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KONSTANTIN VRANDOPULO: Hello. Welcome back to another episode of In the Money. I’m 
Konstantin Vrandopulo with Fidelity’s Trading Strategy Desk. And with me, as always, on the 
weekly basis, Mr. Tony Zhang, chief strategist over there at OptionsPlay. Tony, I haven’t 
hosted the show in a couple of months. I guess you are welcoming me back. How are you 
doing, sir?  

TONY ZHANG: I’m doing really well. Thank you so much, KV, it feels like it’s been months 
since we’ve been on. A lot has happened since then, so we’re looking forward to diving into 
what has happened even in just the last week.  

KONSTANTIN VRANDOPULO: No question about it, Tony. You know I watch markets very 
closely, tick by tick almost every single day, and the last couple of weeks have been, what I 
would call, very dispersive, very divergent across the board in financial markets, in equities 
especially so. What stands out to you the most? How do we make sense of what’s been 
going on? How do you read the tape and what it’s actually saying above and beyond the 
headlines that we’re facing every day?  

TONY ZHANG: Yeah, and I think that’s really probably the most important thing to dive into, 
because if you just read the headlines and you just look at the S&P 500, it looks like the 
markets are on an absolute tear. And in many ways, it really is. Since the March lows, the  
S&P is up nearly 20% since those March lows.  

 



But the reality of that is that the rally is incredibly narrow and increasingly more fragile as the 
S&P and the Nasdaq-100 continue to grind higher on AI leadership, which is really the only 
industry that is dragging the rest of the markets higher here.  

But the underlying market here still remains relatively common, if anything, somewhat weak. 
If you look at the equal-weight S&P 500 Index, we’re still below that $205 double top that’s 
been put in place for the last couple of months now. Hasn’t been able to make a new high, 
while the market cap indices is really the only thing that’s dragging the markets higher here.  

 

I think it was yesterday, we saw more S&P 500 stocks making new 52-week lows than making 
new 52-week highs. That just shows you the dispersion that we’re continuing to see here in 
the broader markets.  

Now if we take a step back here, I think the bigger story that we really need to be paying 
attention to here right now is really the one of inflation, which today—which this week we 
got two readings on inflation that both came in significantly hotter than expected.  

And core inflation, which strips out energy, because we all know that oil prices is one of the 
primary drivers of inflation at the moment. Even when you strip out energy, core inflation is 
still continuing to re-accelerate, and this is something that is starting to be a little bit more of 
a concern, especially as you see 10-year yields are continuing to push that 4.5% level here. 
TLT just broke below that major support at $85 yesterday, we’re targeting $81 to the 
downside.  



 

So the bond market is certainly responding to the inflation concerns that the equity markets, 
at the moment, seemingly is shrugging aside, and arguably the AI trade is really the trade 
that’s moving, while the rest of the market is being a little bit more conservative, a little bit 
more concerned about what the health of the consumer is going to look like for the rest of 
the year with oil prices being at $5 at the pump and what that’s going to mean with regards 
to consumer spending.  

Now across the board, if you look at the sectors here, the tech sector is the only one moving 
here. You have Micron, NVIDIA, AMD continuing to outperform by leaps and bounds while 
the rest of the market essentially trades sideways here.  

And that narrowness started to get tested earlier this week. If you saw that Tuesday inflation 
print, we opened up intraday day markets down 1%, 2%. Semis were down 6% at the open 
on Tuesday. That really just shows you how fragile the markets are if we all head for the 
markets at the same time, especially within a very crowded trade like the semiconductor 
space.  

And that’s my broader concern here with the markets here right now, because narrow 
markets on relatively thin volume that we’ve seen over the last six weeks or so in itself is not 
necessarily a bearish signal. These are times that typically or more likely will lead to some 
level of consolidation or pullback, and many times, when things are this narrow, this 
crowded, those pullbacks tend to be also quick and violent.  

But we have to remember that there is another way for this to get resolved, which is for the 
rest of the market to play catch-up. And a couple of weeks ago, we saw—equal weight, we 
saw the small-caps started to break out here, and there was some signs that perhaps the rest 



of the market was starting to play catch-up here, but over the last couple of weeks, that’s 
proven to be essentially a false start on that particular front.  

So which is why I’m going into this particular week, after what is now the sixth consecutive 
week of the S&P 500 seeing back-to-back gains, starting to see that this is getting a little bit 
stretched to the upside, and in my concern in terms of a pullback or some type of a 
consolidation is substantially higher here.  

Now, we do have some key catalysts up ahead. You have the US-China summit that’s 
currently going on right now that seemingly, on early announcements, are going fairly well. It 
seems like the two countries are trying to normalize relations and work on better relations as 
opposed to being adversaries. So from that perspective, I think markets are going to receive 
that relatively positively.  

But the question really comes down to the fact, can AI growth continue to carry the rest of 
the market, while every other segment or part of the market remains concerned around 
inflation? And just the fact that 10-year yields are at 4.5% here, and we’re talking potentially 
of maybe even rate hikes rather than rate cuts.  

Because right now, the market is pricing in essentially 0% chance of a rate cut in 2026, while 
the potential of a rate hike between now and 2028 is now as high as around 22% at the 
moment.  

KONSTANTIN VRANDOPULO: Yeah, Tony, it sounds like you’re laying out a pretty strong 
case for the potential of the upcoming S&P 500 downside volatility. I guess we’re being 
forewarned, maybe, to a certain degree by the weakness in market internals, and specifically, 
you mentioned several historic cross-asset correlations that are just not jiving right now and 
that’s something to be paying attention to.  

So the question is, I think for myself and for the audience members out there, is how do you 
translate this divergence in breadth and historic cross-asset correlation just not doing what it 
has been doing in the past into a hedging decision rather than just being a warning signal of 
sorts?  

TONY ZHANG: Yeah. Right now with the markets at these all-time highs, with the S&P and 
the Nasdaq so stretched to the upside, we are, by all means, from a statistical and a technical 
perspective, what we would consider overbought by pretty much all measures.  

And we’re overbought specifically where the leadership is incredibly concentrated in a small 
percentage of stocks within the S&P 500. That is really where you have the potential of a 
quick and violent pullback here to the downside, especially since the rally here over the last 
five or six weeks, if you look at the S&P 500, it’s been relatively light.  



 

And then you have the backdrop of inflation that continues to surprise to the upside with 
core inflation, even when you strip out higher energy prices, continue to reinforce this 
potential stagflation risk that we see here.  

And the market continues to behave as if the macro backdrop is stabilizing, but the reality is 
that yields are rising, rate cuts—potential rate cuts are disappearing, and the breadth is 
incredibly narrow, and oil, at the moment, still remains well above $100.  

So my view is that I’m not calling for a crash by any means. I just believe that the statistical 
chance of some form of a pullback and consolidation is increasingly higher and asymmetrical 
to the downside over the next few weeks, and right now, with the VIX below 18%, we do 
have the opportunity to potentially buy some downside protection for what is a relatively 
small percentage of the stock’s or the ETF’s value, and being able to buy a little bit of 
protection here over the next 30 days or so I think is prudent given the structure that we 
currently find ourselves in with the markets.  

So I’m looking out to the June expiration. I’m looking at buying a 745/710 put spread on SPY. 
My downside target here on SPY is around $710 because this rally that we’ve seen here over 
the last few weeks have been, like I said, incredibly narrow, incredibly thin, and there’s not a 
lot of support here on the S&P 500 until that $710 level here to the downside, which is why 
I’m targeting that 710 as the lower strike price on my put spread.  



 

Earlier today, you can pay about $7.88 for that one-month put spread, which gives you that 
downside protection into that $710 support level for just roughly 1% of the stock—of the 
ETF’s value. So you’re risking $788 per contract, which is roughly one share of SPY, which, 
with a put contract like this, gives you control of 100 shares.  

This gives you a risk-defined hedge against a pullback towards that $710 area on the S&P, 
which is where I see as some major support.  

KONSTANTIN VRANDOPULO: Tony, very well-thought-out reason and structure. Obviously, 
you’ve given us plenty of macro thoughts and market internal thoughts on why the S&P 500 
could potentially pull back. Obviously you don’t hedge because you think something is going 
to crash. You hedge because you want to continue to participate in the upside if it does 
come, but protect yourself in case the market pulls back.  

So you’re anticipating and projecting some things. This is a partial hedge all the way down to 
$710, so one of the reasons, as you mentioned, volatility, the VIX index is just shy of 18% 
annualized. Naturally, you would expect for volatility to expand if the market does draw 
down, if the sellers do force a break at some point, so insurance will become more 
expensive.  

Question about your own common approach. So when you put on a trade like this for 
hedging purposes, specifically a bear put spread, do you just fire and forget it as a sunk cost 
and let the good times roll for as long as they do? Or do you manage it somehow in practice, 
Tony, for both losses and if the market does pull back into that range at some point for 
profitability as well?  



TONY ZHANG: This is a really fantastic question, because in this particular case, because  
I’m using this as a hedge and the particular structure is actually quite favorable, my views on 
how to manage this is a little bit different than how I would normally manage a debit spread 
where I’m taking a directional view on an underlying security, like a stock where I’m taking a 
bullish view on.  

[00:11:58.28] Because, first of all, the risk-reward ratio on a hedge like this is incredibly 
favorable. I’m risking around $788 per contract to potentially make upwards of $2,700 if SPY 
is below $710 by that June 18 expiration. And keep in mind that I’m only risking 1% of the 
SPY’s value to essentially define a hedge over the next roughly 30 days or so.  

So typically with a debit structure like this, if I lose 50% of the premium that I pay, I usually 
will consider getting out of this trade at a loss and move on to the next trade, but in this 
particular case, because my hedging costs are so small relative to the total value of the ETF, 
the risk-reward is so skewed in my favor, even if, let’s say, halfway through this trade, I’m 
down 50% and the market hasn’t corrected here, I would still prefer to hold on to this hedge 
through the end of the contract.  

Maybe in the last couple of days I might consider getting out of it if there’s still some value 
left in that put spread here, but my goal is to essentially hedge against what is a very fragile 
situation where things can break at any time. You don’t know what could be the catalyst that 
breaks it, which is why my preference is to hold this.  

And because I’ve defined my risk, I’m comfortable with risking 1% of the ETF’s value, and I’m 
going to hold it generally through expiration.  

Now if we find ourselves below $710 before that June 18 expiration, we’ll have to reassess as 
to whether or not we want to simply take profits and take on—and simply look at buying the 
dip, if you will, or we want to—if, let’s say, the catalyst that drove the markets down to that 
$710 level is more concerning and that there’s more downside where I would potentially roll 
this trade into another put spread to further get downside protection here. We’ll have to see, 
depending on what drives the markets lower if we get there by that June 18 expiration.  

KONSTANTIN VRANDOPULO: Thank you for that, Tony. A very unique circumstance here, so 
I’m sure our audience, participants, and listeners appreciate that very much. Let’s take a look 
at another trade idea that you brought to the table here.  

TONY ZHANG: Yeah. Next one I want to take a look at here is probably a company that’s  
not on everyone’s radar here. It’s Sea Limited. They are essentially the Amazon of Southeast 
Asia. And the stock, if you look at a chart here, has not been doing particularly well here over 
the last, call it nine months or so.  



 

But has recently, over the last two and a half months, started to form a bottom here and 
started to break out here to the upside, and I think this is worth starting to pay attention to 
because, if you look at the company, they continue to grow their three core businesses 
relatively strong.  

You have Shopee, which is essentially, like I said, the Amazon of Southeast Asia. They 
operate predominantly around the Philippines, Thailand, Vietnam, those types of countries, 
but they have growing businesses in Taiwan and Brazil.  

And then you have [Monee], which is their fintech loan growth side of the business. So 
they’re now getting into both the e-commerce as well as the money-lending business, and 
both of those are growing substantially at the moment.  

And this is a really interesting opportunity because over the last couple of quarters, the stock 
has really started to grow in terms of margin expansion, and that’s really what makes it 
interesting because if you think about going back to Amazon, for many, many years—for 
almost two decades, Amazon didn’t really turn a profit, and they kept scaling the business.  

And that’s exactly what Shopee’s been doing, but they’re starting to focus more on 
profitability here in the last few quarters, and that’s really what I think investors are starting to 
pay attention to here right now, why the stock has stabilized and now starting to show a little 
bit of strength here to the upside.  

It is a relatively—from a valuation perspective, trading at a premium relative to its peers, but 
if you consider the fact that they’re looking to grow EPS about 20% year over year, revenue 
growth is in the 16% to 20% range, and they just generated $5.3 billion in free cash flow over 



the last 12 months, which allows them to cross $1 billion in EBITDA just in the last quarter, 
this is really what is turning this from a high-growth story to a company that’s starting to earn 
some real cash for their investors and likely going to start returning that in the form of either a 
dividend or share buybacks.  

And I think that’s what’s interesting about the recent reversal. If you look at the chart here, 
the breakout here above that $90 resistance level is what’s interesting to me. The breakout 
here has been coupled with strong volume, and I believe that we could potentially easily 
power this up into that $110 level, which is the initial upside target that I have for this stock.  

And if we can get to that $110 level, the next upside target that I have here is closer to 
around $200. So the upside potential here is relatively sizable. They just reported strong 
earnings here, and I think that is what could be the catalyst that actually turns this around 
here over the next couple of months. And if we can get above that $110 level, that’s really 
where I think the upside gets a lot more interesting.  

So the trade structure that I want to use here is I want to go out to the June 26 weekly 
expiration. I’m looking at selling the 87 puts and buying the 80 puts against that—so selling  
a put vertical here. Earlier today, you could collect about $3.20 for that credit spread, and 
what’s really interesting right now, because of the dynamics of the options market with this 
particular trade right now, you can collect $3.20 for essentially what is a $7-wide credit 
spread.  

 

So maximum risk on this is only $380 while potentially making $320. It’s very rare to see a 
credit spread give you risk-reward ratios that are that strong. Usually you’re risking close to 



around $2 for every $1 you can potentially make, but right now, the option market is giving a 
very favorable credit spread on something like this.  

Which is why I’m favoring selling options right now, especially after the earnings 
announcement has come out, the catalyst for this move substantially higher in the short run 
is lower. So my preference is to be an option seller, see if we can stabilize above that $90 
level. If we start moving higher here, then I might be potentially a buyer of some call options 
or call spreads shooting for that $200 upside over the next maybe year or so.  

KONSTANTIN VRANDOPULO: Yeah, certainly seems like something we would want to revisit 
if it stabilizes above that $90, $95 area to the upside eventually. For now, sitting somewhere 
around the $87, $88 range.  

Just a heads-up for everyone in the audience that was reviewing this one earlier today. The 
liquidity and the bid-ask spread and the options on this underlying being non-US domiciled 
is a bit wide. So understand that this is a limited risk-reward trade. So using the limit order to 
get into the position and really truly defining what you’re willing to receive as a credit is 
going to be important in order to avoid getting clipped on the entry here.  

So Tony, we have a lookback at a trade that went spectacularly well. It sounds like you have 
some management techniques to deploy.  

 

TONY ZHANG: Yeah. About a month ago, I think it was in the middle of April, I laid out a 
bullish thesis on ARM. The stock was trading around $158 at the time. We sold the May 150 
puts. Those are expiring tomorrow. We originally sold those for around $7.70 at the time. 
They’re essentially near worthless because the stock is trading around $220 now.  



 

And I think my views in terms of this particular stock remains firmly in place with regards to 
my bullish thesis. They are essentially a pick and shovel with regards to anything related to AI 
compute. Any chip that is going to be built between now and the near future that is focused 
on AI compute is built on ARM infrastructure, and they get a royalty on every single chip 
that’s made, which makes them a near monopoly in this particular space.  

So I’m rolling this particular trade. I think it’s time to buy back the puts for essentially 
worthless, or you can let those expire, and look at selling new puts on Monday next week, 
but I’m looking at buying back these puts at around $0.10, near worthless, and looking at 
rolling it out to the June expiration and selling the $200 puts.  



 

Earlier today, you could collect about $10 for those $200 puts. And this gives you the 
obligation to buy the stock at $200 if, by June expiration, the stock is below $200, but if you 
roll the credits from the current puts versus what you’ve already made on that first trade, your 
net acquisition cost on the stock, if it’s below $200, would be around $182 and change, 
which is a pretty substantial discount from where the stock is trading today.  

And this is really an opportunity where you can continue to collect the premium on high-
volatility stocks in the semiconductor space right now to your advantage and potentially  
buy these stocks at a discount if we do see a pullback here between now and that June 
expiration.  

KONSTANTIN VRANDOPULO: Yeah, Tony, we’re really going around the world today. 
Started here in the United States with SPDRs, went over to Asia with SE, and finishing out  
on ARM over in the UK and Europe. Something that I noticed on ARM, and I’m just curious 
about your thoughts, obviously this was a big winner, and you’re continuing to maintain your 
bullish bias here.  

The implied volatility came in some post-earnings. It was in the mid-90s implied vol for 30 
days out, came in into the mid-70s, and that is still significantly higher than previous post-
earnings cycle lows in vol terms. I’ve been looking at a chart going a few years back, and it 
normally bottoms out in the 45% to 50% range.  

So being at 70% implied vol post-earnings is quite a unique circumstance. I guess that’s the 
reason why you’re deciding to still maintain your sell premium stance.  



TONY ZHANG: Yeah, that’s correct. That’s part of why I’m maintaining a sell premium stance, 
but it’s also why I’m selling premium that’s a little bit further away from the current stock 
price, giving me a little bit more wiggle room.  

This was a $158 stock when we first initiated the position back in mid-April. If this gets put to 
me here at the end of June, my acquisition costs in the stock, like I said, is around $182, 
$183, which is substantially lower than where the stock is trading today because I’m 
accounting for the fact that when stock’s up, vol’s up.  

That does create a scenario where there is a higher probability of some level of consolidation 
and pullback here in the near future, and I want to account for that in the strike price 
selection of the structure even though my preference at the moment, given the elevated vol, 
is to be short vol.  

KONSTANTIN VRANDOPULO: Options give us plenty of opportunities. Tony, thank you so 
much for bringing us new and thoughtful trade ideas today. We appreciate it very much.  

TONY ZHANG: Thank you so much, KV, it’s great to be here.  

KONSTANTIN VRANDOPULO: Thank you to all of our viewers for tuning in and watching. A 
reminder that the Trading Strategy Desk does have a follow-up question-and-answer session 
specifically dedicated to the show. It’s every Friday at 1:30 Eastern Standard Time. You can 
find it by going to Fidelity.com/InTheMoneyFollowUp. You can find everything else that the 
Trading Strategy Desk does by going very simply to Fidelity.com/Coaching.  

And if you’re looking for further insights from Fidelity Investments, don’t forget to  
sign up for the Active Investor newsletter from Fidelity Investments by going to 
Fidelity.com/ActiveInvestorWeekly. We will see you again next week. Take care,  
everybody. Until then, good luck.  

 



Tune in tomorrow for more details on this 
week’s trade ideas.

Fidelity.com/InTheMoneyFollowUp
1:30–2:00 p.m. ET

Sign up for more tips and insights from our team.

Fidelity.com/ActiveInvestorWeekly



TLT (iShares 20+ Year Treasury Bond ETF)

NAV Return Market Return

1 Year -0.44% -0.48%

3 Year -2.71% -2.78%

5 Year -5.55% -5.54%

10 Year -1.35% -1.36%

Life +3.68% +3.68%

Quarter-End Average Annual Total Returns as of 03/31/2026

The performance data featured represents past performance, 
which is no guarantee of future results. Investment return and 
principal value of an investment will fluctuate; therefore, you 
may have a gain or loss when you sell your shares. Current 
performance may be higher or lower than the performance data 
quoted.

All Life of Fund returns are as of 07/22/2002. Market returns are based on 
the closing price on the listed exchange at 4 p.m. ET and do not represent 
the returns an investor would receive if shares were traded at other times.

Gross Expense Ratio: 0.15%

Average annual total returns are historical and include change in share 
value and reinvestment of dividends and capital gains, if any. Cumulative 
total returns are reported as of the period indicated. Life of fund figures 
are reported as of the commencement date to the period indicated. Since 
ETFs are bought and sold at prices set by the market - which can result in 
a premium or discount to NAV- the returns calculated using market price 
(market return) can differ from those calculated using NAV (NAV return).

Top 10 (43.18% of total holdings as of 04/30/2026)

-- United States Treasury Bonds 4.125% 4.63%

-- United States Treasury Bonds 4.75% 4.61%

-- United States Treasury Bonds 4.75% 4.57%

-- United States Treasury Bonds 1.875% 4.54%

-- United States Treasury Bonds 4.625% 4.50%

-- United States Treasury Bonds 4.25% 4.30%

-- United States Treasury Bonds 2.0% 4.18%

-- United States Treasury Bonds 4.25% 4.08%

-- United States Treasury Bonds 3.625% 3.94%

-- United States Treasury Bonds 4.625% 3.84%



RSP (Invesco S&P 500 Eql Wght ETF)

NAV Return Market Return

1 Year +12.65% +12.64%

3 Year +11.71% +11.72%

5 Year +8.04% +8.02%

10 Year +11.22% +11.22%

Life +10.94% +10.94%

Quarter-End Average Annual Total Returns as of 03/31/2026

The performance data featured represents past performance, 
which is no guarantee of future results. Investment return and 
principal value of an investment will fluctuate; therefore, you 
may have a gain or loss when you sell your shares. Current 
performance may be higher or lower than the performance data 
quoted.

All Life of Fund returns are as of 04/24/2003. Market returns are based on 
the closing price on the listed exchange at 4 p.m. ET and do not represent 
the returns an investor would receive if shares were traded at other times.

Gross Expense Ratio: 0.20%

Average annual total returns are historical and include change in share 
value and reinvestment of dividends and capital gains, if any. Cumulative 
total returns are reported as of the period indicated. Life of fund figures 
are reported as of the commencement date to the period indicated. Since 
ETFs are bought and sold at prices set by the market - which can result in 
a premium or discount to NAV- the returns calculated using market price 
(market return) can differ from those calculated using NAV (NAV return).

Top 10 (3.16% of total holdings as of 04/30/2026)

INTC Intel Corp 0.38%

STX Seagate Technology Holdings PLC 0.34%

AMD Advanced Micro Devices Inc 0.33%

ON ON Semiconductor Corp 0.33%

SNDK SanDisk Corp Ordinary Shares 0.32%

WDC Western Digital Corp 0.31%

CIEN Ciena Corp 0.30%

MPWR Monolithic Power Systems Inc 0.29%

CNC Centene Corp 0.29%

NXPI NXP Semiconductors NV 0.28%



SPY (State Street SPDR S&P 500 ETF Trust)

NAV Return Market Return

1 Year +17.68% +17.59%

3 Year +18.18% +18.19%

5 Year +11.96% +11.94%

10 Year +14.06% +14.06%

Life +10.46% +10.43%

Quarter-End Average Annual Total Returns as of 03/31/2026

The performance data featured represents past performance, 
which is no guarantee of future results. Investment return and 
principal value of an investment will fluctuate; therefore, you 
may have a gain or loss when you sell your shares. Current 
performance may be higher or lower than the performance data 
quoted.

All Life of Fund returns are as of 01/22/1993. Market returns are based on 
the closing price on the listed exchange at 4 p.m. ET and do not represent 
the returns an investor would receive if shares were traded at other times.

Gross Expense Ratio: 0.09%

Average annual total returns are historical and include change in share 
value and reinvestment of dividends and capital gains, if any. Cumulative 
total returns are reported as of the period indicated. Life of fund figures 
are reported as of the commencement date to the period indicated. Since 
ETFs are bought and sold at prices set by the market - which can result in 
a premium or discount to NAV- the returns calculated using market price 
(market return) can differ from those calculated using NAV (NAV return).

Top 10 (38.43% of total holdings as of 04/30/2026)

NVDA NVIDIA Corp 7.85%

AAPL Apple Inc 6.45%

MSFT Microsoft Corp 4.90%

AMZN Amazon.com Inc 4.19%

GOOGL Alphabet Inc Class A 3.63%

AVGO Broadcom Inc 3.20%

GOOG Alphabet Inc Class C 2.89%

META Meta Platforms Inc Class A 2.17%

TSLA Tesla Inc 1.74%

BRK/B Berkshire Hathaway Inc Class B 1.41%



Before investing in any exchange-traded fund, you should consider its investment objectives, risks, charges, and 
expenses. Contact Fidelity for a prospectus, an offering circular, or, if available, a summary prospectus containing this 
information. Read it carefully.

Past performance is no guarantee of future results.
Options trading entails significant risk and is not appropriate for all investors. Certain complex options strategies carry additional risk. Before trading 
options, contact Fidelity Investments by calling 800-544-5115 to receive a copy of Characteristics and Risks of Standardized Options. Supporting 
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as compared with a single option trade.

Foreign investments involve greater risks than U.S. investments, including political and economic risks and the risk of currency fluctuations, all of which 
may be magnified in emerging markets.
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CHAPTER I 

INTRODUCTION 

This booklet relates solely to options issued by The 
Options Clearing Corporation ("OCC"), and all refer­
ences to "options" in this booklet are applicable only 
to such options. As of the date of this booklet, options 
are traded on the United States markets listed on the 
inside front cover page and on the European Options 
Exchange in Amsterdam, The Netherlands. In the fu­
ture, options may be traded on other markets within or 
outside the United States. The markets on which op­
tions are traded at any given time are referred to in this 
booklet as the "options markets." 

OCC is a registered clearing agency, and each U.S. 
options market is a national securities exchange, that 
is subject to regulation by the Securities and Exchange 
Commission ("SEC") under the Securities Exchange 
Act of 1934. Foreign options markets, and their mem­
bers, are not generally subject to regulation by the 
SEC or to the requirements of the securities or other 
laws of the U.S. and may not be subject to the jurisdic­
tion of U.S. courts. 

What is an option? An option is the right either to 
buy or to sell a specified amount or value of a particular 
underlying interest at a fixed exercise price by exercis­
ing the option before its specified expiration date. An 
option which gives a right to Q!,!Y is a call option, and an 
option which gives a right to sell is a .P!:!! option. Calls 
and puts are distinct types of options, and the buying 
or selling of one type does not involve the other. 

EXAMPLE: An option to Q!,!Y 100 shares of com­
mon stock of the XYZ Corporation at a specified exer­
cise price would be an XYZ call option. An option to 
sell 100 shares of common stock of the XYZ Corpora­
tion at a specified exercise price would be an XYZ .P!:!! 
option. 

There are two different kinds of options-physical 
delivery options and cash-settled options. A physical 
delivery option gives its owner the right to receive 
physical delivery (if it is a call), or to make physical 
delivery (if it is a put), of the underlying interest when 
the option is exercised. A cash-settled option gives its 
owner the right to receive a cash payment based on 



the difference between a determined value of the un­
derlying interest at the time the option is exercised and 
the fixed exercise price of the option. A cash-settled 
call conveys the right to receive a cash payment if the 
determined value of the underlying interest at exer­
cise-this value is known as the exercise settlement 
value-exceeds the exercise price of the option, and a 
cash-settled f1.!:!! conveys the right to receive a cash 
payment if the exercise settlement value is less than 
the exercise price of the option. 

Each options market selects the underlying interests 
on which options are traded on that market. Options 
are currently available covering four types of underly­
ing interests: equity securities, stock indexes, govern­
ment debt securities, and foreign currencies. Options 
on other types of underlying interests may become 
available in the future. 

Most options have standardized terms-such as the 
nature and amount of the underlying interest, the expi­
ration date, the exercise price, whether the option is a 
call or a put , whether the option is a physical delivery 
option or a cash-settled option, the manner in which 
the cash payment and the exercise settlement value of 
a cash-settled option are determined, the multiplier of 
a cash-settled option, the style of the option, whether 
the option has automatic exercise provisions, and ad­
justment provisions. These standardized terms are 
generally described in Chapter II. Each U.S. options 
market publishes specification sheets setting forth the 
particular standardized terms of the options traded on 
that options market. {The options markets may also 
provide for trading in options whose terms are not all 
fixed in advance. Rather, subject to certain limitations, 
the parties to transactions in these options may desig­
nate certain of the terms. These flexibly structured op­
tions are discussed in Chapter VII of this booklet.) 

Options having the same standardized terms are 
identical and comprise an options series. The stand­
ardization of terms makes it more likely that there will 
be a secondary market in which holders and writers of 
options can close out their positions by offsetting sales 
and purchases. By selling an option of the same series 
as the one he bought, or buying an option of the same 
series as the one he wrote, an investor can close out 
his position in that option at any time there is a func­
tioning secondary options market in options of that 
series. 

In some instances, options of the same series may 
be traded on more than one options market at the 
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APRIL 2007
SUPPLEMENT

The February 1994 edition of the booklet entitled
Characteristics and Risks of Standardized Options (the
‘‘booklet’’) is amended as provided below. The changes
pertain to non-rate modified cash-settled foreign cur-
rency options and rate-modified cash-settled foreign cur-
rency options. This supplement supersedes and
replaces the January 2007 supplement.

On page 38, the second paragraph under the head-
ing ‘‘Special Features of Dollar-Denominated Foreign Cur-
rency Options’’ is deleted and replaced with the following:

NON-RATE-MODIFIED CASH-SETTLED
FOREIGN CURRENCY OPTIONS

Exercise prices for currently available dollar-denom-
inated options on foreign currencies (other than
rate-modified currency options, as described below) are
stated in units of U.S. currency (e.g., cents or hundredths
of a cent) per unit of foreign currency. In order to deter-
mine the total exercise price per contract, it is necessary
to know the unit of U.S. currency used for options on the
particular foreign currency, and to multiply the stated
exercise price by the unit of trading for such options. For
example, at the date of this booklet, dollar-denominated
British pound options are expressed in U.S. cents per
unit, and dollar-denominated Japanese yen options are
expressed in hundredths of U.S. cents per unit.

On page 38, the following is inserted immediately
following the second ‘‘EXAMPLE’’ at the end of the page:

Readers should note, however, that certain
exchanges may express exercise prices in other uncon-
ventional ways. For example, an exercise price stated as
$100.50 may in reality mean $1.0050. Readers need to
be sure they fully understand the various conventions
used by the exchanges on which they trade in quoting
exercise prices.

On page 39, the second paragraph is deleted and
replaced with the following:

Premiums for currently available dollar-denominated
options on foreign currencies (other than rate-modified cur-
rency options, as described below) are expressed in units
of U.S. currency per unit of foreign currency. In order to
calculate the cost of the option, it is necessary to know the
unit of U.S. currency used for options on the particular
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foreign currency. For example, at the date of this booklet,
premiums for currently available dollar-denominated Swiss
franc options are expressed in U.S. cents, and premiums
for currently available dollar-denominated Japanese yen
options are expressed in hundredths of U.S. cents.

On page 39, the following are deleted: (a) the sen-
tence immediately following the first ‘‘EXAMPLE,’’ (b) the
second ‘‘EXAMPLE,’’ and (c) the sentence immediately
following the second ‘‘EXAMPLE.’’

On page 39, the following is inserted immediately
before the last paragraph:

Readers should note, however, that certain
exchanges may express premiums in other unconven-
tional ways. Readers need to be sure they fully under-
stand the various conventions used by the exchanges on
which they trade in quoting premiums.

The first paragraph under the heading ‘‘Cash-Settled
Foreign Currency Options,’’ which is the last paragraph
on page 43, is deleted and the following sentence is
added at the beginning of the first paragraph on page 44:

At the date of this booklet, dollar-denominated
cash-settled foreign currency options have also been
approved for trading.

The last four paragraphs on page 44 are deleted and
replaced with the following:

EXAMPLE: If the exercise price of a cash-settled,
dollar-denominated call option on euros is $1.2500 per
euro, the exercise settlement value of the euro is deter-
mined to be $1.2607 and the option covers 10,000 euros,
then the cash settlement amount for the option will be
($1.2607 � $1.2500) � 10,000 = $107.00.

Cash-settled foreign currency options may be auto-
matically exercised on the expiration date if in the money
or if in the money by a certain amount. See the discus-
sion in Chapter VIII under ‘‘How to Exercise.’’

The exercise settlement value for cash-settled foreign
currency options will be based on an exchange rate for
the underlying foreign currency from a source selected
by the market on which the options trade as set forth in
exchange rules. In the case of rate-modified foreign cur-
rency options, the options market on which the options
are traded would calculate and disseminate the underly-
ing rate. In either case this rate may be based on a rate
announced by the Federal Reserve Bank of New York, bid
and offer quotations from a sampling of participants in the
interbank spot market for the underlying foreign currency,
the rate reported by a recognized pricing service, or some
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other widely-available rate. The time as of which the exer-
cise settlement value is calculated and the method of
calculation are determined by the options market on
which the options are traded and may be changed by it at
any time. Any such change may be made applicable to
options outstanding at the time of the change.

If OCC determines that the exercise settlement
value of the underlying foreign currency for any series of
cash-settled foreign currency options is unreported,
inaccurate, unreliable, unavailable, or inappropriate for
purposes of calculating the cash settlement amount of
such series, OCC has the authority to suspend the settle-
ment obligations of the exercising and assigned Clearing
Members of options of such series or to fix the cash
settlement amount for exercised options of such series or
to do both. In the event of such a suspension, OCC will fix
a new settlement date after OCC determines that the
exercise settlement value is available or after OCC fixes
the cash settlement amount.

If OCC determines to fix the cash settlement
amount, it will act through an adjustment panel that will
use its judgment as to what is appropriate for the protec-
tion of investors and the public interest. For a description
of adjustment panels, see ‘‘Adjustment and Adjustment
Panels’’ in Chapter II. The panel may fix the cash settle-
ment amount using the reported price or value of the
underlying foreign currency at such time, or representing
a combination or average of prices or values at such time
or times, and reported in such manner, as the panel
deems appropriate.

If an adjustment panel delays fixing a cash settle-
ment amount for a series of cash-settled foreign currency
options past the last trading day before expiration of that
series, normal expiration exercise procedures will not
apply to the affected series. Instead, exercise settlement
will be postponed until the next business day following
the day when the adjustment panel fixes the cash settle-
ment amount, and each long position in the affected
series will be treated as having been exercised if the cash
settlement amount per contract for that series is $1.00 or
more. If the cash settlement amount per contract is less
than $1.00, the option will be treated as having expired
unexercised. As a result of these procedures, holders of
expiring cash-settled foreign currency options may not
know whether their options have been exercised, and
writers of such options may not know whether they have
been assigned an exercise, until after the expiration date.
An adjustment panel’s determinations shall be conclu-
sive, binding on all investors, and not subject to review.
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RATE-MODIFIED CASH-SETTLED
FOREIGN CURRENCY OPTIONS

A rate-modified currency option is a type of foreign
currency option that may be thought of as an option on
an underlying exchange rate between two currencies.
The holder of a rate-modified currency option receives in
U.S. dollars the difference between the modified rate and
the exercise price multiplied by a multiplier (e.g.,
USD $100). In this respect, rate-modified currency
options resemble cash-settled index options where the
index is an exchange rate between two currencies.
Exchange rates in the spot market are expressed as the
number of units of one currency (‘‘currency 1’’) required
to purchase a single unit of a second currency (‘‘cur-
rency 2’’), and for each pairing of the world’s major cur-
rencies, there is a convention as to which currency is
currency 1 and which is currency 2. You should be aware
that the exchange rates underlying rate-modified cur-
rency options may or may not be stated in the same way
that they are conventionally quoted in the spot market.
For example, exchange rates between the U.S. dollar and
the euro are generally quoted as the number of dollars
required to purchase a single euro; but the rate underly-
ing a rate-modified currency option could be stated as
the number of euros required to purchase a single dollar.
You should therefore be certain that you understand the
meaning of an underlying exchange rate.

In the case of rate-modified currency options, the
underlying exchange rate may be multiplied by a
‘‘rate-modifier,’’ such as 1, 10 or 100, to create an under-
lying value that more closely resembles a conventional
index value. Exercise prices would, of course, also be
expressed in terms of the rate-modified values.

EXAMPLE: A rate-modifier of 100 may be applied to
the exchange rate between U.S. dollars (‘‘USD’’) and
Swiss francs (‘‘CHF’’) in order to obtain the underlying
exchange rate for USD/CHF rate-modified currency
options. If the current exchange rate in the USD/CHF
spot market is 1.24 Swiss francs per dollar, the current
rate-modified exchange rate would be stated as
(1.24 � 100) = 124. For example, an exercise price of
1.25 Swiss francs per dollar would be expressed as 125.

As in the case of an index option, the premiums and
exercise settlement values of rate-modified currency
options are determined using a multiplier, e.g., USD $100.

EXAMPLE: A rate-modified USD/CHF call option has
an exercise price of 125. The USD/CHF exchange rate in
the spot market at the time the exercise settlement value is
fixed is 1.27 Swiss francs per dollar, meaning that the
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underlying rate-modfied value is (1.27 � 100) = 127. The
option is in the money. The exercise settlement value of
the option is (127 � 125) � $100 = $200.

Do not confuse the rate-modifier with the multiplier.
They serve different purposes and may or may not have
the same numeric value.

EXAMPLE: Assume that the exchange rate underly-
ing a rate-modified call option on the exchange rate
between the U.S. dollar and the Mexican peso is stated
as Mexican pesos per U.S. dollar (USD/MXN). The
rate-modifier could be 10 and the multiplier could be
$100. If the exercise price of the option is 11 Mexican
pesos per U.S. dollar, it is stated as 11 � 10 = 110. If the
underlying exchange rate is 11.2 at the time the option is
exercised, the exercise settlement value is (112 �
110) � $100 = $200.

Note that, as in the case of index options, the multi-
plier determines the cash value of an option that is in the
money by a specified amount. Like index options, and
unlike other cash-settled currency options, a
rate-modified currency option has no unit of trading—it
does not relate to a specified quantity of an underlying
currency.

The multiplier is also used in determining the total
premium for a rate-modified currency option. For exam-
ple, if a premium is quoted as .50 and the multiplier is
$100, the total premium for a single option is $50.

The paragraph numbered 12 on page 87 is deleted.
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MAY 2007
SUPPLEMENT

The February 1994 edition of the booklet entitled
Characteristics and Risks of Standardized Options (the
‘‘Booklet’’) is amended as follows to reflect certain
changes in OCC’s rules as well as the rules of certain
options markets.

The changes in Part I reflect modifications made to
the definition of ‘‘ordinary cash dividend or distribution’’
(i.e., cash dividends and distributions for which no
adjustment is made). The changes in Part II reflect
changes made to eliminate the need to round adjusted
exercise prices in certain circumstances and to provide
more precise compensation for fractional shares elimi-
nated by rounding.

Parts III-V of this Supplement supersede and
replace the February 2003 Supplement to the Booklet.
Part III pertains to options on interests in investment com-
panies and similar entities. Part IV pertains to special
exercise settlement procedures or restrictions that may
be imposed upon the occurrence of certain extraordinary
events. Part V discloses that a registration statement and
prospectus for the options covered by the Booklet are no
longer available.

Part VI pertains to an expansion of OCC’s authority
to adjust the multiplier for yield-based Treasury options
and to fix the cash settlement amount for such options in
certain circumstances. Part VII reflects the adoption of
rules by certain options markets that permit, in very lim-
ited circumstances, the cancellation or adjustment of a
transaction entered into at a premium based on an erro-
neously reported value for the underlying interest.
Part VIII, which supersedes paragraph 1 of the
March 2000 Supplement to the Booklet, pertains to the
acceleration of the expiration date of options on equity
securities in certain circumstances.

Part I. Definition of Ordinary Cash
Dividend or Distribution.

The fourth paragraph on page 19 is amended to
read as follows:

As a general rule, no adjustment is made for ordinary
cash dividends or cash distributions. A cash dividend or
distribution announced prior to February 1, 2009, will gener-
ally be considered ‘‘ordinary’’ unless it exceeds 10% of the
aggregate market value of the underlying security out-
standing as of the close of trading on the declaration
date. The same rule will continue to apply on and after that
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date with respect to options series designated by OCC
as ‘‘grandfathered’’ for purposes of this rule (i.e., series
opened prior to publication of this Supplement that
remain outstanding on February 1, 2009). In the case of
all other options series, a cash dividend or distribution
announced on or after February 1, 2009, will generally be
considered ‘‘ordinary,’’ regardless of size, if OCC
believes that it was declared pursuant to a policy or prac-
tice of paying such dividends or distributions on a quar-
terly or other regular basis (and no adjustment will nor-
mally be made for any cash dividend or distribution that
amounts to less than $12.50 per contract). As an excep-
tion to the general rule, options on fund shares will gener-
ally be adjusted for capital gains distributions even if
made on a regular basis, and adjustments may be made
for certain other distributions in respect of fund shares in
special circumstances described in OCC’s rules, pro-
vided in each case that the amount of the adjustment
would be $.125 or more per fund share. Determinations
whether to adjust for cash dividends or distributions not
covered by the preceding rules, or when other special
circumstances apply, are made on a case-by-case basis.

Part II. Adjustment of Exercise Prices.
The first seven paragraphs on page 20 of the Booklet

are deleted in their entirety, and the following material is
inserted in lieu thereof.

Stock dividends, stock distributions and stock splits
may result in an adjustment of the number of options
held or written or the number of underlying shares, and in
some cases may also result in an adjustment of the exer-
cise price.

Stock Options with Exercise Prices Stated in
Fractions

As of the date of this Supplement, exercise prices
for stock options are stated in points and fractions of a
point (e.g., 203⁄8 or 301⁄2). The smallest fraction is 1⁄8. The
following adjustment rules apply to any series of stock
options whose exercise price is stated in points and frac-
tions of a point:

As a general rule, a 2 for 1 or a 4 for 1 stock split,
stock distribution or stock dividend will result in the num-
ber of outstanding options being proportionately
increased and the exercise price being proportionately
decreased.

EXAMPLE: Before a 2 for 1 stock split, an investor
holds an option on 100 shares of XYZ stock with an
exercise price of $60. After adjustment for the split, he will
hold two XYZ options, each on 100 shares and each with
an exercise price of $30.

A stock dividend, stock distribution or stock split
other than a 2 for 1 or a 4 for 1 distribution or split will
normally result in an adjustment in the number of shares
deliverable upon exercise, while the aggregate exercise
price for the contract remains unchanged.
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EXAMPLE: An investor holds a call option covering
100 shares of XYZ stock with an exercise price of $50
resulting in an aggregate exercise price for the contract
of $5,000 ($50 � 100). After a 3 for 2 split, the deliverable
could be increased to 150 shares while the nominal exer-
cise price remained $50. In that case, upon exercise of
the adjusted option, the investor would still pay $5,000
($50 � 100, not $50 � 150), but would receive
150 shares of XYZ stock instead of 100.

Note in the preceding example that, although the
number of shares deliverable was adjusted to be 150, the
number by which the unadjusted exercise price of $50
was multiplied to determine the total exercise price con-
tinued to be 100 rather than 150. Similarly, premium quo-
tations would continue to be multiplied by 100 to obtain
the total premium to be paid for a single option.

Stock Options with Exercise Prices Stated in
Decimals

In the future, the exchanges may introduce stock
options with exercise prices stated in points and
decimals (e.g., 20.15 or 30.80). The following adjustment
rules would apply to any series of stock options whose
exercise price is stated in points and decimals:

When a stock distribution, stock split or stock divi-
dend results in the issuance of one or more whole shares
of stock for each outstanding share—such as a 2 for 1 or
a 3 for 1 stock split—as a general rule the number of
underlying shares will not be adjusted. Instead, the num-
ber of outstanding options will be proportionately
increased and the exercise price will be proportionately
decreased. (See the example of a 2 for 1 stock split under
‘‘Stock Options with Exercise Prices Stated in Fractions’’
above.)

Other stock dividends, stock distributions and stock
splits may result in an adjustment in the number of under-
lying shares and the exercise price.

EXAMPLE: An investor bought an XYZ 50 option—
either a call or a put—and XYZ Corporation subsequently
effected a 3 for 2 stock distribution. Instead of covering
100 shares of stock at an exercise price of $50 a share,
each outstanding option could be adjusted to cover
150 shares at an exercise price of $33.33 per share. The
aggregate exercise price remains substantially the same
before and after the adjustment ($50 � 100 = $5,000
and $33.33 � 150 = $4,999.50).

All Stock Options
As a general rule, adjustments in exercise prices are

rounded to the nearest exercise price increment (1⁄8 or one
cent, as the case may be), and adjustments in the number
of underlying shares are rounded down to eliminate frac-
tional shares. In the latter case, the property deliverable
upon exercise may be adjusted to include the value of the
eliminated fractional share, as determined by OCC.
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Note that in the preceding example where the exer-
cise price of the adjusted XYZ option was rounded down,
the exercising put holder or assigned call writer would
lose $.50 as a result of the rounding. Rounding up could
result in losses to exercising call holders and assigned
put writers.

A reverse stock split, combination of shares, or simi-
lar event will generally result in an adjustment in the
number of shares deliverable upon exercise, while the
aggregate exercise price remains unchanged.

EXAMPLE: An investor holds a call option covering
100 shares of XYZ stock with an exercise price of 50
resulting in an aggregate exercise price for the contract
of $5,000 ($50 � 100). After a 1 for 10 reverse split, the
deliverable could be reduced to 10 shares while the nom-
inal exercise price remained $50. In that case, upon exer-
cise of the adjusted option, the investor would still pay
$5,000 ($50 � 100, not $50 � 10), but would receive
10 shares of XYZ stock instead of 100.

As a general rule, no adjustment is made for ordi-
nary stock dividends or distributions. A stock dividend or
distribution will generally be considered ‘‘ordinary’’ if
(i) the number of shares distributed does not exceed 10%
of the number of shares outstanding on the declaration
date and (ii) it is declared pursuant to a policy or practice
of paying such dividends or distributions on a quarterly
basis.

Distributions of property other than the underlying
security may result in the adjustment of outstanding
options to include the distributed property.

Part III. Options on Fund Shares.
To reflect a broadening of the definition of ‘‘fund

shares,’’ the Booklet is amended as follows:
The first full paragraph on page 2 of the Booklet is

amended to read:
Each options market selects the underlying inter-

ests on which options are traded on that market. Options
are currently available covering four types of underlying
interests: equity securities (which term includes ‘‘fund
shares’’ described in Chapter III), stock indexes, govern-
ment debt securities, and foreign currencies. Options on
other types of underlying interests may become available
in the future.

The first paragraph of Chapter III, appearing on
page 18 of the Booklet, is amended to read:

The term ‘‘stock options’’ is used broadly in this
Booklet to include not only options on common stocks
but also options on all other types of equity securities,
such as limited partnership interests, ‘‘American Deposi-
tary Receipts’’ and ‘‘American Depositary Shares’’ repre-
senting interests in foreign entities, preferred stocks, and
fund shares. The term ‘‘fund shares’’ includes interests in
exchange-traded funds and other entities holding or trad-
ing in one or more types of investments, and as used in
this Booklet the term ‘‘equity securities’’ includes fund
shares.
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The first paragraph under the caption ‘‘FEATURES
OF STOCK OPTIONS’’ on page 18 of the Booklet is
amended to read:

As a general rule, a single stock option covers
100 shares of the underlying security, although in the
case of options covering fund shares, options covering
100 or 1000 shares may be available. Other stock
options departing from the general rule may be intro-
duced in the future. The number of underlying shares
covered by any stock option may be adjusted after the
option is issued if certain events occur, as described
below.

The fourth paragraph on page 19 of the Booklet is
amended as set forth in Part I of this Supplement.

Part IV. Special Exercise Settlement
Procedures/Restrictions.

Three new paragraphs are added on page 78 of the
Booklet at the end of the section headed ‘‘8.’’ The new
paragraphs read:

If OCC determines that the primary market(s) for
one or more component securities of an underlying index
did not open or remain open for trading, or that the com-
ponent security or securities did not open or remain open
for trading on the primary market(s), on a trading day at
or before the time when the exercise settlement value for
that trading day would ordinarily be determined, or that a
current index value or other price or value needed to
calculate the exercise settlement value for an index
option is otherwise unreported, inaccurate, unreliable,
unavailable or inappropriate for purposes of calculating
the cash settlement amount, then OCC may suspend
settlement obligations for exercised and assigned con-
tracts of the affected series. In the event of such a sus-
pension, OCC will fix a new settlement date after OCC
determines that the exercise settlement value is available
or after OCC fixes the exercise settlement value.

If OCC determines to fix the exercise settlement
value, it will act through an adjustment panel that will use
its judgment as to what is appropriate for the protection
of investors and the public interest. For a description of
adjustment panels, see ‘‘Adjustment and Adjustment
Panels’’ in Chapter II. The panel may fix the exercise
settlement value using the reported price or value of the
relevant security or securities or index (i) at the close of
regular trading hours (as determined by OCC) on the last
preceding trading day for which a price or value was
reported by the reporting authority, or (ii) at the opening
of regular trading hours (as determined by OCC) on the
next trading day for which a price or value was reported
by the reporting authority. Alternatively, the panel may fix
the exercise settlement value using a price or value for
the relevant security or securities or index, or using a
combination or average of such prices or values, at or
during such time or times that the panel sees fit.
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If an adjustment panel delays fixing an exercise set-
tlement value for a series of index options past the last
trading day before expiration of that series, normal expi-
ration exercise procedures will not apply to the affected
series. Instead, exercise settlement will be postponed
until the next business day following the day when the
adjustment panel fixes the exercise settlement value, and
each long position in the affected series will be treated as
having been exercised if the exercise settlement amount
per contract for that series is $1.00 or more. If the exer-
cise settlement amount per contract is less than $1.00,
the option will be treated as having expired unexercised.
As a result of these procedures, holders of expiring index
options may not know whether their options have been
exercised, and writers of such options may not know
whether they have been assigned an exercise notice,
until after the expiration date. An adjustment panel’s
determinations shall be conclusive, binding on all inves-
tors, and not subject to review.

The first paragraph on page 41 of the Booklet is
amended to read:

If OCC should determine that foreign governmental
restrictions or taxes would prevent the orderly settlement
of delivery foreign currency option exercises or would
result in undue burdens on OCC or its Clearing Mem-
bers, OCC has the authority to impose special exercise
settlement procedures. These could range from techni-
cal changes in delivery procedures to the fixing of U.S.
dollar settlement prices. If special exercise settlement
procedures are imposed, investors may determine the
nature of such procedures from their brokers.

The last paragraph on page 53 of the Booklet is
amended to read:

In certain unusual circumstances, an event may
threaten to reduce the available supply of an underlying
security to a level insufficient to allow settlement if all of
the outstanding option contracts for the affected security
were exercised. This could happen, for example, in the
event of a successful tender offer for all or substantially
all of the outstanding shares of an underlying security or
if trading in an underlying security were enjoined or sus-
pended. If OCC in its discretion determines that a situa-
tion of that type exists, OCC may impose special exercise
settlement procedures. These special procedures, appli-
cable only when an assigned call writer or an exercising
put holder is unable to obtain the underlying security,
may involve the suspension of the settlement obligations
of the holder and writer and/or the fixing of cash settle-
ment prices in lieu of delivery of the underlying security.
When special exercise settlement procedures are
imposed, OCC will announce to its Clearing Members
how settlements are to be handled. Investors may obtain
that information from their brokerage firms.
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On page 61 of the Booklet, the second paragraph of
the section headed ‘‘5.’’ is amended to read:

Exercise restrictions imposed by OCC and the
options markets affecting cash-settled options generally
cannot be continued in effect beyond the opening of
business on the last trading day before their expiration.
Such exercise restrictions affecting physical delivery
options generally cannot be continued beyond the open-
ing of business on the tenth business day before their
expiration.

Part V. Exemption of Standardized Options from
1933 Act Registration.

Effective January 2, 2003, the SEC exempted stan-
dardized options issued by a registered clearing agency
and traded on a registered national securities exchange
or association from the Securities Act of 1933, except for
the antifraud provisions of Section 17 of that Act. Effec-
tive January 10, 2003, the SEC approved an amendment
to OCC’s most recent registration statement under that
Act terminating the registration of all unsold put and call
options. As a result of these actions, the standardized
options covered by this Booklet are no longer required to
be registered under that Act; an OCC registration state-
ment will no longer be available for inspection at OCC’s
office; and copies of an OCC prospectus for standard-
ized options will no longer be available from OCC or the
U.S. options markets.

Part VI. Yield-Based Treasury Options.
The second full paragraph on page 34 is replaced

with the following paragraph:
If the U.S. Department of the Treasury ceases to

issue, or changes the terms or the schedule of issuance
of, Treasury securities on which underlying yields are
based, an adjustment panel has discretion to adjust the
terms of the series by substituting other Treasury securi-
ties or to make such other adjustment as the adjustment
panel may determine. If the options market on which a
particular yield-based option is traded should increase or
decrease the multiplier for the option, the adjustment
panel has discretion to adjust outstanding options
affected by the change by proportionately consolidating
or subdividing them or by taking other action.

The paragraph numbered 9. on page 82 is replaced
with the following:

9. If OCC determines that the exercise settlement
value of the underlying yield for any series of yield-based
options is unreported, inaccurate, unreliable, unavailable, or
inappropriate for purposes of calculating the cash settle-
ment amount of such series, OCC has the authority to sus-
pend the settlement obligations of the exercising and
assigned Clearing Members of options of such series or to
fix the cash settlement amount for exercised options of such
series or to do both. In the event of such a suspension, OCC
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will fix a new settlement date after OCC determines that
the exercise settlement value is available or after OCC
fixes the cash settlement amount.

If OCC determines to fix the cash settlement
amount, it will act through an adjustment panel that will
use its judgment as to what is appropriate for the protec-
tion of investors and the public interest. For a description
of adjustment panels, see ‘‘Adjustment and Adjustment
Panels’’ in Chapter II. The panel may fix the cash settle-
ment amount using the reported value of the underlying
yield (i) at the close of regular trading hours (as deter-
mined by OCC) on the last preceding trading day for
which such a value was reported by the reporting author-
ity or (ii) at the opening of regular trading hours (as deter-
mined by OCC) on the next trading day for which such a
value was reported by the reporting authority. Alterna-
tively, the panel may fix the cash settlement amount
using the value for the underlying yield, or using a combi-
nation or average of such values, at or during such time
or times that the panel sees fit.

If an adjustment panel delays fixing a cash settle-
ment amount for a series of yield-based options past the
last trading day before expiration of that series, normal
expiration exercise procedures will not apply to the
affected series. Instead, exercise settlement will be post-
poned until the next business day following the day when
the adjustment panel fixes the cash settlement amount,
and each long position in the affected series will be
treated as having been exercised if the cash settlement
amount per contract for that series is $1.00 or more. If the
cash settlement amount per contract is less than $1.00,
the option will be treated as having expired unexercised.
As a result of these procedures, holders of expiring yield-
based options may not know whether their options have
been exercised, and writers of such options may not
know whether they have been assigned an exercise
notice, until after the expiration date. An adjustment
panel’s determinations shall be conclusive, binding on all
investors, and not subject to review.

Part VII. Erroneously Reported Index Levels.
The paragraph numbered 5. on page 76 is replaced

with the following paragraph, which omits a statement
that a person who buys or sells an index option at a
premium based on an erroneously reported index level is
bound by the trade and has no remedy. The omission
reflects the adoption of rules by certain options markets
that permit, in very limited circumstances, the cancella-
tion or adjustment of a transaction entered into at a pre-
mium based on an erroneously reported value for the
underlying interest:

5. Holders and writers of index options generally
bear the risk that the reported current index level may be
in error. Persons who exercise cash-settled index options
or are assigned exercises based on erroneously reported
index levels will ordinarily be required to make settlement
based on the exercise settlement value as initially
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reported by the official source of the index, even if a
corrected value is subsequently announced. References
herein to index values ‘‘as initially reported’’ refer to the
values initially reported by the source of the index as
definitive, and not to any tentative or preliminary values
that may be announced at an earlier time subject to
adjustment. In extraordinary circumstances (e.g., where
an exercise settlement value as initially reported is obvi-
ously wrong and inconsistent with values previously
reported, and a corrected value is promptly announced),
OCC has discretion to direct that exercise settlements be
based on a corrected exercise settlement value. Ordina-
rily, however, the exercise settlement value as initially
reported by the official source of the index will be conclu-
sive for exercise settlement purposes.

Part VIII. Accelerated Expiration of Certain Equity
Options.

The second paragraph after the ‘‘EXAMPLE’’ on
page 21 of the Booklet, as amended by paragraph 1 of
the March 2000 Supplement to the Booklet, is further
amended to read:

When an underlying security is converted into a
right to receive a fixed amount of cash, options on that
security will generally be adjusted to require the delivery
upon exercise of a fixed amount of cash, and trading in
the options will ordinarily cease when the conversion
becomes effective. As a result, after such an adjustment
is made all options on that security that are not in the
money will become worthless and all that are in the
money will have no time value. If the option is European-
style, the expiration date of the option will ordinarily be
accelerated to fall on or shortly after the date on which
the underlying security is converted into a right to receive
cash. After January 1, 2008, the same treatment will be
extended to American-style options. Holders of an
in-the-money option whose expiration date is acceler-
ated must be prepared to exercise that option prior to the
accelerated exercise cut-off time in order to prevent the
option from expiring unexercised. See the discussion in
Chapter VIII under ‘‘How to Exercise.’’ Writers of options
whose expiration date is subject to being accelerated
bear the risk that, in the event of such an acceleration,
they may be assigned an exercise notice and be required
to perform their obligations as writers prior to the original
expiration date. When the expiration date of an option is
accelerated, no adjustment will be made to compensate
for the accelerated expiration date. There is no assur-
ance that the exercise settlement date for an accelerated
option will coincide with the date on which the cash pay-
ment to the holders of the underlying security becomes
available from the issuer. Covered writers of an acceler-
ated option may therefore be required to pay the cash
amount in respect of the option before they receive the
cash payment on the underlying security.
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JUNE 2007
SUPPLEMENT

The February 1994 edition of the booklet entitled Char-
acteristics and Risks of Standardized Options, as amended
(the ‘‘booklet’’), is further amended as provided below. The
changes pertain to the trading of credit default options.

Credit default options, including credit default bas-
ket options, have characteristics that are different from
those of any other options described in the booklet at the
date of this Supplement. Accordingly, some of the state-
ments and terms in Chapters I and II of the booklet are
inapplicable to credit default options. For example, as
further described in this booklet, the sentence at the
bottom of page 1 and the top of page 2 which notes that
the owner of a cash-settled option has ‘‘the right to
receive a cash payment based on the difference between
a determined value of the underlying interest at the time
the option is exercised and the fixed exercise price of the
option’’ is not applicable to credit default options. The
description of credit default options in this Supplement
supersedes material in the booklet applicable to other
standardized options to the extent such material is incon-
sistent with statements in this Supplement. Credit default
options are described by amendment to Chapter V of the
booklet as follows:

The title of Chapter V (on page 29 of the booklet) is
changed to ‘‘DEBT OPTIONS AND CREDIT DEFAULT
OPTIONS’’.

On page 29, the second and third paragraphs are
deleted and replaced with the following paragraphs:

A third kind of options, called credit default options, are
cash-settled options that are related to the creditworthiness
of issuers or guarantors of debt securities, and are exercised
upon confirmation of a credit event affecting an underlying
debt security or securities.

The principal risks of holders and writers of debt
options and credit default options are discussed in Chap-
ter X. Readers interested in buying or writing debt options or
credit default options should not only read this chapter but
should also carefully read Chapter X, particularly the discus-
sions under the headings ‘‘Risks of Option Holders,’’ ‘‘Risks
of Option Writers,’’ ‘‘Other Risks,’’ ‘‘Special Risks of Debt
Options’’ and ‘‘Special Risks of Credit Default Options.’’

On page 34, the following is inserted immediately fol-
lowing the last paragraph:
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Credit Default Options and
Credit Default Basket Options

Credit default options are based on debt securities of
one or more issuers or guarantors other than the U.S. Trea-
sury. A significant difference between such debt securities
and Treasury securities is the non-negligible risk that an
issuer or guarantor of debt securities other than Treasury
securities may default on its obligations. For example, the
issuer might not pay the full interest and face amount of the
securities when due or might file for bankruptcy, thereby
making it nearly certain that it will not make timely payment
of the full interest and face amount. Financial market partici-
pants call this credit risk. Credit risk is an important compo-
nent of the value of most debt securities.

Credit default options relate to the credit risk presented
by one or more specified debt securities, called reference
obligation(s), of one or more specified issuers or guarantors,
each of which is called a reference entity. The reference
obligation(s) and each reference entity for a class of credit
default options are selected by the listing options market.
When a credit default option is based on reference obliga-
tion(s) of more than one issuer or guarantor, it is referred to
as a credit default basket option. There are further variations
on credit default basket options as described below.

A credit default option is automatically exercised and
pays a fixed cash settlement amount if a credit event is
confirmed for one or more reference obligations of a refer-
ence entity prior to expiration of the option. The reference
obligations of a reference entity may include all of the out-
standing debt securities constituting general obligations of
the reference entity or direct claims on the reference entities
(excluding any non-recourse debt). A credit event includes a
failure to make a payment on a reference obligation as well
as certain other events that the listing options market may
specify at the time a class of credit default options is listed.
The specified credit events will be defined in accordance
with the terms of the reference obligation(s). However, not
every event that might constitute an event of default by the
reference entity under the terms of the reference obligations
will necessarily be specified by the listing options market as
a credit event. Investors should be certain that they under-
stand the various possible events that will or will not consti-
tute credit events. The determination of whether a particular
event meets the criteria of a credit event, however defined,
for a specific credit default option is within the sole discretion
of the listing options market.

In order to result in automatic exercise of the option, a
credit event must be confirmed to have occurred during the
covered period (i.e., the period between the initial listing of
the series of options and the time specified by the options
market as the last day of trading of the option series prior to
the expiration date). An event that would otherwise be
deemed a credit event will not result in an exercise of the
option if it occurs either before or after this period. A series of
credit default options ordinarily does not expire until a speci-
fied number of business days following the end of the cov-
ered period in order to provide the listing options market an
opportunity to confirm whether or not a credit event
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occurred within the covered period. If an event otherwise
meeting the definition of a credit event occurs after the end
of the covered period but before the option expires, the
option will not be exercised and will expire worthless.

If the listing options market determines that a credit
event has occurred within the covered period for a class of
credit default options, it will provide a credit event confirma-
tion to OCC, and the options will be automatically exercised.
Holders of the exercised options will receive, and writers will
be obligated to pay, the fixed cash settlement amount. If
OCC does not receive a credit event confirmation from the
listing options market before expiration of a series of credit
default options, the options will expire worthless.

Credit default options are binary options in that they
have a specified, all-or-nothing cash settlement amount.
Credit default options, however, have additional unique
characteristics. For example, credit default options have no
exercise price and cannot be in the money and have no
intrinsic value. The discussion of these terms in Chapter I
and/or Chapter II of the booklet is therefore inapplicable to
credit default options. In addition, a credit default option is
automatically exercised whenever a credit event occurs
within the covered period. Credit default options are thus a
unique style of options and are neither American-style nor
European-style.

A credit default basket option is similar to an aggrega-
tion of individual credit default options, each based on one
or more reference obligations of a different reference entity.
All of the outstanding debt securities constituting general
obligations of each reference entity or direct claims on refer-
ence entities (excluding non-recourse debt) in the basket
may be included in the reference obligations.

There are two different kinds of credit default basket
options. A single payout credit default basket option is auto-
matically exercised and pays a specified cash settlement
amount upon the confirmation of the first credit event to
occur with respect to a reference obligation of any one of the
basket’s reference entities. It is exercised only once. Once
exercised, the expiration of the option will be accelerated to
correspond to the exercise date. A multiple payout credit
default basket option automatically pays a specified cash
settlement amount each time a credit event is confirmed with
respect to a reference obligation of any one of the reference
entities during the covered period. In the case of either sin-
gle payout or multiple payout credit default basket options,
the listing options market may specify a different cash settle-
ment amount for different reference entities or may specify
the same cash settlement amount for each reference entity
in the basket. The percentage of the total cash settlement
amount that is attributable to any individual reference entity
is referred to as its weight in the basket. Investors should
note that the options markets on which credit default basket
options trade may determine ‘‘weight’’ according to their
own specified rules, and investors should contact the listing
options market for information about how it determines
weight. In the case of a multiple payout credit default basket
option, a cash settlement amount will be paid only once with
respect to any particular reference entity, after which time
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the affected reference entity will be removed from the credit
default basket.

Premiums for both credit default options and credit
default basket options are expressed in points and
decimals. In order to obtain the aggregate premium for a
single option, the quoted premium is multiplied by a pre-
mium multiplier specified by the listing options market.

ADJUSTMENT OF CREDIT DEFAULT OPTIONS

Adjustments may be made to the standardized terms
of outstanding credit default options when certain events
occur, such as a succession event or a redemption event,
both of which will be defined by the listing options market in
accordance with the terms of the reference obligations.
Adjustments of credit default options will be within the sole
discretion of the listing options market. Investors should
familiarize themselves with the listing options market’s rules
and procedures governing credit default option adjust-
ments. The listing option market’s rules governing adjust-
ments of outstanding options may be changed with regula-
tory approval, and the listing options market may have
authority to make such exceptions as it deems appropriate
to its general adjustment rules.

Redemption Event Adjustments. A redemption event
occurs when reference obligations of a reference entity are
redeemed (or paid in full) by, or on behalf of, the issuer. In the
case of all types of credit default options, if only some of the
reference obligations are redeemed, the option is ordinarily
adjusted such that the remaining reference obligations are
the reference obligations for the option and no other adjust-
ment will ordinarily be made. If all of the reference obliga-
tions of a reference entity are redeemed and there are other
debt obligations of the reference entity that the listing
options market deems appropriate to specify as successor
reference obligations, then they will be substituted as the
reference obligations. If, however, all of the reference obliga-
tions of a reference entity are redeemed and there are no
other debt obligations of the reference entity that the listing
options market deems appropriate to specify as successor
reference obligations for the reference entity (a complete
redemption), then the adjustment will depend upon whether
or not there are other reference entities for the options.

Adjustment of credit default options for a complete
redemption. If there is a complete redemption affecting a
credit default option, the option will cease trading on the
date that the redemption event is confirmed by the listing
options market. Expiration of the option will be accelerated
to a specified number of days following the confirmation
date of the redemption, and the option will expire unexer-
cised if, prior to such expiration, no credit event is confirmed
to have occurred prior to the effective date of the redemption
event.

EXAMPLE: Company XYZ is the reference entity for a
credit default option contract and its 8% May 15, 2022 bond
issue is the only reference obligation. During the life of the
option, Company XYZ redeems the 8% May 15, 2022 bond
issue and there are no other obligations of Company XYZ
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that the listing options market deems to be suitable for spec-
ifying as successor reference obligations. The option will
cease trading on the confirmation date, and its expiration
date will be accelerated. If no credit event is confirmed to
have occurred within the covered period, the option will
expire worthless.

Adjustment of credit default basket options for a com-
plete redemption. In the case of a single or multiple payout
credit default basket option, if a complete redemption event
occurs with respect to one of the reference entities in the
basket and no credit event is confirmed, pursuant to the
rules of the listing options market, to have occurred prior to
the effective date of such redemption event, the options will
be adjusted by removing the affected reference entity from
the basket of reference entities. When a reference entity is
deleted from the basket of reference entities because of a
redemption event, the cash settlement amount of the option
will be reduced by an amount reflecting the weight of the
deleted reference entity in the basket. The relative weights of
the other components in the basket will remain unchanged,
although each will represent a proportionally larger percent-
age of the adjusted cash settlement amount.

EXAMPLE: Company XYZ is one of ten reference enti-
ties for a class of multiple payout credit default option con-
tracts and its 8% May 15, 2022 bond issue is specified as its
only reference obligation. Company XYZ was assigned a
weight of 15% when the credit default option was opened for
trading. During the life of the option, Company XYZ redeems
the 8% May 15, 2022 bond issue. No reference obligations
remain and the listing options market determines that there
are no other outstanding debt obligations of the issuer suita-
ble for specification as reference obligations. The basket
component will be removed from the credit default basket,
and the cash settlement amount will be reduced by 15%.

Succession Event Adjustments. A succession event
occurs when one or more new entities assume one or more
reference obligations of a reference entity or become the
obligor with respect to any obligation that is substituted for
the original reference obligations. This may occur, for exam-
ple, when a reference entity is merged into a new entity or
spins off a part of its business into a new entity. If, as the
result of a succession event, more than one entity is the
obligor of the original reference obligations, or obligations
that were substituted for the original reference obligations,
all of those obligors, including, as the case may be, the
original reference entity, are referred to as successor refer-
ence entities.

Adjustment of credit default options after a succession
event. Where a succession event results in assumption of all
reference obligations by a single entity, the listing options
market will ordinarily adjust the option by substituting the
entity that assumes the reference obligation(s) as the new
reference entity. Where a succession event results in more
than one successor reference entity, the credit default option
may be adjusted by dividing it into two or more options.

EXAMPLE: Company XYZ is the reference entity for a
credit default option contract, and its 8% May 15, 2022 bond
issue is the only reference obligation. During the life of the
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option, Company XYZ spins off Company LMN. Company
XYZ remains the obligor with respect to 70% of the principal
amount of the original reference obligation. Company LMN
becomes the obligor of a new reference obligation that is
issued to holders of the remaining 30% of the original refer-
ence obligation. Company XYZ and LMN are identified by
the listing options market as the successor entities. Follow-
ing the succession event, the credit default option based on
Company XYZ is adjusted into two separate credit default
option contracts that specify Company XYZ and Company
LMN as reference entities. The cash settlement amount of
the original credit default option and the premium multiplier
are allocated between the new credit default options in
accordance with the 70/30 division of the reference obliga-
tion as specified by the listing options market.

Adjustment of credit default basket options after a suc-
cession event. When a succession event occurs with respect
to a reference entity that is included in a single payout or
multiple payout credit default basket option, the listing
options market will ordinarily adjust the option by replacing
the affected reference entity with the successor entity or
entities, and, if one or more new obligations are issued to
replace some or all of the existing reference obligations, the
new obligations will be substituted as the reference obliga-
tions. The listing options market will specify the weight of
each new reference entity, and the sum of the weights will
equal the weight of the original reference entity.

EXAMPLE: Company XYZ is one of ten equally
weighted reference entities for a multiple payout default bas-
ket option and its 8% May 15, 2022 bond issue and its 8.5%
September 1, 2030 bond issue are specified as its only
reference obligations. During the life of the option, Company
XYZ spins off Company LMN. Company XYZ remains the
obligor for the 2022 bond issue and LMN becomes the obli-
gor of a debt security issued to holder of the 2030 bond
issue. The listing options market adjusts the option by speci-
fying XYZ and LMN as the successor reference entities. The
reference obligations are the original 2022 bond issue and
the replacement for the 2030 bond issue. The listing options
market determines the appropriate basket weight for the
successor reference entities is 7.5% and 2.5%. The sum of
the newly specified weights equals the 10% weight of the
predecessor basket reference entity (Company XYZ)
replaced by the successor reference entities (Company XYZ
and Company LMN).

On page 88, the following is inserted immediately fol-
lowing the last paragraph:

SPECIAL RISKS OF CREDIT DEFAULT OPTIONS

1. Pricing of credit default options is complex. As
stated elsewhere in this document, complexity not well
understood is, in itself, a risk factor. In order to price these
options, investors must estimate the probability of default
from available security or other prices, primarily bond and
credit default swap (‘‘CDS’’) prices. Models typically used by
market professionals to infer the probability of default from
prices may be more complex than the average investor is
used to.
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2. The sources of price information used to price
credit default options are subject to a lack of transparency
and, at times, illiquid markets. This is attributable to, among
other things: (1) the absence of last sale information and the
limited availability of quotations for the reference obliga-
tion(s), (2) lack of ready availability of information on related
products traded primarily in the over-the-counter market,
and (3) the fact that related over-the-counter market credit
derivative transactions are privately negotiated and may not
be made public in a timely fashion or at all.

3. Dealers in the underlying debt securities and in
the over-the-counter credit derivatives markets have access
to private quotation networks that give actual current bids
and offers of other dealers. This information is not available
to most investors. As a result, these dealers may have an
advantage over participants with regard to credit default
options.

4. If the listing options market determines that a
credit default option is subject to a redemption event (i.e.,
the issuer or guarantor pays off the reference obligation), the
option will expire worthless unless a credit event has been
confirmed to have occurred prior to the effective date of the
redemption event. As a result, purchasers of such options
will lose their premium since there is no chance of occur-
rence of a credit event for the reference entity. On the other
hand, if a redemption event occurs but a credit event is
confirmed to have occurred prior to the effective date of the
redemption event, a seller would be obligated to pay the
cash settlement amount even though a holder of the refer-
ence obligation may not incur a loss.

5. Since succession events are determined by the
listing options market, credit default options may be modi-
fied to specify a different reference entity or several different
reference entities. As a result, there may be new reference
obligations that have higher or lower credit quality than the
original reference obligation. In addition, other factors may
exist that could affect the likelihood of the occurrence of a
credit event. As a result, the occurrence of a succession
event could affect the price of these options. Moreover, since
the listing options market determines whether a succession
event occurred and the adjustment resulting from such an
event, the adjustment made to these options may be at
variance with the treatment given to the same succession
event with respect to related credit derivative products.

6. The occurrence of a credit event must be con-
firmed by the listing options market. This means that there
will be a lag time between the actual occurrence of a credit
event and the listing options market’s confirmation of the
credit event. Rules of the options market may provide a
specified time period (e.g., four business days) between the
end of the covered period and the expiration date for a series
of credit default options to allow the options market to con-
firm whether a credit event occurred during the covered
period. There is a risk, however, that the sources used to
monitor a credit event may not identify and report a credit
event in a timely fashion. For example, it is possible that a
credit event could occur on the last day of trading, but the
sources which report the occurrence of a credit event do not
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make this information publicly available until after the expira-
tion date. In this case, the cash settlement value of a credit
default option would be zero. There is also a risk that the
listing options market may determine that a credit event has
occurred based on information available to it when in fact no
credit event has occurred. This could happen, for example, if
the sources used to confirm the credit event are erroneous.
The rules of OCC and/or the listing options market may
provide that a confirmation of a credit event or other contract
adjustment may be revoked up to a specified time prior to
exercise settlement. Settlements based on a listing options
market’s confirmation of a credit event are irrevocable even if
no credit event has occurred.

7. Every determination by the listing options market
of a redemption event, succession event or credit event will
be within the listing options market’s sole discretion and will
be conclusive and binding on all holders and sellers and not
subject to review. OCC shall have no authority to make such
determinations and shall have no responsibility therefor.

8. Prior to the period when a credit default option
has been automatically exercised, the only means through
which the holder can realize value from the option is to sell it
at its then market price in an available secondary market. If a
secondary market for such an option is not available, it will
not be possible for its holder to realize any value from the
option at that time.

9. There is no underlying interest for credit default
options that is quoted in the marketplace. Because of this,
there are no underlying interest prices to provide a reference
to investors for pricing credit default options.

10. As discussed above under the caption ‘‘Other
Risks,’’ options markets have discretion to halt trading in an
option in certain circumstances — such as when the market
determines that the halt would be advisable in maintaining a
fair and orderly market in the option. In the case of credit
default options, options markets may take into considera-
tion, among other factors, that current quotes for debt secu-
rities or other securities of the reference entity are unavaila-
ble or have become unreliable.

11. The risk that a trading market for particular
options may become unavailable and the potential conse-
quences are also discussed above under the caption ‘‘Other
Risks.’’ The SEC has approved certain credit default options
for listing and trading on a national securities exchange as
securities. OCC filed its rules for clearing credit default
options with the CFTC, and the CFTC issued an exemption
permitting OCC to clear such options when traded on a
national securities exchange whether or not they are within
the CFTC’s jurisdiction. By its terms, the exemption is revo-
cable, and its revocation would be one of the events that
could lead to the unavailability of a trading market for credit
default options.
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JUNE 2008
SUPPLEMENT

This supplement supersedes and replaces the April
2008 Supplement to the booklet entitled Characteristics
and Risks of Standardized Options (the ‘‘Booklet’’). This
supplement adds information regarding the following
new options products: delayed start options, binary
stock options, binary index options, and range options.

The third paragraph on page 1 of the Booklet is
replaced with the following paragraph:

What is an option? An option is the right to buy or
sell a specified amount or value of a particular underlying
interest at a fixed exercise price by exercising the option
before its specified expiration date. An option which
gives the right to buy is a call option, and an option which
gives a right to sell is a put option. Calls and puts are
distinct types of options, and buying or selling of one
type does not involve the other. Certain special kinds of
options may give a right to receive a cash payment if
certain criteria are met.

The last paragraph on page 1 of the Booklet, which
continues on the top of page 2, is replaced with the fol-
lowing paragraph:

There are two different kinds of options — physical
delivery options and cash settled options. A physical
delivery option gives its owner the right to receive physi-
cal delivery (if it is a call), or to make physical delivery (if it
is a put), of the underlying interest when the option is
exercised. A cash-settled option other than a binary
option or a range option gives its owner the right to
receive a cash payment based on the difference between
a determined value of the underlying interest at the time
the option is exercised and the fixed exercise price of the
option. A cash-settled call conveys the right to receive a
cash payment if the determined value of the underlying
interest at exercise — this value is known as the exercise
settlement value — exceeds the exercise price of the
option, and a cash-settled put conveys the right to
receive a cash payment if the exercise settlement value is
less than the exercise price of the option. Binary options
and range options are special kinds of cash-settled
options described in Chapter II. The examples in this
booklet generally refer to options other than binary
options or range options except as otherwise stated.
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The second full paragraph on page 2 of the Booklet
is replaced with the following paragraph:

Most options have standardized terms — such as
the nature and amount of the underlying interest, the
expiration date, the exercise price, whether the option is
a call or a put, whether the option is a physical delivery
option or a cash-settled option, the manner in which the
cash payment and the exercise settlement value of a
cash-settled option are determined, the multiplier of a
cash-settled option, the exercise price setting date and
exercise price setting formula of a delayed start option,
the style of the option, whether the option has automatic
exercise provisions, and adjustment provisions. These
standardized terms are generally described in Chapter II.
Each U.S. options market publishes specification sheets
setting forth the particular standardized terms of the
options traded on that options market. (The options mar-
kets may also provide for trading in options whose terms
are not all fixed in advance. Rather, subject to certain
limitations, the parties to transactions in these options
may designate certain of the terms. These flexibly struc-
tured options are discussed in Chapter VII of this
booklet.)

The first two paragraphs on page 7 of the Booklet
are replaced with the following paragraphs:

The exercise price of a cash-settled option (other
than a binary option or a range option) is the base for the
determination of the amount of cash, if any, that the
option holder is entitled to receive upon exercise (see the
discussion of ‘‘Cash Settlement Amount and Exercise
Settlement Value’’ below). The exercise price of a binary
option is the value or level of the underlying interest
above, below, or, in some cases, at which the option will
be in the money at expiration, thereby causing the fixed
cash settlement amount to become payable (see the
‘‘Binary Option’’ definition below). In the case of a range
option, the exercise price is the option’s range length
(see the ‘‘Range Option’’ definition below).

Exercise prices for each options series (except for
series of delayed start options) are established by the
options market on which that series is traded at the time
trading in the series is introduced, and are generally set
at levels above and below the then market value of the
underlying interest. The options markets generally have
authority to introduce additional series of options with
different exercise prices based on changes in the value of
the underlying interest, or in response to investor inter-
est, or in unusual market conditions, or in other circum-
stances. For series of delayed start options, exercise
price setting formulas — rather than exercise prices —
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are established by the options market on which each
series is traded before the time trading commences in
each such series. Those exercise price setting formulas
provide that on the exercise price setting date the exer-
cise price for the series will be fixed at the money, in the
money by a certain amount, or out of the money by a
certain amount.

The first paragraph following the paragraph titled
‘‘Style of Option’’ on page 7 of the Booklet is replaced
with the following paragraph:

Each American-style option other than a delayed
start option may be exercised at any time prior to its
expiration. An American-style delayed start option may
be exercised at any time after its exercise price is set and
before its expiration date.

The following paragraphs are inserted immediately
preceding the paragraph captioned ‘‘Unit of Trading;
Contract Size’’ on page 8 of the Booklet:

BINARY OPTION — A binary option is a
cash-settled option having only two possible payoff out-
comes; either a fixed amount or nothing at all. Some
binary options are referred to as ‘‘fixed return options.’’
As of the date of this Supplement, the only binary options
approved for trading (other than credit default options, as
defined below) are binary stock options, which are binary
options on individual equity securities, including fund
shares; and binary index options, which are binary
options on broad-based securities indexes (including
volatility indexes). The binary options currently traded
are all subject to automatic exercise. The holder of a
binary option other than a credit default option has the
right to receive (and the writer of a binary option has the
obligation to pay) the exercise settlement amount for the
option if the value of the underlying interest as of the time
specified by the applicable listing options market (i.e.,
the exercise settlement value) meets the criteria for auto-
matic exercise of the option, as specified in the rules of
the listing options market. If those criteria are not met, the
option will expire worthless. Credit default options are a
specific kind of binary option discussed at the end of
Chapter V. Except for credit default options, binary
options are European-style options.

RANGE OPTION — A range option is a European-
style, cash-settled option that has a payout if the value of
the underlying interest falls within a specific range of
values (the range length) at expiration. As the underlying
interest value increases throughout the range length, the
amount of the payout (i.e., the cash settlement amount)
of the range option increases linearly to a maximum
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value, remains constant at that value through the middle
of the range length and then decreases linearly to zero as
the value of the underlying continues to increase to the
top of the range length. A more detailed description of
this feature of range options is set forth below under the
caption ‘‘Cash Settlement Amount and Exercise Settle-
ment Value.’’ Range options are of a single type rather
than consisting of puts and calls.

The second paragraph under the caption ‘‘Unit of
Trading; Contract Size’’ on page 8 of the Booklet is
replaced with the following paragraph:

The contract size of a cash-settled option other than
a binary option or a range option is determined by the
multiplier that is fixed by the options market on which the
options series is traded. The multiplier determines the
aggregate value of each point of the difference between
the exercise price of the option and the exercise settle-
ment value of the underlying interest. For example, a
multiplier of 100 means that for each point by which a
cash-settled option is in the money upon exercise, there
is a $100 increase in the cash settlement amount. Simi-
larly, if an option with a multiplier of 100 is trading at a
premium of, say, $4, then the aggregate premium for a
single option contract would be $400. The contract size
of a range option is determined by the option’s multiplier
and its maximum range exercise value. The contract size
of a binary option is its cash settlement amount, which is
fixed by the options market for any series of binary
options at or before the opening of trading in that series.
Some options markets define the cash settlement
amount for binary options as being the multiplier times a
fixed settlement value. Other options markets define the
cash settlement amount for binary options without refer-
ence to a multiplier.

The penultimate paragraph on page 9 of the Booklet
is replaced with the following paragraph:

CASH SETTLEMENT AMOUNT, SETTLEMENT
CURRENCY and EXERCISE SETTLEMENT VALUE —
The cash settlement amount is the amount of cash that
the holder of a cash-settled option is entitled to receive
upon exercise. In the case of a cash-settled option other
than a binary option or a range option, it is the amount by
which the exercise settlement value of the underlying
interest of a cash-settled call exceeds the exercise price,
or the amount by which the exercise price of a
cash-settled put exceeds the exercise settlement value of
the underlying interest, multiplied by the multiplier for the
option.
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The following paragraphs are inserted following the
carry-over paragraph at the top of page 10 of the Booklet:

In the case of a binary option, the cash settlement
amount is determined by the relevant listing options mar-
ket and, whether or not established through use of a
multiplier, is fixed and does not vary (except in the case of
certain adjustments described below) regardless of the
amount by which the exercise settlement value exceeds
(in the case of a binary call option) or is less than (in the
case of a binary put option) the exercise price.

EXAMPLE: An investor holds a binary call option
on XYZ security that has an exercise price of $80 and a
fixed cash settlement amount of $100. If the exercise
settlement value of XYZ is $81 at expiration, the investor
will receive $100. If the exercise settlement value is $90,
the investor will still receive $100. If, on the other hand,
the exercise settlement value of XYZ at expiration is
below $80, the investor will receive nothing, and the
option will expire worthless.

It is very important to note that the conditions under
which a binary option returns a cash settlement amount
may vary depending upon the rules of the listing options
market. Specifically, the listing options market may list
binary options that return a cash settlement amount if:
(1) the exercise settlement value of the underlying is
above the exercise price (a binary call); or (2) the exer-
cise settlement value of the underlying is below the exer-
cise price (a binary put). In addition, certain binary call
options return a cash settlement amount if the exercise
settlement value of the underlying is exactly equal to the
exercise price.

EXAMPLE: Assume XYZ stock is the underlying
security for a binary stock option with an exercise price of
$80, and the exercise settlement value of XYZ at expira-
tion is exactly $80. If the listing options market specified
that the option would return a cash settlement amount if
the exercise settlement value was above the exercise
price, the option will expire unexercised. If, however, the
listing options market specified that the option would
return a cash settlement amount if the exercise settle-
ment value was at or above the exercise price, the option
would be automatically exercised at expiration.

In the case of a range option, the cash settlement
amount varies depending on where the exercise settle-
ment value of the underlying index falls within the range
length at expiration. At the time a series of range options
is opened for trading, the listing options market will spec-
ify the range length as well as the range interval, which is
a value equal to a certain number of index points that is
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used to divide the range length into three segments: the
low range, the middle range and the high range. The low
range begins at the low end of the range length and ends
one range interval higher. The high range begins one
range interval below the high end of the range length and
ends at the high end of the range length. The high range
and the low range are of equal length. The middle range
is the segment of values between the end of the low
range and the beginning of the high range. The listing
options market will also set a maximum range exercise
value and a multiplier, the product of which is the maxi-
mum cash settlement amount. This maximum cash set-
tlement amount will be payable if the level of the underly-
ing index falls anywhere in the middle range at expiration.
Within the low range, the cash settlement amount
increases from zero to the maximum cash settlement
amount as the level of the underlying index increases.
Within the high range, the cash settlement amount
decreases from the maximum cash settlement amount to
zero as the level of the underlying index continues to
increase.

EXAMPLE: Assume for a series of range index
options that the listing options market has specified a
range length from 1000 to 1100, a range interval of 10, a
maximum range exercise value of 10 and a multiplier of
$100. The series therefore has a maximum cash settle-
ment amount of $1,000 (multiplier times the maximum
range exercise value), a low range from 1000 to 1010, a
middle range from 1010 to 1090 and a high range from
1090 to 1100. The table below summarizes the variations
in cash settlement amount based on the foregoing
assumptions:

Middle
Low Range Range High Range

Value of the
Underlying
Index . . . . . . Below 1000 1001 1002 ... 1009 1010� 1091 ... 1098 1099 1100 Above

1000 1090 1100

Cash Settlement
Amount ($) . . . . 0 0 100 200 ... 900 1,000 900 ... 200 100 0 0

The last paragraph on page 12 of the Booklet is
replaced with the following paragraph:

Although holders of American-style options (other
than delayed start options for which the exercise price
has not yet been set) have the right to exercise at any
time before expiration, holders frequently elect to realize
their profits or losses by making closing transactions
because the transaction costs of the closing transactions
may be lower than the transaction costs associated with
exercises, and because closing transactions may pro-
vide an opportunity for an option holder to realize the
remaining time value (described below) of the option that
would be lost in an exercise. The holder’s only means of
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realizing profit or loss on a delayed start option before its
exercise price has been set, or on a European-style or
capped option when the option is not exercisable, is by
selling the option in a closing transaction.

The first full paragraph through the sixth paragraph
on page 14 of the Booklet are replaced with the following:

AT THE MONEY — This term means that the cur-
rent market value of the underlying interest is the same
as the exercise price of the option. A range option, which
is of a single type rather than being categorized as a call
or a put, is said to be at the money if the current level of
the underlying index is at the top or bottom of the range
length.

IN THE MONEY — A call option is said to be in the
money if the current market value of the underlying inter-
est is above the exercise price of the option. A put option
is said to be in the money if the current market value of
the underlying interest is below the exercise price of the
option. A range option, which is of a single type rather
than being categorized as a call or a put, is said to be in
the money if the current level of the underlying index falls
within its range length.

EXAMPLE: If the current market price of XYZ
stock is $43, an XYZ 40 call would be in the money by $3.

EXAMPLE: Assume a series of XYZ range
options has a maximum cash settlement amount of
$1,000, a low range from 1000 to 1010, a middle range
from 1010 to 1090 and a high range from 1090 to 1100. If
the current level of XYZ index is 1003, the option would
be in the money by $300. If the current level of XYZ index
is from 1010 to 1090, the option would be in the money
by $1,000, the maximum cash settlement amount. If the
current level of XYZ index is 1093, the option would be in
the money by $700.

OUT OF THE MONEY — If the exercise price of a
call is above the current market value of the underlying
interest, or if the exercise price of a put is below the
current market value of the underlying interest, the call or
put is said to be out of the money. A range option, which
is of single type rather than being categorized as a call or
a put, is said to be out of the money if the current level of
the underlying index falls outside of its range length.

EXAMPLE: With the current market price of XYZ
stock at $40, a call with an exercise price of $45 would be
out of the money by $5 — as would a put with an exercise
price of $35.
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EXAMPLE: Assume a series of XYZ range
options has a specified range length from 1000 to 1100. If
the current level of XYZ index is either below 1000 or
above 1100, the series of XYZ range options would be
out of the money.

INTRINSIC VALUE and TIME VALUE — It is some-
times useful to consider the premium of an option as
consisting of two components: intrinsic value and time
value.

In the case of an option other than a binary option,
the intrinsic value reflects the amount, if any, by which the
option is in the money. An option that is out of the money
would have an intrinsic value of zero. Delayed start
options, other than series whose exercise prices are to
be set in the money, have no intrinsic value before the
exercise price is set. Thereafter, as in the case of any
other option, whether a delayed start option has intrinsic
value depends on the level of the underlying index at the
time. A binary option (other than a credit default option)
that is in the money has an intrinsic value equal to the
fixed cash settlement amount of the option. Where the
listing exchange has specified that a binary call will return
a cash settlement amount if the exercise settlement value
of the underlying is exactly equal to the exercise price,
the call will have an intrinsic value equal to the cash
settlement amount if it is either in the money or at the
money. As is further discussed under the heading ‘‘Credit
Default Options and Credit Default Basket Options’’ in
Chapter V, credit default options have no intrinsic value.

Time value is whatever the premium of the option is
in addition to its intrinsic value. Time value is that part of
the premium that reflects the time remaining before expi-
ration. An American-style option may ordinarily be
expected to trade for no less than its intrinsic value prior
to its expiration, although occasionally an American-style
option will trade at less than its intrinsic value. Because
European-style options (including binary options and
range options) and capped options are not exercisable
at all times, they are more likely than American-style
options to trade at less than their intrinsic value when
they are not exercisable.

The following new paragraphs are added at the end
of Chapter II, on page 17 of the Booklet:

A delayed start option is an option that does not
have an exercise price when first introduced for trading
but instead has an exercise price setting formula pursu-
ant to which the exercise price will be fixed on a specified

129



future date. The following is a description of the terminol-
ogy applicable to delayed start options:

EXERCISE PRICE SETTING DATE — The exercise
price setting date for a series of delayed start options is
the date on which the options market on which the series
is traded will set the exercise price for the series. The
exercise price setting date is specified before the com-
mencement of trading of each series of delayed start
options. Specific information regarding exercise price
setting dates may be obtained from the listing options
market.

EXERCISE PRICE SETTING FORMULA — The
exercise price setting formula for a series of delayed start
options is the formula used by the options market on
which the series is traded to set the exercise price for the
series on the exercise price setting date. The exercise
price setting formula is specified before the commence-
ment of trading of each series of delayed start option.
The formula for a particular series may provide that the
exercise price will be at the money, in the money by a
specified amount, or out of the money by a specified
amount. Exercise prices may be rounded as specified by
the listing options market.

EXAMPLE: In January, an American-style
delayed start option on the ABC index is opened for
trading with an exercise price setting date of the third
Friday in September and an exercise price setting
formula specifying that the exercise price will be set at the
closing value of the ABC index on the exercise price
setting date, rounded to the nearest whole number. The
option may not be exercised at all until after the third
Friday in September because it will not have an exercise
price until that time. At the close of trading on the third
Friday in September, the options market on which the
delayed start option is trading will determine the closing
value of the ABC index and set the exercise price based
on that value. For example, if the options market deter-
mines that the ABC index closed at 908.10 on the exer-
cise price setting date, the options market would round
that value to 908, and from that time until its expiration
date the delayed start option would trade as a regular
American-style option with an exercise price of 908.

The following paragraph is inserted immediately fol-
lowing the caption ‘‘Features of Stock Options’’ on
page 18 of the Booklet:

The following discussion relates primarily to stock
options other than binary stock options. A separate
description of the features of binary stock options may be
found at the end of this chapter.
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The following language is inserted immediately fol-
lowing the last paragraph on page 22 of the Booklet.

The following is a description of certain special fea-
tures of binary stock options:

As in the case of other stock options, the exercise
price of a binary stock option is ordinarily stated as a
price per share of the underlying security. Premium val-
ues may be stated in an amount that must be multiplied
by a multiplier to obtain the premium price per option
contract.

The listing exchange specifies the method for deter-
mining the exercise settlement value of the underlying
stock for a binary stock option. This method may be
based on a volume weighted average price for a speci-
fied time period preceding expiration, such as the last
trading day before expiration. The exercise settlement
value for a stock underlying a binary option is the value of
the stock as reported by the reporting authority desig-
nated by the listing options market for that purpose.
Unless OCC directs otherwise, the value as initially
reported by the reporting authority is conclusively pre-
sumed to be accurate and deemed to be final for the
purpose of determining whether the option is automati-
cally exercised and returns a cash settlement amount.
This is true even if the value is subsequently revised or
determined to have been inaccurate.

Adjustments in the terms of binary stock options will
be made to reflect some, but not all, of the same events
that result in adjustments to other stock options, and any
adjustment that is made will not necessarily be the same
as the adjustment made to other options on the same
underlying security. As in the case of other stock options,
adjustments will not normally be made to the terms of
binary stock options to account for ordinary dividends or
distributions. The guidelines stated in Part I of the May
2007 Supplement to this booklet for determining when a
distribution is considered ‘‘ordinary’’ will generally be
applied to distributions with respect to securities underly-
ing binary stock options.

Adjustments in the terms of binary stock options will
ordinarily be made for stock dividends, stock distribu-
tions and stock splits, subject to the exception stated
above where an adjustment panel determines to treat a
stock distribution as ordinary.

If an adjustment panel determines to make an
adjustment to binary stock options to reflect a stock divi-
dend, stock distribution, or stock split, the exercise price
of the option will ordinarily be proportionately reduced —
regardless of whether a whole number of shares, or other
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than a whole number of shares, of the underlying security
is issued. The adjustment panel has discretion to make
exceptions to the general rules described above.

EXAMPLE: Before a 2 for 1 stock split, an inves-
tor holds one ABC binary stock option with an exercise
price of $50 that pays a cash settlement amount of $100 if
the exercise settlement value of ABC at expiration is
above the exercise price. After adjustment for the split,
the investor will still hold one ABC binary stock option
that pays a cash settlement amount if the exercise settle-
ment value of ABC at expiration is above the exercise
price, but the exercise price will be $25 (i.e., $50 divided
by two). Thus, if the exercise settlement value of ABC
stock at expiration, on a post-split basis, is above $25,
the investor will receive $100.

An investor holds an XYZ binary stock option with
an exercise price of $50 that pays a cash settlement
amount of $100 if the exercise settlement value of XYZ
stock is below the exercise price. XYZ announces a 2.5
for 1 stock split. The exercise price will be adjusted to
equal $20 ($50 divided by 2.5). If the exercise settlement
value of XYZ stock at expiration is below $20, the investor
will receive $100. Exercise prices of binary stock options
will generally be rounded to the nearest adjustment
increment (or up in the event the adjusted price is equi-
distant between two adjustment increments).

Conversely, in the event of a reverse stock split or
combination of shares, the exercise price will be propor-
tionately increased.

Distributions of property other than the underlying
security may result in adjustments to the terms of binary
stock options. For example, the exercise settlement
value might be adjusted to include the value of the dis-
tributed property.

EXAMPLE: XYZ ‘‘spins off’’ its subsidiary ABC by
distributing to its stockholders two shares in ABC for
each share of XYZ. The exercise settlement value of XYZ
binary stock options may be adjusted to include the
value of two shares of ABC as well as one share of XYZ.

Alternatively, the option might be adjusted by reduc-
ing its exercise price by an amount equal to the value of
the property distributed with respect to a single share of
the underlying security (in the example above, the two
shares of ABC).

As in the case of other stock options, adjustments to
the terms of binary stock options may result from events
other than dividends, distributions, and splits. If all out-
standing shares of an underlying security are acquired in

132



a merger or consolidation, binary stock options may be
adjusted so that the cash, securities or other property
received by stockholders with respect to a single share of
that underlying security becomes the underlying interest.
Alternatively, an adjustment panel may determine to fix a
value for some or all of the non-cash property received.
Where holders of an underlying security receive only
cash or an adjustment panel determines to fix a cash
value for all non-cash property received, the aggregate
per share value received, as determined by the adjust-
ment panel, will become the exercise settlement value,
trading in the options will ordinarily cease, options that
are out of the money will become worthless, the expira-
tion date will ordinarily be accelerated, and options that
are in the money will be automatically exercised. No
adjustment in the fixed settlement amount will be made
to reflect the accelerated expiration date.

As in the case of other stock options, any adjust-
ment decision with respect to binary stock options will be
made by an adjustment panel as described above. The
adjustment panel has discretion to make exceptions to
the general rules described above.

The first paragraph on page 23 of the Booklet under
the caption ‘‘About Indexes’’ is replaced with the follow-
ing paragraph:

As referred to in this booklet, an index is a measure
of the prices or other attributes of a group of securities*
or other interests. Although indexes have been devel-
oped to cover a variety of interests, such as stocks and
other equity securities, debt securities and foreign cur-
rencies, and even to measure the cost of living, the fol-
lowing discussion relates only to indexes on equity secu-
rities (which are called stock indexes in this booklet) and
indexes that are intended to measure the predicted vola-
tility of specified stock indexes (which are called volatility
indexes in this booklet) and options on such indexes
(including binary index options and range options).

The second full paragraph on page 26 of the Booklet
is replaced with the following paragraph:

The value level of every index underlying an
option — including the exercise settlement value — is the
value of the index as reported by the reporting authority
designated by the options market where the option is
traded as the official source for determining that index’s

* Some indexes reflect values of companies, rather than
securities, by taking into account both the prices of con-
stituent securities and the number of those securities
outstanding.
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value. Unless OCC directs otherwise, every value as ini-
tially reported by the reporting authority is conclusively
presumed to be accurate and deemed to be final for the
purpose of calculating the cash settlement amount, or, in
the case of a binary index option, whether the option is
automatically exercised and returns a cash settlement
amount. This is true even if the value is subsequently
revised or determined to have been inaccurate.

The first two paragraphs immediately following the
caption ‘‘Features of Index Options’’ on pages 26-27 of
the Booklet are replaced with the following paragraphs
and example:

All index options that are traded on the date of this
booklet are cash-settled. Cash-settled index options do
not relate to a particular number of shares. Rather, the
‘‘size’’ of a cash-settled index option is determined by the
multiplier of the option. The ‘‘size’’ of a range option is
determined by its multiplier and maximum range exer-
cise value, and is equal to the maximum cash settlement
amount (i.e., the maximum range exercise value times
the multiplier). In the case of a binary index option, the
‘‘size’’ of the contract is simply its fixed cash settlement
amount, which for certain binary index options is defined
as the product of a fixed settlement value times a multi-
plier. If the option market on which an option series is
traded should increase or decrease the multiplier for a
series of index options, an adjustment panel may adjust
outstanding options of that series.

The exercise prices and premiums of the index
options that are traded at the date of this booklet are
expressed in U.S. dollars. Subject to regulatory approval,
trading in index options whose exercise prices or premi-
ums are expressed in a foreign currency may be intro-
duced in the future. The total premium and total exercise
price for a single index option (other than a binary index
option or a range option) are, respectively, the stated
premium and exercise price multiplied by the multiplier.

EXAMPLE: An investor purchases a December
100 index call at $2.15. The multiplier for that option is
100. The aggregate dollar amount of the premium is
$215.00 ($2.15 times 100 = $215.00). Had the options
market used a multiplier of 200, a premium of $2.15
would have meant an aggregate premium of $430.00.

The second full paragraph on page 27 of the Booklet
and the example following that paragraph are deleted.
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The second paragraph following the caption ‘‘How
to Exercise’’ on page 49 of the Booklet is replaced with
the following paragraph:

In order to exercise most options traded at the date
of this booklet, action must be taken by the option holder
prior to the expiration of the option. However some
options may be subject to automatic exercise. For exam-
ple, capped options are subject to automatic exercise if
the automatic exercise value of the underlying interest
hits the cap price of the option, and certain other options
(including binary options and flexibly structured index
options) are subject to automatic exercise as well. Binary
options are subject to automatic exercise if the exercise
settlement value of the underlying interest at expiration
meets the criteria for exercise specified by the listing
options market. Credit default options are subject to
automatic exercise whenever a credit event occurs in
accordance with the description in the applicable supple-
ment to this booklet.

The following paragraph is inserted near the top of
page 58 of the Booklet immediately before the caption
‘‘Risks of Option Holders’’:

Risks discussed in this chapter are applicable to
binary options and range options as well as other
options, except as otherwise noted. Certain risks dis-
cussed in the section entitled ‘‘Special Risks of Index
Options’’ are applicable to binary index options and
range options as well. Special risks applicable to holders
and writers of binary options are discussed in this chap-
ter in the sections entitled ‘‘Special Risks of Binary
Options (Other than Credit Default Options)’’ and ‘‘Spe-
cial Risks of Credit Default Options.’’ Special risks appli-
cable to holders and writers of range options are dis-
cussed in this chapter in the section entitled ‘‘Special
Risks of Range Options.’’

The following paragraph is inserted on page 59 of the
Booklet immediately before the paragraph numbered 2:

Only the first two paragraphs of this numbered sec-
tion 1 are applicable to binary options and range options.
The amount by which a binary option is in the money
does not affect the value of the option (and therefore the
option holder’s profit or loss) upon exercise. In the case
of a range option, the value of the option is based on
where the level of the underlying index falls within the
range length at expiration, and not on the difference
between the level of the underlying index and a discrete
exercise price. Furthermore, as discussed below under
the caption ‘‘Special Risks of Range Options,’’ the value
of a range option does not always move in the same
direction as the underlying interest.
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The paragraph numbered 3 on page 60 of the Book-
let is replaced with the following paragraph:

3. Prior to the period when a European-style
option (including a European-style delayed start option),
a capped option, or an American-style delayed start
option is exercisable, the only means through which the
holder can realize value from the option (unless the
capped option is automatically exercised) is to sell it at its
then market price in an available secondary market. If a
secondary market for such an option is not available
during the time the option is not exercisable, it will not be
possible for its holder to realize any value from the option
at that time.

The paragraph numbered 5 beginning at the bottom
of page 60 of the Booklet is replaced with the following
paragraph:

5. The courts, the SEC, another regulatory
agency, OCC or the options markets may impose exer-
cise restrictions. OCC and the options markets have
authority to restrict the exercise of options at certain
times in specified circumstances. The options markets
often exercise such authority with respect to an option in
which trading has been halted. If a restriction on exercise
is imposed at a time when trading in the option has also
been halted, holders of that option will be locked into
their positions until either the exercise restriction or the
trading halt has been lifted.

The following paragraphs are inserted immediately
following the caption ‘‘Risks of Option Writers’’ on
page 62 of the Booklet:

The risks discussed in paragraphs 3, 4, 5 and 10
below apply to writers of non-binary and binary options,
but the risks discussed in paragraphs 1, 2, 6, 7, 8, 9 and
11 are inapplicable to writers of binary options. Special
risks of binary options are discussed below under the
caption ‘‘Special Risks of Binary Options (Other Than
Credit Default Options).’’

The risks discussed in paragraphs 5, 9 and 10
below apply to writers of range options, but the risks
discussed in paragraphs 1, 2, 6, 7, 8 and 11 do not.
Although some of the risks discussed in paragraphs 3
and 4 apply to writers of range options, these risks are
separately discussed below under the caption ‘‘Special
Risks of Range Options’’ because range options are of a
single type (rather than consisting of a put class and a
call class) and have a unique payout structure.
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The paragraph numbered 1 at the top of page 62 of
the Booklet is replaced with the following paragraph:

1. An option writer may be assigned an exercise
at any time during the period the option is exercisa-
ble. Starting with the day it is purchased (provided, in
the case of a delayed start option, that its exercise price
has been set), an American-style option is subject to
being exercised by the option holder at any time until the
option expires. This means that the option writer is sub-
ject to being assigned an exercise at any time after he
has written the option until the option expires or until he
has closed out his position in a closing transaction. By
contrast, the writer of a European-style option (including
a European-style delayed start option), a capped option,
or an American-style delayed start option before its exer-
cise price is set is subject to assignment only when the
option becomes exercisable or, in the case of a capped
option, when the automatic exercise value of the underly-
ing interest hits the cap price.

The paragraph numbered 3 on page 63 of the Book-
let is replaced with the following paragraph:

3. The writer of an uncovered call (other than a
binary call) is in an extremely risky position and may
incur large losses if the value of the underlying interest
increases above the exercise price. For the writer of an
uncovered call (other than a binary call), the potential
loss is unlimited. When a physical delivery call is
assigned an exercise, the writer will have to purchase the
underlying interest in order to satisfy his obligation on the
call, and his loss will be the excess of the purchase price
over the exercise price of the call reduced by the pre-
mium received for writing the call. In the case of a
cash-settled call other than a binary call, the loss will be
the cash settlement amount reduced by the premium.
Anything that may cause the price of the underlying inter-
est to rise dramatically, such as a strong market rally or
the announcement of a tender offer for an underlying
stock at a price that is substantially above the prevailing
market price, can cause larges losses for an uncovered
call writer. For the writer of a binary call, the potential loss
will be limited to the fixed cash settlement amount of the
option minus the premium received for writing the call.
The writer of a binary call will be obligated to pay the
entire fixed cash settlement amount if the exercise settle-
ment value is only slightly in the money or, for certain
binary calls, even if the exercise settlement value is at the
money.
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The following example is inserted immediately fol-
lowing the example at the bottom of page 63 of the
Booklet:

EXAMPLE: An investor receives a premium of $4
for writing a binary call option on XYZ security that has an
exercise price of $80 and a fixed cash settlement amount
of $100. If the exercise settlement value of XYZ is $81 at
expiration, the investor will incur a loss of $96 (the $100
paid to the holder of the call option less the $4 premium
received when the option was written).

The paragraph beginning at the bottom of page 63 of
the Booklet is replaced with the following paragraph:

The writer of an uncovered call (other than a binary
call) is in an extremely risky position and may incur large
losses. Moreover, as discussed in Chapter IX, a writer of
uncovered calls must meet applicable margin require-
ments (which, except in the case of binary calls, can rise
substantially if the market moves adversely to the writer’s
position). Uncovered call writing is thus suitable only for
the knowledgeable investor who understands the risks,
has sufficient liquid assets to meet applicable margin
requirements, and, except in the case of binary options,
where the potential loss is limited as described above,
has the financial capacity and willingness to incur poten-
tially substantial losses. A binary call writer may be
required under exchange rules to deposit the full cash
settlement amount at the time the option is written.

The paragraph numbered 4 on page 64 of the Book-
let is replaced with the following paragraph:

4. As with writing uncovered calls, the risk of writ-
ing put options is substantial. The writer of a put option
bears a risk of loss if the value of the underlying interest
declines below the exercise price, and such loss could
be substantial if the decline is significant. The writer of a
put bears the risk of a decline in the price of the underly-
ing interest — potentially to zero in the case of a put other
than a binary put. A writer of a physical delivery put who
is assigned an exercise must purchase the underlying
interest at the exercise price — which could be substan-
tially greater than the current market price of the underly-
ing interest — and a writer of a cash-settled put other
than a binary put must pay a cash settlement amount
which reflects the decline in the value of the underlying
interest below the exercise price. For the writer of a
binary put, the potential loss will be the fixed cash settle-
ment amount of the option minus the premium received
for writing the put. The writer of a binary put will be
obligated to pay the entire fixed cash settlement amount
even if the exercise settlement value of the option is only
slightly in the money. Unless a put is a cash-secured put
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(discussed below), its writer is required to maintain mar-
gin with his brokerage firm. Moreover, the writer’s pur-
chase of the underlying interest upon being assigned an
exercise of a physical delivery put may result in an addi-
tional margin call.

The second full paragraph on page 64 of the Booklet
is replaced with the following paragraph:

Put writers must have an understanding of the risks,
the financial capacity and willingness to incur potentially
substantial losses, and the liquidity to meet margin
requirements and to buy the underlying interest, or to
pay the cash settlement amount, in the event the option
is exercised. A writer of an American-style put other than
a delayed-start option can be assigned an exercise at
any time during the life of the option until such time as he
enters into a closing transaction with respect to the
option. A writer of an American-style delayed-start option
can be assigned an exercise at any time after the option’s
exercise price is set until such time as he enters into a
closing transaction with respect to the option. Since exer-
cise will ordinarily occur only if the market price of the
underlying interest is below the exercise price of the
option, the writer of a physical delivery put option can
expect to pay more for the underlying interest upon exer-
cise than its then market value.

The following example is inserted immediately fol-
lowing the example at the bottom of page 64 of the
Booklet:

EXAMPLE: An investor receives a premium of $4
for writing a binary put option on XYZ security that has an
exercise price of $80 and a fixed cash settlement amount
of $100. If the exercise settlement value of XYZ is $79 at
expiration, the investor will incur a loss of $96 (the $100
paid to the holder of the put option less the $4 premium
received when the option was written).

The first full paragraph at the top of page 65 of the
Booklet is replaced with the following paragraph:

In the case of a put other than a binary put, the put
writer’s exposure to margin requirements can be elimi-
nated if the put writer deposits cash equal to the option’s
exercise price with his brokerage firm. Under this strat-
egy, known as cash-secured put writing, the put writer is
not subject to any additional margin requirements
regardless of what happens to the market value of the
underlying interest. In the meantime, the put writer might
earn interest by having the cash invested in a short-term
debt instrument — for example, in a Treasury bill. How-
ever, a cash-secured put writer is still subject to a risk of
loss if the value of the underlying interest declines. The
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risk of writers of binary puts is limited to the cash settle-
ment amount of the option, and a binary put writer may
be required under exchange rules to deposit the full cash
settlement amount at the time the option is written.

The paragraph numbered 5 on page 65 of the Book-
let is replaced with the following paragraph:

5. The risk of being an option writer may be
reduced by the purchase of other options on the same
underlying interest — and thereby assuming a spread
position — or by acquiring other types of hedging posi-
tions in the options markets or other markets. However,
even where the writer has assumed a spread or other
hedging position, the risks may still be significant. See
paragraph 1 under ‘‘Other Risks’’ below. The risk profile
of a spread where the long and short legs are options of
different types is not the same as where both legs are
options of the same type. For example, where the short
leg is a conventional option, the risk-reducing character-
istics of a long leg consisting of binary or range options
are different than where the long leg is a conventional
option because of the fixed cash settlement amount of
binary options and the unique payout structure of range
options.

The second full paragraph on page 68 of the Booklet
is replaced with the following paragraph:

In the case of straddle writing, where the investor
writes both a put and a call on the same underlying
interest at the same exercise price in exchange for a
combined premium on the two writing transactions, the
potential risk is unlimited (except in the case of capped
options or binary options). Except where a straddle con-
sists of binary options, to the extent that the price of the
underlying interest is either below the exercise price by
more than the combined premium, or above the exercise
price by more than the combined premium, the writer of a
straddle will incur a loss when one of the options is exer-
cised. Indeed, if the writer is assigned an exercise on one
option position in the straddle and fails to close out the
other position, subsequent fluctuations in the price of the
underlying interest could cause the other option to be
exercised as well, causing a loss on both writing posi-
tions. An investor who writes a straddle using binary
options will incur a loss when the combined premium is
less than the fixed cash settlement amount of the option
that is exercised.

The second full paragraph on page 71 of the Booklet
is replaced with the following paragraph:

Even if options trading is halted, holders of Ameri-
can-style options, other than delayed start options for
which an exercise price has not yet been set, would still
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be able to exercise unless exercises were restricted.
(However, OCC or an options market may restrict the
exercise of an option while trading in the option has been
halted, and the restriction may remain in effect until
shortly before expiration. See paragraph 5 under ‘‘Risks
of Option Holders’’ above.) If the option is exercisable
while trading has been halted in the underlying interest,
option holders may have to decide whether to exercise
without knowing the current market value of the underly-
ing interest. This risk can become especially important if
an option is close to expiration, and failure to exercise will
mean that the option will expire worthless. If exercises do
occur when trading of the underlying interest is halted,
the party required to deliver the underlying interest may
be unable to obtain it, which may necessitate a post-
poned settlement and/or the fixing of cash settlement
prices (see Chapter VIII).

The paragraph numbered 4 on page 71 of the Book-
let is replaced with the following paragraph:

4. All cash-settled options have certain special
risks. The special risks applicable to cash-settled index
options are discussed under ‘‘Special Risks of Index
Options’’ below. Special risks applicable to range
options are discussed under ‘‘Special Risks of Range
Options’’ and the special risks applicable to binary
options are discussed under ‘‘Special Risks of Binary
Options (Other than Credit Default Options)’’ and ‘‘Spe-
cial Risks of Credit Default Options’’ below.

The following paragraph is inserted immediately
below the caption ‘‘Special Risks of Index Options’’ on
page 73 of the Booklet:

The risks discussed in paragraphs 4, 5, 7, 8 and 10
below are generally applicable to writers of non-binary
and binary index options, but the risks discussed in para-
graphs 1 through 3, 6 and 9 are inapplicable to writers of
binary index options. The risks discussed in para-
graphs 4, 5, 7, 8 and 10 below apply to writers of range
options on securities indexes, but the risks discussed in
paragraphs 1 through 3, 6 and 9 do not. Special risks of
range options are discussed below under the caption
‘‘Special Risks of Range Options.’’

The paragraph numbered 2 on page 73 of the Book-
let is replaced with the following paragraph:

2. Even if the writer of a cash-settled index call
option could assemble a securities portfolio that exactly
reproduced the composition of the underlying index, the
writer still would not be fully covered from a risk stand-
point because of the ‘‘timing risk’’ inherent in writing
cash-settled options. When a cash-settled index option is
exercised, the amount of cash that the holder is entitled
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to receive is determined by the difference between the
exercise price and the exercise settlement value, which is
based on the prices of the constituent securities at a
particular time on or in relation to the date on which the
option is exercised. As with most other kinds of options,
the writer will not learn that he has been assigned until
the next business day, at the earliest. The time lag
between exercise and notice of assignment poses no risk
for the writer of a covered physical delivery call, because
that writer’s obligation is to deliver the underlying interest
and not to pay its value as of a fixed time in the past. So
long as the writer of a physical delivery call already owns
the underlying interest, he can satisfy his settlement obli-
gations simply by delivering it, and the risk that its value
may decline after the exercise date is borne by the exer-
cising holder. In contrast, even if the writer of a
cash-settled index call holds securities that exactly
match the composition of the underlying index, he will
not be able to satisfy his assignment obligations by deliv-
ering those securities against payment of the exercise
price. Instead, he will be required to pay cash in an
amount based on the exercise settlement value on the
exercise date, and by the time he learns that he has been
assigned, the index may have declined, with a corre-
sponding decline in the value of the securities portfolio.
This ‘‘timing risk’’ is an inherent limitation on the ability of
writers of cash settled calls to cover their risk exposure by
holding positions in the underlying interest. This risk
applies only to American-style options. The writer of a
European-style or capped call that is exercisable only on
the expiration date runs the risk of assignment only with
respect to exercises filed on that day. If the call is more
than marginally in the money on the preceding trading
day, the writer can ordinarily assume that it will be exer-
cised and take market action to protect himself against a
subsequent decline in the value of his position in the
underlying interest.

The paragraph numbered 5 on page 76 of the Book-
let is replaced with the following paragraph:

5. Holders and writers of index options generally
bear the risk that the reported current index level may be
in error. Persons who exercise cash-settled index
options or are assigned exercises based on erroneously
reported index levels will ordinarily be required to make
settlement based on the exercise settlement value as
initially reported by the official source of the index, even if
a corrected value is subsequently announced. In the
case of binary index options, while the exercise settle-
ment amount is fixed, the exercise settlement value of the
underlying index will determine whether the option is
automatically exercised and returns a cash settlement
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amount or expires worthless. References herein to index
values ‘‘as initially reported’’ refer to the values initially
reported by the source of the index as definitive, and not
to any tentative or preliminary values that may be
announced at an earlier time subject to adjustment. In
extraordinary circumstances (e.g., where an exercise
settlement value as initially reported is obviously wrong
and inconsistent with values previously reported, and a
corrected value is promptly announced), OCC has dis-
cretion to direct that exercise settlements be based on a
corrected exercise settlement value. Ordinarily, however,
the exercise settlement value as initially reported by the
official source of the index will be conclusive for exercise
settlement purposes.

The paragraphs numbered 7 and 8 beginning on
page 77 of the Booklet are replaced with the following
paragraphs:

7. Cash-settled index options whose exercise
settlement values are based on the opening prices of the
constituent securities are not traded on the last sched-
uled trading day for those securities prior to the option
expiration date. An option holder will be able to realize
value from his option on that day only if the option is in
the money and is exercised. A writer of this type of option
who has not previously closed out his position will be
unable to do so on that last trading day for the constitu-
ent securities and will be at risk of being assigned an
exercise.

8. Current index levels will ordinarily continue to
be reported even when trading is delayed or interrupted
in some or all of the constituent securities of the index or
when the reporting of transactions in those securities has
been delayed. In that event, the reported index levels will
be based on the most recent reported prices of the con-
stituent securities — whether or not those securities are
being currently traded. As a result, reported index levels
may at times be based on non-current price information
with respect to some or even all of the constituent securi-
ties of an index. If this condition existed at the time of
determining the exercise settlement value of an exer-
cised option, that exercise would be settled on the basis
of an index level that might not reflect current price infor-
mation with respect to constituent securities accounting
for a significant portion of the value of the index. (Indeed,
as noted in Chapter IV, an exercise settlement value that
is based on the opening prices of the constituent securi-
ties may not coincide with, and may diverge substantially
from, the index values that are reported at the time of the
opening.) Moreover, if the index underlay a capped index
option or a binary index option, that option would or
would not be automatically exercised based on an index
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level that might not reflect the true state of the market at
the time.

The paragraph numbered 10 beginning on page 78
of the Booklet is replaced with the following paragraph:

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

The following new paragraph is inserted on page 78
of the Booklet immediately before the section in Chapter X
titled ‘‘Special Risks of Debt Options’’:

15. Holders and writers of delayed start options
bear the risk that the index level used to calculate the
exercise price on the exercise price setting date may be
unavailable or incorrect or that the options market may
incorrectly calculate the exercise price. Paragraph 5 of
this section discusses some of the risks of an errone-
ously reported index level to a person buying, selling, or
exercising an option, or who is assigned an option exer-
cise, based on the erroneous index level. Similarly, per-
sons who are holders or writers of delayed start options
on the exercise price setting date bear the risk that an
erroneously reported index level will be used to set the
exercise price. There is the additional risk that a correct
index level will be used, but the options market will calcu-
late the exercise price incorrectly. Once a series of
delayed start options is opened for trading on the day
after the exercise price setting date, even if a corrected
index level is later reported, or if it is later discovered that
an exercise price was set incorrectly, the exercise price
will not be corrected to account for such errors.

The following new sections are inserted at the end of
Chapter X of the Booklet following the section captioned
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‘‘Special Risks of Credit Default Options’’ (which was
added in the June 2007 Supplement):

SPECIAL RISKS OF BINARY OPTIONS (OTHER
THAN CREDIT DEFAULT OPTIONS)

1. Risks of holders of binary options are similar to
the risks described above applicable to holders of other
cash-settled, European-style options, but the holder of a
binary option will not receive any gain in excess of the
fixed settlement amount of the option. Non-binary
options, in contrast, may provide greater return to the
holder as the difference between the exercise price and
the exercise settlement value of the underlying interest
increases. A binary option is like a capped option in the
sense that its maximum return is limited. Unlike a capped
option, however, the payout on a binary option is all or
nothing. Accordingly, with respect to a binary option, the
holder may experience a relatively greater gain than the
holder of a non-binary option when the option is in the
money by a small amount but a relatively smaller gain
when the option is in the money by a greater amount.

2. Binary options may be more difficult to hedge,
or to use as hedges, than non-binary options. Because of
the fixed settlement amount to be realized from a binary
option, an investor who wishes to hedge the risk of an
increase in the price of a specified quantity of a stock, for
example, cannot create a perfect hedge by buying a
specified quantity of at-the-money binary options that
return a cash settlement amount if the exercise settle-
ment value of the underlying security is above the current
price of the stock. If the stock price at expiration of the
option has risen only slightly above the exercise price,
the option payout may exceed the aggregate increase in
the value of the stock. If the stock price has risen sub-
stantially over the exercise price, the payout from the
option may not be sufficient to cover the excess. Simi-
larly, an investor who writes a binary option on an individ-
ual stock and wishes to hedge the obligation through
ownership of the shares of the underlying stock would
not be able to do so precisely through the ownership of
any specific number of shares.

3. Holders and writers of binary options may bear
a heightened risk that they will be adversely affected by
manipulative behavior in the markets. Because a binary
option that is in the money by even the smallest amount
(or, in the case of certain binary options, at the money)
will pay the full fixed settlement amount, there may be an
incentive for holders or writers of options that are at or
near the money at expiration to attempt to influence the
exercise settlement value in order to cause a series of
options to expire either in or out of the money. Although
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opportunities for manipulation may be greater when the
underlying interest is an individual security than when it is
an index, volume weighted average pricing is used to
determine the exercise settlement value of binary stock
options in order to reduce the likelihood of such manipu-
lation. While market manipulation is unlawful under the
federal securities laws and SEC regulations, there can be
no assurance that manipulation affecting binary options
will not occur. If manipulation does occur, exercise settle-
ment values may be based on the manipulated price and
there may be no adequate remedy available to investors.

4. A writer of a binary option has risks similar to
those of writers of other cash-settled, European-style
options except that the amount that the writer will be
required to pay if assigned an exercise notice is limited to
the fixed settlement amount. Even though the potential
loss is limited, writers of binary options must have suffi-
cient liquid assets to pay the fixed cash settlement
amount and the financial capacity to bear that potential
loss.

5. A writer of a binary option will be obligated to
pay the entire fixed cash settlement amount, even if the
exercise settlement value is only slightly in the money or,
in the case of certain binary options, at the money. Inves-
tors should be aware of the criteria for automatic exercise
of the binary options that they purchase or write. Binary
stock options may be different in this regard from binary
index options, and binary options traded on one options
market may have different terms from those traded in
other options markets.

6. A binary option that has an exercise price at or
near the current price or level of the underlying as the
expiration date approaches may be more volatile and
therefore involve more risk than a non-binary option.

The following new section is inserted at the end of
Chapter X on page 88 of the Booklet:

SPECIAL RISKS OF RANGE OPTIONS

1. Range options have a unique payout structure.
Whereas other cash-settled options (other than binary
options) provide an increasingly greater return to the
option holder as the difference between the exercise
price and the level of the underlying interest increases, a
range option’s potential payout increases through the
lower range until it reaches the maximum cash settle-
ment amount, remains at the maximum cash settlement
amount through the entire middle range, and then
decreases to zero as the level of the underlying interest
moves through the high range. Therefore, a range option
holder must not only be right about the timing of an
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anticipated change in the level of the underlying index,
but he must also be right about the degree of the change
because the option will have a reduced payout or drop
out of the money altogether if the underlying index
moves too far in either direction. In that case, a range
option holder may lose all or a significant part of his
investment in the option. On the other hand, the direction
in which the underlying index moves will not affect the
payout for a range option as long as it stays within the
middle range.

2. The writer of a range option, like writers of
other cash-settled options, runs the risk that the option
will expire in the money and he will be required to pay the
cash settlement amount. The writer’s potential loss is
limited to the maximum cash settlement amount of the
option minus the premium received. Actual loss will
depend on where the level of the underlying index falls
within the range length.

EXAMPLE: An investor receives a premium of
$10 for writing a range option on XYZ index that has a
maximum cash settlement amount of $100. Assume that
the option has a low range from 90 to 100, middle range
from 100 to 110, and a high range from 110 to 120. If the
level of the XYZ index at expiration is 100 (i.e., falls in the
middle range), the investor will incur a loss of $90 (the
$100 paid to the holder of the option less the $10 pre-
mium received when the option was written). If the level
of the XYZ index at expiration is in the low range or the
high range, the profit or loss incurred by the investor will
depend on where along the low range or high range the
index level falls at expiration.

3. Range options may be more difficult to hedge,
or to use as a hedge, than other types of options because
of range options’ unique payout structure. A range
option would be a perfect hedge only for a risk exposure
to the underlying interest that varies with the level of the
underlying interest in the same unique way as the payout
structure of the range option. In addition, as in the case of
a binary option, it is not possible to precisely offset the
risk of writing a range option through ownership of the
underlying interest.
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DECEMBER 2009
SUPPLEMENT

The February 1994 version of the booklet entitled
Characteristics and Risks of Standardized Options (the
‘‘Booklet’’) is amended as provided below. Part I of this
Supplement contains information regarding options on
indexes measuring (i) the historical (‘‘realized’’) variance
or the predicted (‘‘implied’’) or realized volatility of the
daily returns of a stock index; (ii) the return from a trading
strategy involving purchases and sales of equity securi-
ties and options on those securities; or (iii) the dividends
on the component stocks of a dividend index. Part II of
this Supplement contains information relating to the
adjustment of stock option contracts to reflect cash divi-
dends or distributions on the underlying securities. This
Supplement supersedes and replaces the September
2008 Supplement to the Booklet.

Part I. Variability Options.

1. The first full paragraph on page 2, as amended in
Part III of the May 2007 Supplement, is further amended to
read as follows:

Each options market selects the underlying inter-
ests on which options are traded on that market. Options
are currently available covering four types of underlying
interests: equity securities (which term includes ‘‘fund
shares’’ described in Chapter III), indexes (including
stock, variability, strategy-based and dividend indexes),
government debt securities, and foreign currencies.
Options on other types of underlying interests may
become available in the future.

2. The second paragraph on page 7, as amended by
the June 2008 Supplement, is replaced with the following
paragraph:

Exercise prices for each options series (except for
series of delayed start options) are established by the
options market on which that series is traded at the time
trading in the series is introduced, and are generally set
at levels above and below the then market value of the
underlying interest. However, the options markets may
use other methods to set exercise prices. Specific infor-
mation regarding the setting of exercise prices may be
obtained from the listing options market. The options
markets generally have the authority to introduce addi-
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tional series of options with different exercise prices
based on changes in the value of the underlying interest,
or in response to investor interest, or in unusual market
conditions, or in other circumstances. For series of
delayed start options, exercise price setting formulas —
rather than exercise prices — are established by the
options market on which each series is traded before the
time trading commences in each such series. Those
exercise price setting formulas provide that on the exer-
cise price setting date the exercise price for the series will
be fixed at the money, in the money by a certain amount,
or out of the money by a certain amount. 

3. The first two paragraphs on page 23, under the cap-
tion ‘‘About Indexes,’’ are replaced with the following
three paragraphs and new caption:

As referred to in this booklet, an index is a measure
of the prices or other attributes of a group of securities*
or other interests. Although indexes have been devel-
oped to cover a variety of interests, such as stocks and
other equity securities, debt securities and foreign cur-
rencies, and even to measure the cost of living, the fol-
lowing discussion relates only to (i) indexes on equity
securities (which are called stock indexes in this book-
let), (ii) indexes intended to measure the implied volatility,
or the realized variance or volatility, of specified stock
indexes (which are collectively called variability indexes
in this booklet), (iii) strategy-based indexes, such as
indexes measuring the return of a particular strategy
involving the component securities of a stock index and
options on that index, (iv) indexes intended to measure
the stock price changes of the component securities of
underlying indexes that result solely from the distribution
of ordinary cash dividends, as calculated on their respec-
tive ex-dividend dates (which are called dividend indexes
in this booklet), and (v) options on the above indexes
(including binary index options and range options).

Stock indexes are compiled and published by vari-
ous sources, including securities markets. A stock index
may be designed to be representative of the stock mar-
ket of a particular nation as a whole, of securities traded
in a particular market, of a broad market sector (e.g.,
industrials), or of a particular industry (e.g., electronics).
A stock index may be based on securities traded primar-
ily in U.S. markets, securities traded primarily in a foreign
market, or a combination of securities whose primary

* Some indexes reflect values of companies, rather than
securities, by taking into account both the prices of
component securities and the number of those securi-
ties outstanding.
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markets are in various countries. A stock index may be
based on the prices of all, or only a sample, of the securi-
ties whose prices it is intended to represent. Like stock
indexes, variability indexes, strategy-based indexes, and
dividend indexes are securities indexes. However, varia-
bility indexes may measure the implied volatility of an
index, using the premiums for series of options on that
index, or may measure the historical variance or volatility
of the returns of an index using daily returns over a cer-
tain period assuming a mean daily return of zero. Strat-
egy-based indexes measure the return of a particular
strategy involving the component securities of an index
and options on that index. Dividend indexes measure the
stock price changes of the component securities of
underlying indexes that result solely from the distribution
of ordinary cash dividends, as calculated on their respec-
tive ex-dividend dates. In this booklet options on variabil-
ity indexes are referred to generically as variability
options, options on strategy-based indexes are referred
to as strategy-based index options, and options on divi-
dend indexes are referred to as dividend index options.

Information relating specifically to stock indexes,
variability indexes, strategy-based indexes and dividend
indexes appears below under the captions ‘‘Stock
Indexes,’’ ‘‘Variability Indexes,’’ ‘‘Strategy-based
Indexes’’ and ‘‘Dividend Indexes,’’ respectively.

STOCK INDEXES

4. The first sentence in the second full paragraph on
page 25 is amended as follows:

Investors should keep in mind that a stock index can
respond only to reported price movements in its compo-
nent securities.

5. The paragraph that was inserted following the third
full paragraph on page 26 in the December 1997 Supple-
ment to this booklet is relocated so that it follows the
second full paragraph on page 25 (since that paragraph
relates to stock indexes and not to variability indexes or
strategy-based indexes).

6. The following paragraphs and captions are added on
page 25 following the relocated paragraph referred to in
point 3 immediately above:

DIVIDEND INDEXES

Dividend indexes measure the stock price changes
of the component securities of underlying indexes that
result solely from the distribution of ordinary cash divi-
dends, as calculated on their respective ex-dividend
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dates. As of the date of this Supplement, dividend
indexes on which options are approved to be traded are
based on the accumulated ‘‘ex-dividend amounts’’
reflecting ordinary cash dividends for the component
securities over a specified accrual period. Investors
should note that determinations by the reporting author-
ity for a dividend index as to whether a cash dividend is
‘‘ordinary’’ and therefore reflected in the index may be
made using rules other than those relating to adjust-
ments of stock options and described in Chapter III
under ‘‘Features of Stock Options.’’ At the end of each
accrual period, the value of a dividend index is reset to
zero. The values of dividend indexes are typically pub-
lished once per trading day, and these values could be
affected by an issuer’s determination to pay stock divi-
dends in lieu of cash dividends or to forego payment of
cash dividends. An ‘‘ex-dividend amount’’ is the amount
by which the market price of a stock decreases on the
ex-dividend date to reflect the dividend that will be
received by holders of the stock immediately prior to the
ex-dividend date. The ‘‘ex-dividend amount’’ is calcu-
lated by the reporting authority for the index, and infor-
mation as to the method of calculation is available from
the listing options market. Investors must understand the
method used to calculate dividend indexes in order to
understand the relationship between current dividend
index values and the prices of dividend index options.

VARIABILITY INDEXES

Variability indexes, and investment strategies involv-
ing the use of variability options, are inherently complex.
You should be certain that you understand the method of
calculation and significance of any variability index and
the uses for which variability options based on that index
are suited before buying or selling the options.

Economic, political, social and other events affect-
ing the level of the reference index may also affect the
variability of the reference index. Variability indexes
based on equity securities have historically tended to
move inversely to their reference indexes, since variabil-
ity, whether in the form of variance or volatility, tends to be
associated with turmoil in the stock markets and turmoil
tends to be associated with downward moves in the
stock market. But this relationship does not always hold
true and, indeed, a variability index may be rising at a
time when its reference index is also rising.

As with other index options, a call variability option
will be in the money at exercise if the exercise settlement
value of the underlying index is above the exercise price
of the option, and a put variability option will be in the
money at exercise if the exercise settlement value of the
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underlying index is below the exercise price of the option.
Whether the variability option is in the money is deter-
mined in relation only to the value of the underlying varia-
bility index, and not in relation to the reference index.

The information set forth on pages 26 through 28 of
the Booklet under the caption ‘‘Features of Index
Options’’ is generally applicable to variability options.
However, the method of determining the exercise settle-
ment value for certain variability options may differ from
those for other index options, and you should read the
information below relating to the particular types of varia-
bility options you wish to trade. Note also that variability
options may have expiration dates that are different from
those of other index options. You should be sure that you
know the expiration date for each variability option you
wish to buy or write.

As of the date of this Supplement, options are
approved for trading on three different types of variability
indexes representing three different ways of measuring
variability. A realized variance index represents the varia-
bility of returns of a specified reference index over a
specified time period relative to an average (mean) daily
return of zero. The realized volatility of the same index
over the same time period, also referred to as the stan-
dard deviation, is equal to the square root of the realized
variance. Both of these measures are calculated from
actual historical index values over the relevant period of
time. An implied volatility index is a measure of the pre-
dicted future variability of the reference index over a
specified future time period. It measures the predicted
standard deviation of the daily returns of the reference
index measured over the specified future time period. An
implied volatility index reflects predictions about the
future volatility of the reference index as those predic-
tions are implied by reported current premium values for
options on the reference index. The realized volatility of
the reference index may not conform to those
predictions.

There are various methods of estimating implied
volatility, and different methods may provide different
estimates. Under the method that is used for volatility
options that are traded at the date of this Supplement,
implied volatility index values are calculated using pre-
mium values of out-of-the-money series of options on the
reference index in expiration months that are selected
and weighted to yield a measure of the volatility of the
reference index over a specified future time period. For
example, an implied volatility index that is calculated
using this method and that is designed to provide a pre-
diction of volatility over 30 calendar days is based on
premium values of out-of-the-money options series on
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the reference index expiring in the two nearest months
with at least 8 calendar days left to expiration. Implied
volatility index values will be affected by any factor that
affects the component options series of the index, includ-
ing, among other things, applicable laws, regulations
and trading rules, the market-making and order process-
ing systems of the markets on which the options are
traded, and the liquidity and efficiency of those markets.

Implied volatility options that are described in this
Supplement are European-style and ‘‘A.M.-settled,’’
which means that the exercise settlement values are
derived from opening values of the component put and
call options. An exercise settlement value for implied vol-
atility options is calculated from actual opening premium
prices of the relevant series of options on the reference
index unless there is no trade in a series at the opening,
in which case the mid-point of the bid and offer premium
quotations for that series as determined at the opening of
trading is used. All other index values for each of these
implied volatility indexes are calculated using the mid-
points of the bid and offer premium quotations of the
options series that comprise the index. (Since these
index values are based on quotations they are some-
times referred to as ‘‘indicative values.’’)

Because different values may be used in calculating
the indicative values and exercise settlement values for
implied volatility options, there is a risk that there may be
a divergence between the exercise settlement value for
implied volatility options and an indicative value calcu-
lated at the opening on the date on which the exercise
settlement value is being determined. This risk is
described further in Chapter X of this booklet, under the
heading ‘‘Special Risks of Index Options.’’ Additional
information regarding the method used to calculate the
values of a particular implied volatility index is available
from the market on which options on that index are
traded.

Investors should keep in mind that indicative values
of an implied volatility index can reflect changes in the
implied volatility of the reference index only to the extent
that quotations of the component options of the index are
current. Indicative values for an implied volatility index
may be disseminated, and implied volatility options may
be traded, during times when one or more component
securities in the reference index are not trading, or when
the quotations for one or more of the options series com-
prising the implied volatility index are not current. Simi-
larly, an exercise settlement value for an implied volatility
index may be calculated even if one or more component
securities in the reference index are not trading. In any of
these cases, an indicative value or exercise settlement
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value will be based on non-current information. The qual-
ity of the information reflected in the values of an implied
volatility index should be evaluated in light of the depth
and liquidity of the markets for the securities in the refer-
ence index and the options that are the components of
the index. 

The realized variability indexes underlying variability
options approved for trading as of the date of this Sup-
plement measure the actual volatility or variance, as the
case may be, of the reference index for a fixed period
ending on the last trading day before the expiration date
for the variability option. As of the date of this Supple-
ment indicative values for a realized variability index are
published once per trading day during the fixed period,
but values published early in the period, which are based
on a small number of observations, may vary substan-
tially from the exercise settlement value. The exercise
settlement amount for a realized variability option is
equal to the difference between the exercise settlement
value and the exercise price of the option, times a
multiplier.

Realized variability options that are described in this
Supplement are European-style and ‘‘A.M.-settled.’’ The
initial and final values of a reference index for purposes of
calculating the exercise settlement value for realized vari-
ability options described in this Supplement are ordina-
rily calculated from the actual opening prices of the com-
ponent securities of the reference index in their primary
market. If a component security does not open for trad-
ing, the last reported price in the primary market may be
used. OCC’s rules provide for other methods of deter-
mining the exercise settlement value of a reference index
in extraordinary circumstances. All other values for real-
ized variability indexes are calculated from the published
closing value of the reference index.

STRATEGY-BASED INDEXES

Strategy-based indexes are complex, and their cal-
culations may involve the use of multiple variables,
including the values of equity securities and options on
those securities. Strategies based on options on these
indexes, referred to as ‘‘strategy-based index options,’’
are also complex. Investors should be certain that they
understand the method of calculation and significance of
any strategy-based index and the uses for which
strategy-based index options are suited before buying or
selling the options.

Strategy-based indexes measure the returns from
investment strategies involving the purchase and sale of
various securities. All of the securities purchased and
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sold pursuant to the strategy are deemed to be the com-
ponent securities of the strategy-based index. As of the
date of this Supplement, the only strategy-based index
on which options are approved to be traded is a buy-
write index measuring the return on a hypothetical ‘‘buy-
write’’ strategy involving the simultaneous writing of call
options on a stock index and purchase of the component
securities of that index. Under the hypothetical strategy, a
succession of at the money index call options with one
month to expiration are assumed to be written, and the
proceeds (i.e., the premiums received) from writing the
options are assumed to be invested in a weighted basket
of the component securities that mirrors the index. Divi-
dends received from ownership of the component secu-
rities of the index are similarly assumed to be reinvested
in the basket of securities. The options are deemed held
until expiration, and new call options are assumed to be
written on the business day immediately after the settle-
ment value is determined. All options written under the
buy-write strategy are deemed to have been assigned an
exercise notice on the expiration date if in the money on
that date, and to have expired without value if out of the
money on the expiration date. The buy-write index mea-
sures the cumulative gross rate of return of the strategy
since the inception of the index. The index will therefore
rise during periods when the strategy is profitable and
decline when it is unprofitable. The following example
illustrates the calculation of the buy-write index. 

EXAMPLE: Assume that the buy-write index has
a value of 800 on January 1. The return from the buy-write
strategy, taking into account the returns of the compo-
nent securities of the stock index and of the options
assumed to be written on the index, is .5% and 1% on
January 2 and 3, respectively. The index value at the end
of a given trading day is equal to the previous closing
value of the index multiplied by one plus the rate of return
for that trading day. In this example, the value of the buy-
write index at the close of trading on January 3 would be
812.04 (800 � 1.005 � 1.01). Assume that the return of
the buy-write strategy on January 4, again taking into
account the returns of the component securities of the
stock index and of the options assumed written on that
index, is a negative .7%. The value of the buy-write index
at the close of trading on January 4 would be 806.36
(812.04 � .993).

The calculation of the buy-write index, as in the case
of any strategy-based index, requires the making of
assumptions about, for example, the timing of transac-
tions involved with a particular strategy and the prices
received or paid for the securities traded (which are
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determined using market data for specified time peri-
ods). The index is calculated throughout the trading day
using reported values for the reference index and
reported premium values for the options as well as the
value of any ordinary dividends payable on the compo-
nent securities. The calculation of the index assumes that
transactions can be continuously executed, i.e., that
there will be no market disruptions, and may use
assumed prices equal to volume-weighted average
prices, which may not be the same as the prices an
investor employing the strategy would pay or receive.
Detailed information regarding calculation of the buy-
write index is available from the exchange on which the
options are traded. A special opening value for the refer-
ence index is used in calculating the index on the date
that a new option is written to replace an expiring option,
which is known as a roll date, and special procedures are
used on roll dates to reflect the hypothetical transactions
that are assumed to take place on those dates.

STOCK INDEXES, VARIABILITY INDEXES,
STRATEGY-BASED INDEXES AND DIVIDEND
INDEXES

7. The first sentence of the third full paragraph on
page 26 of the Booklet is replaced with the following:

With some exceptions, such as those noted above
with regard to mutual fund indexes, certain foreign stock
indexes, realized variance and realized volatility indexes,
and dividend indexes, the values of indexes are ordinarily
updated throughout the trading day.

8. The last sentence of the third full paragraph on
page 26 of the Booklet is replaced with the following:

Information regarding the method of calculation of
any index on which options are traded, including infor-
mation concerning the standards used in adjusting the
index, adding or deleting securities, and making similar
changes, and on any modification of the index in deter-
mining the underlying value for the options, is generally
available from the options market where the options are
traded.

9. The following paragraph is inserted before the first
full paragraph on page 27, as amended by the June 2008
Supplement:

The underlying interest for an index option may be a
fraction or multiple of a particular index. An option on a
fraction or multiple of a particular index is equivalent to an
option on the full value of the index, but with a different
contract size. Investors in index options should be aware
that the underlying interest for an index option may not
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be the full value of a published index with which they are
familiar.

10. The last paragraph on page 27 is replaced with the
following paragraph:

The exercise settlement values of index options are
determined by their reporting authorities in a variety of
ways. The exercise settlement values of some index
options are based on the reported level of the underlying
index derived from the last reported prices of the compo-
nent securities of the index at the closing on the day of
exercise. The exercise settlement values of other options
are based on the reported level of the index derived from
the opening prices of the component securities on the
day of exercise. If an option is exercised on a day that is
not scheduled as a trading day for the component securi-
ties of the index, the exercise settlement value is based
on the reported level of the index derived from the open-
ing or closing prices (depending on the options series) of
the component securities on the last prior day that is
scheduled as a trading day. If a particular component
security does not open for trading on the day the exer-
cise settlement value is determined, a substitute value,
such as the last reported price of that security, is used.
Other means for determining the exercise settlement val-
ues of some index options series have been, and may
continue to be, established. For example, the exercise
settlement values for options on an index of foreign secu-
rities may be fixed in relation to a value fixed by a foreign
exchange.

11. The second paragraph on page 28 is deleted.

12. The following paragraph is inserted on page 73,
immediately following the caption ‘‘Special Risks of Index
Options,’’ and immediately before the paragraph inserted
at that location by the June 2008 Supplement to this
booklet:

The risks described in paragraphs 1 through 10 on
pages 73 through 78 of this booklet relate primarily to
options on stock indexes. The risks described in para-
graph 11 relate to options on implied volatility indexes.
Risks described in paragraphs 12 through 14 relate to
options on variability indexes or strategy-based indexes.
The risks described in paragraph 15 relate to delayed
start options, and the risk described in paragraph 16
relates to dividend index options. 

13. The following paragraphs are inserted on page 78
immediately following paragraph number 10, as
amended by the June 2008 Supplement:

11. Because different values may be used in calcu-
lating indicative values and exercise settlement values of
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the volatility indexes underlying implied volatility options,
there is a risk that there may be a divergence between
the exercise settlement value and an indicative value cal-
culated at the opening on the date on which the exercise
settlement value is being determined. (Please refer to the
discussion in Chapter IV under the heading ‘‘Variability
Indexes’’ for the definition of the term indicative value and
a description of the method that is used to calculate an
exercise settlement value for implied volatility options.) It
is to be expected that there will be at least some diver-
gence between the exercise settlement value for expiring
implied volatility options and an indicative value calcu-
lated at the opening on the same date because the open-
ing price for each of the options series that is used to
calculate the exercise settlement value will typically be at
either the bid or the ask quotation, depending on the
forces of supply and demand for that series, and not at
the mid-point between the bid and ask quotations. This
divergence may represent a significant percentage of the
indicative value for the implied volatility index if the forces
of supply and demand cause all or most of the series to
open on the same side of the market.

12. Strategies involving the purchase and sale of
options on a variability index or strategy-based index are
inherently complex and require a thorough understand-
ing of the concepts that are measured by these indexes.
Investors must understand the method used to calculate
the index in order to understand how conditions in the
market for the component securities used to calculate its
value may affect the value of the index. Investors may fail
to realize their investment objective even if they have
correctly predicted certain events if they do not under-
stand how those events may or may not affect the level of
the index. The component securities of an implied volatil-
ity index are put and call options (not stocks, which are
the component securities of stock indexes). A realized
variability index, on the other hand, measures the actual
volatility of an index and is calculated directly from the
values of the reference index. There is no assurance that
predicted volatility as measured by a particular implied
volatility index will correspond to the actual volatility of
the reference index or to measures of predicted volatility
calculated using other methods. A strategy-based index
may be calculated from the prices of multiple component
securities of different types, such as in the case of a buy-
write index measuring the return of a strategy that
involves transactions in stocks and options. The return
from a particular strategy as measured by a strategy-
based index may differ from the actual returns that an
investor following that strategy achieves, because of
assumptions regarding transactions and the failure to
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take into account significant factors such as taxes and
transaction costs.

13. Persons who exercise variability options or
strategy-based index options or are assigned exercises
based on an erroneous index level will ordinarily be
required to make settlement based on the exercise set-
tlement value as initially reported by the designated
reporting authority for the index, even if a corrected value
is subsequently announced. In extraordinary circum-
stances (e.g., where an exercise settlement value as ini-
tially reported is obviously wrong, and a corrected value
is promptly announced), OCC has discretion to direct
that exercise settlements be based on a corrected exer-
cise settlement value. Ordinarily, however, the exercise
settlement value as initially reported by the designated
reporting authority for the underlying variability index will
be conclusive for exercise settlement purposes. As
described in paragraph 8. on page 77 with respect to
other indexes, reported levels of a variability or strategy-
based index may be based on non-current information.
This may occur as a result of delays or interruptions in the
market for the component securities of the underlying
index or the reference index (which are the same in the
case of realized variability indexes).

14. As in the case of writers of other index options,
writers of variability or strategy-based index options can-
not provide in advance for their potential settlement obli-
gations by acquiring the underlying interest. Offsetting
the risk of writing a variability option or strategy-based
index option may be even more difficult than offsetting
the risk of writing other index options. Even where some
offsetting of risk is possible, there are timing risks and
other risks analogous to those discussed in para-
graphs 3 and 4 on pages 74 and 75 of the booklet when-
ever an investor attempts to employ strategies involving
transactions in variability or strategy-based index options
and transactions in stocks or in options, futures contracts
or other investments related to stocks. 

14. The following paragraph is inserted on page 78
immediately following paragraph number 15, as added by
the June 2008 Supplement:

16. The reported values of dividend indexes may
be affected by factors other than the financial ability of
the issuers of the component securities of a dividend
index to pay cash dividends. For example, an issuer’s
determination to pay stock dividends in lieu of cash divi-
dends or to forego payment of cash dividends notwith-
standing its ability to do so may affect the level of a
dividend index.
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Part II. Definition of Ordinary Cash Divi-
dend. The following replaces Part I of the May 2007
Supplement:

The fourth paragraph on page 19 of the Booklet is
amended to read as follows:

As a general rule, no adjustment is made for ordi-
nary cash dividends or cash distributions. A cash divi-
dend or distribution announced prior to February 1,
2009, will generally be considered ‘‘ordinary’’ unless it
exceeds 10% of the aggregate market value of the under-
lying security outstanding as of the close of trading on
the declaration date. The same rule will continue to apply
on and after that date with respect to options series des-
ignated by OCC as ‘‘grandfathered’’ for purposes of this
rule (i.e., series opened prior to publication of the May
2007 Supplement that remain outstanding on Febru-
ary 1, 2009). In the case of all other options series, a cash
dividend or distribution announced on or after Febru-
ary 1, 2009, will generally be considered ‘‘ordinary,’’
regardless of size, if OCC believes that it was declared
pursuant to a policy or practice of paying such dividends
or distributions on a quarterly or other regular basis. No
adjustment will normally be made for any cash dividend
or distribution that amounts to less than $12.50 per con-
tract. If an option contract has been previously adjusted
to cover more shares than a standard-size option con-
tract (i.e., a contract covering 100 shares or any other
number of shares specified as the standard size for a
contract prior to any adjustments) and if a corresponding
standard-size option contract also exists, the previously
adjusted option contract will be adjusted only if the corre-
sponding standard-size option contract is also adjusted.
As an exception to the general rule, options on fund
shares will generally be adjusted for capital gains distri-
butions even if made on a regular basis, and adjustments
may be made for certain other distributions in respect of
fund shares in special circumstances described in OCC’s
rules, provided in each case that the amount of the
adjustment would be $.125 or more per fund share.
Determinations whether to adjust for cash dividends or
distributions not covered by the preceding rules, or when
other special circumstances apply, are made on a case-
by-case basis.
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MAY 2010
SUPPLEMENT

The February 1994 version of the booklet entitled
Characteristics and Risks of Standardized Options (the
‘‘Booklet’’) is amended as provided below to
accommodate the introduction of options on index-linked
securities.

1. The first full paragraph on page 2 of the Booklet, as
previously amended in the May 2007 and September
2008 Supplements, is replaced by the following:

Each options market selects the underlying interests
on which options are traded on that market. Options are
currently available covering four types of underlying
interests: equity securities (which term includes ‘‘fund
shares’’ described in Chapter III), indexes (including
stock, variability, strategy-based and dividend indexes),
debt securities and credit events, and foreign currencies.
Options on other types of underlying interests may
become available in the future.

2. The first three paragraphs in Chapter V appearing on
page 29 of the Booklet, as amended by the June 2007
Supplement, are replaced by the following four
paragraphs:

Three kinds of debt options have been approved for
trading at the date of this booklet. Two of these kinds are
sometimes referred to as price-based options. Price-
based options are options which give their holders the
right either to purchase or sell a specified underlying debt
security or to receive a cash settlement payment based
on the value of an underlying debt security (depending
on whether the options are physical delivery or
cash-settled options). Options on securities issued by
the U.S. Treasury are one kind of price-based debt
options. Options on index-linked securities are a second
kind of price-based debt options. An ‘‘index-linked
security’’ is a debt security that trades on one or more
exchanges similarly to an equity security, and that
provides a cash return to its owner based on the
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performance of a ‘‘reference asset’’ which may, for
example, consist of a securities or commodities index, a
futures index, a physical commodity, a foreign currency,
another debt security, or some combination of the above.
The term ‘‘index’’ in the context of an index-linked
security has a broader meaning than that set forth in
Chapter IV since, in the context of an index-linked
security, the term is a synonym for the term ‘‘reference
asset’’ and is not limited to securities indexes.

A third kind of debt options, called yield-based
options, are options that are cash-settled based on the
difference between the exercise price and the value of an
underlying yield. At the date of this booklet, all yield-
based options that have been approved for trading are
based on the yields of U.S. Treasury securities. The
distinctions between price-based and yield-based
options are fundamental and should be understood by
readers interested in investing in debt options.

A fourth kind of options, called credit default options,
are also described in this Chapter. Credit default options
are cash-settled options that are related to the
creditworthiness of issuers or guarantors of debt
securities, and are exercised upon confirmation of a
credit event affecting an underlying debt security or
securities.

The principal risks of holders and writers of debt
options and credit default options are discussed in
Chapter X. Readers interested in buying or writing debt
options or credit default options should not only read this
chapter but should also carefully read Chapter X,
particularly the discussions under the headings ‘‘Risks of
Option Holders,’’ ‘‘Risks of Option Writers,’’ ‘‘Other
Risks,’’ ‘‘Special Risks of Debt Options,’’ and ‘‘Special
Risks of Credit Default Options.’’

3. The first paragraph on page 31, immediately
following the heading ‘‘Treasury Securities,’’ is replaced
by the following:

The underlying debt securities of one kind of price-
based options that have been approved for trading at the
date of this booklet, and the debt securities from which
the underlying yields of yield-based options are derived,
are Treasury securities — e.g., 30-year Treasury bonds,
10-year Treasury notes, 5-year Treasury notes and
Treasury bills.
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4. The following section is inserted immediately after
the last paragraph on page 34 of the Booklet prior to the
paragraphs inserted by the June 2007 Supplement:

OPTIONS ON CONVENTIONAL INDEX-LINKED
SECURITIES

Index-linked securities are debt securities that trade
on exchanges similarly to equity securities. Index-linked
securities are issued by financial institutions such as
banks and may take the form of trust certificates, units or
some other interest. An index-linked security provides
owners with a cash return based on the performance of a
‘‘reference asset’’ which may, for example, consist of a
securities or commodities index, a futures index, a
physical commodity, a foreign currency, another debt
security, or some combination of the above. References
in this booklet to ‘‘units’’ of underlying index-linked
securities include these various forms of interests. The
term ‘‘index’’ in the context of an index-linked security
has a broader meaning than that set forth in Chapter IV
because, in the context of an index-linked security, the
term is a synonym for the term ‘‘reference asset’’ and is
not limited to securities indexes. As of the date of this
Supplement, options are approved to be traded on
conventional index-linked securities, but not on
leveraged or inverse index-linked securities.

As a general rule, a single index-linked security
option covers 100 units of the underlying security.
However, it is possible that the number of underlying
units covered by an index-linked security option would
be adjusted after the option is issued if an adjustment
panel determines, as described below, that it is
appropriate to make such an adjustment.

The exercise prices of options on index-linked
securities that are approved for trading at the date of this
booklet are stated in U.S. dollars per unit. As with a stock
option, the exercise price of an index-linked security
option must be multiplied by the number of units
underlying the option in order to determine the
aggregate exercise price and aggregate premium of the
option.

Index-linked securities generally have a term of at
least one year but not greater than thirty years. Index-
linked securities may be redeemable at certain intervals
at the option of the holder through the issuer at a price
related to the applicable underlying reference asset,
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subject to a minimum redemption increment and other
conditions. Redemption of index-linked securities may
affect the market for the securities by reducing the
quantity of securities available for trading. Index-linked
securities may return less than the principal originally
invested, regardless of the solvency of the issuer of the
securities.

An adjustment may be made to certain of the
standardized terms of outstanding options on index-
linked securities if a particular event occurs that is
determined by an adjustment panel to warrant the
adjustment. As in the case of stock options, an
adjustment panel for options on index-linked securities
would be composed of representatives of one or more
U.S. options markets and a representative of OCC, as
described above in Chapter II.

As a general rule, if the issuer of a particular index-
linked security calls the entire issue of the security, the
event will be treated like an event in which an underlying
equity security is converted into the right to receive a
fixed amount of cash. If an event is treated in this manner,
when the issue of index-linked securities is called,
outstanding options on that issue will be adjusted to
require the delivery upon exercise of a fixed amount of
cash, and trading in the options will ordinarily cease. As a
result, after such an adjustment is made all options on
that security that are not in the money will become
worthless and all that are in the money will have no time
value. The expiration date of the options will ordinarily be
accelerated to fall on or shortly after the date on which
the underlying security is called. Holders of an
in-the-money option whose expiration date is
accelerated must be prepared to exercise that option
prior to the accelerated exercise cut-off time in order to
prevent the option from expiring unexercised. See the
discussion in Chapter VIII under ‘‘How to Exercise.’’
Writers of options whose expiration date is subject to
being accelerated bear the risk that, in the event of such
an acceleration, they may be assigned an exercise notice
and be required to perform their obligations as writers
prior to the original expiration date. When the expiration
date of an option is accelerated, no adjustment will be
made to compensate for the accelerated expiration date.
As with a stock option whose underlying security is
converted into a right to receive a fixed amount of cash,
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there is no assurance that the exercise settlement date
for an accelerated index-linked security option will
coincide with the date on which the cash payment to the
holders of the underlying security becomes available
from the issuer. Covered writers of an accelerated option
may therefore be required to pay the cash amount in
respect of the option before they receive the cash
payment on the underlying security.

In contrast to a situation in which the issuer calls an
entire issue of index-linked securities, as a general rule
no adjustment will be made to the terms of options on
index-linked securities in the event of a call of less than an
entire issue of the securities. In addition, as a general
rule, no adjustment will be made to the terms of options
on index-linked securities for any interest payment on the
securities.

As is the case with equity options, an adjustment
panel with respect to options on index-linked securities
has discretion to make exceptions to the general rules
described above.

5. The following paragraph is inserted near the top of
page 58 of the Booklet, after the paragraph inserted by
the June 2008 Supplement and immediately before the
caption ‘‘Risks of Option Holders’’:

The value of an option is affected by the value of the
underlying interest. It is beyond the scope of this booklet
to discuss the characteristics or risks of underlying
interests. If a description or risk factor is mentioned in this
booklet with respect to a particular class of underlying
interest, you should not assume that the same
statements will be made with respect to all underlying
interests discussed herein to which they may be
applicable. You should look to disclosures made by
issuers of underlying securities or information provided
by publishers of underlying indexes and to information
available from your broker or other sources to determine
the nature and risks of the interests underlying the
options that you trade. Some underlying interests may
themselves involve a high degree of risk. Where the value
of an underlying security is based in whole or in part on
the performance of an index, information provided by the
publisher of the referenced index, as well as financial and
other disclosures made by the issuer of the underlying
security regarding the issuer’s ability to perform its
obligations, may be relevant.
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6. The following paragraph is inserted on page 78 of the
Booklet, immediately following the caption ‘‘Special Risks
of Debt Options’’:

The risks described in paragraphs 1 through 9 of this
section relate to debt options other than options on
index-linked securities. The risks described in
paragraphs 10 and 11 relate exclusively to options on
index-linked securities.

7. The following new paragraphs are inserted on
page 82 of the Booklet immediately before the section in
Chapter X titled ‘‘Special Risks of Foreign Currency
Options’’:

10. In the event of a shortage of index-linked
securities that are deliverable on exercise of a physical
delivery option, OCC may impose special exercise
settlement procedures similar to those applicable to
stock options, including the fixing of a cash settlement
price payable by writers who would otherwise be unable
to meet their delivery obligations (see the discussion in
Chapter VIII under ‘‘Settlement’’), and/or prohibit the
exercise of puts by holders who would be unable to meet
the resulting settlement obligations (see paragraph 5
under ‘‘Risks of Option Holders’’ above). 

11. In the event that an issuer of an index-linked
security calls the entire issue of the security, outstanding
options on that issue will be adjusted to require delivery
upon exercise of a fixed amount of cash. After such an
adjustment, all options on that security that are not in the
money will become worthless, and all that are in the
money will have no time value. Holders must be prepared
to exercise the option to prevent the option from expiring
unexercised, and writers must be prepared to perform
their obligations prior to the accelerated exercise cut-off
date. There is no assurance that the exercise settlement
date for an index-linked security option will coincide with
the date on which the cash payment to the holders of the
underlying security becomes available from the issuer,
and covered writers of an accelerated option therefore
may be required to pay the cash amount in respect of the
option before they receive cash payment on the
underlying security.
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sources which report the occurrence of a credit event do not
make this information publicly available until after the
expiration date. In this case, the cash settlement value of a
credit default option would be zero. There is also a risk that JANUARY 2011the listing options market may determine that a credit event
has occurred based on information available to it when in SUPPLEMENTfact no credit event has occurred. This could happen, for
example, if the sources used to confirm the credit event are
erroneous. The rules of OCC and/or the listing options The February 1994 version of the booklet entitled
market may provide that a confirmation of a credit event or Characteristics and Risks of Standardized Options (the
other contract adjustment may be revoked up to a specified ‘‘Booklet’’) is amended as provided below. This January
time prior to exercise settlement. Settlements based on a 2011 Supplement amends and restates the June 2007
listing options market’s confirmation of a credit event are Supplement in its entirety to accommodate changes
irrevocable even if no credit event has occurred. pertaining to credit default options.

7. Every determination by the listing options market Credit default options, including credit default
of a redemption event, succession event or credit event will basket options, have characteristics that are different
be within the listing options market’s sole discretion and will from those of any other options described in the Booklet
be conclusive and binding on all holders and sellers and not at the date of this Supplement. Accordingly, some of the
subject to review. OCC shall have no authority to make such statements and terms in Chapters I and II of the Booklet
determinations and shall have no responsibility therefor. are inapplicable to credit default options. For example, as

further described in this Booklet, the sentence at the8. Prior to the period when a credit default option
bottom of page 1 and the top of page 2 which notes thathas been automatically exercised, the only means through
the owner of a cash-settled option has ‘‘the right towhich the holder can realize value from the option is to sell it
receive a cash payment based on the difference betweenat its then market price in an available secondary market. If a
a determined value of the underlying interest at the timesecondary market for such an option is not available, it will
the option is exercised and the fixed exercise price of thenot be possible for its holder to realize any value from the
option’’ is not applicable to credit default options. Theoption at that time.
description of credit default options in this Supplement
supersedes material in the Booklet applicable to other9. There is no underlying interest for credit default
standardized options to the extent such material isoptions that is quoted in the marketplace. Because of this,
inconsistent with statements in this Supplement. Creditthere are no underlying interest prices to provide a reference
default options are described by amendment toto investors for pricing credit default options.
Chapter V of the Booklet as follows:

10. As discussed above under the caption ‘‘Other
1. The title of Chapter V (on page 29 of the Booklet) isRisks,’’ options markets have discretion to halt trading in an

changed to ‘‘DEBT OPTIONS AND CREDIT DEFAULToption in certain circumstances — such as when the market
OPTIONS’’.determines that the halt would be advisable in maintaining a

fair and orderly market in the option. In the case of credit
2. On page 34, the following is inserted immediatelydefault options, options markets may take into

following the paragraph inserted by the May 2010consideration, among other factors, that current quotes for
Supplement:debt securities or other securities of the reference entity are

unavailable or have become unreliable.
Credit Default Options and

11. The risk that a trading market for particular Credit Default Basket Options
options may become unavailable and the potential
consequences are also discussed above under the caption Credit default options are based on debt securities of
‘‘Other Risks.’’ The SEC has approved certain credit default one or more issuers or guarantors other than the U.S.
options for listing and trading on a national securities Treasury. A significant difference between such debt
exchange as securities. OCC filed its rules for clearing credit securities and Treasury securities is the non-negligible risk
default options with the CFTC, and the CFTC issued an that an issuer or guarantor of debt securities other than
exemption permitting OCC to clear such options when Treasury securities may default on its obligations. For
traded on a national securities exchange whether or not they example, the issuer might not pay the full interest and face
are within the CFTC’s jurisdiction. By its terms, the amount of the securities when due or might file for
exemption is revocable, and its revocation would be one of bankruptcy, thereby making it nearly certain that it will not
the events that could lead to the unavailability of a trading make timely payment of the full interest and face amount.
market for credit default options. Financial market participants call this credit risk. Credit risk

is an important component of the value of most debt
securities. 

Credit default options relate to the credit risk presented
by one or more specified debt securities, called reference
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obligation(s), of one or more specified issuers or guarantors, Credit default options are binary options in that they
each of which is called a reference entity. The reference have a specified, all-or-nothing cash settlement amount.
obligation(s) and each reference entity for a class of credit Credit default options, however, have additional unique
default options are selected by the listing options market. characteristics. For example, credit default options have no
When a credit default option is based on reference exercise price and cannot be in the money and have no
obligation(s) of more than one issuer or guarantor, it is intrinsic value. The discussion of these terms in Chapter I
referred to as a credit default basket option. There are further and/or Chapter II of the Booklet is therefore inapplicable to
variations on credit default basket options as described credit default options. In addition, a credit default option is
below. automatically exercised whenever a credit event occurs

within the covered period. Credit default options are thus a
A credit default option is automatically exercised and unique style of options and are neither American-style nor

pays a fixed cash settlement amount if a credit event is European-style.
confirmed for one or more reference obligations of a
reference entity prior to expiration of the option. The A credit default basket option is similar to an
reference obligations of a reference entity may include all of aggregation of individual credit default options, each based
the outstanding debt securities constituting general on one or more reference obligations of a different reference
obligations of the reference entity or direct claims on the entity. All of the outstanding debt securities constituting
reference entities (excluding any non-recourse debt). A general obligations of each reference entity or direct claims
credit event may include a failure to make a payment on a on reference entities (excluding non-recourse debt) in the
reference obligation and/or any other event(s) that the listing basket may be included in the reference obligations.
options market may specify at the time a class of credit

There are two different kinds of credit default basketdefault options is listed. The specified credit event(s) will be
options. A single payout credit default basket option isdefined in accordance with the terms of the reference
automatically exercised and pays a specified cashobligation(s). However, not every event that might constitute
settlement amount upon the confirmation of the first creditan event of default by the reference entity under the terms of
event to occur with respect to a reference obligation of anythe reference obligations will necessarily be specified by the
one of the basket’s reference entities. It is exercised onlylisting options market as a credit event. Investors should be
once. Once exercised, the expiration of the option will becertain that they understand the various possible events that
accelerated to correspond to the exercise date. A multiplewill or will not constitute credit events. The determination of
payout credit default basket option automatically pays awhether a particular event meets the criteria of a credit event,
specified cash settlement amount each time a credit event ishowever defined, for a specific credit default option is within
confirmed with respect to a reference obligation of any onethe sole discretion of the listing options market. 
of the reference entities during the covered period. In the

In order to result in automatic exercise of the option, a case of either single payout or multiple payout credit default
credit event must be confirmed to have occurred during the basket options, the listing options market may specify a
covered period (i.e., the period between the initial listing of different cash settlement amount for different reference
the series of options and the time specified by the options entities or may specify the same cash settlement amount for
market as the last day of trading of the option series prior to each reference entity in the basket. The percentage of the
the expiration date). An event that would otherwise be total cash settlement amount that is attributable to any
deemed a credit event will not result in an exercise of the individual reference entity is referred to as its weight in the
option if it occurs either before or after this period. A series of basket. Investors should note that the options markets on
credit default options ordinarily does not expire until a which credit default basket options trade may determine
specified number of business days following the end of the ‘‘weight’’ according to their own specified rules, and
covered period in order to provide the listing options market investors should contact the listing options market for
an opportunity to confirm whether or not a credit event information about how it determines weight. In the case of a
occurred within the covered period. If an event otherwise multiple payout credit default basket option, a cash
meeting the definition of a credit event occurs after the end settlement amount will be paid only once with respect to any
of the covered period but before the option expires, the particular reference entity, after which time the affected
option will not be exercised and will expire worthless. reference entity will be removed from the credit default

basket.
If the listing options market determines that a credit

event has occurred within the covered period for a class of Premiums for both credit default options and credit
credit default options, it will provide a credit event default basket options are expressed in points and
confirmation to OCC, and the options will be automatically decimals. In order to obtain the aggregate premium for a
exercised. Holders of the exercised options will receive, and single option, the quoted premium is multiplied by a
writers will be obligated to pay, the fixed cash settlement premium multiplier specified by the listing options market.
amount. If OCC does not receive a credit event confirmation
from the listing options market before expiration of a series
of credit default options, the options will expire worthless.

168 169



obligation(s), of one or more specified issuers or guarantors, Credit default options are binary options in that they
each of which is called a reference entity. The reference have a specified, all-or-nothing cash settlement amount.
obligation(s) and each reference entity for a class of credit Credit default options, however, have additional unique
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A credit default option is automatically exercised and unique style of options and are neither American-style nor
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reference obligations of a reference entity may include all of aggregation of individual credit default options, each based
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options market may specify at the time a class of credit
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automatically exercised and pays a specified cashobligation(s). However, not every event that might constitute
settlement amount upon the confirmation of the first creditan event of default by the reference entity under the terms of
event to occur with respect to a reference obligation of anythe reference obligations will necessarily be specified by the
one of the basket’s reference entities. It is exercised onlylisting options market as a credit event. Investors should be
once. Once exercised, the expiration of the option will becertain that they understand the various possible events that
accelerated to correspond to the exercise date. A multiplewill or will not constitute credit events. The determination of
payout credit default basket option automatically pays awhether a particular event meets the criteria of a credit event,
specified cash settlement amount each time a credit event ishowever defined, for a specific credit default option is within
confirmed with respect to a reference obligation of any onethe sole discretion of the listing options market. 
of the reference entities during the covered period. In the

In order to result in automatic exercise of the option, a case of either single payout or multiple payout credit default
credit event must be confirmed to have occurred during the basket options, the listing options market may specify a
covered period (i.e., the period between the initial listing of different cash settlement amount for different reference
the series of options and the time specified by the options entities or may specify the same cash settlement amount for
market as the last day of trading of the option series prior to each reference entity in the basket. The percentage of the
the expiration date). An event that would otherwise be total cash settlement amount that is attributable to any
deemed a credit event will not result in an exercise of the individual reference entity is referred to as its weight in the
option if it occurs either before or after this period. A series of basket. Investors should note that the options markets on
credit default options ordinarily does not expire until a which credit default basket options trade may determine
specified number of business days following the end of the ‘‘weight’’ according to their own specified rules, and
covered period in order to provide the listing options market investors should contact the listing options market for
an opportunity to confirm whether or not a credit event information about how it determines weight. In the case of a
occurred within the covered period. If an event otherwise multiple payout credit default basket option, a cash
meeting the definition of a credit event occurs after the end settlement amount will be paid only once with respect to any
of the covered period but before the option expires, the particular reference entity, after which time the affected
option will not be exercised and will expire worthless. reference entity will be removed from the credit default

basket.
If the listing options market determines that a credit

event has occurred within the covered period for a class of Premiums for both credit default options and credit
credit default options, it will provide a credit event default basket options are expressed in points and
confirmation to OCC, and the options will be automatically decimals. In order to obtain the aggregate premium for a
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writers will be obligated to pay, the fixed cash settlement premium multiplier specified by the listing options market.
amount. If OCC does not receive a credit event confirmation
from the listing options market before expiration of a series
of credit default options, the options will expire worthless.
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Adjustment of credit default basket options for aADJUSTMENT OF CREDIT DEFAULT OPTIONS
complete redemption. In the case of a single or multiple
payout credit default basket option, if a completeAdjustments may be made to the standardized terms
redemption event occurs with respect to one of theof outstanding credit default options when certain events
reference entities in the basket and no credit event isoccur, such as a succession event or a redemption event,
confirmed, pursuant to the rules of the listing optionsboth of which will be defined by the listing options market in
market, to have occurred prior to the effective date of suchaccordance with the terms of the reference obligations.
redemption event, the options will be adjusted by removingAdjustments of credit default options will be within the sole
the affected reference entity from the basket of referencediscretion of the listing options market. Investors should
entities. When a reference entity is deleted from the basketfamiliarize themselves with the listing options market’s rules
of reference entities because of a redemption event, theand procedures governing credit default option
cash settlement amount of the option will be reduced by anadjustments. The listing option market’s rules governing
amount reflecting the weight of the deleted reference entityadjustments of outstanding options may be changed with
in the basket. The relative weights of the other componentsregulatory approval, and the listing options market may have
in the basket will remain unchanged, although each willauthority to make such exceptions as it deems appropriate
represent a proportionally larger percentage of the adjustedto its general adjustment rules. 
cash settlement amount.

Redemption Event Adjustments. A redemption event
EXAMPLE: Company XYZ is one of ten referenceoccurs when reference obligations of a reference entity are

entities for a class of multiple payout credit default optionredeemed (or paid in full) by, or on behalf of, the issuer. In the
contracts and its 8% May 15, 2022 bond issue is specified ascase of all types of credit default options, if only some of the
its only reference obligation. Company XYZ was assigned areference obligations are redeemed, the option is ordinarily
weight of 15% when the credit default option was opened foradjusted such that the remaining reference obligations are
trading. During the life of the option, Company XYZ redeemsthe reference obligations for the option and no other
the 8% May 15, 2022 bond issue. No reference obligationsadjustment will ordinarily be made. If all of the reference
remain and the listing options market determines that thereobligations of a reference entity are redeemed and there are
are no other outstanding debt obligations of the issuerother debt obligations of the reference entity that the listing
suitable for specification as reference obligations. Theoptions market deems appropriate to specify as successor
basket component will be removed from the credit defaultreference obligations, then they will be substituted as the
basket, and the cash settlement amount will be reduced byreference obligations. If, however, all of the reference
15%.obligations of a reference entity are redeemed and there are

no other debt obligations of the reference entity that the Succession Event Adjustments. A succession eventlisting options market deems appropriate to specify as occurs when one or more new entities assume one or moresuccessor reference obligations for the reference entity (a reference obligations of a reference entity or become thecomplete redemption), then the adjustment will depend obligor with respect to any obligation that is substituted forupon whether or not there are other reference entities for the the original reference obligations. This may occur, foroptions. example, when a reference entity is merged into a new entity
or spins off a part of its business into a new entity. If, as theAdjustment of credit default options for a complete
result of a succession event, more than one entity is theredemption. If there is a complete redemption affecting a
obligor of the original reference obligations, or obligationscredit default option, the option will cease trading on the
that were substituted for the original reference obligations,date that the redemption event is confirmed by the listing
all of those obligors, including, as the case may be, theoptions market. Expiration of the option will be accelerated
original reference entity, are referred to as successorto a specified number of days following the confirmation
reference entities.date of the redemption, and the option will expire

unexercised if, prior to such expiration, no credit event is Adjustment of credit default options after a successionconfirmed to have occurred prior to the effective date of the event. Where a succession event results in assumption of allredemption event. reference obligations by a single entity, the listing options
market will ordinarily adjust the option by substituting theEXAMPLE: Company XYZ is the reference entity for a
entity that assumes the reference obligation(s) as the newcredit default option contract and its 8% May 15, 2022 bond
reference entity. Where a succession event results in moreissue is the only reference obligation. During the life of the
than one successor reference entity, the credit default optionoption, Company XYZ redeems the 8% May 15, 2022 bond
may be adjusted by dividing it into two or more options.issue and there are no other obligations of Company XYZ

that the listing options market deems to be suitable for EXAMPLE: Company XYZ is the reference entity for aspecifying as successor reference obligations. The option credit default option contract, and its 8% May 15, 2022 bondwill cease trading on the confirmation date, and its expiration issue is the only reference obligation. During the life of thedate will be accelerated. If no credit event is confirmed to option, Company XYZ spins off Company LMN. Companyhave occurred within the covered period, the option will XYZ remains the obligor with respect to 70% of the principalexpire worthless. amount of the original reference obligation. Company LMN
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Redemption Event Adjustments. A redemption event
EXAMPLE: Company XYZ is one of ten referenceoccurs when reference obligations of a reference entity are

entities for a class of multiple payout credit default optionredeemed (or paid in full) by, or on behalf of, the issuer. In the
contracts and its 8% May 15, 2022 bond issue is specified ascase of all types of credit default options, if only some of the
its only reference obligation. Company XYZ was assigned areference obligations are redeemed, the option is ordinarily
weight of 15% when the credit default option was opened foradjusted such that the remaining reference obligations are
trading. During the life of the option, Company XYZ redeemsthe reference obligations for the option and no other
the 8% May 15, 2022 bond issue. No reference obligationsadjustment will ordinarily be made. If all of the reference
remain and the listing options market determines that thereobligations of a reference entity are redeemed and there are
are no other outstanding debt obligations of the issuerother debt obligations of the reference entity that the listing
suitable for specification as reference obligations. Theoptions market deems appropriate to specify as successor
basket component will be removed from the credit defaultreference obligations, then they will be substituted as the
basket, and the cash settlement amount will be reduced byreference obligations. If, however, all of the reference
15%.obligations of a reference entity are redeemed and there are

no other debt obligations of the reference entity that the Succession Event Adjustments. A succession eventlisting options market deems appropriate to specify as occurs when one or more new entities assume one or moresuccessor reference obligations for the reference entity (a reference obligations of a reference entity or become thecomplete redemption), then the adjustment will depend obligor with respect to any obligation that is substituted forupon whether or not there are other reference entities for the the original reference obligations. This may occur, foroptions. example, when a reference entity is merged into a new entity
or spins off a part of its business into a new entity. If, as theAdjustment of credit default options for a complete
result of a succession event, more than one entity is theredemption. If there is a complete redemption affecting a
obligor of the original reference obligations, or obligationscredit default option, the option will cease trading on the
that were substituted for the original reference obligations,date that the redemption event is confirmed by the listing
all of those obligors, including, as the case may be, theoptions market. Expiration of the option will be accelerated
original reference entity, are referred to as successorto a specified number of days following the confirmation
reference entities.date of the redemption, and the option will expire

unexercised if, prior to such expiration, no credit event is Adjustment of credit default options after a successionconfirmed to have occurred prior to the effective date of the event. Where a succession event results in assumption of allredemption event. reference obligations by a single entity, the listing options
market will ordinarily adjust the option by substituting theEXAMPLE: Company XYZ is the reference entity for a
entity that assumes the reference obligation(s) as the newcredit default option contract and its 8% May 15, 2022 bond
reference entity. Where a succession event results in moreissue is the only reference obligation. During the life of the
than one successor reference entity, the credit default optionoption, Company XYZ redeems the 8% May 15, 2022 bond
may be adjusted by dividing it into two or more options.issue and there are no other obligations of Company XYZ

that the listing options market deems to be suitable for EXAMPLE: Company XYZ is the reference entity for aspecifying as successor reference obligations. The option credit default option contract, and its 8% May 15, 2022 bondwill cease trading on the confirmation date, and its expiration issue is the only reference obligation. During the life of thedate will be accelerated. If no credit event is confirmed to option, Company XYZ spins off Company LMN. Companyhave occurred within the covered period, the option will XYZ remains the obligor with respect to 70% of the principalexpire worthless. amount of the original reference obligation. Company LMN
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becomes the obligor of a new reference obligation that is 2. The sources of price information used to price
issued to holders of the remaining 30% of the original credit default options are subject to a lack of transparency
reference obligation. Company XYZ and LMN are identified and, at times, illiquid markets. This is attributable to, among
by the listing options market as the successor entities. other things: (1) the absence of last sale information and the
Following the succession event, the credit default option limited availability of quotations for the reference
based on Company XYZ is adjusted into two separate credit obligation(s), (2) lack of ready availability of information on
default option contracts that specify Company XYZ and related products traded primarily in the over-the-counter
Company LMN as reference entities. The cash settlement market, and (3) the fact that related over-the-counter market
amount of the original credit default option and the premium credit derivative transactions are privately negotiated and
multiplier are allocated between the new credit default may not be made public in a timely fashion or at all.
options in accordance with the 70⁄30 division of the reference

3. Dealers in the underlying debt securities and inobligation as specified by the listing options market. 
the over-the-counter credit derivatives markets have access

Adjustment of credit default basket options after a to private quotation networks that give actual current bids
succession event. When a succession event occurs with and offers of other dealers. This information is not available
respect to a reference entity that is included in a single to most investors. As a result, these dealers may have an
payout or multiple payout credit default basket option, the advantage over participants with regard to credit default
listing options market will ordinarily adjust the option by options.
replacing the affected reference entity with the successor

4. If the listing options market determines that aentity or entities, and, if one or more new obligations are
credit default option is subject to a redemption event (i.e.,issued to replace some or all of the existing reference
the issuer or guarantor pays off the reference obligation), theobligations, the new obligations will be substituted as the
option will expire worthless unless a credit event has beenreference obligations. The listing options market will specify
confirmed to have occurred prior to the effective date of thethe weight of each new reference entity, and the sum of the
redemption event. As a result, purchasers of such optionsweights will equal the weight of the original reference entity.
will lose their premium since there is no chance of

EXAMPLE: Company XYZ is one of ten equally occurrence of a credit event for the reference entity. On the
weighted reference entities for a multiple payout default other hand, if a redemption event occurs but a credit event is
basket option and its 8% May 15, 2022 bond issue and its confirmed to have occurred prior to the effective date of the
8.5% September 1, 2030 bond issue are specified as its only redemption event, a seller would be obligated to pay the
reference obligations. During the life of the option, Company cash settlement amount even though a holder of the
XYZ spins off Company LMN. Company XYZ remains the reference obligation may not incur a loss.
obligor for the 2022 bond issue and LMN becomes the

5. Since succession events are determined by theobligor of a debt security issued to holder of the 2030 bond
listing options market, credit default options may beissue. The listing options market adjusts the option by
modified to specify a different reference entity or severalspecifying XYZ and LMN as the successor reference entities.
different reference entities. As a result, there may be newThe reference obligations are the original 2022 bond issue
reference obligations that have higher or lower credit qualityand the replacement for the 2030 bond issue. The listing
than the original reference obligation. In addition, otheroptions market determines the appropriate basket weight for
factors may exist that could affect the likelihood of thethe successor reference entities is 7.5% and 2.5%. The sum
occurrence of a credit event. As a result, the occurrence of aof the newly specified weights equals the 10% weight of the
succession event could affect the price of these options.predecessor basket reference entity (Company XYZ)
Moreover, since the listing options market determinesreplaced by the successor reference entities (Company XYZ
whether a succession event occurred and the adjustmentand Company LMN).
resulting from such an event, the adjustment made to these

3. On page 88, the following is inserted immediately options may be at variance with the treatment given to the
following the last paragraph: same succession event with respect to related credit

derivative products.

SPECIAL RISKS OF CREDIT DEFAULT OPTIONS 6. The occurrence of a credit event must be
confirmed by the listing options market. This means that1. Pricing of credit default options is complex. As there will be a lag time between the actual occurrence of astated elsewhere in this document, complexity not well credit event and the listing options market’s confirmation ofunderstood is, in itself, a risk factor. In order to price these the credit event. Rules of the options market may provide aoptions, investors must estimate the probability of default specified time period (e.g., four business days) between thefrom available security or other prices, primarily bond and end of the covered period and the expiration date for a seriescredit default swap (‘‘CDS’’) prices. Models typically used by of credit default options to allow the options market tomarket professionals to infer the probability of default from confirm whether a credit event occurred during the coveredprices may be more complex than the average investor is period. There is a risk, however, that the sources used toused to. monitor a credit event may not identify and report a credit
event in a timely fashion. For example, it is possible that a
credit event could occur on the last day of trading, but the
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3. On page 88, the following is inserted immediately options may be at variance with the treatment given to the
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derivative products.
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event in a timely fashion. For example, it is possible that a
credit event could occur on the last day of trading, but the
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sources which report the occurrence of a credit event do not
make this information publicly available until after the
expiration date. In this case, the cash settlement value of a
credit default option would be zero. There is also a risk that JANUARY 2011the listing options market may determine that a credit event
has occurred based on information available to it when in SUPPLEMENTfact no credit event has occurred. This could happen, for
example, if the sources used to confirm the credit event are
erroneous. The rules of OCC and/or the listing options The February 1994 version of the booklet entitled
market may provide that a confirmation of a credit event or Characteristics and Risks of Standardized Options (the
other contract adjustment may be revoked up to a specified ‘‘Booklet’’) is amended as provided below. This January
time prior to exercise settlement. Settlements based on a 2011 Supplement amends and restates the June 2007
listing options market’s confirmation of a credit event are Supplement in its entirety to accommodate changes
irrevocable even if no credit event has occurred. pertaining to credit default options.

7. Every determination by the listing options market Credit default options, including credit default
of a redemption event, succession event or credit event will basket options, have characteristics that are different
be within the listing options market’s sole discretion and will from those of any other options described in the Booklet
be conclusive and binding on all holders and sellers and not at the date of this Supplement. Accordingly, some of the
subject to review. OCC shall have no authority to make such statements and terms in Chapters I and II of the Booklet
determinations and shall have no responsibility therefor. are inapplicable to credit default options. For example, as

further described in this Booklet, the sentence at the8. Prior to the period when a credit default option
bottom of page 1 and the top of page 2 which notes thathas been automatically exercised, the only means through
the owner of a cash-settled option has ‘‘the right towhich the holder can realize value from the option is to sell it
receive a cash payment based on the difference betweenat its then market price in an available secondary market. If a
a determined value of the underlying interest at the timesecondary market for such an option is not available, it will
the option is exercised and the fixed exercise price of thenot be possible for its holder to realize any value from the
option’’ is not applicable to credit default options. Theoption at that time.
description of credit default options in this Supplement
supersedes material in the Booklet applicable to other9. There is no underlying interest for credit default
standardized options to the extent such material isoptions that is quoted in the marketplace. Because of this,
inconsistent with statements in this Supplement. Creditthere are no underlying interest prices to provide a reference
default options are described by amendment toto investors for pricing credit default options.
Chapter V of the Booklet as follows:

10. As discussed above under the caption ‘‘Other
1. The title of Chapter V (on page 29 of the Booklet) isRisks,’’ options markets have discretion to halt trading in an

changed to ‘‘DEBT OPTIONS AND CREDIT DEFAULToption in certain circumstances — such as when the market
OPTIONS’’.determines that the halt would be advisable in maintaining a

fair and orderly market in the option. In the case of credit
2. On page 34, the following is inserted immediatelydefault options, options markets may take into

following the paragraph inserted by the May 2010consideration, among other factors, that current quotes for
Supplement:debt securities or other securities of the reference entity are

unavailable or have become unreliable.
Credit Default Options and

11. The risk that a trading market for particular Credit Default Basket Options
options may become unavailable and the potential
consequences are also discussed above under the caption Credit default options are based on debt securities of
‘‘Other Risks.’’ The SEC has approved certain credit default one or more issuers or guarantors other than the U.S.
options for listing and trading on a national securities Treasury. A significant difference between such debt
exchange as securities. OCC filed its rules for clearing credit securities and Treasury securities is the non-negligible risk
default options with the CFTC, and the CFTC issued an that an issuer or guarantor of debt securities other than
exemption permitting OCC to clear such options when Treasury securities may default on its obligations. For
traded on a national securities exchange whether or not they example, the issuer might not pay the full interest and face
are within the CFTC’s jurisdiction. By its terms, the amount of the securities when due or might file for
exemption is revocable, and its revocation would be one of bankruptcy, thereby making it nearly certain that it will not
the events that could lead to the unavailability of a trading make timely payment of the full interest and face amount.
market for credit default options. Financial market participants call this credit risk. Credit risk

is an important component of the value of most debt
securities. 

Credit default options relate to the credit risk presented
by one or more specified debt securities, called reference
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non-current information. This may occur as a result of delays
or interruptions in the market for the reference security or the
component securities of the underlying index or the
reference index (which are the same in the case of realized MARCH 2011variability indexes).

SUPPLEMENT14. As in the case of writers of other index options,
writers of variability options, strategy-based index options or
relative performance options cannot provide in advance for

The February 1994 version of the booklet entitledtheir potential settlement obligations by acquiring the
Characteristics and Risks of Standardized Options (theunderlying interest. Offsetting the risk of writing a variability
‘‘Booklet’’) is amended as provided below to accommodateoption, strategy-based index option or relative performance
(i) options on any index intended to measure the impliedoption may be even more difficult than offsetting the risk of
volatility of a single reference security; and (ii) options onwriting other index options. Even where some offsetting of
relative performance indexes. risk is possible, there are timing risks and other risks

analogous to those discussed in paragraphs 3 and 4 on 1. The first full paragraph on page 2 of the Booklet, as
pages 74 and 75 of the booklet whenever an investor amended by the May 2007, December 2009 and May
attempts to employ strategies involving transactions in 2010 Supplements, is replaced by the following:
variability options, strategy-based index options or relative

Each options market selects the underlying interestsperformance options and transactions in stocks or in
on which options are traded on that market. Options areoptions, futures contracts or other investments related to
currently available covering four types of underlyingstocks.
interests: equity securities (which term includes ‘‘fund

15. The following paragraph is inserted on page 78 of the shares’’ described in Chapter III), indexes (including stock,
Booklet immediately following the paragraph that was variability, strategy-based, dividend and relative
added as paragraph 16 under the section captioned performance indexes), debt securities and credit events,
‘‘Special Risks of Index Options’’ by the December and foreign currencies. Options on other types of underlying
2009 Supplement: interests may become available in the future.
17. In the event that one of the index components of a 2. The first three paragraphs on page 23 of the Booklet,

relative performance index is eliminated as a result of a under the caption ‘‘About Indexes,’’ as amended by the
cash-out merger or other event, the reporting authority may December 2009 Supplement, are replaced by the
cease to publish the value of the relative performance index following:
and the market on which options on that relative

As referred to in this booklet, an index is a measure ofperformance index are traded may determine to accelerate
the prices or other attributes of a group of securities* orthe expiration date of the options (and, in the case of
other interests. Although indexes have been developed toEuropean-style options, their exercisability). In that case, the
cover a variety of interests, such as stocks and other equityexercise settlement value of the options would become fixed
securities, debt securities and foreign currencies, and evenbased upon the last published value for the underlying
to measure the cost of living, the following discussion relatesrelative performance index. As a result, all such options that
only to (i) indexes on equity securities (which are calledare not in the money will become worthless and all that are in
stock indexes in this booklet), (ii) indexes intended tothe money will have no time value. Holders of an
measure the implied volatility, or the realized variance orin-the-money option whose expiration date is accelerated
volatility, of specified stock indexes or specified securitiesmust be prepared to exercise that option prior to the
(which are collectively called variability indexes in thisaccelerated exercise cut-off time in order to prevent the
booklet), (iii) strategy-based indexes, such as indexesoption from expiring unexercised. Writers of a European-
measuring the return of a particular strategy involving thestyle option whose expiration date is subject to being
component securities of a stock index and options on thataccelerated bear the risk that, in the event of such an
index, (iv) indexes intended to measure the stock priceacceleration, they may be assigned an exercise notice and
changes of the component securities of underlying indexesbe required to perform their obligations as writers prior to the
that result solely from the distribution of ordinary cashoriginal expiration date. As with any other option for which
dividends, as calculated on their respective ex-dividendthe expiration date is accelerated, no adjustment would be
dates (which are called dividend indexes in this booklet),made to compensate for the accelerated expiration date of a
(v) relative performance indexes, which are a special typerelative performance option.
of strategy-based indexes that measure the relative

* Some indexes reflect values of companies, rather than
securities, by taking into account both the prices of
component securities and the number of those securities
outstanding.
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performance over a given time period of one index But this relationship does not always hold true and,
component to another index component, and (vi) options on indeed, a variability index may be rising at a time when its
the above indexes (including binary index options and range reference index or the price of its reference security is also
options). rising.

Stock indexes are compiled and published by various 5. The last sentence of the third paragraph under the
sources, including securities markets. A stock index may be heading ‘‘Variability Indexes,’’ which is part of the
designed to be representative of the stock market of a discussion that was added on page 25 of the Booklet by
particular nation as a whole, of securities traded in a the December 2009 Supplement, is replaced by the
particular market, of a broad market sector (e.g., industrials), following:
or of a particular industry (e.g., electronics). A stock index

Whether the variability option is in the money ismay be based on securities traded primarily in U.S. markets,
determined in relation only to the value of the underlyingsecurities traded primarily in a foreign market, or a
variability index, and not in relation to the reference index orcombination of securities whose primary markets are in
reference security.various countries. A stock index may be based on the prices

of all, or only a sample, of the securities whose prices it is 6. The fifth paragraph under the heading ‘‘Variability
intended to represent. Like stock indexes, variability Indexes,’’ which is part of the discussion that was
indexes, strategy-based indexes, dividend indexes and added on page 25 of the Booklet by the December
relative performance indexes are securities indexes. 2009 Supplement, is replaced by the following:
However, variability indexes may measure the implied
volatility of an index, using the premiums for series of As of the date of this Supplement, options are
options on that index, or may measure the historical approved for trading on three different types of variability
variance or volatility of the returns of an index using daily indexes representing three different ways of measuring
returns over a certain period assuming a mean daily return variability. A realized variance index represents the variability
of zero. Strategy-based indexes measure the return of a of returns of a specified reference index or reference security
particular strategy involving the component securities of an (in either case, a ‘‘reference interest’’) over a specified
index and options on that index. Dividend indexes measure period of time relative to an average (mean) daily return of
the stock price changes of the component securities of zero. The realized volatility of the same index over the same
underlying indexes that result solely from the distribution of time period, also referred to as the standard deviation, is
ordinary cash dividends, as calculated on their respective equal to the square root of the realized variance. Both of
ex-dividend dates. Relative performance indexes measure these measures are calculated from historical index values
the performance of two index components relative to one over the relevant period of time. An implied volatility index is
another over a period of time. In this booklet options on a measure of the predicted future variability of the reference
variability indexes are referred to generically as variability interest over a specified future time period. It measures the
options, options on strategy-based indexes are referred to predicted standard deviation of the daily returns of the
as strategy-based index options, options on dividend reference interest measured over the specified future time
indexes are referred to as dividend index options and period. An implied volatility index reflects predictions about
options on relative performance indexes are referred to as the future volatility of the reference interest as those
relative performance options. predictions are implied by reported current premium values

for options on the reference interest. The realized volatility of
Information relating specifically to the various types of the reference interest may not conform to those predictions.

indexes appears below under the captions ‘‘Stock Indexes,’’
‘‘Variability Indexes,’’ ‘‘Strategy-based Indexes,’’ ‘‘Dividend 7. The sixth paragraph under the heading ‘‘Variability
Indexes’’ and ‘‘Relative Performance Indexes.’’ Indexes,’’ which is part of the discussion that was

added on page 25 of the Booklet by the December
3. The first sentence of the second paragraph under the 2009 Supplement, is replaced by the following:

caption ‘‘Variability Indexes,’’ which is part of the
discussion that was added on page 25 of the Booklet by There are various methods of estimating implied
the December 2009 Supplement, is replaced by the volatility, and different methods may provide different
following: estimates. Under the method that is used for volatility

options that are traded at the date of this Supplement,
Economic, political, social and other events affecting implied volatility index values are calculated using premium

the level of the reference index or the price of the reference values of options on the reference interest in expiration
security may also affect the variability of the reference index months that are selected and weighted to yield a measure of
or reference security. the volatility of the reference interest over a specified future

time period. For example, an implied volatility index that is4. The last sentence of the second paragraph under the
calculated using this method and that is designed to providecaption ‘‘Variability Indexes,’’ which is part of the
a prediction of volatility over 30 calendar days is based ondiscussion that was added on page 25 of the Booklet by
premium values of options on the reference interest expiringthe December 2009 Supplement, is replaced by the
in the two nearest months with at least 8 calendar days left tofollowing:
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Economic, political, social and other events affecting implied volatility index values are calculated using premium

the level of the reference index or the price of the reference values of options on the reference interest in expiration
security may also affect the variability of the reference index months that are selected and weighted to yield a measure of
or reference security. the volatility of the reference interest over a specified future

time period. For example, an implied volatility index that is4. The last sentence of the second paragraph under the
calculated using this method and that is designed to providecaption ‘‘Variability Indexes,’’ which is part of the
a prediction of volatility over 30 calendar days is based ondiscussion that was added on page 25 of the Booklet by
premium values of options on the reference interest expiringthe December 2009 Supplement, is replaced by the
in the two nearest months with at least 8 calendar days left tofollowing:
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expiration. Implied volatility index values will be affected by case, the exercise settlement value of the options would
any factor that affects the component options series of the become fixed based upon the last published value for the
index, including, among other things, applicable laws, index, and the market on which the options are traded may
regulations and trading rules, the market-making and order determine to accelerate the expiration date for the options
processing systems of the markets on which the options are (and, in the case of European-style options, their
traded, and the liquidity and efficiency of those markets. exercisability). The expiration date will ordinarily be

accelerated to fall on the next standard expiration date for
8. The first and second sentences of the ninth paragraph options as specified in OCC’s rules or on such other date as

under the heading ‘‘Variability Indexes,’’ which is part of OCC establishes in consultation with the market on which
the discussion that was added on page 25 of the the options are traded. All options that are not in the money
Booklet by the December 2009 Supplement, are will become worthless and all that are in the money will have
replaced by the following: no time value. Holders of an in-the-money option whose

expiration date is accelerated must be prepared to exerciseInvestors should keep in mind that indicative values of
that option prior to the accelerated exercise cut-off time inan implied volatility index can reflect changes in the implied
order to prevent the option from expiring unexercised.volatility of the reference interest only to the extent that
Writers of European-style options whose expiration date isquotations of the component options of the index are
subject to being accelerated bear the risk that, in the event ofcurrent. Indicative values for an implied volatility index may
such an acceleration, they may be assigned an exercisebe disseminated, and implied volatility options may be
notice and be required to perform their obligations as writerstraded, during times when the reference security or one or
prior to the original expiration date. As with any other optionmore component securities in the reference index are not
for which the expiration date is accelerated, no adjustmenttrading, or when the quotations for the reference security or
would be made to compensate for the acceleratedone or more of the options series comprising the implied
expiration date of a relative performance option.volatility index are not current. 
10. The caption ‘‘Stock Indexes, Variability Indexes,9. The following caption and paragraphs are added to

Strategy-Based Indexes and Dividend Indexes,’’ as itChapter IV of the Booklet immediately following the
appears in the December 2009 Supplement as thesection captioned ‘‘Strategy-Based Indexes,’’ which is
heading of the section immediately preceding thepart of the discussion that was added on page 25 of the
section captioned ‘‘Features of Index Options’’Booklet by the December 2009 Supplement:
beginning on page 26 of the Booklet, is replaced by the
new caption ‘‘Information Concerning Underlying
Indexes.’’RELATIVE PERFORMANCE INDEXES

11. The first paragraph appearing under the captionA relative performance index measures the relative ‘‘Features of Index Options’’ on page 26 of the Booklet,performance — generally the relative total return — of two as amended by the June 2008 Supplement, is replacedindex components. As of the date of this booklet, the only by the following:relative performance options approved for trading are
options on indexes of which both index components are All index options that are traded on the date of this
equity securities (one of which could be a fund share). One booklet are cash-settled. Cash-settled index options do not
of the components in each pair is referred to as the target relate to a particular number of shares. Rather, the ‘‘size’’ of
component and the second is referred to as the benchmark a cash-settled index option is determined by the multiplier of
component. The index is calculated by measuring the total the option. The ‘‘size’’ of a range option is determined by its
return of the target component relative to the total return of multiplier and maximum range exercise value, and is equal
the benchmark component. The index will rise as and to the to the maximum cash settlement amount (i.e., the maximum
extent that the target component outperforms the range exercise value times the multiplier). In the case of a
benchmark component, and will fall as and to the extent that binary index option, the ‘‘size’’ of the contract is simply its
the opposite occurs. The value of the relative performance fixed cash settlement amount, which for certain binary index
index will be set to a base value (e.g., 100) initially. options is defined as the product of a fixed settlement value

times a multiplier.Investors should be certain that they understand the
method of calculation of any relative performance index and 12. The following caption and paragraphs are inserted at
the uses for which relative performance options are suited the end of page 27 of the Booklet:
before buying or selling such options. Different relative
performance indexes may measure relative performance in
different ways. Investors should contact the listing options
market for information on the method of calculation of a ADJUSTMENT OF INDEX OPTIONS
particular relative performance index.

No adjustments will ordinarily be made in the terms of
In the event that one of the index components in an index option contracts in the event that index components

underlying relative performance index is eliminated as the are added to or deleted from the underlying index or
result of a cash-out merger or other event, the reporting reference index or when the relative weight of one or more
authority may cease to publish the value of the index. In that such index components has changed. However, if an
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section captioned ‘‘Features of Index Options’’Booklet by the December 2009 Supplement:
beginning on page 26 of the Booklet, is replaced by the
new caption ‘‘Information Concerning Underlying
Indexes.’’RELATIVE PERFORMANCE INDEXES

11. The first paragraph appearing under the captionA relative performance index measures the relative ‘‘Features of Index Options’’ on page 26 of the Booklet,performance — generally the relative total return — of two as amended by the June 2008 Supplement, is replacedindex components. As of the date of this booklet, the only by the following:relative performance options approved for trading are
options on indexes of which both index components are All index options that are traded on the date of this
equity securities (one of which could be a fund share). One booklet are cash-settled. Cash-settled index options do not
of the components in each pair is referred to as the target relate to a particular number of shares. Rather, the ‘‘size’’ of
component and the second is referred to as the benchmark a cash-settled index option is determined by the multiplier of
component. The index is calculated by measuring the total the option. The ‘‘size’’ of a range option is determined by its
return of the target component relative to the total return of multiplier and maximum range exercise value, and is equal
the benchmark component. The index will rise as and to the to the maximum cash settlement amount (i.e., the maximum
extent that the target component outperforms the range exercise value times the multiplier). In the case of a
benchmark component, and will fall as and to the extent that binary index option, the ‘‘size’’ of the contract is simply its
the opposite occurs. The value of the relative performance fixed cash settlement amount, which for certain binary index
index will be set to a base value (e.g., 100) initially. options is defined as the product of a fixed settlement value

times a multiplier.Investors should be certain that they understand the
method of calculation of any relative performance index and 12. The following caption and paragraphs are inserted at
the uses for which relative performance options are suited the end of page 27 of the Booklet:
before buying or selling such options. Different relative
performance indexes may measure relative performance in
different ways. Investors should contact the listing options
market for information on the method of calculation of a ADJUSTMENT OF INDEX OPTIONS
particular relative performance index.

No adjustments will ordinarily be made in the terms of
In the event that one of the index components in an index option contracts in the event that index components

underlying relative performance index is eliminated as the are added to or deleted from the underlying index or
result of a cash-out merger or other event, the reporting reference index or when the relative weight of one or more
authority may cease to publish the value of the index. In that such index components has changed. However, if an
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adjustment panel determines that any such addition, 14. The paragraphs that were added on page 78 of the
deletion, or change causes significant discontinuity in the Booklet as paragraphs 12 through 14 under the section
level of the underlying index or reference index, the panel captioned ‘‘Special Risks of Index Options’’ by the
may adjust the terms of the affected index option contracts December 2009 Supplement are replaced by the
by adjusting the index multiplier and/or exercise price with following:
respect to such contracts or by taking such other action as

12. Strategies involving the purchase and sale ofthe panel deems fair to both the holders and writers of such
options on a variability index, strategy-based index orcontracts.
relative performance index are inherently complex and

If the option market on which an option series is traded require a thorough understanding of the concepts that are
should increase or decrease the index multiplier for any measured by these indexes. Investors must understand the
index option contract, or the reporting authority should method used to calculate the index in order to understand
change the method of calculation of an underlying index or how conditions in the market for the component securities
reference index so as to create a discontinuity or change in used to calculate its value may affect the value of the index.
the level of the index that does not reflect a change in the Investors may fail to realize their investment objective even if
prices or values of the index components, or a successor they have correctly predicted certain events if they do not
index (as defined in the paragraph below) should be understand how those events may or may not affect the level
substituted for an underlying index or reference index, the of the index. The component securities of an implied
adjustment panel may make such adjustments in the volatility index are put and call options (not stocks, which are
number of outstanding affected options or the exercise the component securities of stock indexes). A realized
prices of such options or such other adjustments, if any, as variability index, on the other hand, measures the actual
the panel deems fair to both the holders and the writers of volatility of an index and is calculated directly from the values
such options. of the reference index. There is no assurance that predicted

volatility as measured by a particular implied volatility index
The adjustment panel may substitute another index (a will correspond to the actual volatility of the reference

successor index) for an underlying index or reference index interest or to measures of predicted volatility calculated
in the event the panel determines that: (i) publication of the using other methods. A strategy-based index may be
underlying index or reference index has been discontinued; calculated from the prices of multiple component securities
(ii) the underlying index or reference index has been of different types, such as in the case of a buy-write index
replaced by another index; or (iii) the composition or method measuring the return of a strategy that involves transactions
of calculation of an underlying index or reference index is so in stocks and options. The return from a particular strategy
materially changed since its selection as an underlying index as measured by a strategy-based index may differ from the
or reference index that it is deemed to be a different index. A actual returns that an investor following that strategy
successor index will be reasonably comparable to the achieves, because of assumptions regarding transactions
original underlying index or reference index for which it and the failure to take into account significant factors such
substitutes. An index may be created specifically for the as taxes and transaction costs. Different relative
purpose of becoming a successor index. performance indexes may measure relative performance in

different ways. Investors should contact the listing optionsThe adjustment panel’s determinations shall be
market for information on the method of calculation of aconclusive, binding on all investors, and not subject to
particular variability index, strategy-based index or relativereview.
performance index.

13. The paragraph that was added immediately following
13. Persons who exercise variability options,the caption ‘‘Special Risks of Index Options’’ on

strategy-based index options or relative performancepage 73 of the Booklet by the December 2009
options or are assigned exercises based on an erroneousSupplement is replaced by the following:
index level will ordinarily be required to make settlement

The risks described in paragraphs 1 through 10 on based on the exercise settlement value as initially reported
pages 73 through 78 of this booklet relate primarily to by the designated reporting authority for the index, even if a
options on stock indexes. The risks described in corrected value is subsequently announced. In
paragraph 11 relate to options on implied volatility indexes. extraordinary circumstances (e.g., where an exercise
The risks described in paragraphs 12 through 14 relate to settlement value as initially reported is obviously wrong, and
options on variability indexes, strategy-based indexes or a corrected value is promptly announced), OCC has
relative performance indexes. The risks described in discretion to direct that exercise settlements be based on a
paragraph 15 relate to delayed start options. The risk corrected exercise settlement value. Ordinarily, however, the
described in paragraph 16 relates to dividend index options, exercise settlement value as initially reported by the
and the risks described in paragraphs 17 relate to relative designated reporting authority for the underlying variability
performance options. index will be conclusive for exercise settlement purposes. As

described in paragraph 8. on page 77 with respect to other
indexes, reported levels of a variability index, strategy-based
index or relative performance index may be based on
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replaced by another index; or (iii) the composition or method measuring the return of a strategy that involves transactions
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substitutes. An index may be created specifically for the as taxes and transaction costs. Different relative
purpose of becoming a successor index. performance indexes may measure relative performance in

different ways. Investors should contact the listing optionsThe adjustment panel’s determinations shall be
market for information on the method of calculation of aconclusive, binding on all investors, and not subject to
particular variability index, strategy-based index or relativereview.
performance index.

13. The paragraph that was added immediately following
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non-current information. This may occur as a result of delays
or interruptions in the market for the reference security or the
component securities of the underlying index or the
reference index (which are the same in the case of realized MARCH 2011variability indexes).

SUPPLEMENT14. As in the case of writers of other index options,
writers of variability options, strategy-based index options or
relative performance options cannot provide in advance for

The February 1994 version of the booklet entitledtheir potential settlement obligations by acquiring the
Characteristics and Risks of Standardized Options (theunderlying interest. Offsetting the risk of writing a variability
‘‘Booklet’’) is amended as provided below to accommodateoption, strategy-based index option or relative performance
(i) options on any index intended to measure the impliedoption may be even more difficult than offsetting the risk of
volatility of a single reference security; and (ii) options onwriting other index options. Even where some offsetting of
relative performance indexes. risk is possible, there are timing risks and other risks

analogous to those discussed in paragraphs 3 and 4 on 1. The first full paragraph on page 2 of the Booklet, as
pages 74 and 75 of the booklet whenever an investor amended by the May 2007, December 2009 and May
attempts to employ strategies involving transactions in 2010 Supplements, is replaced by the following:
variability options, strategy-based index options or relative

Each options market selects the underlying interestsperformance options and transactions in stocks or in
on which options are traded on that market. Options areoptions, futures contracts or other investments related to
currently available covering four types of underlyingstocks.
interests: equity securities (which term includes ‘‘fund

15. The following paragraph is inserted on page 78 of the shares’’ described in Chapter III), indexes (including stock,
Booklet immediately following the paragraph that was variability, strategy-based, dividend and relative
added as paragraph 16 under the section captioned performance indexes), debt securities and credit events,
‘‘Special Risks of Index Options’’ by the December and foreign currencies. Options on other types of underlying
2009 Supplement: interests may become available in the future.
17. In the event that one of the index components of a 2. The first three paragraphs on page 23 of the Booklet,

relative performance index is eliminated as a result of a under the caption ‘‘About Indexes,’’ as amended by the
cash-out merger or other event, the reporting authority may December 2009 Supplement, are replaced by the
cease to publish the value of the relative performance index following:
and the market on which options on that relative

As referred to in this booklet, an index is a measure ofperformance index are traded may determine to accelerate
the prices or other attributes of a group of securities* orthe expiration date of the options (and, in the case of
other interests. Although indexes have been developed toEuropean-style options, their exercisability). In that case, the
cover a variety of interests, such as stocks and other equityexercise settlement value of the options would become fixed
securities, debt securities and foreign currencies, and evenbased upon the last published value for the underlying
to measure the cost of living, the following discussion relatesrelative performance index. As a result, all such options that
only to (i) indexes on equity securities (which are calledare not in the money will become worthless and all that are in
stock indexes in this booklet), (ii) indexes intended tothe money will have no time value. Holders of an
measure the implied volatility, or the realized variance orin-the-money option whose expiration date is accelerated
volatility, of specified stock indexes or specified securitiesmust be prepared to exercise that option prior to the
(which are collectively called variability indexes in thisaccelerated exercise cut-off time in order to prevent the
booklet), (iii) strategy-based indexes, such as indexesoption from expiring unexercised. Writers of a European-
measuring the return of a particular strategy involving thestyle option whose expiration date is subject to being
component securities of a stock index and options on thataccelerated bear the risk that, in the event of such an
index, (iv) indexes intended to measure the stock priceacceleration, they may be assigned an exercise notice and
changes of the component securities of underlying indexesbe required to perform their obligations as writers prior to the
that result solely from the distribution of ordinary cashoriginal expiration date. As with any other option for which
dividends, as calculated on their respective ex-dividendthe expiration date is accelerated, no adjustment would be
dates (which are called dividend indexes in this booklet),made to compensate for the accelerated expiration date of a
(v) relative performance indexes, which are a special typerelative performance option.
of strategy-based indexes that measure the relative

* Some indexes reflect values of companies, rather than
securities, by taking into account both the prices of
component securities and the number of those securities
outstanding.
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JANUARY 2012
SUPPLEMENT

The February 1994 version of the booklet entitled
Characteristics and Risks of Standardized Options (the
‘‘Booklet’’) is amended as provided below to accommodate
options on relative performance indexes of which the index
components are equity securities (including fund shares).

1. The first paragraph following the caption ‘‘Relative
Performance Indexes,’’ which was added to Chapter IV
of the Booklet by the March 2011 Supplement
immediately following the section captioned ‘‘Strategy-
Based Indexes’’ (which was added on page 25 of the
Booklet by the December 2009 Supplement), is
replaced by the following paragraphs:

A relative performance index measures the relative
performance — generally the relative total return — of two
index components. As of the date of this booklet, the only
relative performance options approved for trading are
options on indexes of which both index components are
equity securities (one or both of which could be
non-leveraged fund shares). One of the components in each
pair is referred to as the target component and the second is
referred to as the benchmark component. The index is
calculated by measuring the total return of the target
component relative to the total return of the benchmark
component. The index will rise as and to the extent that the
target component outperforms the benchmark component,
and will fall as and to the extent that the opposite occurs. The
value of the relative performance index will be set to a base
value, such as 100, initially. The following example illustrates
the calculation of a relative performance index.

EXAMPLE: Assume that a relative performance index
has an initial base value of 100. If the total return of the
target component in one day is 10% and the total return
of the benchmark component in the one day period is
9%, the index value of the relative performance index at
the end of the one day period would equal
100�(1�10%)/(1�9%)�100.92. If the total return of
the target component in the one day period is 9% and
the total return of the benchmark component in the one
day period is 10%, the index value of the relative
performance index at the end of the one day period
would equal 100�(1�9%)/(1�10%)�99.09.

The example above illustrates only a scenario
where the total return assumed is for a one day
period. Other periods would yield different results.
Market participants should contact the exchange on
which these options are traded for a more complete
description of the index calculation methodology.
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