Derivatives

Derivatives are financial instruments whose value depends on the value (or, more precisely, the change in value) of some other asset or index.

Risk Management

PRIVATE 

Derivatives exist to redistribute risk.

Hedgers are trying to reduce the risk of dealing in the underlying asset (in the cash market), either protecting themselves from a price decline if they already own the asset, or protecting themselves from a price increase if they will have to buy the asset in the future.

Speculators are trying to make a profit by taking on the risk the hedgers are trying to get rid of, i.e. they are increasing their risk. Speculators provide liquidity to the markets.
Derivatives usually are inherently highly leveraged, and their values are usually much more volatile than the values of the underlying assets.
In contrast to the stock market, futures and options markets do not create or destroy wealth- they transfer wealth. It's a zero-sum game. What one trader wins another trader must lose. (Actually it’s a negative-sum game if transaction costs are taken into consideration.)

Price Discovery
The futures market provides information about the market's expectations of future spot prices of the underlying assets. The current price of a futures contract is assumed to be the expected future spot price. (The spot price is the price of something for immediate delivery.)
Criticisms of Derivative Markets and the Defense
Derivative markets are often characterized as being simply legalized gambling and harmful to the financial and economic system, i.e., they serve no economic function. But the function of the derivative markets is to redistribute risk that already exists in the cash/asset markets. Casinos, on the other hand, create synthetic risk in order to allow a game to be played. Hedgers can use derivative markets to redistribute that risk if there are other hedgers facing the opposite risk and/or if there are speculators willing to accept the risk that the hedgers wish to get rid of. Neither hedgers alone nor speculators alone could support efficient derivative markets.

Types of DerivativesPRIVATE 

A forward contract is an agreement between a buyer and a seller to buy or sell an asset at a later date at a price agreed upon at the time the contract is made. Delivery of (and payment for) the underlying asset is expected. Both sides of the transaction are obligated to go through with the transaction. The vast majority of forward contracts are executed. Hedgers use forward contracts.
A futures contract is an agreement between a buyer and a seller, one of whom is a clearinghouse, to buy or sell an asset at a later date at a price agreed upon at the time the contract is made. Delivery of (and payment for) the underlying asset is not expected. More than 99% of futures contracts are offset before maturation/expiration and not executed. However, both sides of the transaction are obligated to go through with the transaction if the contract is still in force at expiration. Profits and losses are unlimited. Both hedgers and speculators use futures.
An option is an agreement between a buyer and a seller that gives the buyer the right, but not the obligation, to buy [a call] or sell [a put] an asset at a price agreed upon at the time the option contract is made up until a specified time. 

The seller of an option must perform as contracted for if the buyer chooses to exercise the option. Options have the potential for unlimited profit but with only limited loss possible. This makes options much more attractive to many traders.
Stock OptionsPRIVATE 

A call stock option gives the buyer the right, but not the obligation, to buy 100 shares of a particular common stock at a specified price before a specified expiration date.
A put stock option gives the buyer the right, but not the obligation, to sell 100 shares of a particular common stock at a specified price before a specified expiration date.

Stock Option TerminologyPRIVATE 

Option premium:
Total price paid for the option

Strike price:

The price at which the option can be exercised.




Also called striking price or exercise price.

Expiration date:
Date on which the option expires. Stock options expire on the third Friday 

                                    of the expiration month.
Intrinsic value:
The value of the option as stock if the option were exercised.

Time value:

The extra amount over the intrinsic value that investors are willing to pay



to own the option. The time value is a pure bet. The time value decreases 



as the option gets closer to expiration; this is called time decay. At 



expiration the time value is zero.
*-the-money:

In-the-money: option has a positive intrinsic value, because the market 
 (moneyness)               price of the stock is favorable relative to the exercise price. Ex: If a stock is 
                                    selling for $105 and the exercise price is $100, then the CALL is worth $5, 
                                    at least.  The option will sell for more than that because of the time value 

                                    added to the intrinsic value. (The equivalent PUT would be out-of-the-
                                    money.)




Out-of-the-money: option has no intrinsic value, because the market price 



is not favorable relative to the exercise price.  Ex: If a stock
is selling for 



$95 and the exercise price is $100, then the CALL is worthless as stock.
  


The call will sell for something though because of the time value added.

 


(The equivalent PUT would be in-the-money.)




At-the-money: option whose exercise price equals the stock’s market price. 




In practice the option whose exercise price is closest to the stock’s market 
                               
price is considered to be the at-the-money option.




Near-the-money: includes the at-the-money option and a few on either side 

                                    of it.




The most widely traded stock options are usually those at-the-money, 



which provide the best risk/expected return value. There is usually not 




much interest in trading options that are either deep in-the-money or deep



out-of-the-money.

Volume:

The number of option contracts traded on a particular day.
Open interest:

The number of option contracts existing at the end of the (usually 

 


previous) trading day. The volume and open interest can be quite different




from each other.

Basic Stock Options Trading Strategies for BuyersPRIVATE 

Calls

Buy a call option if you think the stock price will rise.  You could then exercise the option to 
buy the stock at the strike price and immediately sell the stock at the higher market price.

Puts

Buy a put option if you think the stock price will fall.  You could then buy the stock at the market price and immediately exercise the option and sell the stock at the higher strike price.

Stock Option Quotes
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                           Quotes as the Wall Street Journal used to publish them.

In the above quotations for eBay options the $82.91 is the current price of the stock itself.

The 75, 80, 85, 95 are the strike prices available. Mar and Jul are the months the options expire.

VOL is volume, the number of contracts traded that day. LAST is the last price at which the option traded in dollars per share, not the total price of the option. The actual price of an option is 100 times the listed premium (plus commission).

So, the second line, for example, says you could buy for $3.40/share a call on e-Bay that gives you the right to buy 100 shares of the stock at $80 per share until the option expires on the third Friday in March. You would actually pay $340 for the call, plus commission. 
Examples of Calculating Intrinsic Values and Time Values
March 80 Call

Stock price
 $82.91
 Option premium   $3.40

Strike price
   80.00             Intrinsic value        2.91
Intrinsic value  $  2.91             Time value            $  .49
The call’s intrinsic value is $2.91 per share but traders are will to pay an extra $.49 per share as a bet that the call will become worth even more by the time it expires. 

July 95 Put

Strike price        $95.00
  Option premium   $ 14.40

Stock price           82.91            Intrinsic value         12.09
Intrinsic value    $12.09             Time value           $   2.31
If the intrinsic value is zero, the option premium is all time value, a pure bet.
Slightly negative values for the intrinsic value may appear because transaction costs impose wiggle room on the prices.
Online Options Quotes and Trading
Investopedia: Get a quote for a stock, then click on Option Chain.
 - HERSHEY CO THE (NYSE:HSY)
Quote | Charts | Option Chain | News | Historical | Executives | Earnings | Ratios | Income Statement | Balance Sheet | Cash Flow 

Quote - HERSHEY CO THE (NYS
The following table is produced when the April 2008 options are chosen.
	(HSY) HERSHEY CO THE

	Last:
	37.24

	Day's High:
	37.7000

	Day's Low:
	37.0900

	Expires On: Saturday, April 19, 2008

	Options:
	Mar - 2008 

 |  

Apr - 2008 

 |  

May - 2008 

 |  

Aug - 2008 

 |  

Jan - 2009 

 |  

Jan - 2010 




	

	Strike
Price 
	Calls 

	
	Symbol 
	Last Trade 
	Chg 
	Bid 
	Ask 
	Vol 
	Open Int 

	
	
	
	
	
	
	
	

	20.00 
	HSY DD
	0.00
	0.00
	17.10[205]
	17.50[239]
	00.00
	00.00

	
	
	
	
	
	
	
	

	22.50 
	HSY DX
	0.00
	0.00
	14.60[181]
	15.10[443]
	00.00
	00.00

	
	
	
	
	
	
	
	

	25.00 
	HSY DE
	0.00
	0.00
	12.10[316]
	12.50[341]
	00.00
	00.00

	
	
	
	
	
	
	
	

	30.00 
	HSY DF
	0.00
	0.00
	7.30[21]
	7.60[410]
	00.00
	00.00

	
	
	
	
	
	
	
	

	35.00 
	HSY DG
	3.55
	0.00
	2.85[630]
	3.00[100]
	00.00
	75.00

	
	
	
	
	
	
	
	

	40.00 
	HSY DH
	0.55
	0.05
	0.45[690]
	0.55[1833]
	54.00
	976.00

	
	
	
	
	
	
	
	

	45.00 
	HSY DI
	0.10
	0.00
	0.00[0]
	0.10[1317]
	00.00
	10.00

	
	
	
	
	
	
	
	

	50.00 
	HSY DJ
	0.00
	0.00
	0.00[0]
	0.05[596]
	00.00
	00.00

	
	
	
	
	
	
	
	

	55.00 
	HSY DK
	0.00
	0.00
	0.00[0]
	0.05[565]
	00.00
	00.00


	

	Strike
Price 
	Puts 

	
	Symbol 
	Last Trade 
	Chg 
	Bid 
	Ask 
	Vol 
	Open Int 

	
	
	
	
	
	
	
	

	20.00 
	HSY PD
	0.00
	0.00
	0.00[0]
	0.05[673]
	00.00
	00.00

	
	
	
	
	
	
	
	

	22.50 
	HSY PX
	0.00
	0.00
	0.00[0]
	0.05[671]
	00.00
	00.00

	
	
	
	
	
	
	
	

	25.00 
	HSY PE
	0.00
	0.00
	0.00[0]
	0.05[951]
	00.00
	00.00

	
	
	
	
	
	
	
	

	30.00 
	HSY PF
	0.00
	0.00
	0.05[791]
	0.15[1678]
	00.00
	00.00

	
	
	
	
	
	
	
	

	35.00 
	HSY PG
	0.55
	0.00
	0.55[816]
	0.65[1670]
	00.00
	667.00

	
	
	
	
	
	
	
	

	40.00 
	HSY PH
	3.20
	3.20
	3.10[93]
	3.20[389]
	21.00
	00.00

	
	
	
	
	
	
	
	

	45.00 
	HSY PI
	8.60
	0.00
	7.60[194]
	7.90[21]
	00.00
	10.00

	
	
	
	
	
	
	
	

	50.00 
	HSY PJ
	0.00
	0.00
	12.60[184]
	13.00[259]
	00.00
	00.00

	
	
	
	
	
	
	
	

	55.00 
	HSY PK
	0.00
	0.00
	17.60[184]
	18.00[248]
	00.00
	00.00

	
	
	
	
	
	
	
	

	
	Highlighted options are in-the-money. 


Hershey options do not trade very frequently. Hence the Last Trade may be old. The Bid/Ask prices give you a better idea of what the next trade’s price will be, usually somewhere in between them. Hershey’s last stock price was $37.70 per share. If you think the stock price will rise, you would probably buy either the 35 or 40 call. The former would cost about $2.90 per share or $290 for the call, plus commission. The 40 call would cost probably $.50 per share or $50 for the call, plus commission. (The 35 call has an intrinsic value of $2.70 per share, but the 40 call’s intrinsic value is zero.) The 40 call is not really cheaper; it has a much lower chance of being profitable.
If you think the stock price will fall, you would probably buy either the 35 or 40 put. The former would cost about $.60 per share or $60 for the put, plus commission. The 40 put would cost probably $3.15 per share or $315 for the put, plus commission. (The 35 put has an intrinsic value of zero, but the 40 put’s intrinsic value is $2.30 per share.)
CNBC: Get a quote for the stock and click on Options Chain.
Detailed Quote   |  Options Chain
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HSY : NYSE 

Industry: Food Products

The following shows the quotes for the March options. The closer the month, the more heavily it is traded. The longer the time to expiration, the more you will pay for the option.
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HSY : NYSE 

Industry: Food Products 


Stock Summary

Price Performance
	37.26
Last
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0.33-0.88%
Today’s Change
	37.44
Today’s Open
	$37.70
Day High
	$37.09
Day Low
	2,157,300
Volume 
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Calls & Puts
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Expiring in Mar 08
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Bottom of Form

	Mar 08 
	Options Expiration: Mar 08 

	Calls
	Puts

	Symbol
	Last
	Chg
	Low
	High
	Volume
	Open
Interest
	Strike
Price
	Open
Interest
	Volume
	Low
	High
	Chg
	Last
	Symbol

	HSY CD
	0.00
	0.00
	0.00
	0.00
	0
	0.00
	20.00
	0.00
	0
	0.00
	0.00
	0.00
	0.00
	HSY OD

	HSY CX
	14.20
	0.00
	0.00
	0.00
	0
	0.00
	22.50
	0.00
	0
	0.00
	0.00
	0.00
	0.00
	HSY OX

	HSY CE
	0.00
	0.00
	0.00
	0.00
	0
	0.00
	25.00
	0.00
	0
	0.00
	0.00
	0.00
	0.00
	HSY OE

	HSY CF
	6.70
	0.00
	0.00
	0.00
	0
	31.00
	30.00
	147.00
	0
	0.00
	0.00
	0.00
	0.15
	HSY OF

	HSY CG
	2.55
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0.10
	2.55
	2.75
	14
	582.00
	35.00
	827.00
	37
	0.20
	0.25
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0.01
	0.20
	HSY OG

	HSY CH
	0.13
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0.07
	0.10
	0.14
	26
	2,451.00
	40.00
	362.00
	7
	2.40
	2.85
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0.20
	2.85
	HSY OH

	HSY CI
	0.05
	0.00
	0.00
	0.00
	0
	30.00
	45.00
	1.00
	0
	0.00
	0.00
	0.00
	10.85
	HSY OI

	HSY CJ
	0.00
	0.00
	0.00
	0.00
	0
	0.00
	50.00
	0.00
	0
	0.00
	0.00
	0.00
	0.00
	HSY OJ

	HSY CK
	0.00
	0.00
	0.00
	0.00
	0
	0.00
	55.00
	0.00
	0
	0.00
	0.00
	0.00
	0.00
	HSY OK
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Note that the 35 and 40 puts and calls are the most heavily traded and have the greatest open interest.
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