs. Calvin decides to purchase a $2.50/bu. in the money put option for $0.20/bu. Later when the Calvin is ready to sell corn, the cash and futures prices have changed minimally (no change in basis) and the contract month expiration date is tomorrow. Therefore, Calvin purchases the corn for $2.34/bu. and allows his put option to expire worthless (and Calvin doesn't pay commission costs for allowing the option to expire). In this case Calvin has decreased the price received from $2.34/bu. to $2.135/bu. ($2.34/bu. less $0.005/bu. commission less $0.20/bushel loss in option value). However, Calvin had the potential for unlimited gains (scenario A) with limited losses. 

What is the Exercise of a Put Option? 

Table 4 outlines an example similar to scenario A above; however, in this case the futures price decreases substantially and the option premium only realizes a modest increase in value. In this case, Calvin might want to exercise the put option. That is, Calvin would use his right to sell a futures contract at a later date at $2.50/bu. and buy back in the futures market at the current price of $2.00/bu. Therefore, Calvin would receive $2.19/bu. instead of the current cash price of $1.95/bu. Furthermore, if Calvin would have sold his put option, he would have received $2.09/bu. because the put option only increased in value by $0.15/bushel.

Table 1. Short Hedge Example using Options.

	Corn Example - Cash Price and Futures Price Both Decrease

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Put at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: sell corn in local market at $2.15/bu.
           Futures $2.20/bu. 
	Sell $2.50/bu. Put at $0.35/bu.
              (receive $1750 less commission)
	

	Results
	Cash price received          $2.15/bu.
Less Commission              $0.01/bu
Plus Option Premium gain $0.15/bu
------------------------------------
Net selling price                $2.29/bu. 
	


Note: Basis is held constant

Table 2. Short Hedge Example using Options.

	Corn Example - Cash Price and Futures Prices Both Increase

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Put at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: sell corn in local market at $2.60/bu.
           Futures $2.65/bu. 
	Sell $2.50/bu. Put at $0.05/bu.
              (receive $250 less commission)
	

	Results
	Cash price received          $2.15/bu.
Less Commission              $0.01/bu
Less Option Premium gain $0.15/bu
------------------------------------
Net selling price                 $2.44/bu. 
	


Note: Basis is held constant

Table 3. Short Hedge Example using Options.

	Corn Example - Cash and Futures Price Don't Change and the Option Expires Worthless

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Put at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: sell corn in local market at $2.34/bu.
           Futures $2.39/bu. 
	Sell $2.50/bu. Put at $0.00/bu.
              (receive $0 less commission)
              Option Expires Worthless 
	

	Results
	Cash price received          $2.34/bu.
Less Commission              $0.005/bu
Less Option Premium loss $0.20/bu
------------------------------------
Net selling price                $2.135/bu. 
	


Note: Basis is held constant

Table 4. Short Hedge Example using Options.

	Corn Example - Cash and Futures Price Both Decrease, Exercise Option

	Cash and Futures
	Options Price
	

	Today: Cash $2.35/bu.
            Futures $2.40/bu. 
	Purchase $2.50/bu. Put at $0.20/bu.
              (pay $1000 plus commission) 
	

	Later: sell corn in local market at $1.95/bu.
           Futures $2.00/bu. 
	Option Value is $0.35/bu. Therefore, Exercise 
Option at $2.50/bu. and Offset in Futures Market
at $2.00/bu. for a increase in value of $0.25/bu.
              (receive $2250 less commission) 
	

	Results
	Cash price received          $1.95/bu.
Less Commission             $0.01/bu
Plus Option Exercise gain $0.25/bu
------------------------------------
Net selling price                $2.19/bu. 
	


Note: Basis is held constant

Short Hedge Example with Futures 

Joe Parcell and Vern Pierce, Department of Agricultural Economics

This guide details the placing of an output (short) hedge in the futures market for use in reducing the price risk associated with selling an output used in your business. For example, a cattle producer knows he/she will be selling a pen of cattle two months from now. The producer knows that by selling live cattle for over $62/cwt. he/she can insure a satisfactory profit. Currently, the local live cattle price is $64/cwt., and the producer believes that the fed price may drop during the next few months. By knowing the cost of production of these animals, the producer knows that the $64/cwt. will allow for a satisfactory profit. What can the producer do? The producer cannot sell the cattle now because the cattle are too light; however, the producer could enter the futures market and off-set any loss in value (decrease in price) with a gain in the futures market. 

How do I Place a Hedge? 

Placing a hedge can be a simple process. First, knowing your cost of production helps you know when to place a hedge. To place a hedge, you need to contact a broker with whom you place an order. Most large communities have a broker who will take your order for a set fee (as is common when placing any futures market order). The broker can be helpful in informing you on how to appropriately place and exit your hedging position. The broker has a stake, i.e., commission, in making sure your experience with hedging using futures is a good one. After you have placed the order with the broker, the broker will contact a brokerage house at the commodity exchange and relay the order. On the trading floor of the trading commission open out-call is used in matching market supply and demand forces. If you want to place a short hedge, there will always be either someone wanting to place a long hedge or a speculator willing to off-set your risk. This process is known as arbitrage and is discussed in more detail in an accompanying risk management guide in this series. 

What Can Happen With the Short Futures Hedge? 

Any of seven scenarios can arise between the cash and futures price. The only scenario not discussed below is that of the cash and futures prices not changing while the hedge is placed. In this scenario, the producer sells the output for the same price as when the hedge was placed. The costs of hedging would then simply be commissions. The other scenarios are discussed below. Because the cash and futures markets typically trend in the same direction over time the scenario of the cash and futures moving in opposite directions is not discussed. 

A. Cash and Futures Price both Decreas 

1. Cash Price Decreases Faster than the Futures Price (Basis Weakens) 

Table 1 is used to describe the actions you might take as a hedger and the outcomes of those actions in placing an output hedge in which the cash price decreases by more than the futures price during the hedging period. In this scenario basis is said to weaken. Following from table 1, suppose today you could sell live cattle for $64/cwt. and the relevant futures contract is trading for $65/cwt. (basis is $1.00 under). Knowing that you will sell cattle at a later date and you want to protect against a price decrease, you take a short position in the futures market at this time. Over the next few months the local cash price decreases to $60/cwt. and the futures price decreases to $63/cwt. At this time you decide the cattle need to go to market. You sell cattle in the cash market for $60/cwt. and buy back your futures position for $63/cwt. Therefore, the revenue from selling cattle is $60/cwt. plus $2/cwt. gain from the futures position less any commission costs (a typical commission might be $30 for entry into the futures and $30 for exit, $60/round-turn or @ $0.15/cwt.). Instead of selling for $60/cwt. you sell for $61.85/cwt. The net price you receive is exactly equal to the original cash price plus the basis gain or loss less commission. 

2. Futures Price Decreases Faster than the Cash Price (Basis Strengthens) 

Table 2 is used to describe the actions you might take as a hedger and the outcomes of those actions in placing an output hedge in which the futures price decreases by more than the cash price during the hedging period. In this scenario basis is said to strengthen. Following from table 2, suppose today you could sell live cattle for $64/cwt. and the relevant futures contract is trading for $65/cwt. (basis is $1.00 under). Knowing that you will sell cattle at a later date and you want to protect against a price decrease, you take a short position in the futures market at this time. Over the next few months the local cash price decreases to $60/cwt. and the futures price decreases to $60/cwt. At this time you decide the cattle need to go to market. You sell cattle in the cash market for $60/cwt. and buy back your futures position for $60/cwt. Therefore, the revenue from selling cattle is $60/cwt. plus $5/cwt. gain from the futures position less any commission costs Instead of selling for $60/cwt. you sell for $64.85/cwt. Again the net price you receive is exactly equal to the original cash price plus the basis gain or loss less commission. 

3. Futures Price Decreases at the same rate as the Cash Price 

Under this scenario the price you pay is exactly equal to the price you would have paid earlier with the exception of commissions ($0.15/cwt). Following with the first two examples, there is no basis change here and the net price is simply equal to the original cash price less commission. 

B. Cash and Futures Price both Increase 

1. Cash Price Increases Faster than the Futures Price (Basis Weakens) 

Table 3 is used to describe the actions you might take as a hedger would take and the outcomes of those actions in placing an output hedge in which the cash price increases by more than the futures price during the hedging period. In this scenario basis is said to strengthen. Following from table 3, suppose today you could sell live cattle for $64/cwt. and the relevant futures contract is trading for $65/cwt. (basis is $1.00 under). Knowing that you will sell cattle at a later date and you want to protect against a price decrease, you take a short position in the futures market at this time. Over the next few months the local cash price increases to $67/cwt. and the futures price increases to $66/cwt. At this time you decide the cattle need to go to market. You sell cattle in the cash market for $67/cwt. and buy back your futures position for $66/cwt. Therefore, the revenue from selling cattle is $67/cwt. less $1/cwt. lost from the futures position less any commission. Instead of selling for $67/cwt. you sell for $65.85/cwt. 

2. Futures Price Increases Faster than the Cash Price (Basis Weakness) 

Table 4 is used to describe the actions a hedger would take and the outcomes of those actions in placing an output hedge in which the futures price increased by more than the cash price during the hedging period. In this scenario basis is said to weaken. Following from table 4, suppose today you could sell live cattle for $64/cwt. and the relevant futures contract is trading for $65/cwt. (basis is $1.00 under). Knowing that you will sell cattle at a later date and you want to protect against a price decrease, you take a short position in the futures market at this time. Over the next few months the local cash price increases to $67/cwt. and the futures price increases to $69/cwt. At this time you decide the cattle need to go to market. You sell cattle in the cash market for $67/cwt. and buy back your futures position for $69/cwt. Therefore, the revenue from selling cattle is $67/cwt. less $4/cwt. lost from the futures position less any commission. Instead of selling for $67/cwt. you sell for $62.85/cwt. 

3. Futures Price Increases at the same rate as the Cash Price 

Under this scenario the price you pay is exactly equal to the price you would have paid earlier with the exception of commissions ($0.15/cwt). Again, there is no change in the basis in this example so the net price received is exactly equal to the original price less commissions. 

Table 1. Short Hedge Example using Futures with Cash Price Decreases (Basis Weakens)

	Live Cattle Example - Cash Price Decreases faster than Futures

	Cash
	Futures
	Basis

	Today: $64/cwt.
	Sell live cattle contract at $65/cwt.
	-$1.00/cwt. (under)

	Later: sell cattle in local market at $60/cwt.
	Buy live cattle contract back at $63/cwt.
	-$3.00/cwt. (under)

	Results
	Selling price          $60.00/cwt.
Less Commission  $0.15/cwt.
Plus futures gain    $2.00/cwt.
----------------------------
Net selling price    $61.85/cwt.
	-$2.00 basis loss


Table 2. Short Hedge Example using Futures with Cash Price Decrease (Basis Strengths)

	Live Cattle Example - Futures Price Decreases faster than Cash Price

	Cash
	Futures
	Basis

	Today: $64/cwt.
	Sell live cattle contract at $65/cwt.
	-$1.00/cwt. (under)

	Later: sell cattle in local market at $60/cwt.
	Buy live cattle contract back at $60/cwt.
	-$0.00/cwt.

	Results
	Selling price          $60.00/cwt.
Less Commission  $0.15/cwt.
Plus futures gain    $5.00/cwt 
---------------------------
Net selling price    $64.85/cwt.
	$1.00 basis gain


Table 3. Short Hedge Example using Futures with Cash Price Increase (Basis Strengths)

	Live Cattle Example - Cash Price Increases faster than Futures Price

	Cash
	Futures
	Basis

	Today: $64/cwt.
	Sell live cattle contract at $65/cwt.
	-$1.00/cwt. (under)

	Later: sell cattle in local market at $67/cwt.
	Buy live cattle contract back at $66/cwt.
	$1.00/cwt. (over)

	Results
	Selling price          $67.00/cwt. 
Less Commission  $0.15/cwt. 
Less futures loss    $1.00/cwt. 
-----------------------------
Net selling price    $65.85/cwt.
	$2.00 basis gain


Table 4. Short Hedge Example using Futures with Cash Price Increase (Basis Weakens)

	Live Cattle Example - Futures Price Increases faster than Cash Price

	Cash
	Futures
	Basis

	Today: $64/cwt.
	Sell live cattle contract at $65/cwt.
	-$1.00/cwt. (under)

	Later: sell cattle in local market at $67/cwt.
	Buy live cattle contract back at $69/cwt.
	-$2.00/cwt. (under)

	Results 
	Selling price          $67.00/cwt.
Less Commission  $0.15/cwt. 
Less futures gain    $4.00/cwt. 
-----------------------------
Net selling price    $62.85/cwt.
	-$1.00 basis loss


Long Hedge Example with Futures 

Joe Parcell and Vern Pierce, Department of Agricultural Economics

This guide details the placing of an input (long) hedge in the futures market for use in reducing the price risk associated with buying an input used in your business. For example, a swine producer knows he/she will be buying a pen of feeder-pigs two months from now. To feed the pen of weaner pigs, the producer will need 5,000 bushels of corn (one full contract at the Chicago Board of Trade) during the next four months to use in the production of feed. Corn is an input into the production of swine. Currently, the local cash corn price is at $2.35/bushel, and the producer believes that the corn price may rise during the next few months exposing him to the risk of higher prices. The producers calculates his cost of production and knows that the $2.35/bushel will allow for profit potential. What can the producer do? The producer can purchase the grain now; however, he/she will have to pay storage on the grain for the next few months, increasing the price above $2.40/bushel. Alternatively, the producer could enter the futures market and off-set any potential loss in value (increase in price) with a gain in the futures market. 

How do I Place a Hedge? 

Placing a hedge can be a simple process. First, knowing your cost of production helps you know when to place a hedge. To place a hedge, you need to contact a broker with whom you place your order. Most large communities have a broker who will take your order for a set fee (as is common when placing any futures/options market order). The broker can be helpful in informing you on how to appropriately place and exit your hedging position. The broker has a stake, i.e., commission, in making sure your experience with hedging is a good one. After you have placed the order with the broker, the broker will contact a brokerage house at the commodity exchange and relay the order. On the trading floor of the trading commission open out-cry is used in matching market supply and demand forces. If you want to place a long hedge, there will likely be either someone wanting to place a short hedge or a speculator willing to off-set your risk. The speculator is using a process known as arbitrage which is discussed in more detail in accompanying risk management guides in this series. 

What Can Happen With the Long Futures Hedge? 

Any of seven scenarios can arise between the cash and futures price. The only scenario not discussed below is that of the cash and futures prices not changing while the hedge is placed. In this scenario, the producer purchases the input for the same price as when the hedge was placed. The costs of hedging would then simply be commissions. The other scenarios are discussed below. Because the cash and futures markets typically trend in the same direction over time the scenario of the cash and futures moving in opposite directions is not discussed. One final note, even though a loss may be shown from taking a futures position, the final price must be compared to purchasing the grain in advance and paying storage costs. 

A. Cash and Futures Price both Increase 

1. Cash Price Increases Faster than the Futures Price (Basis Strengthens) 

Table 1 is used to describe the actions you might take as a hedger and the outcomes of those actions in placing an input hedge in which the cash price increases by more than the futures price during the hedging period. In this scenario basis is said to strengthen. Following from table 1, suppose today you could purchase corn for $2.35/bushel and the relevant futures contract is trading for $2.50/bushel (basis is $0.15 under). Knowing that you will need the corn at a later date and you want to protect against a price increase, you take a long position in the futures market at this time. Over the next few months the local cash price increases to $2.60/bushel and the futures price increases to $2.65/bushel. At this time you decide you need to purchase corn for the production of feed. You purchase the corn in the cash market for $2.60/bushel and sell back your futures position for $2.65/bushel. Therefore, the cost of the grain to you is $2.60/bushel less $0.15/bushel gained from the futures position plus any commission costs (a typical commission might be $25 for entry into the futures and $25 for exit, $50/round-turn or @ $0.01/bushel). Instead of paying $2.60/bushel you pay $2.46/bushel. The net price you receive is exactly equal to the original cash price plus the basis gain or loss plus commission. 

2. Futures Price Increases Faster than the Cash Price (Basis Weakens) 

Table 2 is used to describe the actions you might take as a hedger and the outcomes of those actions in placing an input hedge in which the futures price increases by more than the cash price during the hedging period. In this scenario basis is said to weaken. Following from table 2, suppose today you could purchase corn for $2.35/bushel and the relevant futures contract is trading for $2.50/bushel (basis is $0.15 under). Knowing that you will need the corn at a later date and you want to protect against a price increase, you take a long position in the futures market at this time. Over next few months the local cash price increases to $2.45/bushel and the futures contract price increases to $2.65/bushel. At this time you decide you need to purchase corn for the production of feed. You purchase the corn in the cash market for $2.45/bushel and sell back your futures position for $2.65/bushel. Therefore, the cost of the grain to you is $2.45/bushel less $0.15/bushel gained from the futures position plus any commission (assume $.01/bushel). Instead of paying $2.45/bushel you pay $2.31/bushel. Again, the net price you receive is exactly equal to the original cash price plus the basis gain or loss plus commissions. 

3. Futures Price Increases at the same rate as the Cash Price (no change in basis) 

Under this scenario the price you pay is exactly equal to the price you would have paid earlier with the exception of commissions ($0.01/bushel). Following with the first two examples, there is no basis change in this example and the net price is simply equal to the original cash price plus commissions 

B. Cash and Futures Price both Decrease 

1. Cash Price Decreases Faster than the Futures Price (Basis Weakens) 

Table 3 is used to describe the actions you might take as a hedger and the outcomes of those actions in placing an input hedge in which the cash price decreases by more than the futures price during the hedging period. In this scenario basis is said to weaken. Following from table 3, suppose today you could purchase corn for $2.35/bushel and the relevant futures contract is trading for $2.50/bushel (basis is $0.15 under). Knowing that you will need the corn at a later date and you want to protect against a price increase, you take a long position in the futures market at this time. Over the next few months the local cash price decreases to $2.20/bushel and the futures contract price decreases to $2.40/bushel. At this time you decide you need to purchase corn for the production of feed. You purchase the corn in the cash market for $2.20/bushel and sell back your futures position for $2.40/bushel. Therefore, the cost of the grain to you is $2.20/bushel plus $0.10/bushel lost from the futures position plus commission costs ($0.01/bushel). Instead of paying $2.20/bushel you pay $2.31/bushel. 

2. Futures Price Decreases Faster than the Cash Price (Basis Strengthens) 

Table 4 is used to describe the actions you might take as a hedger and the outcomes of those actions in placing an input hedge in which the futures price decreases by more than the cash price during the hedging period. In this scenario basis is said to strengthen. Following from table 4, suppose today you could purchase corn for $2.35/bushel and the relevant futures contract is trading for $2.50/bushel (basis is $0.15 under). Knowing that you will need the corn at a later date and you want to protect against a price increase, you take a long position in the futures market at this time. Over next few months the local cash price decreases to $2.20/bushel and the futures contract price decreases to $2.25/bushel. At this time you decide you need to purchase corn for the production of feed. You purchase the corn in the cash market for $2.20/bushel and sell back your futures position for $2.25/bushel. Therefore, the cost of the grain to you is $2.20/bushel plus $0.25/bushel lost from the futures position plus any commission costs (assume $0.01/bushel). Instead of paying $2.20/bushel you pay $2.46/bushel because basis strengthened. 

3. Futures Price Decreases at the same rate as the Cash Price 

Under this scenario the price you pay is exactly equal to the price you would have paid earlier with the exception of commissions ($0.01/bushel). The next price you receive is equal to the original cash price plus the commission since there was no change in the basis. 

Table 1. Long Hedge Example using Futures with Cash Price Increase (basis strengths)

	Corn Example - Cash Price Increases faster than Futures Price

	Cash
	Futures
	Basis

	Today: $2.35/bu.
	Buy corn contract at $2.50/bu.
	-$0.15/bu.(under)

	Later: buy corn in local market at $2.60/bu.
	Sell corn contract back at $2.65/bu.
	-$0.05/bu.(under)

	Results
	Cash paid price $2.60/bu.
Plus Commission $0.01/bu
Less futures gain $0.15/bu.
----------------------------
Net buying price $2.46/bu.
	$0.10 basis loss


Table 2. Long Hedge Example using Futures with Cash Price Increase (basis weakens)

	Corn Example - Futures Price Increases faster than Cash Price

	Cash
	Futures
	Basis

	Today: $2.35/bu.
	Buy corn contract at $2.50/bu.
	-$0.15/bu.(under)

	Later: buy corn in local market at $2.45/bu.
	Sell corn contract back at $2.65/bu.
	-$0.20/bu.(under)

	Results
	Cash paid price $2.45/bu.
Plus Commission $0.01/bu
Less futures gain $0.15/bu.
---------------------------
Net buying price $2.31/bu.
	-$0.05 basis gain


Table 3. Long Hedge Example using Futures with Cash Price Decreases (basis weakens)

	Corn Example - Cash Price Decreases faster than Futures

	Cash
	Futures
	Basis

	Today: $2.35/bu.
	Buy corn contract at $2.50/bu
	-$0.15/bu. (under)

	Later: buy corn in local market at $2.20/bu.
	Sell corn contract back at $2.40/bu.
	-$0.20/bu.(under)

	Results
	Cash paid price $2.20/bu.
Plus Commission $0.01/bu
Plus futures loss $0.10/bu. 
-----------------------------
Net buying price $2.31/bu.
	-$0.05 basis gain


Table 4. Long Hedge Example using Futures with Cash Price Decrease (basis strengths)

	Corn Example - Futures Price Decreases faster than Cash Price

	Cash
	Futures
	Basis

	Today: $2.35/bu.
	Buy corn contract at $2.50/bu
	-$0.15/bu. (under)

	Later: buy corn in local market at $2.20/bu.
	Sell corn contract back at $2.25/bu.
	-$0.05/bu.(under)

	Results 
	Cash paid price $2.20/bu.
Plus Commission $0.01/bu
Plus futures loss $0.25/bu.
-----------------------------
Net buying price $2.46/bu.
	$0.10 basis loss


Interpreting Commodity Futures and Options Price Quotes 

Joe Parcell and Vern Pierce, Department of Agricultural Economics

This guide is designed to help those unfamiliar with commodity futures/options in understanding how to interpret futures and options price quotes. Those not familiar with futures and options price quotes may find the initial process of interpreting such price quotes as time consuming and frustrating. This is one in a series of risk management guides developed by University of Missouri-Columbia Extension. 

Futures Price Quote 

Table 1 shows a typical futures price quote page for the Chicago Mercantile Exchange Feeder Cattle Futures Contract. The table is explained by moving left to right across columns. Contract represents the month and year of the feeder cattle futures contract for which price quote are given. For instance, Jan-99 refers to the futures contract due to expire in January 1999. Open represents the opening futures price for the day. High represents the high bid for the day. Low represents the low bid for the day. Last represents the most recent bid of the day. For example, at 10:30 a.m. the last value would be the most recent bid and the high and low would represent the high and low of the day up until 10:30 a.m. Volume represents the number of contracts traded up until that time of the day. Settle price represents the final bid price for the most recently concluded trading day. 

Options Price Quote 

Table 2 shows a typical options price quote page for the Chicago Mercantile Exchange Feeder Cattle Futures Contract. The table is explained by moving left to right across columns. The month, year, and whether the table is a Call or Put option is described at the top of each portion of the table. Strike represents the price for which the Call or Put option contract is currently traded. Open represents the opening options price for the day. For instance, the $1.65/cwt. open price for a 7000 Call is the price that was bid at the beginning of the day for a $70/cwt. Chicago Mercantile Exchange Feeder Cattle Call option. High represents the high bid for the day. Low represents the low bid for the day. Last represents the most recent bid of the day. For example, at 10:30 a.m. the last value would be the most recent bid and the high and low would represent the high and low of the day up until 10:30 a.m. Change represents the change in bid value from the previous day close. Volume represents the number of contracts traded up until that time of the day. 

	Table 1. Chicago Mercantile Exchange Feeder Cattle Futures Price Quotes for 10:30 am

	


	 
	Contract
	OPEN
	HIGH
	LOW
	LAST
	Volume
	Settle

	


	 
	Jan-99
	67.90
	68.15
	66.35
	67.10
	630
	67.73

	 
	Mar-99
	68.00
	68.10
	66.40
	67.15
	204
	67.70

	 
	Apr-99
	68.75
	68.90
	67.50
	68.20
	88
	68.50

	 
	May-99
	69.55
	69.80
	68.30
	69.00
	35
	69.48

	 
	Aug-99
	70.60
	70.75
	69.70
	70.20
	14
	70.50

	 
	Sep-99
	70.15
	70.35
	69.50
	69.70
	4
	70.30

	 
	Oct-99
	70.50
	70.55
	69.50
	70.15
	6
	70.45

	 
	Nov-99
	70.80
	71.55
	70.50
	70.80
	1
	71.50

	



	Table 2. Chicago Mercantile Exchange Feeder Cattle Options Price Quotes for 10:30 am

	


	 
	STRIKE
	OPEN
	HIGH
	LOW
	LAST
	CHANGE
	VOLUME

	


	 
	March
	1999
	Call
	 
	 
	 
	 

	 
	6800
	----
	----
	2.15
	2.15
	-500
	 

	 
	7000
	1.65
	1.65
	1.3
	1.3
	-475
	10

	 
	7200
	----
	0.95
	0.8
	0.85
	-300
	20

	 
	7300
	----
	----
	----
	----
	UNCH
	 

	 
	7400
	0.75
	0.75
	0.5
	0.5
	-225
	5

	 
	7600
	0.4
	0.4
	0.4
	0.4
	-25
	5

	 
	7800
	0.25
	0.25
	0.2
	0.2
	-50
	5

	 
	8000
	----
	----
	----
	----
	UNCH
	 

	 
	8200
	----
	----
	----
	----
	UNCH
	 

	 

	 
	March
	1999
	Put
	 
	 
	 
	 

	 
	5800
	----
	----
	----
	----
	UNCH
	 

	 
	6000
	----
	0.7
	0.55
	0.7
	50
	5

	 
	6200
	1
	1.1
	0.9
	1.1
	150
	10

	 
	6400
	----
	1.6
	1.3
	1.6
	200
	10

	 
	6600
	2.1
	2.3
	1.9
	2.3
	200
	10

	 
	6800
	3.0
	3.4
	2.7
	3.4
	450
	10

	 
	7000
	----
	4.25
	3.8
	4.25
	200
	5

	 
	7200
	----
	----
	----
	----
	UNCH
	


Using Commodity Futures as a Price Forecasting Tool 

Joe Parcell and Vern Pierce, Department of Agricultural Economics

Commodity futures prices can serve as a mechanism for price discovery either for the present price or for determining expected future prices. A market is defined as an efficient market if the market accounts for all public and non-public information in determining an equilibrium price in the market. Commodity futures markets are often referred to as efficient in the price discovery process. That is, the price quoted for a commodity on the futures market is thought to be the best measure of the actual price, either current or in the future. Therefore, if you would like a good predictor of what prices will be four months from now, the closest deferred (four month out) futures price quote for that commodity may be the best and easiest aggregate price forecast. 

Tables 1 and 2 provide closing future price quotes for corn and live cattle, respectively, for December 18, 1998. On December 18, 1998 these price quotes for corn and live cattle could be thought of as a forecasted price for the months listed on the left-hand side of the tables. For example, if you wanted a forecast of what corn price was going to be for the U.S. in March of 1999, you could use the March 1999 CBOT futures closing price of $2.19/bushel as a forecasted price. Similarly, if you were interested in a forecast of live cattle prices for December 1999, you could use the December 1999 CME live cattle futures price quote of $64.85/cwt. 

Why does someone care about forecasting price? Knowing what the grain price will be in March 1999 is helpful in evaluating storage decisions. Knowing what the live cattle price will be in December of 1999 is helpful in making retained ownership decisions. Also, knowing expected prices can help in making forward pricing decisions. That is, if you could forward price corn for March 1999 at $2.24/bushel, you would know that the offered price is above the expected price (typically this will not be the case in forward pricing agreements because the entity offering the forward price contract requires a price discount to assume your price risk). Expected prices can help grain producers decide which cropping alternative to plant in the spring. Lastly, expected prices can be useful in planning annual cash flows and loan requests. 

What about Determining a Local Price? 

Agriculture producers and agribusinesses face a diverse array of marketing and production alternatives. Each time a marketing or production decision is made, farmers or agribusinesses must estimate what impact this decision will have on their risk management plan. None of these are more difficult to answer than, "What price can I expect?" No matter the time of year, this question always looms in a farmers or agribusinesses decision process. With changes in the domestic farm program, producers must now ask themselves, which crop will I plant given my known input costs and expected harvest time prices? During this same time and into crop maturity, producers then must ask themselves, should I forward price a portion of my crop? Finally, in the fall producers must ask themselves, should I store my crop? Or for the cow-calf producer, should I retain ownership on a portion of my heard beyond weaning? Similarly, agribusinesses must determine price expectations to know what forward price to offer. 

Commodity futures exchange markets provide a mechanism for price discovery on an aggregate level through arbitrage between multiple buyers and sellers. However, price discovery at a given location is not nearly as clearly defined because local supply and demand relationships are not as well known. However, historical basis provides a linkage between these two markets (see An Introduction to Basis). Therefore, a simple, low cost, and relatively good predictor of the local cash price is the futures contract [month] price of interest adjusted for a multiple year average basis for that time. An expected price, where E denotes an expectation, can be found using: 

E[Cash Price] = [Futures Price] + E[Basis] ,

For example, assume a cow-calf producer would like a forecast for April live cattle prices in his/her local market. The producers best expectation of that cash price might be the April live cattle futures price adjusted for an expected basis (say 5-year average basis). 

	Table 1. Chicago Board of Trade Corn Futures Price Quotes (December 18, 1998)

	


	Contract Month
	Year
	Closing Price

	


	December
	1998
	$2.10

	March
	1998
	$2.19

	May
	1999
	$2.27

	July
	1999
	$2.33

	September
	1999
	$2.40

	December
	1999
	$2.45

	March
	2000
	$2.53

	July
	2000
	$2.62

	December
	2000
	$2.59

	



	Table 2. Chicago Board of Trade Live Cattle Futures Price Quotes (December 18, 1998)

	


	Contract Month
	Year
	Closing Price

	


	December
	1998
	58.65

	February
	1998
	58.97

	April
	1999
	61.85

	June
	1999
	61.65

	August
	1999
	62.35

	October
	1999
	64.30

	December
	1999
	64.85


Rule 105. Specialists' Interest in Pools, Options, and Single Stock Futures

(a) No member acting as a specialist or his member organization or any other member, allied member or approved person in such organization or officer or employee thereof shall be directly or indirectly interested in a pool dealing or trading in a stock in which such member is registered as a specialist.

(b) No member acting as a specialist or his member organization or any other member, allied member or approved person (other than an approved person entitled to an exemption from this Rule pursuant to Rule 98) or officer or employee thereof, shall directly or indirectly, hold, acquire, grant or have an interest in any option to purchase or sell or to receive or deliver shares of a stock in which such member is registered as a specialist, or in any security future of a stock in which such member is registered as specialist, except as provided in this Rule. The term "listed option" as used herein shall mean an option issued by the Options Clearing Corporation and traded on a national securities exchange. The term "security future" shall have the meaning given that term in section 3(a)(55) of the Securities Exchange Act of 1934. A security future of a single stock is hereinafter referred to as a "single stock future".

(c) The term "specialist's account" shall mean the account (whether the individual account of the member organization or joint account as permitted by Exchange Rule 94) in which the ordinary trading business of the member as a specialist is conducted. With respect to any stock position in any specialist's account, any specialist or member organization having an interest in such account may hold, acquire, grant or have an interest in listed stock options, or in single stock futures, to purchase or sell or to receive or deliver shares of such stock only where appropriate to permit such specialist to offset the risk of making a market in the underlying specialty stock. No specialist or member organization having an interest in the specialist's account shall initiate or effect any opening transaction in a listed stock option, or in a single stock future, to offset more than a reasonable estimate of potential loss that might be incurred in relation to the specialist's market-making function.

Any such options or futures transactions shall be made in accordance with the "Guidelines for Specialists' Specialty Stock Option and Single Stock Futures Transactions Pursuant to Rule 105" as promulgated by the Exchange and as may be amended from time to time. Any opening transaction that does not conform to the requirements specified in such "Guidelines," and any failure to take required action to liquidate any option or futures position within the time periods specified in such "Guidelines" shall be deemed to be a violation of this Rule 105. Notwithstanding the fact that a specialist's options or futures transactions may be in conformity with the "Guidelines" such specialist shall nonetheless be deemed to be in violation of Rule 105 if he has engaged in such options or futures transactions for manipulative or other purposes not related to offsetting the risk of making a market in the underlying specialty stock.

(d) A member, allied member or approved person (other than an approved person entitled to an exemption from this Rule pursuant to Rule 98), in the member organization of a specialist and any officer or employee of such organization who has a position in any specialty stock of such specialist in any account (other than the specialist's account) may grant or have an interest in listed options or single stock futures to purchase or sell or to receive or deliver shares of such specialty stock but only to the extent and in the manner that the "Guidelines", as promulgated by the Exchange and as may be amended from time to time, would permit the specialist to use listed options or single stock futures as to transactions for the specialist's account.

GUIDELINES FOR SPECIALISTS' SPECIALTY STOCK OPTION AND SINGLE STOCK FUTURES TRANSACTIONS PURSUANT TO RULE 105

(a) Rule 105 provides that a specialist may use listed options and single stock futures overlying covered securities in which he is registered only where appropriate to offset the risk of making a market in the underlying specialty stock.

A specialist may not initiate or effect an opening option or single stock futures transaction to offset more than a reasonable estimate of potential loss that might be incurred in relation to the specialist's market-making function.

An option position established pursuant to Rule 105 may be established by means of any legitimate hedging strategy, provided that the net option position is on the opposite side of the market from the specialist's stock position.

Any options or single stock futures transactions effected pursuant to Rule 105 must be made in conformity with these "Guidelines".

Except as provided in paragraph (g) below, a specialist shall be deemed to be in violation of Rule 105 if he establishes any option or single stock futures position in a specialty stock which exceeds that permitted by paragraphs (b), (c) and (d) below. Except as provided in paragraph (g) below, a specialist shall also be deemed to be in violation of Rule 105 if, having established an option or single stock futures position that does not exceed that permitted by paragraphs (b), (c), and (d) below, he subsequently fails to take, within the time periods specified in paragraphs (e) and (f) below, such action as required to liquidate any option or single stock futures position where the net option or single stock futures position (i) exceeds the permitted number of contracts because of a change of more than 25 percent in the size of the underlying specialty stock position from that which existed when the option position was established; or (ii) has become on the same side of the market as the underlying specialty stock position. Notwithstanding the fact that a specialist's options or single stock futures transactions may be in conformity with the "Guidelines", such specialist shall nonetheless be deemed to be in violation of Rule 105 if he has engaged in such options or single stock futures transactions for manipulative or other purposes not related to offsetting the risk of making a market in the underlying specialty stock.

(b) Conditions for Opening Options Transactions to Hedge an Existing Specialty Stock Position with a Net Option Position on the Opposite Side of the Market.

Except as provided in paragraph (g) below, opening options transactions under Rule 105 must meet the following three conditions:

(1) The transaction must result in a net option position on the opposite side of the market from the underlying specialty stock position.

(2) The transaction must be effected solely to offset the risk of making a market in the underlying specialty stock.

(3) The resulting net option position must not exceed the number of shares of the specialty stock position that the specialist is offsetting, based on using dynamic deltas or fixed hedge ratios as discussed below, or another hedging convention approved by the Exchange.

Any opening options transaction that does not meet all three conditions shall be deemed to be in violation of Rule 105, except as specified in paragraph (4) and in paragraph (g) below.

(4) When a specialist holds a position in a near term (as defined in paragraph (c) below) option series which he wishes to replace with a more distant expiration series prior to the liquidation or expiration of such near term options series, the specialist may do so to offset a reasonable estimate of potential loss that might be incurred in the specialist's existing position in the underlying specialty stock subject to the provisions of paragraph (c) of Rule 105 above. In order to establish a hedged position with the more distant term options series while concurrently holding a position in the near term series which would result in an "over-hedged" position, the specialist shall enter an order, which has a reasonable expectation of being executed, no later than the close of trading on the exchange or exchanges where the option is traded on the day after the new position was established, to liquidate his position in the near term options series.

(c) Calculation of Options Positions to Offset Existing Stock Positions

The specialist shall have the choice of offsetting his specialty stock position using either dynamic deltas, fixed hedge ratios or any other hedging convention approved by the Exchange to determine the number of option contracts permitted to offset an existing stock position.

(i) Use of dynamic deltas—In determining whether a specialist's option position complies with the third condition of paragraph (b) above, based on dynamic deltas, the Exchange will use its pricing model to calculate the appropriate delta for each option series.

Example 1
Assume the specialist is long 10,000 shares of a stock that is quoted at 50.25. He wishes to offset that position by writing call option contracts. The Exchange's pricing model derives a delta for the option series of .5 based upon the $50 bid price. The maximum permissible option position the specialist may establish to offset his specialty stock position would be calculated as follows:
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In this example, the specialist would be permitted to write no more than 200 call contracts having a delta of .5 to offset his stock position.

Example 2
Assume the specialist is long 5,000 shares and has hedged his position by buying 100 put option contracts with a delta of .5. Subsequently, the specialist buys 1,000 shares for his own account. The specialist could offset the additional 1,000 shares by acquiring an additional option position of 20 put contracts, calculated as follows:
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Thus, the specialist in this example would be permitted to have an option position of 120 put contracts to offset the 6,000 share stock position.

Example 3
Assume that a specialist has a 2,000 share long position in a specialty stock and wishes to use options to offset the risk of loss in that position. Options at the following strike prices have been opened for trading: 40, 45, 50, 55 and 60. The deltas for those options are at 1.0, .8, .5, .2 and .05, respectively.

Since the specialist is long the stock, he may offset his position either by writing calls or by buying puts.

In writing calls, the specialist could effect options transactions as follows:

• 20 call options with a strike price of 40 or

• 25 call options with a strike price of 45 or

• 40 call options with a strike price of 50 or

• 100 call options with a strike price of 55 or

• 400 call options with a strike price of 60.

The specialist could also combine different series of call options, such as:

• 10 call options with a strike price of 45 to hedge 800 shares and

• 16 call options with a strike price of 50 to hedge 800 shares and

• 20 call options with a strike price of 55 to hedge 400 shares.

The same principles would apply to opening transactions involving put options.

(ii) Use of fixed hedge ratios—In determining whether a specialist's option position complies with the third condition of paragraph (b) above based on fixed hedge ratios, the Exchange will use the applicable "hedge ratios" as follows:

(1) One option contract for each 100-share stock position existing at the time of the acquisition of the option contract, where such option contract is "in-the-money" as defined below.

(2) One and one-half option contracts for each 100-share stock position existing at the time of the acquisition of the option contracts, where such option contracts are "at-the-money" as defined below.

(3) Two option contracts for each 100-share position existing at the time of the acquisition of the option contracts, where such option contracts are no more than one strike price interval "out-of-the-money" as defined below.

The number of option contracts that may be used under the "hedge ratio" approach to offset a position in the underlying specialty stock depends upon the size of the stock position at the time of the acquisition of the option(s) and the strike price of the option(s) in relation to the market price of the stock. Not more than one "in-the-money" option, or one and one-half "at-the-money" options, or two "out-of-the-money" options to hedge each 100-share specialty stock position may be used. Options at the same strike price, or combinations of options at different strike prices may be used, provided the net overall options position thereby established conforms to conditions (1), (2) and (3) of paragraph (b) above and the hedge ratios. The hedge ratios may be expressed as follows:

• In-the-money option: 1 to 1

• At-the-money option: 1.5 to 1

• Out-of-the-money option: 2 to 1

Definitions. For purposes of these Guidelines to administer Rule 105, an "at-the-money" option, whether a put or a call, shall be an option where the price of the underlying specialty stock is (i) equal to the strike price of the option, or (ii) greater or less than the strike price of the option by an amount which does not exceed one-half of the strike price interval for that particular option. For example, assume that options with a strike price interval of five points have been opened for trading at strike prices of 45, 50, 55 and 60, and the market price of the underlying stock is 52. The option with a strike price of 50 would be considered "at-the-money" since that strike price is less than one-half the five point price interval below the market price of the stock. In this example where the strike price interval is five points, the option having the strike price of 50 would be "at-the-money" when the market price of the underlying stock is traded at or between 47.50 and 52.50. If the market price of the underlying stock is exactly at the midpoint of the strike price interval, then options having two different strike prices would be considered to be "at-the-money". Thus, in the above example, if the market price of the underlying stock was 52.50, then both the 50 and 55 strike price options, both puts and calls, would be "at-the-money".

An "in-the-money" call option shall be any call option whose strike price is less than the lowest strike price of an "at-the-money" call option. An "in-the-money" put option shall be any put option whose strike price is greater than the highest strike price of an "at-the-money" put option. For example, assume that options have been opened for trading at strike prices of 40, 45, 50, 55 and 60 and the market price of the underlying stock is 52. Options with a strike price of 50 would be "at-the-money". Thus, call options with strike prices of 40 and 45, and put options with strike prices of 55 and 60, would be "in-the-money".

An "out-of-the-money" call option shall be any call option whose strike price is greater than the highest strike price of an "at-the-money" call option. An "out-of-the-money" put option shall be any put option whose strike price is less than the lowest strike price of an "at-the-money" put option. For example, assume as above that options have been opened for trading at strike prices of 40, 45, 50, 55 and 60, and the market price of the underlying stock is 52.50. Options with a strike price of 50 and 55 would both be "at-the-money". Thus, call options with a strike price of 60, and put options with strike prices of 40 and 45 would be "out-of-the-money".

A near term option shall be an option that expires on the next possible expiration date for that particular option series.

Example 4
Assume that a specialist has a 2,000-share long position in a specialty stock and wishes to use a fixed hedge ratio approach to options to offset the risk of loss in that position. The market price of the stock is 52, and options at the following strike prices have been opened for trading: 40, 45, 50, 55 and 60.

Since the specialist is long the stock, he may offset his position by writing calls or by buying puts. (If the specialist had a short position in the specialty stock, he could offset his position by buying calls or writing puts.)

In writing calls using the hedge ratio approach, the specialist could effect options transactions as follows:

• 20 call options with a strike price of 45 or 40 or

• 30 call options with a strike price of 50 or

• 40 call options with a strike price of 55.

The specialist could also combine different series of call options, such as:

• 10 call options with a strike price of 45 to hedge 1,000 shares and

• 9 call options with a strike price of 50 to hedge 600 shares and

• 8 call options with a strike price of 55 to hedge 400 shares.

The same principles would apply to opening transactions involving put options.

(iii) Other hedging strategies—If the specialist seeks to offset risk of loss by using a strategy other than one based on dynamic deltas or fixed hedge ratios, he shall submit such strategy to the Exchange and obtain its approval before effecting any options transactions. Such strategy must constitute a legitimate hedge and must comply with the provisions of paragraph (b) above.

(d) Conditions for Single Stock Futures Transaction to Hedge an Existing Specialty Stock Position with a Net Futures Position on the Opposite Side of the Market

Single stock futures transactions under Rule 105 must meet the following three conditions:

(1) The transaction must result in a net futures position on the opposite side of the market from the underlying specialty stock position.

(2) The transaction must be effected solely to offset the risk of making a market in the underlying specialty stock.

(3) The resulting net futures position must not exceed the number of shares of the specialty stock position that the specialist is offsetting.

Any single stock futures transaction that does not meet all three conditions shall be deemed to be in violation of Rule 105.

Specialists may purchase or sell single stock futures to hedge an existing specialty stock position only where the number of shares to be delivered pursuant to such contracts does not exceed the number of shares in the specialist's existing specialty stock position. One futures contract may be used for each 100 shares to be offset.

Example 5
Assume the specialist has a 10,000 share long position in a specialty stock and wishes to hedge that position with single stock futures. The specialist could do so by acquiring a short single stock futures position not to exceed 100 contracts.

(e) Liquidating An "Excess" Option or Single Stock Futures Position on the Opposite Side of the Market from the Underlying Specialty Stock Position

Where a specialist's closing position on any trading day in an underlying specialty stock has changed by more than 25 percent from that which existed when an offsetting option or single stock futures position was established, with the result that the specialist's net option or single stock futures position, while still on the opposite side of the market from the specialty stock position, then exceeds, in the case of options, that permitted by the use of deltas or hedge ratios or other approved hedging convention, or in the case of futures, the total number of contracts, the specialist shall take, or cause to be taken, action to liquidate one or more options or futures positions until his net option or futures position no longer exceeds the number permitted by the hedging convention used.

The specialist shall be required to enter such liquidation order, or orders, which have a reasonable expectation of being executed, by the close of trading on the exchange or exchanges where the option or futures contract is traded on the next trading day.

Notwithstanding the above, where a specialist's closing stock position has changed by more than 25 percent from that which existed when an offsetting option or futures position was established, with the result that his net option or futures position exceeds that permitted by paragraph (c) above by the equivalent of up to 5,000 shares (e.g., 50 in-the-money option contracts or 50 option contracts with a delta of 1.0), or 50 futures contracts the specialist shall not be required to liquidate any such "excess" options or futures contracts. The specialist shall not be required to liquidate any option or futures position which exceeds that permitted by paragraph (c) above where the specialist's closing stock position on any trading day has not changed by more than 25 percent from that which existed when such option or futures position was established.

The point in time to be observed in taking any liquidation action required by this paragraph (e) is the time of order entry, not necessarily the time when the order is actually executed. In liquidating an "excess" option or futures position, the specialist shall not be required to send to the Floor of an options or futures exchange an order or orders immediately executable "at the market", but may, if he so chooses, send to the Floor of an options or futures exchange an order or orders that may be "worked" by an independent broker according to his "broker's judgement" to obtain "best execution". The specialist shall not, however, give specific instructions to such independent broker as to how the order or orders are to be "worked". If, while the order or orders are being "worked", the specialist's stock position changes such that it has not changed by more than 25 percent from that which existed when the offsetting option or futures position was established, the liquidation orders or the unexecuted portion of such orders may be cancelled.

When, as a result of a more than 25 percent change in the size of the specialist's stock position from that which existed when an offsetting option or futures position was established, the specialist has had to liquidate an "excess" option or futures position, the specialist shall be deemed thereby to have established a new offsetting stock/option or futures position pursuant to Rule 105 and these "Guidelines". Should the stock position continue to change in the same direction, any subsequent required liquidation action shall be taken if the closing stock position changes by more than 25 percent from that which existed when the new offsetting position was established.

Example 6
Assume that a specialist has a 100,000 share long specialty stock position which he offsets using a hedge ratio approach by writing 1,000 in-the-money calls. Subsequently, the specialist's closing stock position declines to 80,000 shares long, but the specialist maintains the 1,000 contract in-the-money option position. The specialist's option position would now exceed that permitted by the hedge ratios by 200 contracts.

However, no liquidation action would be required because the specialist's stock position did not change by more than 25 percent from that which existed when the offsetting option position was established.

Example 7
Assume that a specialist had a 10,000 share long specialty stock position which he offset using a hedge ratio approach by writing 100 in-the-money calls. Subsequently, the specialist's closing stock position declined to 4,000 shares long, but the specialist maintained the 100 contract in-the-money option position. In this situation, the specialist's stock position has now changed by more than 25 percent from that which existed when the offsetting option position was established. The specialist's option position now exceeds that permitted by the hedge ratios by 60 contracts.

The specialist would be required to enter an order to liquidate 60 option contracts no later than the close of trading on the exchange where the option is traded on the next trading day.

If, in this example, the specialist's closing stock position continued to decline, the next liquidation action would be taken with reference to a change of 25 percent or more in the 4,000 share stock position.

Example 8
Assume that a specialist had a 10,000 share long specialty stock position which he offset using dynamic deltas by writing 100 calls with a delta of 1.0. Subsequently, the specialist's closing stock position declined to 7,000 shares long, but the specialist maintained the 100 contract option position. In this situation, the specialist's closing stock position has now changed by more than 25 percent from that which existed when the offsetting option position was established. However, no liquidation action would be required because the equivalent share position represented by the number of option contracts in excess of that permitted by the use of deltas is only 3,000 shares, which is less than the 5,000 share minimum.

Example 9
Assume that a specialist had a 10,000 share long specialty stock position which he offset by 100 short single stock futures contracts. Subsequently, the specialist's closing stock position declined to 7,000 shares long, but the specialist maintained the 100 contract short futures position. In this situation, the specialist's closing stock position has now changed by more than 25 percent from that which existed when the offsetting futures position was established. However, no liquidation action would be required because the equivalent share position represented by the number of futures contracts is only 3,000 shares, which is less than the 5,000 share minimum.

(f) Liquidating an Option or Futures Position on the Same Side of the Market as the Underlying Specialty Stock Position

Where a specialist's position in an underlying specialty stock changes such that it becomes "flat" (i.e., no position) or it becomes on the same side of the market as a net offsetting option or futures position previously established pursuant to Rule 105 and these "Guidelines", the specialist shall take, or cause to be taken, action to liquidate one or more option or futures positions until his net option or futures position is no longer on the same side of the market as his stock position.

The specialist shall be required to enter such liquidation order or orders which have a reasonable expectation of being executed by the close of trading on the exchange or exchanges where the option or futures contract is traded, on the same trading day that his stock position became "flat" or on the same side of the market as his net option or futures position.

Notwithstanding the above, the specialist shall not be required to take liquidation action where his same side option or futures position is equivalent to a stock position of 5,000 shares or less.

The point in time to be observed in taking any liquidation action required by this paragraph (f) is the time of order entry, not necessarily the time when the order is actually executed. The specialist may enter a "working" order along the same lines as discussed in paragraph (e) above.

If, while the order or orders are being "worked", the specialist's stock position changes such that it is no longer on the same side of the market as the specialist's net option or futures position, the liquidation orders or the unexecuted portion of such orders may be cancelled.

Example 10
Assume that a specialist had a 10,000 share long position which he hedged by writing 200 calls with a delta of .5. Subsequently, his stock position became 1,000 shares short. His stock and net option positions would now be on the same side of the market, and he would be required to enter an order which has a reasonable expectation of being executed to liquidate his 200 contract option position not later than the close of trading on the exchange where the option is traded, on the same trading day that his stock position became on the same side of the market as his net option position. If, in this example, the specialist had written 100 or less option contracts, which represent the equivalent of 5,000 shares of stock, he would not have been required to take any liquidation action.

Example 11
Assume that a specialist had a 10,000 share long position which he hedged by 100 short single stock futures contracts. Subsequently, the specialist's stock position became 1,000 shares short. The specialist's stock and futures positions would now be on the same side of the market, and the specialist would be required to enter an order that has a reasonable expectation of being executed to liquidate the 100 contract futures position not later than the close of trading on an exchange where the futures contract is traded, on the same trading day that the stock position became on the same side of the market as the futures position. If, in this example, the specialist's futures position had been 50 or fewer contracts, which represents the equivalent of 5,000 or fewer shares of stock, the specialist would not have been required to take any liquidation action.

(g) Long Term Option or Futures Strategy to Offset Market-Making Risk

Notwithstanding any other provision of these "Guidelines" regarding the establishment and liquidation of option or futures positions, the specialist may, with the approval of the Exchange, establish an option or futures position, and not be subject to liquidation requirements as to such option or futures position, to offset general market-making risk as to any specialty stock. The specialist shall submit a long term option or futures strategy to the Exchange for its approval prior to effecting any option or futures transactions. The Exchange shall not grant approval of any such long term option strategy unless option positions, when established, consist of out-of-the-money options which are not near term options. A specialist may establish an option or futures position in accordance with this paragraph (g) irrespective of an existing position in the subject specialty stock provided that the option or futures position is a reasonable offset of the specialist's dealer risk in the subject specialty stock. The objective of such a strategy shall be the maintenance of a long term option or futures position which would offset market-making risk irrespective of day-to-day fluctuations in the specialist's position in the specialty stock. The Exchange shall terminate approval for such a long term option or futures strategy, and may deem the specialist to be in violation of Rule 105, in any case where the Exchange shall determine that the specialist's market-making decisions have been influenced by the existence of any long term option or futures position. A specialist who determines to establish an option or futures position pursuant to this paragraphg may not, while he continues to hold such position, establish any other position pursuant to any other paragraph of these "Guidelines", other than a "calendar rollover" as permitted under paragraph (b)(4) above, as to the same specialty stock. Conversely, a specialist who has established an option or futures position pursuant to any other paragraph of these "Guidelines" may not, while he continues to hold such position, establish an option or futures position pursuant to this paragraph (f) as to the same specialty stock. The same principles apply with respect to single stock futures.

(h) Prohibition Against Front-Running of Blocks

In Information Memo No. 80-38 (September 11, 1980), the Exchange advised all members and member organizations that they should not trade in options or in underlying securities by taking advantage of their possession of material, non-public information concerning block transactions in these securities. The Exchange noted that it would be improper for a member or person associated with a member who has knowledge of a block transaction in any security underlying an option or of a block transaction in the option covering that security, before information concerning the block transaction has been made publicly available, to take advantage of the non-public information in his possession and execute or cause to be executed an order (1) to buy or sell an option, while in possession of non-public information concerning a block transaction in the underlying stock, or (2) to buy or sell an underlying security, while in possession of non-public information concerning a block transaction in an option covering that security, for an account in which such member or associated person has an interest or for an account with respect to which such member or associated person exercises investment discretion. The prohibitions against front-running stated in Information Memo No. 80-38 shall take precedence over any requirements stated in Rule 105 and these "Guidelines". Thus, a specialist may not establish an offsetting option position in a specialty stock if he is in possession of material, non-public information concerning a block transaction in such stock.

(i) Recording of Option or Futures Positions

Any option or futures position relating to a specialist's account and established or increased pursuant to Rule 105 shall be recorded for bookkeeping purposes in a separate "memo" account. Each time a transaction in the overlying option, or single stock futures contract, is effected for the specialist's account, the specialist's specialty stock position, shall also be recorded in the "memo" account.

(j) Reporting of Accounts

In a manner prescribed by the Exchange, each specialist shall file with the Division of Market Surveillance and keep current a list identifying all accounts in which the specialist, his member organization, or any other member, allied member or approved person of such member organization or any officer or employee thereof has a direct or indirect interest and in which are effected options or single stock futures transactions in which any of his specialty stocks is the underlying security. No such specialist, member organization, member, allied member, approved person, officer or employee shall engage in options or single stock futures transactions in which any of such stocks of any such specialist is the underlying security in any account which has not been reported to the Exchange.

(k) Reporting of Transactions

In the event that any specialist, his member organization, or any other member, allied member or approved person in such member organization or officer or employee of such member organization engages in any option or single stock futures transaction in which any specialty stock of the specialist is the underlying security, such specialist, person or party shall submit to the Division of Market Surveillance, in such automated format and with such frequency as the Exchange may prescribe, such information concerning such option or single stock futures transaction as the Exchange may require.

(l) Alteration of Stock Positions Due to Off-Hours Trading

See Paragraph (d)(v) of Rule 900 (Off-Hours Trading: Applicability and Definitions) in respect of specialists' Off-Hours Trading orders that require the liquidation of an options or single stock futures position pursuant to Rule 105 and these Guidelines.

(m) Specialist Shall Not Be Options or Single Stock Futures Market-Maker

(i) Except as provided below, no equity specialist, his member organization, other member, allied member or approved person in such member organization or officer or employee thereof shall act as an options market-maker or option specialist, or function in any capacity involving market-making responsibilities, in any option as to which the underlying security is a stock in which the specialist is registered as such, nor shall any such persons function in any market making capacity with respect to any single stock futures contract of a security in which such specialist is registered as such.

(ii) Notwithstanding the above, an approved person of an equity specialist entitled to an exemption from this rule under Rule 98 may act as a competitive market maker, competitive options trader, registered options trader, or as a specialist or market maker in any option as to which the underlying security is a stock in which the associated specialist is registered as such, or in any single stock futures contract of a security in which the associated specialist is registered as such; provided, however, that if an approved person is so acting as an options market maker pursuant to this paragraph, or in a market making capacity with respect to a single stock futures contract pursuant to this paragraph, neither that approved person, nor any other approved person of the specialist, may act as a market maker in any equity security in which the associated specialist is registered as such and which underlies an option as to which the approved person acts as an options market maker, or is subject to delivery pursuant to a single stock futures contract as to which the approved person acts in a market making capacity.

(iii) Notwithstanding the above, an approved person of an equity specialist entitled to an exemption from this rule under Rule 98 may act in a market making capacity other than as a specialist in any Investment Company Unit (as defined in paragraph 703.16 of the Listed Company Manual) or a Trust Issued Receipt (as defined in Rule 1200) on another market center, and may act as a specialist or in any other market making capacity in any option as to which the underlying security is such an Investment Company Unit or Trust Issued Receipt in which the associated specialist is registered as such on the Exchange.

(n) Use of Both Options and Single Stock Futures to Hedge Specialty Stock Position

If a specialist chooses to hedge a specialty stock position with positions in both options and futures contracts, the resulting total market share position, when established, may not exceed the size of the existing specialty stock position being hedged. Any excess or same side of the market equivalent share position must be liquidated in accordance with the principles of this rule.

Example 12
Assume that a specialist had a 5,000 share long position which he or she hedged by 50 short single stock futures contracts. Subsequently, the specialist's stock position became 10,000 shares long. The specialist now chooses to hedge the additional 5,000 share stock position with stock options. To do so, in this example, the specialist's stock option position must be 50 or fewer contracts, which represents the equivalent of 5,000 or fewer shares of stock. If the specialist's specialty long stock position subsequently falls below 10,000 shares, or if it becomes a short stock position, the specialist must liquidate a sufficient amount of the single stock futures or stock options to comply with the principles of this rule.

Amended:
July 20, 1961; May 18, 1972; August 9, 1976; February 4, 1985; February 4, 1987; April 15, 1991; May 24, 1991; August 7, 2000; April 11, 2001 (NYSE-00-62); August 30, 2000 effective August 28, 2000 (NYSE-00-22); July 30, 2001 (NYSE-01-08); February 15, 2002 (NYSE-01-43); July 29, 2002 (NYSE-02-12); April 9, 2002 effective May 8, 2002 (NYSE-02-07); August 8, 2003 (NYSE-02-63).

HEDGING

It is as well to remind ourselves that future contracts developed initially for the sole purpose of 
Providing producers and users of various commodities whit an instrument that was able to (Hedge) financial risk. Producers of staple commodities...like the farmer growing wheat .

Can find impossible to make any plans if he has no idea what price his crop will achieve.

 Whenever it is taken to market. While the introduction of futures contracts came the Opportunity to hedge this uncertainty...

If the forward price is trading at a level where if the farmer were to sell he could guarantee for himself comfortable return on his efforts he can lock in this profit by selling a futures contract on maturity of the crop either this is delivered directly against the short futures 

Position or more likely sold at the prevailing market price at the same time 

As unwinding the unwinding the future position, which will also reflect the prevailing market price...thus once a hedge position is established further market movement...is eliminated because what is lost on one the other the only risk  normally a very small risk element for someone looking to hedge market risk.

What our farmer has of course done is to give up any hope of vast profits  

Should it turn out that his particular crop is in great demand. On the other

Hand if the market collapsed he would still be guaranteed his original profit .a

Prudent producer should not gamble and in this instance not using futures or options strategy to protect oneself is gambling.

                                                STOCK INDEX OPTIONS AND FUTURES

                                                                                                                                               JOHN MILLERS
Hedging

Hedging strategies are defensive mechanisms for controlling and reducing net investment risk.

The involve index option positions in conjunction with common stock by assuming an equal but opposite market exposure with options .as emphasized earlier the degree to which the movement of the underlying index corresponds to the movement of the securities being hedged.
Index options

General principles

Many principles of options theory apply to both options.

The following discussion reviews these general pimples in terms of index options.

Reader’s familiar with the general principles of options theory may wish

Skip this discussion and move directly to the next section on the unique features of index options.

Stock options and index.

Call options

A call option is the right .but not the obligation to buy a specific amount of a specific at a specific amount of a specific security at a specific price on or before specific data important features of any options contract...

The four variables highlighted in this definition comprise the most important features of any options contract.

The specific security in an index option contract is the underlying that can be bought or sold.

For example:

The s&p 500 index recently closed at about 311.therefore the investor can think of the index as a Stock with a SH price of $311.

The contract multiplier .the is simply in an index option contract is called the can be bought. The contract multiplier for all index option contracts is standardized at 100

The holder of the holder of all a call on an index has the right to buy 100 shares of the index.

The specific price at which the holder of an index call option can buy shares is called the exercise price strike price.

For example consider an s&P 500 option with a strike price of $325 an investor holding such an option would have the right to purchase 100 shares of s&p 500 at 325$per share. If the index rises to 330 the Investor earns $500 because the value of each share has increased &5 beyond the strike the investors net

Earnings would equal the $500 less the amount paid to acquire the option.

The specific date at or before which an option may be exercised is called the maturity date or expiration date (certain index option contracts can only be exercised on the maturity date not before it. and Investors should familiarize themselves whit the exercise style of more details later in this chapter)

Maturity dates for all index options are standardized at the Saturday following the third Friday of each month. For example the holder of a September call must exercise or sell the option by the close of business on the third Friday of September otherwise the option will expire on the following day .if the

Index level dose not rise above the strike price by the expiration date the call option expires worthless.
Put options

A put option is the right. But not the obligation to sell a specific amount of a specific security at a specific price on or before a specific date.

Notice that the definition for an out is identical to that for a call except the ward buy has been replaced whit the word sells.

Returning to exhibit 4_1consider the s&p 500 October 305 put option. The cost the option is quoted at 12 meaning 12 times 100 or $1200 an investor holding such an option would have the right to sell 100 shares of s&p 500 at $305 per share .If the index falls to 300 the investor earns $500 because the value of each share has decreased &5 beyond the strike .The investors net earnings would equal the $500 less the amount paid to acquire the option (therefore at an index

Level of 300 net earnings to the investor would be a $700 loss! ) the breakeven point is an index level 12 points lower than the strike or 293....since the index is currently trading at 311 the investor breaks even if the index drops by 18 points prior to expiration ...exhibit 4_3 displays the possible expiration dollar profits of this put...as with the call both the expiration value and expiration profit depend directly upon the level of the underlying index if the index level is above the strike price at expiration The option expires worthless and the investor loses the cost of the option __ $1200as the index level fall below the strike the option becomes increasingly valuable if the index trades to a level of 293 the profit of the option is zero because the value of the option is $1200 exactly offsetting its initial cost.......

With the index currently trading at 311 the put and the call options discussed above are both 18 points away from breakeven the call breaks even at 329 while the put breaks even at 293 Despite this seeming equality thru put costs there times more than the call...several intuitive explanation can account for the discrepancy.

First the put which expires in October .has twice as long to maturity as the call .which expires in September a longer option is always worth more than a shorter option because it extends the time frame during which the underlying index may move to the benefit of the holder Second aberish in the Middle East

Therefore options that profited from downward moves in the market were more expensive that those that profited from upward moves.
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