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INTRODUCTION

In 70's drastic fluctuations in national economies forced
invastors and policy makers finding naew financial tools and
new strategiss so as to protect themsszlves. In order not to
suffar from capital risks, new financial innovations wers

presanted to financial snvipomants.

Thes idea was simply a recognition that the world had
entared an ara of great financial uncertainty. The risk bred
by that uncertainty sasks inswance. Financial futuraes and
options offered the typs of insurance that responded to that
raad. Thers markets, today, are utilized by invaestmant
banksrs, broker-dealers, forsign axchangs dealers, governmant
sacur ity dealsrs, by banks and insurance companies, by
pansion funds and mutual funds and by corporat ions and
financial institutions of every kind. The mechanism and
structure of theam, including the ones on stock and bonds, are

all the sama.

Financial options was one of the naew products and as it
is going to be discusssad in thesis, was proved that it is the
most genious and melti-dimensional innovation of today
throughout the market. Since the opening of trading in stock
options on bthe Chicago EBoard Options Exchangs= in 1973, ths
growth of trading in financial options wor ldwide — both ovep-

tha-countar and exchangs traded - has bsen spactacular.



Within ten years of ths establishment of the first opticon
exchangses, ths volume of trading in stock options grew to a
laval often axcesding, in terms of share eguivalents, that of
the Mew York Stock Esxchangs, and the numbse of stocks on
which exchange-listed aptions ware available rose from

ixteen to nearly fow hundred. Individual stock options have

i

baaen followed by option on stock indices, options En short
and long term fixed interest instruaments, currency options,
and options on physical commoditiss. Significant financial
option axchangss have developed nob only in United States,
but in the United Kingdom, Canada, The Mstharlands, Australia
and other canters throughout the world. As a result expansion
in terms of volume and type has realisad in parallal with

gaographical axpansion.

On the otherhand, the slow hand process axperiencsd in
Turkay, has basn accelsrated by soms lagal and institutional
deavelopmants. The zetablishment of Capital Market Board and
thea 1ssuwancea of Capital Markst Law followsd by the opening of
Istanbul Ztock Exchangs 1in 1925, after a prolongsd pericd of
inactivity have accelasrated tha attaention in and the
importance of the capital market recently, in Turkeay.

The Istanbul Ztock Exchangs (ISE) has basn formally as-—
tablished in Decaembar 1285 and first trading sassion was hald
in January 1986. The Exchangsz has gainad considerable popu-
larity svar sinca and the volums of daily transactions in

corporate stocks has excesdsad 270 billion.



The compatitive nature of financial and speculativa
markaets snables invaestors to identify investmants by their
degrass of risks. Options ars likely to deive public interaest
in Turksy, espacially in the sanse that, morse invaestors who
are not sagsr to undertaks high degrsss of risk, more forsign
investors who are familiar with such mechanisms and feal ths
absence of some alternative investmant instrumsnts are all

going to be in businsss.

Being an emsrging stock market, Istanbul Stock
Exchangs has witnessed considerabls activity, accelsrated by
structural reforms and policiss crucial for the rapidly gro-
wing sscuritizss market in Turkey, bubt it is obvious that we
ara ab the baginning of the road to have relatively parfect
capital market in which somz alternative financial tools
ar@ baing widaly ussad, in the parseliis=l to developments in

Financial canters of the world.

Although both participants of our capital markat and thes
pulicy makers in touch with the global developments has put
this dsswse on agenda, ths financial opbtions concept still
sounds o new and untouchablse. As a parson so closse bBo
davalopments (especially in practise) of spot markset, I trisd
to analize financial options by concentrating on the oldast
and largsst of thass markets, common stocks' options.  And
alsn the thesis shall be researching the adaptation of that

inmovat ion o Turkish Capital Markst as a derivative markat,



in the light of the French and as a spactacular ons, thae

United States

0
i

wparimant.

The mathodoslogy that is going to be followsd, shall be
in that way; aftter this part, first section is going to begin
with smergsnce of global option markaets and tha déscriptiun
of options contracts. After pressnted the A-B-C of options,
the structurse of market and participants will be introduced
to the reader. in this saectian then some figurss and
deve Topmants from practical world are going to be commented
o with the axamnples of the USA and Franch deeivative
markats. Finally in this sesction we will try to considar
fubuwrs and forward as other innovations in comparativea
manrpae . In sscond section, readers as potantial inv&st?rs ar e
going to meaet concept of valuation and then option pricing
models will be analyzed with the glass of én investor. Third
gsaction is devoted to the strategiss of option trading in
order to conceive how options are baing wsed in marksets. Then
berief history of Turbkish Capital Markset with its updated
wxampla of Istanbul Stock Exchangs, lagislatory
trangformation of capital market in the sighty's will ba
svaluated. The adaptation basis of the oplticons market is
going to be discussed with the analyze of pro's and con's of
our capital markest and the sfficisncy of Turkish gpot marlkaet
under the Tagal structurs in the fifth chapter. Finally tha
thasis is going to bse complated with the conclusion part in

pragard of sstablishing such derivabtive meschanisms in Turkish



capital markst with ths point of view of person emploved in

the only organizaed national marhksast.



I. OPTIONS

1.1 The Emergencs of Global Options Markst as a Financial

Innovat ion

Man has besn trading commodities for thousands of yesars
and financial instrumants for morse than hundsrsd years. The
ancient prarunners of today's trading floors - the agoras of
ancient Grescs, the forums of the Roman Empire and the medi-
aval fairs of Western Europe — sstablished basic principlas

. of trading that are still important today.

As we know financial markets are markets for financial
asszts. A financial assat is a claim on another parson or
corporation. Options, forward, and futures markets are
markets for contractual instruments. A contract is an
agraasmant betwaesn tws parties in which =ach party gives
somathing to the othar. Such contracts are establishad by two
partiss - buysr and saller - and trade in a manner similar to

that of securitiss.

The history of options contracts on physical commodities
is, that's why, a long one. Thare is svidence of the usse of
option related contracts in the ancisnt world, and amoung the
madisval banks and financial institutions of Italy, Garmany

and octher financial centers. Options on individual stocks



warse traded ﬁn gemi-organizaed sxchangss in Holland and the
nited Kingdom as zary as the 17th century. For the reason

of the lack of an adequately organized exchange on which tra-—
ding could take place, and adequate clearing and regulatory
aystams to snsurs the maintenance of an orderly markat and

tha

it

fficiant fulfilmant of the option contracts, the histoey
of apticons trading has been characterized by scandals,

daefaults, and other criminal activities. (1)

In the sarly 1700's, a group of firms calling itsslf the

Fut and Call Brokers and Dealers Association created an
options market. If someone wanted to buy an aption, a member
of the association would find a sellaer willing o weite it.
If it is nasded, it would weite the option itsalf. This means
that thers was no differance betwesn sarving a 'broker'— ons
who matchas buyver and ssllsr—- o sarving a 'dealer'— one whao
actually takes a pogition in the transaction. Of courss, we
should add outright that this over-the—counter opbtions
markat suffersd from somse deficiencies 3

a) Thare was no opportunity of an option holder o ssll thg
option before the supiration date. This meant an option
contract had Tittla or no liguidity.

by The writer's parformancs was guarantesd only by ths
brokar—daalar firm. In case of a sudden bankcruptcy, the
option hﬁ}dar would be in a big trouble.

¢y The cost of transaction was relativaly high, partly dus

(1HFITEGERALD, Dessmond, Financial Options, 1987, London,
pg.1.



to the first two problemns.

In 1973, a revalutionary step wsrs taken for ths options
world. The solution for the thres above mentionsd peob lem
was found by ths commencement of stock option trading on the
Chicago Board Options Exchangs, and founding of the ﬁptioné
Clzaring Corporation to guarantsse peeformance on all stock
options contracts traded on WS stock exchangses. The axchange
bagan modest iy, with trading onlty in call optionsg on sixtesn
common stocks, bub it soon bscams a tramendous success. This
succass subsequantly  lad to a vast sxpansion of option
trading in the United States, both on additional exchangsas
such as the Amarican Ztock Exchanced(AMEX), these Fhiladzliphia
Ztock Exchangs(FHLX), thse Chicago Board of Trade and the
Chicago Mercantile Exchangs, and on many diffarent underlying
assaets such as currencies, stock indices, and treasury bonds.
Exchange tradad options markets also developed in Amsterdam,

London, Sydney and Toronto. (2)

on the otherhand, the transaction volume of the over—the—
counter options market has steadily declined. The vast
ma jor ity of options trading is now donse on organized

axchangss.

Soms outstanding developmants innovated after ths

astablishment of organized option axchangss are

(2) FITZBGERALD, ibid., pg.i.



a) The creation of a cantral markst place with regulatory
suwrveillancs, disclosure, and price dissaminabtion

capabilitias.

by The standardizabtion of supiration dates and the
standardization of axercisse prices has provide mors Tiguid

markeat .

)y The craeation of a secondary markst, so that thers is no
ohligation for holders of options imposing them holding theie
options untill the sxpiration date. In practiss, ths majority
of options buyers sell their options on the exchangs sithar

for a profit or reducs the loss.

dy The introduction of a Clearing Corporation as the
guarantor of every options. Standing as the opposite party
for avaery trade, the Clesaring Corporation enables buysrs and
szl lars of options to closs thejr positions in tha markst at

any timz by making an offsetting transaction.

2) The transaction cost of options guoted in exchangs
lTist is lTowsr than cost faced in conventional ovar-ths-
coufiter markets. It is s=sn that that fact has got positive
affaect on transaction volums.

) Options Clsaring Corporation doss not issus

certificates. This has basen the aend of ths physicall shipmant



and no doupt has brougt eficiency and reduced the costs also.

1.2 The Basics of Option Contracts

Options markets exists for a wide varisty of instruments,

wa will foous on the oldest and largaest of these markets,

options on common stock.

An option contract is the right to buy o sall a specific

guantity of a given asset at a specific price at o befors a

spacific date in tha futws. As such it has certain important

characteristics.

13 An mptimn conveys upon the buyser a right not an
obligation. Since it can be abandonad without furthee
penalty, ths maximum loss that the buysr faces is the

original cost of the option.

2) By contrast if the buyer chooses o sixsrcisse his right to

buy or s21l the asset, the sellaer has an obligation to

deliver or take delivaery of the underlying asssat. His

patential loss is therseforse untimited. (3)

At the vary beginning, thare is two main typs of options

contract.

(3) FITZGERALD, ibid., pg. 7.

10



I.2.1 Zall Options

A call option is a contract giving its owner the right to
buy a fixed numbger of shares of a specifised conmon stock at a

fived price at any time on or befors a given dats.

Let us examina the profit and loss profile for buying and

se2lling call option.

1)Buying Calls:
Buying an HYZ July 5O call option gives investor the
right to purchass 100 shares of XYZ common stock at a cost of

50 par share at any time beforse the opbtion expires in July.

Assums that the price of thae underlying sharaes was $50 at
the time invastor bought his option and premiuwnm he paid was 3
1/2¢or $350). The right to buy stock at a fixed price becomas
more valuable as the price of the underlying stock incraases.
if the price of HYZ stock climbs to %55 before his option
mupires, that's way the pramium rises to 5 1/2. Mow thea
investor has two choices in disposing of his in-tha-monay
opt ion g
a) Ha can exercise his option and buy the underlying XYZ
staék for $50 a share for a total cost of $5,350 (strike
price plus pramium paid) and simultansously sa1l1 the shares
on the stock markst for 5,500 yvielding a net profit of $150.
by He can s=211 the option contract for %550, collacting the

difference betwaen premium received and paid, $200. In this

11



cass, investor makes a profit of 57% (200/350) whersas his
profit on an outright stock purchass , given ths same price

maveamzEnt . would be only 10% (5E-BO/50)

If the price of XYZ instead f2l11 to $45 and ths option
pramiun f=l1l to 7/8, investor could sell his wpt fon to
partially offselt the premium he paid. Otherwiss, the aption
wolltd axpire worthless and his loss would be the total amount
af the premium paid. In most cases, the loss on the opbion
wotld be less than what he would have last had he bought the
undae lying sharaes outright, $262.50 versus $500 in this

avamp e

This profit profile may be simply illustrated by the use

of a graph. It shows how the investor moves into profit oncs

i

the underlying stock price moves above $53,5(ths axercis

price plus pramnium paidy.As it is sesn that this i1llustration

considers the outcoms at axpiry of the option.{first chojos

of our invastor)

yzelling Calls:

fis a call weiter, investor obligate himssl1f to s=11, at
the strike price, ths underlying sharaes of stock upon being

assignad an sxercisse notice. For assuming this obligation,

investor is paid a pramium at ths timz hse s211 the call.

12



premium
$3%

Long Call Buying a right to buy
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Diag.1 Long (bought) XYZ Call option

The most common way is weiting calls against a long
position in the underlying stock, referraed to as coversd call
writing. Investors write covaered calls primarily for the
following tws raeasong:

1) to realize additional eraturn on thair underlying stock by
marning pramium incoms
2) to gain some protection(limited to the amount of the

pramium) from a decline in the stock prics.

A coversd call weiter's potential profits and losses ara
influsnced by the strike price of the call he chooses to
szll. In all cases, Lhe writer's makimum net gain will be

realized if the stock price is at or above the strike price

15



of the option at sxpiration or at assignment. Assuming the
stock purchass price is =squal to the stock's currsnt prics:
ay If the he wites an at-the-money call (strike price sgual
to the current price of the tong stock), his maxioum net gain
is the pramium he recieves for selling the optiong by If he
writes an in-the-monay call (strike price less than the
current price of the Tong stock), his maximum net gain is ths
praemium minus the difference bstwsaen the stock purchasse price

and the strike price; c) If he writes an out-of~tha-mornay

i

call(strike price greater than the current price of th
stock), his maximum net gain is the premium plus thes
differance betwasn the strike price and the stock purchass

price should the stock price increass above the strike price.

Assumz our investor wites an XYZ July 50 call at a
pramium of 4 coversd by 100 shares of HYZ stock which ha
bought at %50 per share. The praemium he receive halps to
fulfill one of his objectives as a call writer: additional
income from his investments. In this case, a %34 per shars
praemium raepresants an B% vield on his $50 par share stock
invaestmant.

I the stock price subsaquently declines o $340, his long
stock position will decrease in valus by $1,000, This
unrealized Toss will be partially offset by the $400 in
premium he raceived for weiting the call. In other words, if

he actually sell the stock at $40, his loss will ba only

14



$ e‘ (:3 (:’ £l

I the other bhand, if the gtock price rises to $60 and he
is assignad, hae must sell his 100 sharesz of stock for £5,000,
By writing, a call option, he has forgons the opportunity to
praofit from an increase in value of his stock position in
mucess of the strike price of his option. The $400 in premium
he keaps, howsver, results in a net s21l1ing price of $5,400,
The %$& psr share differsncoe betwasn this net selling prics
($54) and the curer=nt market valus ($60Y of the stock
reprasaents thae "opportunity cogst” of weiting this call

option.

f couwrss, ow investor is not Timited to weiting an
option with a strike price s2qual to the price at which hs
bought the stock. He might choose a strike price that is
below the current market price of his stock{i.e., an in-ths-
monay option).Since the option buyer is already getting part
of the desired bsnsfit , appraeciation above the strike price,
e will be willing to pay a larger premium, which will
provide him a greater maasurse of downside protection.
Howaver, hae will also have assumed a greataer chancs that the

call will be sxercissd.

On the other hand, he could weite a call option with a

strike prica that is above tha current market price of his

stock (i.2., an out—of-ths—-mongy option)d. Since this lowsrsg

15



the buysr's chances of bensfiting from the investment, his
pramium will be lowsr, as will the chancas that his stock

will be called away from him.

A call option witer is wuncoversad if he doss not own the
sharaes of the underlying security representsd by the option,
As an uncoverad call{also refarrad to as a naked call)
writer, your objective is to realize incoms from the weiting
transactiaﬁs without committing capital to the ownership of
the undarlying sharss of stock. Writing uncovared cals can be
profitable duwring periods of declining or genasrgally stable
stock prices. An uncovarasd call weitser must deposit and
maintain sufficizant margin with his broker to assurs that ths
stock can be purchassd for delivery if and when he is

assignad.

If owr dinvestor weite an XYZ JULY €5 call for a premium
of &, he will recaive $&00 in premium income. If the stock
price raemains at o below %65, he will not ba assignad on his
option and because he has no stock position, the prics
decline has no sffect on his $600 profit. On the other hand
if tha stock price subsequently climbs to 75 per shars, he
likely will be assignaed and will have to cover his position
at a loss of $400(%1,000 loss on covaring the call assignment

offest by $£00 in pramium incomsa).

As with any opticon transaction, an uncoversed call weitae

16



may cancal his aobligation at any time prims to being
assigned by sxzcuting a closing purchase btransaction. An
uncoverszd call writzr also can mitigats his risk at any time
during the 1ifs of the option by purchasing the undsrlying

shares of sbtock, thorsby becoming a covered weiter.,

Diagram 2 shows how the profit and Toss profile won d
1ol at the supicy of the option.

Short Call Selling a right to buy

P&L

/N

5%ﬁk€
rice
MAXIMUM |

premium < PROFLT,
$ ¢ .

1

\ : (w}
Price
/

36 $H X3Z 3'\'°C'\‘

LOSs
C aXi Mum k(h‘*d

0SS Un imited)

Diag.2 Short(writtan) XYZI Call Dpticﬁ

1.2.2 Fut ptions

A put option is a dontract giving its owner the right to

s211 a fived number of shares of a gpecifisd common stock at

17



a fived price at any time on or before a given dabs.

Let us examine the profit and loss profile for buving and

g=xlling put option.

1yBuying Puts:

Fut options may provide a more attractive method than
shorting stock for profiting on steock price declines, in
that, with purchesed puts, investor has a known and
predetermined risk. The most he can toss is the cost of the
option. If he short stock, the potential loss, in thse event

of a price upturn, is unltimited.

Another advantags of buying puts results from investor's
paying the full purchase prics in cash at the btimse the put is
bought. Shorting stock reguires a margin acoount, and margin
calls on a sort sale might forcs him to cover his position
praematuwrsly, svaen though the position still may have profit
potential. As a put buyer, he can hold yow position theough
the option's sxpirations without incurring any additional

rishk.

Buying an XYZ July BOQ put gives ouwr investor the right to
sall 100 sharass of XYZ stock at $50 par share at any time
before the opbtion expires in July. This right to se11 stock

at a fived pricse becomas more valuable as the stock prics

18



daclines.

Assumz that ths price of the underlying shares was 50 at
tha tims he'hmught hig option and ths pramium he paid was
4 $400%. It the price XYZ fallg to $45 befors July and ths
premium rises to &, he has two chaoices in disposing of his
in-ths-monay put option:

a) He can buy 100 sharass of XYZ stock at $45 per sharse and
simulitanaously exercise his put option to sel1l HYZ at %8O
par share, natting a profit of $100($500 profit on the stock
Tess the $400 option premium).

by He can s=11 his put optiocon contract, collzcting the
diffaerencs betwasn the premium paid and the premium recsived,

$200 in this cass.

If XYZ pricaes instead had climbed to 55 prioe to
aupiration and the premium f=l11 to 1 1/2, his put opticon
woutld be out—-of-the money. He could still s=211 his option for
$150, partially offgeting its original price. In most cases,
the cost of this strategy will be l=ss than what he would
have lost had you shorted XYZ stock instead of purchasing the

put option, $250 varsus $500 in this cass.
As it is going to be seen in Diagram 3, investor can

banafit from downward price movements while Timiting losses

to bhe premium paid if prices incraass.

19



Long Put Buying a rizht to scll
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Diag.3 Long (baought) MYZ put option 2y2=11ing puts:

Z21ling a put obligates an investor to buy the underlying
shares of stock at the option's strike price upon assignmant
of an exercise notice. The investor is paid a premium whan

the put is written to compansate him for assuming this risk.

A put writer is considersed to be coversd if he has a
corrasponding short stock position. A coversd put writer'sg
profit potential is limited to the premium received plus the
difference betwesn thse strike price of the put and the
original share price of the short position. The potential
Toss on this position, howsver, is substancial if the price
of the stock increases significantly above the original share
price of the'shmﬂt position. In this case, the short stock

will accrus Iosses while the offssting prafit on the put sals

20



is limited to the pramium received.

The coverasd put weiting is not fregusntly wusaed bscauss
uncoverad call weiting offers the same rigk/reward scenario
and ganarally involves lass commission cost and highere

pramiums .

A put writer is considered to be uncoversd if he doss not
hava a corresponding short stock position o has not
deposited cash =qual to the exercise valus of the puk.

Like uncoversad call witing ., uncoversd put weiting has
Timitaed rewards(ths premium received) and potentially
substantial risk{(if prices fall and you are assignad). The
primary mobtivations for most put weiters armss

1y to receive premium incomsa and

2) to acquirs stock at a net cost below the currant markst

valus.

If ths stock price declines balow ths strike price of the
put and ths put is asxercised, writer will be obliged to buy
tha stock at the striks price. His cost will, of courss,
offget at Teast partially by the premium he received for

writing the opbion.

Assumsa owur invastor write an XYZ JULY 85 put for a

pramium of 5 and the market prica of XYZ stock subsequeantly

dirops from $55 to $45 per share. If he is assigned, hse must
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buy 100 sharwes of XYZ for a cost of $5,000(%5,500 to purchass
the stock at the strike price minus $500 praemium incoms

recaived.)

If the price of XYZ had dropped by leass than the premium
amount ., say to $62 per share, he might still have been
assigned but his cost of $5,000 would have besn less than the
curraent markst valuwe of 6,200, In this casz, he could have
thaen sold his naewly acquired 100 shares of XYZ on the stock
markst with a profit of $200.Had the markst price of XYZ
remain=d at or above 0, it is highly unlikaly that ho would

bz assignad and the $500 premium would be his profit.

Shert Put Sclling a right to scll

P&L

/N
Sivike Price

premium $50 ;

\Prlce O
| $55 | /Xyz SfLOCK

M aximo

Po‘renhm (oss
$50 Per Showe

Diag. 4 Shortdwritten) XYZ stock put option
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The basic profit profile may be simply illustrated by the

use of diagram 4.
T1.2.3 Thae Basic Risks

Az far as wae mentionad above chapters, trading options
are highly profitable tools. And we are going to understand
this character more precisely by analyzing strategies of
option trading in furthsr chapters, too. On the octherhand

this tools are introducing invaestors some pegculiar risks.
Ay Risks of Buying Options;

1% The purchasser of an option runs the risk of Tosing his
antire investmant in a relatively short period of time. This
risk reflacts the natuws of an option as a wasting asssh
which bacomes worthlsss whan the option expires. This maans
that the puwchasser of an option who neither sells it in the
secondary market nor exerciss it prioe to expiration will

necessarily lose his entire investment in the option.

2y The more an option is out-of-the-monay and the shorberits
ramaining term to expirabtion, the grsatsr thse risk that a
purchasse of the option will losse all o part of hisg

investment .

By Risks of Weiting Options:
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1y The writer of an American—-style option may bes assigned an
axercise at any timz during the 1Tife of the option. Dnoz an
axercise has been assignad to a weiter(by the randomized
mathod of the claaring corporation), the writer may no lTongse
close out the assigned position in a closing purchase
transaction, whather or not he has received notice of the
assignmznt. In that circumstance, an attempted closing

purchas:s would be treabted as an opening purchass transaction.

2y The writer of a covered call forgoes the opportunity o
bznefit from an increass in the value of the underlying
interest above the option price, but continuss to bear the

Frigk of a decline in the value of thse underlying assel.

3y The weiter of an uncoversd call is in an axtraemnzaly risky

: &

position, and may incur large losses if the valus of the

Py

undar lying intaraest increasss above the asxerciss prics.

4y The writer of a put option bears a risk of loss if the
value of the underlying assat declines balow the sxercise
prica. Untike the covered call weiter, who can delivar
szcuritiss or currenciss that he already owns in the event
of sxsrciss, a put weiter who is assigned an exercisse must
purchass the underlyving asset. Unless the put is a cash-
secured put, the writer of a pult is required to maintain

margin with his berolkaer,



1.3 options Common Momasne lature

Therse has bsaen five main slaments of an option contracts
1) Style and Type,
2) Underlying Asseab,
3) Expiraticon Date,
43 Strike Price (Exercise Price),

53 The Exchance on which option traded.

- The specific stock on which an option contract is based is
commonly refarraed to as the underlying security. A stock
option contract's unit of trade is the numbaer of sharss of
undar 1y ing stock which are repressnted by that option.
Ganarally spsaking, stock opbions bave a unit of trade of 100

shares.

~ The srike pric=, o exercise price, »f an option is the

at which the sharss of stock can be

i

spacifiad share pric
bought o sxld by the holder, or buyser, of the option
contract if he exercises his right against a writar, or
szllar, of tha option.

-If the strike price of a call option is lass than the
currant markast price of the underlying sscurity, the call is
said to be {n—the—monex bacause the holder of this call has
the right to buy the stock at a price which is Isss than thes

price hs would have to pay to buy tha stock in ths stock
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markat. Likewiss, if a put option has a strike price that is
greatsr than the cuwrrant market price of ths underlying
sacurity, it is also said to be in-the-money baecauss the
holder of this put has the right to s211 the stock at a prics
which is greater than the price hse would recsive selling tha
stock in stock market. The converse of in-the-money is
put—of-the-money . If the strike price sguals ths current

markat pricse, thse option is said to be at—the-money .

-~ Option buysrs pay a price for the right to buy or sel]
the undarlying security. The price is called the oaption
"premium . Whathar or not an option is ever axercissd , the
writer kesps the pramium.

-~ Thars are btw: styles of options: &merican and European .

i

In the case of an American option, the holderof an option
v
has the right to exercise his option on o befors the

axpiration date of the optiony otherwiss, the opbtion will

]

¥pire worthless and ceass o exist as a financial
instrumant. A Buropean option is an option which can only b
axarcisad upon ite supiration. The holder or weiter of sithaer
style of options can clousse oubt his position at any tims
simp;y by making an offsating, or closing transaction. O
closing transaction iz a tramsaction in which, at soms point
prior to expiration, the buysr of an option makes an
offesting sale of an identical option, or the weiter of an

option makes an offseting purchass of an identical option.
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A closing transaction cancels out an investor's previous

position as the holdesr or weiter of the option.

- ATl option contracts that ars of the sams typsdput oe
call), and stylz(Amarican or Europzan) and cowver the same
undar lying secur ity are referred to as a class of opbtions.
ATT options of the sams class that algo have the sams unit
of trade at sams strike price and supiraticon date ars

referred to as an option series.

TYFE cLAsS SERIES
Fut or Zall A stock put
Expiration A Daecembar
stock putb
Ztrike Prics A $400 Decambar

stock put

Table 1. Identifying an Option

If a parson's interaest in a particular serises of option
is as a net holder(that is, if the number of contracts bought
sxcasds the numbar of contracts sold), then this person is
said to have a long position in the series. Likewise, if a
parecon's interaest in a particular ssriss of options i as a
net weiter(if the number of contracts sold sxceeds the number

wf contracts bought), he is said to have a short position in

In the illustration, Ford options were available with

axercise pricaes from 45 to 20. Expiration months waers March,
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Jurnm

stock

and Zeptember . On the particular day

e

pe-= Exercise price—lor calls,

Tabls

B}
a

Tosed at 74 /4.

Last—the oplion's [asl salg wasmas
the price at which the option  price (premium per share). Most
buyer may acquire lhe slock option conlracls are for 100

from an option wriler; for shares of slock. (Possible con-
puts, the price at which the tracl adjustments resulting in
option buyer may sell stock other than 100 shares of stock

to an oplion wriler. should be checked in delail with
your broker.)

e Stock price-—the closing

price for that day on the pri- == Option—the underlying security
mary exchange at which the

underlying stock is traded. Option expiration month

Chicago|{Board

Strike Calls-Last Puts-Last
Price i Mt:rl Jun Sep Mar Jun Sep

r r s r Y% s

74, 70 6% % % 1 3 %
74Y, 75 3% 5% % 4 5 6
74Y, 80 1% 3% 5 6% % r
GenCp 65 7% s s % s s
"% . 70 4% vt 2% 3% 4Y%
% 75 & 6 5% ot r
1% 80 "% 1 r ' ' '
7% 85 '/ﬂ 1 7 r r r
Gen El 7% 2% 27 s r Y% oos
100%, 80 21% 1« r Ye ¢ r
100", 85 16 18% 9% % % 2
100%, 80 11 13% 15% "he 2% 2%
100%, 95 7% 9% 12 2% 4l
100%, 100 4% 7 9% 4% sk 7
100%, 105 2% 5 7 &% 1
GM 60 13 r r % B
74", 65 9% 10 8% Y 14 2
74Y% 70 5% 6 7 % 2% a4
74Y, 75 2% 3% a% 3% s% 6%
74, 80 n 1% s 8% 8 s
74Y% 8 %s s s ¢ s s
GH Wn 60 10 r r 4 r r
69% 65 S%U o« t % '
6o 0 2% 4% & 2% ¢ v
69% % m 2% ot P r
Heinz 0 4% % t % % 1
44%, 45 1% 2% 3% 2% 2% 3%
44%, 50 Y% % ' r T 3
HughTl 10 1t 1% r r '
10% 2% % % r r '
ICX Ind 2% 5 5% ¢ ' f '
27V 25 3 % 4 B 1%
21V 30 % 1% 1% 3% ¢ t
27V 35 Ya s s 4 s s
r—Not traded. s—No option offered.

Last is premium (purchase price).

20 vt Ve
@ 8% 15% 16 % W @}—u—-ﬂa
0% 1 12% % 1%
%

in

oLt

atamp 1=

. A tvpical listing publtished in most daily

newspapsrs (.. CEOE option prices)
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1.4 As An Investment Tool: Options and Common Stocks

It is aobvious that options share many similaritias with
common stocks:

-~  Both options and stocks are listed securities. Orders to

o

buy and =1l options are handlaed through brokers in the sams
way as orders to buy and s2l1l stocks.

- Like stocks, options trade with buvers making bids and
szl lars making offers.

- Option ifvestbtors, lTike stock investors, should fol Tow
price movensnts, trading volums and othse paebinent

information day by day or avaen minuts by minuts.

Despite both instrumens have similaritias,thars are also
some important differences:s
- Common stock can bae held indefinstely in tha hopes that its
valus may incraass, while every option has an expiration
datz. For this rsason, an ophion can be consideraed a "wasting
agset".(if it is not closad out or esxercised before its
axpiration date.)
- Thara is not a fived numbaer of aoptions, as therse is with
common stock shares availabls (Though soms lTimitations on
poasitions in listed options ars baing imposad by suchangsas on
cartain parfuda) Thus o unlike shares of common stock, the
numbar of oubtstanding options depands solsely on the numbear of
buyvaers and sellsrs intarestaed in receiving and confaereing

thasae rights.
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- Unlike stocks which have certificates evidencing theaier
ownership, options are certificatelass. That is an innovation

of the option markets, sharply raeduces papsrworlk and delays.

- Whilae stock ownsership provides the holder with a sharse of
the company, certain vobing rights(Mow, shares without voting
right is possibls.), and rightse to dividends, option owners
participats only in the potantial benefit of the stock's

price movaemsnt .

I:5 The structure of Option Markets

1.5.1 Market Participants

Standardized option conbracts provide orderly, efficisnt,
and ligquid option markets throughout the financial world. In
ordze o understand whole logic apart from regulatory
dimension, wa should take a look at all components and their
roales in market. This structural analize is going to be

backad with some popular sxamplss in further chapters also.

In markat,
AY An Institutional Exchangs:
It ig a modern environment with the full of technic and
multiwfuhctuning tonls, astablished for the purposes of

facilitating transactions batwesen buysrs and sallers in the
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light of Tl=gal regulations.

By A Clzaringhouss:
It is a Tegal entity in chargs of matching orders from buyers
and sa1lers. Each clearinghouse has very different procedures

and levels of guaranbas.

£y A Clearing Firm:

It is a mamber of an sxchangs that has approval of the
clzar inghouss to enter executsad trades for matching. Al
tradaes must be snbteread to the clsaringbhouss therough a

clearing firm.

D) Associate Member:

Those firms may not bs active on the floor but reguire flooe
mambars to executs trading in their behalf. It can also refar
to a specific division of an exchangs to which somswhat

restricted floor privilasges are sextendsd.

Ey Advisor:

It gives advisory sarvice to its clignts on trading decisions
and rpessarch information. Although exchangs mambasrship is not
required, j.2. in U5A an advisor must be a registsred

Associated Person.

Fy Floor Brokse:

It smxecutes ordar in the pit (often refarred to as an ordse
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filler) an must be an exchangs membear. Most of the exchanges
require attendance of seminars and completion of testing
bafors the nomine: is allowed to do business on the flooe.
ATthough he may sxecute orders for many clsaring firms, a
broker must be approved by a single firm before doing

businaess on the flooe.

Yy Member:

An individual, a firm o a corporation who has beasn approved
by an exchangse board and purchassd a mambsrship. Hs may o
may not sxerciss his floor privi1fgea. The membership may b
assignad to a clearing firm or, on soms sxchanges, lsasad bo

ancother individual.

HY Locals
Mamber who has flooe priviligss and makes a market trades for
his own account on a daily basis; also referred to as a

markat maker.

Iy Intraducing Brokess

A firm or individua] that solicits and accaepts ordsrs from
customsrs but doss not accept monsy, sscuritiss, or propsrby
from the customer.It may arvasngs institutional business that
goas directly to trading floors o thay may actually operats
thair own retail order desk. &n sxchangs membsrship is not

raguired.
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JYy Money managet s
Makas all trading decisions for customscs. An edchangs
mambaership is not reguired. Thay ars usually paid on an

incentivae basis.

foant
7
1SN
-
=y
]

Mechanics of Option Trading

Though the mechanic and process variss one market to
another, all markets follow soms general practices.
Theroughout the trading process thers are some substantial
phases that should be understood clzarly becauss they ars

kayv-activities of trading.

AY Placing an opening order; an individual who wants to trads
optionsg should open an account with a brokerage firm. Than an
investor can place several differant types of orders which
arae like to orders in spot market of sguitiss. A markat ordse
instructs the floor broker to optain the best price. A limit
order spaecifises a maximum price to pay (in buying) or a
minimum price to acceptdin s211ing). A gmmd—ti]]—cancai]ad
order ramains in effect until cancellad. As in spot markst, a
day order stays in effect for the remaindsr of the day. an
investor holding a particular option might place a stop ordar
(somatimes it is referrad stop loss ordar) at a price lowsr
than the current price(saell stop), o placed above the

markat (buy stop).
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D)

The role of the clearinghouse; Aftsr the.twada is
realizaed, the clsaringhouse =nters the process. It is the
intermediary in =2ach transaction. This m=ans that an
option  buysr looks not to any particular option weiter
but to the clearinghouss. Similarly thes obligations of
cption weiters are owed to the clsaringhouss rathar than

to any particular buyer.

Flacing an Offseting Orderj; It is a the beginning of
lTiquidation process. It can be a liguidation of a
options through the sale of an equal numbesr of identical
options(samae typs, wunderlying contract, expiration dats
and mxerciss price), or the covering of a sale of
options through the puwchase of an egual numbear of

identical options.

Exercising an Option; According to the style of the option
gxarcising the call{or put) mzans that an investor slect
to purchase (or s211) the undsrlying assebt at option
atrike prica. An invastor who elects to exercise an option
notifiss the brokerage firm, which in tuwrn notifiss the
clear inghousae through which the trade originally was

aread.

i

cl

1.8.3 The Role of Options

A)

Thae modsen ooncsept of haedging in tha options focusses on



E)

the uwes of the underlying derivative sscurities to control
somz alemants of portfolio or business risk. By the means
of hedging an investor may incraase risk in one way while
reducing them in another. In contrast to spot markets,
thezse markets naithear craeats nor desteroy wsalth.  Ons
investor's gain is anothers loss. Options market anable

those wishing to reduce thair risk to transfer it those

wishing to incrzasse it becauss thess marksts are so

]

ffactive at reallocating risk among investors. This

mazans that options can be used for risk mansgement.

Option markets provide valuable informaticon about the
vatatility and, hsnce, the risk of thes underlying assst.
Than an invastor can makse some suggestions about tha

futuwrs gspolt prices.

Options marksts are offering several mperational
advantages. One is that they bring lowsr transaction
costs. This makes it masy and attractive to uss thess
markaets sithar instead of spot markets o to complete spot
positions. Second is that options markets pressent greafaﬁ
Tiguidity than spot markets. Third is that optionse markst
ales allows investors to sall short more sasily.
Securitiss markats impose several restrictions designed to
Timit oo discouwrags short s21ling that ars not applied in

ot ions transactions.
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Dy Thess markets require the presence of sbacu1atmws willing
to assume risk in order to accomodate the hedgsrs wishing
to reduacs it. In exchangs for mentionsed bridging impact,
options markaet provide an altarnative maeans of spaculating
by the maans of limited loss facilities(is. pramium

systam) for thosse, namaed as speculators.

v

1.6 Options and Related Instrumsnts in Briaf

Webster's MNaw Dollegiate Dictionary defines an option in
the financial senss as "a contract conveying a right to buy
o 8211 designated sscuritises or commoditiss at a specified
prics during a stipulated period.” And Hancerlioglu definas
an option(undsr the topic of ‘secme yetkisi') "a right to
dacids on buying an s2l1ling in a certain period”.(4) Mors
praecisaly an option is & contract batwaen two parties -a
buyar and sallar —that gives the buysr tha right, but not the
obligation,to purchass or g1l something ~in our case stocks

o index — at a later date at a price agread upon today.

The party rataining ths option is usually termad ths
'option buyer ', since ha must pay for the privilsge involved.
The party with no subsequant choice is termad the ‘option
gzllaer' or in some cases the 'weiter' or' maker' of bthe

option.

{4) HAMCERLIOGLU, Orhan, Ekonomi Soziugu, Istanbul, 1986, pg.
364,
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The option s=llar stands ready to sel1l or according to
the contract terms if and when the buyer so reguirss. An
option Lo buy somathing is referred to as a call ; an option
to o s2ll something is callad a put . The option has a definits
Tife. The right to buy or sell the asset at a fived price up

to a specified axpiration date.

The opticons that are concernsd in this thesis are options
that tradse in organized opbions markets. Most of thess
options arse for the purchase of financial asssts such
as stocks or bonds. Howsvar, there ars also opbions on
futuwrss contracts, and forsign currencizs. Many othsr typss
of financial arrangemsnts such as line soft credit, loan

guarantises, and insurancs, ars forms of options. Moreover,

gtock itesself is squivalent to an option on the firm's assebs.
I.6.1  Forward Contracts

A forward contract is an agrsemsant betwean fwo partiss -
buyasr and a s2llar — to purchass or sell somathing at a later
date at a price agresd upon today. & forward contract sounds
a Tot Tike in option. Howsver, an option carriss the right,
not the obligations, to go through with the transaction. If
the price of the underlying good changss, the option holdee
may decids to forgo buying o s21ling at the Tised price.
on the other hand, the two partiss in a forward contract

incuw the aobligation to ultimataly buy and sall thse good.
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Forward markets, unlike option markets, have no physical
facilities for tradingy; thers is no building or formal
corparats body organized asg the markaet. AT arcund the world,
forward markets opsrats through informal communication chan-—

nele among major financial instititions

ecauss forward cuntracts are not traded on organized
axchangss, prices and contract terms are not standardized
and tha extand and volume of trading are not known. Forward
contracts primarily facilitate understanding of anothsr typs

of instrumsnt - fubturses contracts.

I.6,2 Futurs Contracts

A fuburs contract is an agrsamant batwesn tws partiss -
a buysr and and & s21iar —~ to or s2ll somaething at a futurs
datz. The contract tradses on a futuwrss sxchangs and is
aub ject to a daily ssttlemznt procedure. Futurss contracts
avolved out of forward contracts and posssss many of the same
characteristics. In esssnce, they are lTike liguid forward
contracts. Unlike forward contracts, howsver, futurs contract
trade on organizsd exchangses, which ars called futurs
markets. For axample, ths buyser of a futurs contract, who
has the obligation to buy the good at a tater date, can s=l11
the contract in the futuras markst, which relisves him oo hae
of the obhligation to puwrchase the good. Likewiss, the sellae

of the futures contract, who is obligated to s=11 thse good
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at the later date, can buy the contract back in ths futurss
markst, ralizving him o hae of the aobligation to sall the
good. Futurs contracts also differ from forward contracts in
that they ars subjsct to daily ssttlemsnt procedurs. In the
daily settlemsznt, investors who incur losses pay tham sveary

day to investors who make profits,.

Futuwers prices fluctuats from day to day, and contract
buysrs and s=llers attempt to profit ferom thesse price changss

and to lowsr the risk of transacting in the underlyving goods.

The striking differences batwasan fubturss and forward
contracts in brief;(5)

a) In forward transaction, counterpartiss define all
detailad spescilitiegs (i.g. gquantity of underlying assst,
dalivery date, sxpiration, price, =tc.) beacauss thay arsa nob
standardissad.

b)) Forward contracts can not be transferred to third psrson.
Dffeating is not possibla. AT1T of thaem rasult with physical
dalivery unless countarparties are in fovour of cancsllation.

c) Thers is no margin requiremant for forward transactions.

d) Evary party responsibla againat other in forward
transactions in case of delivery. This means that
counterpartiss should know sach other well fto trust sach
wther . In fubtuwrs contracts, Clesaring Centsr assums

rasponsibility against =ach party.

{(5) KARSLI, Muharram, Sasrmaye Fivasasi-Borsa-Menkul
Kiymatilar. Istanbul, 1929, pg.207.
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1.7 Tradsad Options in FPractiss

As wa mantioned befrrs, therse arse optfans on indicas,
dabt instrumesnts, forsign cuwrresnocies, sven on futures
contract, and —oldest one— on common stocks in options
markaet. Up to date it has besn understood that ths
innovative manner in ordar to find new tradsd mpt%un is the
main characteristic of options world. The volume sxpansion
and thea prolifaration of new traded options is staggering and
shows o gsign of slowing down. Today, options of far
innovative ways of incrsasing and protacting capital and
assats. And it continue to evolve as supericr tools for the
transfer and conterol of financial risk, for inswancse, for

protection, and for hedging.

As wa consider both the origin and prolifiration criteria
of aptions, it is the bast way to refer soms figuras from the

United States.

Annual Valums

Contract 1922 1983 1924 13Eh

CET T-bond G1,960 1,022,376 £,8336,207 11,901,116
CEBT T-note - i —— 177,292

CME S%F 500 —— 157,583 a7z, 804 1,090,068
CME Eurodollar - — — 743,050

CHME Currenciss e - TE7 634 2,216,288

Tablza 3. Volume of trading in fuburss options in the LEA

The currasnt volume of financial options trading in the

nited Ztates is beginning to dwarf the underiying cash



markats. Table shows the volume of trading in the most

succasful futuwwas options.

Avaragse daily volums

Contract 1923 1954 1988

AMEX =quity 43,134 130,536 143,140
AMEX non-asquity 10,889 27,030 43,545
CEOE aquity 303,353 231,754 222,154
CEBOE non-squity 41 ,&£36 2E4 B3R 363,544
NYZE squity e e 1,11%
NYSE non—-squity —— 16,143 1€ ,344
FHLX =quity G5 &73 £3,071 47,755
FHLY non-squity 7Es £,370 24,165
FZE squity 44,062 44 1&7 B, 136
FEE non—-sgquity e 770 387

Table 4. Volumse of trading in cash options in the LEA
I1.7:.1 The lUnited Ztataes Cass

Az all Qe know S financial markets are the largsst and
the most diverse in the world. By the history of derivabive
instrumsents UE has played a pionser role, and this role is
atill continuing as it is sesn on figurss Pagavding

transaction volumes and other technical developments.

In states, there ars six major exchanges which dzal with

options. (As it is sesen in table 5.)
In parellel to the history of spot markets, US

axper ienced State controllsed developments in the history of

derivative markets. In fact the closse control and
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(As of 1987)

f 1 (S
Exchange Name Starting Date Number

' Stocks
'Chicago Board Option Ex. l April 26, 1973 192
lAmerican Stock Exchange January 13, 1975 125 l
lPhiladelphia Stock Ex. June 29, 1975 l_ 85 I
(Pacific Stock Exchange April 9, 1976 ' I 95 I
IMidwest Exchange December 10, 1976!“ -- I
| | ‘ ‘ ) |
lNew York Stock Exchange lFebruary 13, 1985' 20 l
ITOTAL l 517

I Midwast Exchanga

Table B, LUEA opticns

surveillancs

domzstic dynamic of over-~the-counter market

warae tradad only, ti11 1973,

and frauwdulent practices

is marged with

of a public authuarity

in the

CEDE on Juna 2, 1920,

listed on exchangss

is consistent with the
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1934 would have prohibited the



#pansion of options trading to national securitizs

1]

axchangaes. With this hopeless beginning. therse has basn no
chang= on status of derivative instrumsnts till, thse SEC, in
1973, adoptad formar Secueitizms Exchangs Act Rutse %bh~1, which
avthorized the sstablishment of "pilot” programs for listed
options. On February 1,1973, the SEC granted the application
of the Chicago Board Options Exchangs to register as a
national securities exchangs. Since 1373, the SEC has
approved listed options trading programs forr the Amsrican
Ztock Exchangs (AMEX)Y in 1974, FhiladelIphia Stock Exchangs
(FHLXY in 1975, Fasific Stock Exchangs (FPEEY in 1974, and the
Midwast Stock Exchangs in 1976, In Maerch 1977, the ZEC
authorined, for the first time, the limited traing of put
option. (&) Under the recommendations cregarding the regulae
maintanance of system, the SEC approved the joint
estab]ishmehtg by the AMEX and the CBOE, of tha Ophtion
Clearing Corporation (OC0) o implemant a national clesaring

system for listed opbions.

When AMEX sstablished trading on options in January 1975,
it was with 18 stocks that wars not traded on the CEBOE.
Tha-point is, originally thsre was a conscious effort by tha
axchangsas to avoid from aestablishing compsting markets. This
practisa continued whan the Philadelphia Exchangs bagan
trading on options. The AMEX established a markst in which

samz issuss (of listed options) traded, Tike on the CEBOE. In

(&) FABDZZI, F. J./ZARE, F. G.Handbook of Financial Marksts
Securities, Uptions, Futwes, U224, 1921, pg. B70-571.
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fabruary 1377 thsb AMEX startsd a nmarkst incliudung very
active on the CRBOE. In responss the CEOE bagan trading in six
EMEX issueé(ia, Marrill Lynch, Digital Eguipmant). This
accalaerating compatition incraasse the lTiguidity of underiying

issues and naturally the aggregats transaction volumsa.

As a rasult of rapid growth in Tisted options trading
aftaer 1973, and ths appsrance of abusss in the s=lling and
trading of listed options, the ZEC, in July 1977, requested a
morratorium on the listing of additional options classaes, and
it announced that it would commesnce a gensral peview of
listad options trading. During the following ysars the reportd
of Option Study was preparaed by mutual works with the
participation of National Asscciation of Securitiss
Dealesrs(NAZSD)Y . In march 1980, ths SEC terminated thse option
morator ium and begin o permit furthsr sxpansion of the

standardizaed options markets. (7)

The options are on stocks of largse companies that en joy
active secondary markets. In fact, the criterion for listing
an option is the trading activity of the underlying stock.
Tha growth in trading volums has besn phenomznal. During ths
firgt full month of the CBOE (May 1973), the number of
contracts traded totallsd about 31,000, By mid 1938, the
total numbsr traded on the four exchangses for sach month
consistently siceeded 13 million. Ths trading volums in call

options is substantially largesr than the volumse of put

(7)) FARBOZLL, Frank J., ibid., pg. 572675,



options because of the tendency of investors to buy long
rathaer s&11 short (i=., the purchasse of a call is based upon
a bullish outlook, while vou would buy a put if you wars

hearish on a stock).

The exchange breakdown reflizcts the initial dominance of
ths CEBOE. Although the proportion on the CEOE has declined
evan afbar the merger with the Midwaest sxchangs, it is still

the largest in the trading. (Tabls &.)

Cox and Rubinstain, in their book named 'Options
Markasts' are counting grounds to be able to judge the
parformance of sscuwrities markaet, as followsy size and
profitability, liguidity, transaction spsed , fairnsss,
affects on other financial markets. (8) For Chicago Board
Options Exchangs, they are finding satisfactory results.
Maturaly w= can accept thosae result valid for all the
sacur ity sxchangss in LB sincse samse regulations and framswork

is binding for all.

Ths system of AMEX, PHLX, and MNYEZE have a 1ot of common
points. These exchangses trads in options and stocks by using
a spacialist system. In this system spzcialists have two
asgantial functions. The first is maintaining a fair and
order 1y markaet in the stocks and options in which they ars

registerad spaecialists. To do so, thay must often buy and

(&) 0O, J. C.\RUBEINSTEIN, M., Options Market, 1985, pg. S2-
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sall for theair own accounts and risk when thers is a
tamporary dispavity batwaan supply and demand. Thus, to
equalize trends, they must buy and s=11 contrary to thea
direction of the markst. They also kaesp the public book of
orders. The second, they act as brokers: that is. as agants
in executing orders if anocthar broker is unavailable. The
important point is  that specialists must put their

customars' interest beforse their own. Also to baegin trading in

i

ach sascurity on =zach day by arranging an opening transaction,

is their responsibhility.

SHARE of OPTION VOLUME in USA
pse 63173

PHLY (8.5%)

AMEX (22.6%).

CBOE (62.3%)

Table &. Breakdown of option volume in USA



The CBOE and PEE do not use a specialist system.

Instead,

thay divided the spescialist function and uss sevaral persons

to accomplish the same purposes: 1) Board brokers, 2)

book officials, 3) Markst-makers.

e dere

wward brokers and order book officials regulate market

activity and srxscute orders for membasrs. Thaic functon

gtrictly clerical and riskless. Markelt risk, if any,

is

accordad to a market maker. The CBOE usses a board beolee,

whars as the FIE usses an order book officials, to act

as a

brokers'broker. They accept ordecs from othaer members of the

exchangas and record tham in a book they maintain by typs, by

saries, by buy or by s2l1l, and by price ssguancs. Whan
aquotation is requested, they can readily identify and
disclosws the highast bhid and lowsst offering prices.

size (gquantitiy at the guote price) is also publicly

it

availabla, unlass it asuc

)

Markat

ads 25 options. Trading for their

own actount and risk, market maksars have the responsibility

to maintain a fair orderly, and competitive market.

Thay are

not agents. Usuwally they bid and offsr in ordase bo narerow bhe

difference betwaen bid and asked prices on the board broker's

and ordaer book official's book. On the CBOE and FSE

option class may have savaral assignad markat makers,

wach

Besida the six biggast sxchangss dealing with opbions,

NAZDAL, Mational Association of Securities Dealers Aubomatsd
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Quotations is also dealing with options. Masdag trading is
praedicated upon compating market makers in over the countse
stock and option issues that are registered in this

computer ized system. The competing market maksers buy and s=11
for their own accounts and risk to satisfy customsr or contra

-

dealar demand for thair product.

L

1.7.2 The French Experimaent: a clossr aexampl

In those days, owing to the both impacts coming from
abroadsy and striking devaelopments realized by domastic
participants implies that our national capital market should
be at the stage of ocubtstanding steps. In this procass,
analyzing similar axperimaznts and trying to be raady for
possible anticipated developmants is most proper way.
Although evaluation of all legal, and =comomic
infrasutructuws is out of the scope of this thasis, I am

going to foocus on soms points .

Since ths beginning of the 19205 the Paris market has
#parianced rapid growth and many regulatory and
tachnological changes which have mads the market increasiy

compatitive in domestic and intarnaticonal trading.

Although there arae six other provincial sxchangses the
Faris Bourse handles about %95 of stock exchangs

transactions. A1l sscwities, whathar bonds or sguitises, must



be tradsed on the Bourse within which seaveral different types
of markets are operated. Thers are four markets for trading
bonds and shares; the cash market, the forward market, ths
over—the—counter market and the second market. Thehe was an
arclusive monopoly, of the 40 stockbrokers(Agent de Changs),
granted by the law . This monopoly extend both the official
and unofficial markets. The Agents d= Changs ars appointsd by
the minisrter of the sconomy after passing professional
axaminations and bsing electad by all the other Agsnts da
Changa: The executive body of the brokers is the Chambrs
Sydicale das Agents de Chance which comprisas reprasantative
members of =sach exchangs and seven governors. It is
responsible for ensuwring the smooth running of the markset,
the snforcemant of regulations governing tha activity of
mambers and the managemsnt of ths brokers guarantsse funds
which ensuresn that brokers complats transactions sven if
their cliants default. Ths Chambre Syndicals is also
responsible for supplying market information and publishing
the official daily list. In addition to the Chambrea
Syndicals, The Commission des Operations de Bourse (COBE)Y also
acts in a suparvisory capacity which is similar to the SEC in
the S, Its chairman and mambars arse appointad by the
govaernmaent for a period four years. Its main responsibilitiss
arz to ensurs that listed companies comply with Tagal
requiraemants, to pesvent tha insider’' information and to

register complaints. (9)

() KEMF, Laynatte J, World Money and Securitiss Markets, Uk,
1224, pg. 107105,
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ou legal system was formad undere the continsntal lTaw

approach after tha establishment of the Republic of Turkey.
This base has reflacted impacts on the institutional
structure of modern Turkish foundations. Both Turkish Stock

rehangs and Paris Stock Exchangs have besn embodied with ths
hand of the state. They ars not naturally organized, on
theirsalvas. Instead theres werse direct stats intébventian,
they ware organized by the ragulations imposed on capital
market. As it is seen above paragraph the sxecutive organs of
the stock exchangs is wunder the direct control of state. Also
participation to the system directly under control of reiatea
ministery. As it is sasn transaction volume concantrated on

one cantar only. This is anobhar structural similarity.

Im 1981, the newly alected Mitterand Government
nationalized most of the gigantic industry firm and banks
with the cost of $5 bi11ion.(10)Y After this nationalisation
pariod (1921-19288), the right partiss which have won tha
Ffollowing election announced an privatisation program. Unlike
the Turkish privatisation program, this program was bagan
under the so advantages conditionsg thse inflation rate
reducad to %3.5 and the public opiniocn supported this program

as a whole after the drastic natiocnalisation expsrimant.

In the papsr pressnted in JDECD-CME Confarencsd1989) by

{10y ALTINTAZ, M. Barra, Kamu iktisadi Tessbbuslerinin
Ozellastirilimesi ve Ozellastirmenin Sermave Pivasasina
Etkileri, Ankara § SPK, 1922, pg. 106&-107.



Maria-Claira Robert has besn undarlying measures inp lementad
from 1978 as follows: 1)tax incentives, 2) dersgulation, 3D
innovabions.(11) s wa consider in last chapter, thossa

mzbt ionsad measurss shouwld be at our agenda to cops with

almost the sams problems.

As for the usage of derivative markets, France has
reachad an important point. a) The financial futurse axchangs
mstablished in Paris in 1986. Than it merged with the

axisting commodity futurss exchangs. Now it is callsed MATIF.

o

) The option exchage MONEF was sstablished at the Paris
Bourss in 1927. Traded options on the sleven most active Main
Board stocks are curcently available at the MOMEFP. o) Stock
index products were introduced in 1982, and a second (scresn-—
basad) options and fubtuwres market OMF was authorized to
oparate in FParis. DAC 40 stock index options are btraded on
the MONEF. CAC 40 stock indsx fuburss are btrade on the MATIF.
OMF marlkat trades OMF 50 stock index futurss and options on

the futwss contract.(12)

Whan it comes to practise I would like to analyzse FONER

in order to give basic infrastructurse: Listed trade options

in MONEF has shown similaritiss with options traded in

(11)» ROBERT, Marie—-Claire, "The Importance of Regulatory
Authorities in Fostering the Developmant Process of
Capital Markets ¢ Tha French Experience", in
"Proceedings of tha COECD/CME Conference on the Durrent
Issu=s in Turkish Capital Market", AnkarassPE, 1929, pg.
B3-104&,

(12) ROBERT, ibid., pg. 102.
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Chicago, London, and Amsterdam. MONEF is op=n to all
investor as franch o forsign national, and individual or
institutional. Options traded in MONEF can be classifiad as

=Tul

]

an Amarican style options bacausse they can be sxerci
on any dats betwaen purchasing day and btwo day bafors
eMercise date. Conseil des Bourses de Valeurs ( Tha Councill
of Sscuwitiss Exhangs ) defines the stocks on which options
can be issusd. As of the march,1%3% aleven stock can bs ussd
by traded options.(iz. EIf Agquatainz, Michalin B., Socciste
General)d In MOMEF all of the floor traders ars a
representativas of stockbrokers and act as an stockbroker o

market—-makse .

Whzn it comaes to stockbrokers(The Agents de changa), the
old monapaly of individual broksrs, now called Socistes de
Bouwrss, is baing phassed out by 1992, Banks and othsar
financial institutions, both domestic and forsign, ars
already partial owners of soma Socistes de Bourss. (13)

Whan we analyrzed the raecent structurse of Turbkish market, the
repzaling of old type individual brokers with the |
transformat ion pariod directed to fulfill thse conditions to
ba the mambsr company under some capital reguiremants was
comp leted., In fact thsre was never a monopoly of bthose

mant ionad brokers and the numbee of new s2ntrance to the

Bourss as a mamber had reachaed over 100(as of may 1221 the

{13) The Economist, Ewop=an Capital Markets 3 Strategic
Forecast, Spscial Report(Mo: 1161, 1989, pg. 89-37,
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numbear igs 140,014 Zo Capital Market Board has the
opportunity to contral all participants in, fully standardized
mannar 1T it is considerad that the CME could not maintain
the responsibility of swwveillance to the sntities which wars

not regulated by the law under the CME has besn authorizad.

In MOMEF, Sociste de Compensation des Marches
Conditionnaels has the pesponsibility of, a) the manageament of
markaet works, b) the clsaring and recording of transéctian,
o) margin management and compensation, d) the regulation of

intermadiaries which has the record of clzaring.

Franch Stock Exchangs Councill(COE)Y authorized only
stockbrokers to btrade in markst on behalf of the clisnts oe
banks and financial institutions. Folowing conditions and
definition reveals ths main working rulas of the market with
the rulaes above mantioneds:

a) Working Howrsg opticons can be quoted bestwssn 10200 to
1£:200 perm day.

by GQuotation Method; the continuous opsn auction is the
mathod for qumtatimns.

o) Quatation Unity price determined to one unit of undearlying
gtoclk.

a3 Market Officialy it repressnt the market authority. It is

rasponsibls for maintanance of regulated markst in which

(14 IMEE,; Egitim Semina- Motlari, May 1991, pg. 79-81.
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the participant are acting in conformity with regulations

and rzalized transactions.

1.8 The Clzaring Houss

It is no doubt that cli=zaring houss is a grsat innovation.
As we consider the global markets throughout the woeld, it is
clearly saan that the success of current fuburss markebs has

b

1]

an depending on clearing and settlemant organizations.

Maybs soms details and mechanics variss one from obhae,

a clearing houss has thes following thras peimary functions:
1y After paymant of pramium o the original sellar, the

options clearing houss assumes the opposite side of sach

optiong transaction. Thus the clzaring houss issuss and

guarantess sach options contract.

Pt
~’

Clzaring houss settles all listed options trades of the
axchange. Even if one party to a contract has beooms
bhankrupt, or othsrwise defaults.

3) The option clearing house assigns exercise notices.

TOnce the order is executed, the original buysr and s=1lae
have no furthser responsibility to each othser. Thus the option
clearing house guarantess performance to all participants.

The option clearing housse alse handles asignsmant of
options axercisse notices submitted by buyers. Option holdears

simply notify their brokerage firm. The firm notifies the



aption clearing houss, then it assigns an sxsrcisse nobice to
randomly slscted mambsr brokerags firm which has option
writers identical to the ons exercisad. Thus the assignemsnt
ohligation is assigned to one of those options writersg
almost always to the oldast options first.(FIFD; first in
firagt out)y The customar then has to honour the exsrciss

notics and deliver the stock.

je=t

An Exampls of Taxation Technic

o

In nited Stataes, The preferential tax treatment for
Tong—term capital gains has been fully 2liminated beginning
in 1238, Thus, long term capital gains ars taxed at the same
rate; as an  businaess profits, interests, dividends and short
term capital gains, marginal tax rats of 33 percent. Dfcourss
investors have no reason o hold such positions for an
extandaed paricd of time. Capital losses, howasver, are allowsad
in full to the extend of capital gains plus $£3,000 of

ordinary income.

Expiration of a call is treated as a sale or axchangs on
the sxpiration date, and it resulte in a short fterm or long
tarm capital loss, depending on the holding periocd aof the
call., If the call axercisaed, the holding period of the stock
acquired begins on the day after the call i% axarcigsd and
dozs not include the holding pariod of the call. Pramium

received for weiting a call is not included in incoma at the

55



timg of racsipt, bubt it is held in suspence until the
writer's obligation lapsas or writer 2ither s2lls the
underlying stock or closss the option. If thse obligation
lapses, the premium is short term capital gain to the writer
upon expiration regardless of the lsngth of time the call is

outstanding.

If a put is acqguiraed and sold prior to exerciss, any gain
o Toss is short term or long term capital gain o Toss,
dapending on the holding pericd of the put. The lapse of such
a put results in a short term capital Toss if the put is hald
1 yaar or less and is Tong term capital loss if held mors
than one ysar. Like the call premium, the put premium is held
in suspenss until the put weriter's obligation is terminated.
If it is assigned, tha strike price plus commission lass the
put premium on writing the put bscome the basis for the stock

on the day after tha stock's purchase.
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Il. OPTION VALLATION'

The valus of an option contract, as with all other types
of investmant instruments which are actively traded, depesns
upon the interplay of the souwrces of supply and demand. (15)
Options are traded compstitively on the floors of the
nation's axchangss and will dincreass in price whaen there ars
mars buysrs bthan s2llers and decrease in price when bthare ars
more sellers bthan buyers. Buyers do not want to pay any mors
necessary for an option while s2llers want to get the frighast
possible price for weiting the option. Thess countervailing
forces Will tend to cause the option pramium to seak an
2quilibrium laval. Thars arse several factors which conteibute
value to an option contract and tharseby influsnce the pramiam
at which it is traded. These factors arsg

1y the price of the underlying stock,

2]

Yy timz remaining until expiration,
3) the volatility of the underlying stock price,
4y cash dividends,

By interest rates,

A largs body of academic lTiteratuwrs on oplion pricing
exists and thaey are using mathematical formulas that uses the
factors detsrmining the option's price as input. Tha oubtput
is just the thecretically correct option price. Such a price

is oftan differsent o the markst price.It is obviocus that

(15) KAUFMAN, Parery J., The Concise Handbook of Futuraes
Markets, 1226, UzZA, pg. 17.

57



models are not providing sufficient answers regarding tha
assesmants of markset participants. The reason for this is
simply that market supply and demand have an effect on an
option's praemium. In fact, the valus of an option at
axpiration is dirgctly linked to the relationship betwsen the

underlying asset price and an option's exercisse price.

Let's sxamine ths factors in order of priority:
1y Underlying Stock Frice:

The valuz of an option depends heavily upon the price of
its underlying stock. As previously sxuplainaed, if these price
of the stock is above a call aoption's strike price, the call
option is said to be in—-the-money. Likewise, if the stock
price is balow a put option's strike price, ths put option is
in-the-monaey. The differsncse betwsen an in—the-monsy opbtion's
strika price and the current markset price of a shars of its
underlying security is referred to as the option's intrinsic

value. Inly in-the-money options have intrinsic valua.

Whan the underlying share price is sgual to the strike
price, the opticon (=ithsr call or put) is at-ths-monaey. AN
apt{mn which is not in-the-money and at-the-money is said to
b 0ut~mf~tﬁ&*manay. An at—-the—monzy or out-of-the monsy
option has no intrinsic valusa, but this doss not m=an it can
be obtained at no cost. In this step, othar factors give
options valus and therefors affact the premium at which they

are traded. Together, thesse factors are terasd time valus
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premium. Tim= valuws pramium is the ancunt by which the option
pramivm eroosds e intrinecic valuws, O thee othae hand the
time valuz of the option can be considerazd as the valus of a
comtinuing speculation wn o favourab bz movement in the
under lying assst price. (&) For in-the-momney options, the
timz valus premium ic the eicess portion over intrinsic
valuz. For at-the-monsy and out—of-the money options, the
timez valuwe premium is the option premium.,

Let's axamine thoss concepts mentioned above with the

help of diagrams.

~ Option value

A

~ Option value ™

J

(N
_—

Asset price

Asset price
Source: LIFFE.
Diagrams 5. and €. UOption premium as Time VYalus plus
Intrinsic Valus
{16)Y FITZGERALD, ibid.. pg. 32.
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2y Tima= Remaining ntil Expiration:

Genarally, ths longser the timz remaining until an

option's expiration date, the highar the opticon premium

becausse there is a greater possibility that the und=rlying

shara price might move 50 as to make the option in—the-money.

Timz valuz pranium deops rapidly in the last several waske of

an npt1nn s 1ifa.,

Time value

1 |
3 1 0

Diag. 7. Tim= remaining until E'p1rat1nn(mnnth)/) {)Pl{of{WM
[
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Diag. . chay graphlc of an option
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As it is s=en at the diagram 8., for ths ons month lossg
tet Dmcambar to 1st January thes reduction in pramium was
graatar than for the month from 1st November to 1st December.
The raason for this ise that time valus doss not decreasse in a
lTinzar manner. Timz valuz decays mors and mors rapidly as

axpiry approachas.

3) Vaolatilitys

It is the propensity of the underlying security's markst
price to fluctuats sither up or down. In mathematical terms
tha volatility of a share is aupressad as " the annual
standart deviation of the share price in percentags terms.”
It varias not only from share to sharse but also for an
individual share depending upon when and how it was
calculated. This volatility of the underlying shara price
influznces the option premium.  The highsr the volatility,
tha higher the pramium because thare is, again, a gr