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Protecting the assets that you have worked so hard to earn and grow

should be one of the rules that you live by.  After all, you insure your home,

car, health, and life. We take for granted that these things are worth protect-

ing.  Doesn't the wealth that provides for your future deserve the same con-

sideration?

Options can be used conservatively as insurance.  A purchaser of a put

option has the right to sell a particular underlying at a specified price.  The

protective put is, in essence, an insurance policy on an investment.  The

strike price of the put determines when the insurance "kicks in" (i.e. the

deductible).  For example, if you own a stock that has gone up from $57 to

$88, you may want to insure against a downward move greater than 10%.

To accomplish this, you would purchase a put option with a strike price of 
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structed like mutual funds, but ETFs
trade like individual securities on stock
exchanges. With this product, you get
the diversity of a mutual fund and the
ability to trade intra-day like a conven-
tional stock. Almost anything that can
be done with a stock can be done
with an ETF.  In addition, there are
options on Exchange Traded Funds.  

Mutual funds have gained wide accept-
ance as a way for an investor to gain
exposure to the broad markets or spe-
cific sector markets.  They offer
investors a proportionate share of the
returns from a market index or from a
group of stocks that is managed by an
investment advisor with a specific
investment objective in mind; for exam-
ple, high-tech, emerging markets or
small cap stocks funds.  

If your portfolio consists of a fund that
an ETF tracks, then your hedging job is
relatively easy because the ETF can be
used as a proxy for the fund.  To
insure a portfolio, you need to buy
enough put contracts to cover your
portfolio's value.  In this case, you want
the insurance to kick in down 10%.
Choose a strike price 10% lower than
the current price of the ETF.   In order
to calculate how large the hedge
should be, divide the value of the port-
folio by the price of the ETF.  This will
give you the number of ETF shares
that would hedge your portfolio.
Because option contracts cover 100
shares of the ETF, divide by 100.

(Portfolio Value ÷ Current Strike Price)
÷ 100 = number of put contracts

Because of the extremely strong corre-
lation between the fund and the ETF,
you will have a very effective cross-
hedge.   

However, you may have a portfolio that
is not so neat and tidy.  Your portfolio
may follow a basic formula for asset
allocation, but personal biases have
skewed the portfolio so that it doesn't
closely track any particular fund.  How
do you hedge a portfolio like this? With
some analysis, you can achieve a

80, paying $.40 or $40 per contract
on 100 shares.  If the stock should
drop below $80, you would then exer-
cise your put, securing an effective sell-
ing price of $79.60 (the strike price
minus the cost of the put).  

However, if the stock continued to rise,
you would continue to benefit from the
price increase.  The put would expire
worthless and you would lose the $40
you paid for the put.   This very con-
servative strategy protects you against
a significant move in the stock, but still
allows for upside appreciation.  Trying
to put this into practice on a large
portfolio of stocks can become a night-
mare of expense, tracking and paper-
work.  Is there an easier way?

Yes. It is called cross-hedging.  With
cross-hedging, you hedge one instru-
ment's risk with a different instrument
by taking a position in a related deriva-
tives contract. The success of cross-
hedging depends completely on how
strongly correlated the hedged instru-
ment is with the instrument underlying
the derivatives contract.   Additionally,
the maturity of the derivatives contract
must be at least as long as the matu-
rity of the desired hedge, otherwise
you will be left with an unhedged
exposure for a period of time.  

A more popular product in the invest-
ing world that allows for cross-hedging
is the Exchange Traded Fund (ETF).
ETFs are funds of stocks that track par-
ticular indexes.  ETFs entered the
investment scene in January 1993,
when Standard & Poor's Depositary
Receipts® (SPY), were introduced to
track the movement of the S&P 500®

Index (SPX).  That year, $461 million
changed hands on the ETF. In early
2004, the American Stock Exchange
(AMEX) reported that the ETF market
was worth $167 billion.  Today, more
than 150 different ETFs are traded.

ETFs are hybrid products that offer the
benefits of mutual funds along with the
flexibility of stocks. They are con-

DIANE FIDDYMENT began her career in

options in 1979, when she worked

on the newly formed Options

Trading Floor of the Pacific

Exchange (PCX).  Fiddyment was an

active participant at the Options

Exchange and served on several

committees including Ethics and

Business Conduct Committee and

as President of the Options Floor

Trading Committee. Diane retired as

a market maker at the end of 1998.

Fiddyment is also on the Board of

Directors of Big Brothers Big Sisters

of Marin and Napa Counties.  She
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she has founded an elementary

school in the Mt. Everest region. 
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To simplify the computations, the examples in

this article do not include commissions or trans-

action costs. Commissions and transaction costs

will affect the outcome of all stock and options

transactions and must be considered prior to

entering into any transaction. Investors consider-

ing options should consult their tax advisors as

to how taxes may affect the outcome of con-

templated options transactions.
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hedge that will correlate with your
portfolio. 

First, break down the portfolio into
sectors.  From the plethora of ETFs
available, you will likely be able to
find a sector fund that tracks your
portfolio sectors reasonably well.
Let's look at the sample portfolio val-
ued at $400,000 with the following
asset allocation:

Each of these sectors has several
ETFs that track their respective
funds.  Because each sector fund
contains a different mix of stocks,
you should select the one that most
closely correlates to your portfolio.
Again, by taking each sector portfo-
lio's value, dividing by the price of
the selected ETF, then dividing by
100, we come up with the number
of puts needed to hedge each sub-
portfolio and thus the entire portfolio. 

Stock-specific puts will offer a pre-
cise match on the underlying secu-
rity.  You will know exactly where
your insurance kicks in (strike price
minus put premium). However, as
mentioned before, this can be quite
a cumbersome process.   With sec-
tor puts, the hedge may be a bit
less precise.  This is because of the
difference between the makeup of
your sector portfolio and the funds.
Fluctuations most likely will exist in
the price correlation (inexact track-
ing).  The benefit comes in fewer
transactions.

There is another advantage to buying
sector puts that may offset some of
the variation caused by an inexact
hedge.  In general, the volatility of

the sector fund is lower than the
volatility of the individual compo-
nents of the fund. Lower volatility
translates into lower prices.   When
buying ETF puts, you benefit from
this discrepancy by buying the rela-
tively less expensive put for the
hedge.  

A third way to establish an effective
hedge would be to determine if your
entire portfolio has a consistent vari-
ance in relation to a particular fund.
For example, a portfolio might move
approximately .8% for every 1%
move in the S&P 500.  It is said
that the portfolio has a beta of .8.
The chart below shows a portfolio
with a value of $400,000 when SPY
(the ETF that tracks the S&P 500
Index) is at 115.  With a beta of .8,
the value of the portfolio would
move accordingly.  To insure against
a drop greater than 10% of the port-
folio, or $360,000, which put should
you buy?  Referring to the table
below, you can see that the appro-
priate strike price to purchase would
be the 103 or 104 put.

To find the optimal number of con-
tracts, use this formula:

Portfolio Value ÷ [(100 x Current
Strike Price) ÷ beta] = number of
put contracts

As with all strategies, there is a
trade-off.  To have a precisely
hedged portfolio, you will incur
increased transaction costs, monitor-
ing and paperwork.  By cross-hedg-
ing, you give up some of the
certainty where your losses stop, but
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ccoommmmoonn  ooppttiioonnss  tteerrmmss

BBEETTAA

A measure of how closely the move-
ment of an individual stock tracks the
movement of the entire stock market.

LLEEAAPPSS®

Long-term Equity AnticiPation Securities
also known as long-dated options. Calls
and puts with an expiration as long as
thirty-nine months.  

SSTTRRIIKKEE  PPRRIICCEE

The price at which the owner of an
option can purchase (call) or sell (put)
the underlying stock. Used inter-
changeably with striking price, strike,
or exercise price.

PPUUTT  OOPPTTIIOONN

An option contract that gives the
owner the right to sell the underlying
stock at a specified price (its strike
price) for a certain, fixed period of
time (until its expiration). For the
writer of a put option, the contract
represents an obligation to buy the
underlying stock from the option
owner if the option is assigned.  

Sector % of Portfolio Value 
Healthcare 27% $108,000 
Financial Services 21% $84,000 
Consumer Products 15% $60,000 
Technology  22% $88,000 
Utilities 15% $60,000 

Total 100% $400,000 

Value of SPY Portfolio Value (.8 beta) 
120 $417,391 
115 $400,000 
110 $382,609 
105 $365,217 
104 $361,739 
103 $358,260 
102 $354,782 
101 $351,304 

the ease and cost savings of fewer
transactions may make it worthwhile.
The key to effective cross-hedging is
a strong correlation between the two
instruments being hedged.  With the
vast selection of Exchange Traded
Funds tracking all the aspects of the
market, there is most likely an ETF,
combination of ETFs, or beta of an
ETF, which will work as a hedge for
your portfolio.
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Check out www.888options.com for a

complete description and schedule of

OIC seminars.

SSEEPPTTEEMMBBEERR

1133  PPhhiillaaddeellpphhiiaa,,  PPAA  --  CCoovveerreedd  CCaallllss

1144  PPhhiillaaddeellpphhiiaa,,  PPAA  --  SSpprreeaaddss  

1144  TToorroonnttoo,,  OONN  --  CCoovveerreedd  CCaallllss

1155  TToorroonnttoo,,  OONN  --  SSpprreeaaddss  

2200  NNeeww  YYoorrkk  MMiiddttoowwnn,,  NNYY  --  CCoovveerreedd  CCaallllss

2211 LLoonngg  IIssllaanndd,,  NNYY  --  BBaassiicc

2211 NNeeww  YYoorrkk  MMiiddttoowwnn,,  NNYY  --  SSpprreeaaddss

2222 LLoonngg  IIssllaanndd,,  NNYY  --  AAddvvaanncceedd

2277 AAlleexxaannddrriiaa,,  VVAA  --  CCoovveerreedd  CCaallllss

2288 CCaammbbrriiddggee,,  MMAA  --  CCoovveerreedd  CCaallllss

2288 AAlleexxaannddrriiaa,,  VVAA  --  SSpprreeaaddss

2299 CCaammbbrriiddggee,,  MMAA  --  SSpprreeaaddss  

OOCCTTOOBBEERR

1111 CChhiiccaaggoo,,  IILL  --  CCoovveerreedd  CCaallllss

1122 CChhiiccaaggoo,,  IILL --  SSpprreeaaddss

1133 CClleevveellaanndd,,  OOHH  --  SSpprreeaaddss

1188 PPaarrssiippppaannyy,,  NNJJ  --  CCoovveerreedd  CCaallllss

1199 PPaarrssiippppaannyy,,  NNJJ  --  SSpprreeaaddss

1199 SSaann  JJoossee,,  CCAA  --  CCoovveerreedd  CCaallllss

2200 SSaann  JJoossee,,  CCAA  --  SSpprreeaaddss

2255 SSaann  FFrraanncciissccoo,,  CCAA  --  CCoovveerreedd  CCaallllss

2266 SSaann  FFrraanncciissccoo,,  CCAA  --  SSpprreeaaddss

2277 SSaaccrraammeennttoo,,  CCAA  --  AAddvvaanncceedd

NNOOVVEEMMBBEERR

11 NNeeww  YYoorrkk  DDoowwnnttoowwnn,,  NNYY  --  SSpprreeaaddss

22 NNeeww  YYoorrkk  DDoowwnnttoowwnn,,  NNYY  --  AAddvvaanncceedd

22 TTrrooyy  ((DDeettrrooiitt)),,  MMII  --  CCoovveerreedd  CCaallllss

33  TTrrooyy  ((DDeettrrooiitt)),,  MMII  --  SSpprreeaaddss

Registration is required. All seminars are
FREE and held from 6 p.m. - 9 p.m.
To register for a seminar or order
educational materials, call 1-888-OPTIONS
(678-4667) or visit www.888options.com.

OIC will be offering our free investor seminar series again this fall. Take advantage
of these insightful classes that can advance your options knowledge beyond your
expectations. OIC offers four different seminars - Basic Options, Covered Calls,
Spreads and Advanced Options.  

For more information, visit www.888options.com or call 1-888-OPTIONS (678-4667).

BBaassiicc::  OOppttiioonnss  SSttrraatteeggiieess  ffoorr  SSttoocckk  IInnvveessttoorrss
Offers an introduction to options as an investment tool.
Requires no prior options knowledge.
Explains fundamentals of options and how to use options as a way  
to participate in stock price movement.
Demonstrates how to choose and use basic strategies in light of 
market expectations and volatility forecasts.

CCoovveerreedd  CCaallllss, strategy-specific seminar
Requires a working knowledge of options from either our basic 
seminar or beginner level online classes at Options University.
Teaches a disciplined approach to implementing the covered call  
strategy.
Demonstrates how to calculate returns and how to manage covered 
call positions.

SSpprreeaaddss,,  strategy-specific seminar
Identifies the benefits of vertical spreads, straddles, strangles, and 
spreads involving both stocks and options.
Explains how these strategies work, and profit and risk potential.
Discusses why these strategies are appropriate for particular market  
forecasts.
Examines price behavior and option mechanics.

AAddvvaanncceedd::  OOppttiioonnss  ffoorr  EExxppeerriieenncceedd  IInnvveessttoorrss
Discusses option valuation and its importance in establishing    
performance expectations.
Explores bullish strategies for the experienced options user and 
compares call buying, put selling and spreads.
Explores the LEAPS® buy-write strategy.
Examines position management strategies including rolls and 
repairs.

Updated new design

Improved navigation

Enhanced usability throughout the
site, including all 12 interactive  
online classes

Learning tailored to individual’s 
options knowledge 

Moderated message boards

Position simulator for investors to  
simulate real-world trades and
situations

Interactive Strategy Explorer

Online quiz

Coming soon, the rComing soon, the r edesignededesigned
Your Destination for Education

888options.c888options.c omom will offwill off erer ::



PAG E  5

QQ::    WWHHEENN  DDIIDD  TTHHEE  EEXXCCHHAANNGGEESS  SSTTAARRTT  TTRRAADDIINNGG

OOPPTTIIOONNSS  OONN  SSPPYY??      

A:  The exchanges listed SPY options
in January 2005.  They trade on all six
U.S. options exchanges.   

QQ::    SSPPYY  OOPPTTIIOONNSS  PPEERRFFOORRMM  SSIIMMIILLAARRLLYY  TTOO  TTHHEE

550000  CCOOMMPPAANNIIEESS  IINN  TTHHEE  SS&&PP  550000  IINNDDEEXX,,  SSIIMMII--

LLAARR  TTOO  TTHHEE  SSPPXX  IINNDDEEXX  OOPPTTIIOONNSS..      AARREE  TTHHEERREE

AANNYY  DDIIFFFFEERREENNCCEESS  BBEETTWWEEEENN  TTHHEE  TTWWOO??

A. Yes.  SPY options are Exchange
Traded Fund (ETF) options and have
contract specifications that are similar
to most U.S. equity options.  However,
there are some major differences
between SPY options and SPX index
options.

First, like other ETFs, SPY options are
American-style exercise.  This means
that they can be exercised any trading
day through the third Friday of the
month (provided that the third Friday is
not a holiday), up to your brokerage
firm's cutoff time.   This is different
from the European-style SPX index
options which can only be exercised
on that third Friday of the month.  

Secondly, while SPY options have a
physical deliverable of shares of SPDR®

(Standard & Poor’s Depositary Receipts),
SPX options are cash settled.  The
cash settlement amount is determined
based on the settlement calculation
that is obtained from the opening
prices of all 500 component securities
on the third Friday of the month.
Therefore, the last trading day for SPX
index options is the Thursday before

bbiidd  aanndd  aasskk the third Friday of the month.  

Finally, the contract size for SPY
options is roughly 1/10 the size of
the SPX.

QQ::    WWHHAATT  EEXXCCHHAANNGGEE  TTRRAADDEEDD  FFUUNNDDSS  CCUURR--

RREENNTTLLYY  OOFFFFEERR  OOPPTTIIOONNSS??  

A: Check www.888options.com to
find a current list of ETFs offering
options. You can also reference the
six options exchanges’ Web sites to
find ETFs offering options (please ref-
erence exchange Web sites for indi-
vidual contract specifications as well).
Exchange Web sites are listed on the
back of Options Central (page 6).

QQ:: WWHHEENN  AARREE  TTHHEE  EEXXCCHHAANNGGEESS  GGOOIINNGG  TTOO

LLIISSTT  22000088  LLEEAAPPSS®??

A: Notice that January expirations for
Cycle 1 were listed after the May
options expiration. Since January
2007 LEAPS® are already trading, the
following schedule is used to intro-
duce a new series of LEAPS®:  

(REMINDER: To meld is to change the
symbol on a LEAPS® option to that
of a 'normal' option. The terms of the
option itself do not change.) 

Cycle 1: 

Monday, May 16: January 2006 LEAPS® meld 

Monday, May 23: Regular January Cycle 1 expi-

rations listed 

Tuesday, May 31: January 2008 LEAPS® listed

(May 30th is Memorial Day holiday) 

Cycle 2: 

Monday, June 13: January 2006 LEAPS® meld

Monday, June 20: February expirations listed 

Monday, June 27: January 2008 LEAPS® listed 

Cycle 3: 

Monday, July 11: January 2006 LEAPS® meld

Monday, July 18: March expirations listed 

Monday, July 25: January 2008 LEAPS® listed 

Please note that for Cycle 2 and Cycle
3 options, after the new LEAPS® have
been listed there will be an extra
month available (2 short-term expira-
tions, 2 cycle expirations, 2 LEAPS®

expirations, AND the January expiration
that was originally a LEAPS®). 

QQ::    II  BBUUYY  AA  CCAALLLL  OOPPTTIIOONN  FFOORR  CCOOMMPPAANNYY  XXYYZZ

AATT  AA  SSTTRRIIKKEE  PPRRIICCEE  OOFF  $$3300  AANNDD  TTHHEE  SSTTOOCCKK

PPRRIICCEE  RRIISSEESS  TTOO  $$4455  BBEEFFOORREE  EEXXPPIIRRAATTIIOONN..    II

HHAAVVEE  AA  CCOOUUPPLLEE  OOFF  OOPPTTIIOONNSS  AATT  TTHHIISS  PPOOIINNTT::  II

CCAANN  EEXXEERRCCIISSEE  TTHHEE  OOPPTTIIOONN  AANNDD  BBUUYY  TTHHEE  110000

SSHHAARREESS  AATT  TTHHEE  SSTTRRIIKKEE  PPRRIICCEE  AANNDD  TTHHEENN  SSEELLLL

TTHHEEMM  AANNDD  MMAAKKEE  AA  PPRROOFFIITT,,  OORR  II  CCAANN  TTUURRNN

AARROOUUNNDD  AANNDD  SSIIMMPPLLYY  SSEELLLL  TTHHEE  CCAALLLL..    TTHHEERREE

MMAAYY  SSTTIILLLL  BBEE  SSOOMMEE  TTIIMMEE  PPRREEMMIIUUMM  AATTTTAACCHHEEDD

TTHHAATT  II  MMIIGGHHTT  NNOOTT  BBEE  AABBLLEE  TTOO  CCAAPPTTUURREE  IIFF  II

WWEERREE  TTOO  EEXXEERRCCIISSEE..    BBUUTT  IIFF  II  SSEELLLL  TTHHEE  CCAALLLL,,

AAMM  II  TTHHEENN  OOBBLLIIGGAATTIINNGG  MMYYSSEELLFF  TTOO  BBUUYY  TTHHEE

SSHHAARREESS  AANNYYWWAAYY  IIFF  TTHHEEYY  KKEEEEPP  RRIISSIINNGG  IINN  PPRRIICCEE

AANNDD  TTHHEE  PPEERRSSOONN  WWHHOO  BBOOUUGGHHTT  IITT  EEXXEERRCCIISSEESS

HHIISS  RRIIGGHHTT  TTOO  BBUUYY??

A: No, as the call option holder, once
you sell your previously purchased
option contract, your right to purchase
the underlying stock at the strike price
in question is extinguished.  Since you
are offsetting or "closing" your position
when you sell the (previously pur-
chased) call, you would not have an
"open" short position in the call.
Therefore, you are not obligated to
deliver stock to a call exerciser.  When
a call option is sold to establish an
opening position, (e.g. a "covered" call-
long stock, or short a call), the option
seller is then obligated to deliver the
stock at any time during the life of the
option contract if he is assigned.
Option holders have rights, and option
sellers have obligations.

YYoouu  mmaayy  sseeee  yyoouurr  ooppttiioonnss  qquueessttiioonnss
aannsswweerreedd  in Options Central. Send them to
OIC at: options@theocc.com or One North
Wacker Drive, Suite 500, Chicago, IL 60606.



FFoorr  MMoorree  IInnffoorrmmaattiioonn

Call 1-888-OPTIONS or write The Options

Industry Council. If you have additional ques-

tions about options, call your financial advisor

or one of the Exchanges listed here.

TThhee  AAmmeerriiccaann  SSttoocckk  EExxcchhaannggee

1-800-THE-AMEX; www.amex.com

BBoossttoonn  OOppttiioonnss  EExxcchhaannggee

1-617-235-2097; www.bostonoptions.com

CChhiiccaaggoo  BBooaarrdd  OOppttiioonnss  EExxcchhaannggee

1-877-THE-CBOE; www.cboe.com

IInntteerrnnaattiioonnaall  SSeeccuurriittiieess  EExxcchhaannggee

1-212-943-2400; www.iseoptions.com

PPaacciiffiicc  EExxcchhaannggee

1-877-PCX-PCX1; www.pacificex.com

PPhhiillaaddeellpphhiiaa  SSttoocckk  EExxcchhaannggee

1-800-THE-PHLX; www.phlx.com

TThhee  OOppttiioonnss  CClleeaarriinngg  CCoorrppoorraattiioonn

1-800-621-6072; www.optionsclearing.com

Options involve risk and are not suitable for everyone. Prior to buying or selling options, you
must read the option disclosure document, Characteristics and Risks of Standardized Options,
which can be obtained from your brokerage firm, from any Exchange on which options are
traded, by calling 1-888-OPTIONS, or by writing The Options Clearing Corporation, One North
Wacker Drive, Suite 500, Chicago, Illinois 60606. Consult your tax advisor for tax considera-
tions.

OOnnee  NNoorrtthh  WWaacckkeerr  DDrriivvee,,  SSuuiittee  550000

CChhiiccaaggoo,,  IIlllliinnooiiss  6600660066

11--888888--OOPPTTIIOONNSS  ((11--888888--667788--44666677))

wwwwww..888888ooppttiioonnss..ccoomm

OIC is now offering an excellent tool to learn about how effective
options can be for you. An Investor’s Guide to Trading Options is a
simplified handbook that explains options fundamentals and how
to use them.

Developed by Lightbulb Press, the creators of The Wall Street
Journal Guide to Money & Investing, in collaboration with OIC, this
handy 64-page guide: 

Explains what options are and how they work
Provides real-world investing scenarios 
Describes options strategies for various market conditions

This guide is designed primarily for investors who trade equities
but have not added options to their portfolios, those who trade
options occasionally, and brokers who want to demystify options
for their clients or colleagues. 

TTAKEAKE CCONTRONTR OLOL OFOF YYOUROUR PORPOR TFTF OLIOOLIO

Order your copy at www.888options.com 
or call 1-888-OPTIONS

NOW ON SALE 
for $12.95

Plus applicable shipping, 
handling and sales tax.


