





of buy and sell orders that impose special require-
ments withirespect to approval of customer accounts
for options trading arid recommendations of particular
optiof transactions:- This booklet does not attempt to
describe those requirements, the laws and rules gov-
eming:brokerage firms and other securities profes-
siondls, or the: agreements, procedures and internal
rules of brokérage firms that are applicable to the ap-
pioval ‘and ‘opening of customer accounts, the han-
dling: andexecution of orders, the transmission to
brokerage “firms ‘of instructions t0 exercise or not to
exercise options, the manner or time in which writers of
options ‘are notified by their brokerage firms that op-
tions havé been assigned an exercise, the handling of
customers’ funds, securities and accounts, the safe-
guarding of customers’ positions in options, or other
matters relating to the handling of options transactions
by brokerage firms. Readers should consult with their
owh’ brbkerage firms for information concerning such

,.;7.;~T;hi,s- booklet does not attempt to describe the
risks-tojinvestors that may be associated with the way
trading is. conducted in any particular options market
or.in-any market for.an: underlying or related interest.
The reader should not assume that either the options
markets or the markets for underlying or related inter-
ests will:be efficient, liquid, continuous and orderly in
all circumstances or that they will be or remain open at
all times.. Even on relatively normial days, there will be
variances in'‘the market-making performance of spe-
cialists and market makers in the various markets
which derive primarily from differences inindividual
skills, - capital, -willingness to‘accept risk, ability to
hedge risk, trading strategies, and market-raaking obli-
gations, and these variances are likely to'be exacer-
bated during times of greatly increased volume or
volatility. Although specialists and market makers in
some markets have certain obligations to assistin the
maintenance, so far as is practicable, of a fair and
orderly market, traditional indicators of orderiness are
difficult to apply to the trading of derivative products
such as options and there is a risk that the market-
making system of a particular market will not operate
effectively, efficiently or in an orderly manner at particu-
lar times. The nature and scope of that risk are not
among the types of risk discussed further in this
booklet.

It is also possible that the systems of an options
market, or of a market for an underlying or related
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interest, may fail or may not work effectively or effi-
ciently at times.. During the past few years, for exam-
ple, the operations of various U.S. markets have been
disrupted by earthquake, .flood, fire, electricity out-
ages, and computer failure. Moreover, no system can
be expected to work perfectly at all times. The options
markets may rely on manual methods to record trade
information, and errors or omissions can occur in their.
reports of price, volume and other information, and
these can be expected to be exacerbated on days of
significant volume or volatility.

It is also beyond the scope of this booklet to discuss
the risks that may result to investors from the use by
market participants of options pricing theories. There
are a number of publications that are commercially
available which discuss such theories.

8. This booklet does not attempt to describe risks
that may be inherent in an investment in the underlying
interest. It is obvious that the investment potential of
an option can be dependent on the performance of the
underlying interest and that investors in options are
therefore subject to the risks that may affect the value
of that interest. For example, one of the risks under-
taken by a purchaser of a call option (or a writer of a
put option) on XYZ stock is that XYZ may decline in
price during the life of the option. The risk of this
decline is dependent on the risks that may affect the
economy or the stock market generally or XYZ specifi-
cally. Similarly, the holder of a dollar-denominated
option on a foreign currency is subject to the risk fac-
tors affecting the relative values of the U.S. dollar and
the foreign currency. ‘A discussion of these types of
risks is beyond the scope of this booklet.

9. This booklet does not attempt to describe sys-
temic risks that could affect the options markets and
the investors in those markets. The options markets,
like all- securities markets, are interrelated with, and
frequently interdependent upon, other aspects of na-
tional and international financial and capital systems
and upon the national and world economy. Any distur-
bance or crisis of one part of these interrelated sys-
tems could severely disrupt or even threaten the
performance of the options markets or of OCC. Bank
failures, payments breakdowns, large and sudden ec-
onomic shocks, the failure of a large securities firm,
market or clearing organization, or other such events
could cause other failures on a widespread basis and
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couid affect the liquidity and solvency of the partici-
pants in the options markets. The specific causes of
systemic failure or disruption are not easy to predict,
and a discussion of them is beyond the scope of this
booklet.

10. All examples in this booklet are based on hypo-
thetical values that are not necessarily indicative of the
prices in_an actual transaction. Readers should not
assume that options will necessarily be priced in ac-
cordance with any example in this booklet or in accor-
dance with any pricing formula or model. As noted in
the discussion of “Premium” in Chapter Il, option pre-
miums are not fixed by OCC or any of the options
markets.

11. The examples in this booklet do not include tax
conseqguences, commissions or other transaction
costs, nor do they include the impact of applicable
margin requirements. As discussed in Chapter IX,
these items can be very significant and should be
taken into account by all investors.

SUPPLEMENTS

appear on the following pages
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DECEMBER 1997
SUPPLEMENT

To accommodate the introduction of trading in
cash-settled options on indexes of mutual funds, the
~ February 1994 edition of the booklet entitled Char-
acteristics and Risks of Standardized Options is
amended by adding the following disclosure to
Chapter IV, Index Options, following the third full
paragraph on p. 26:

Index options may be traded on underlying
indexes designed to reflect the net asset values of
selected mutual funds in specified categories. For
example, an underlying index may be designed to
reflect the net asset value of a selected group’ of
growth funds, or a selected group of growth and
income funds. These indexes are calculated and
disseminated based on the reported net asset val-
ues of the mutual funds included in the index.
Mutual funds typically report their net asset values
only once per day following the close of trading in
the primary markets for the securities held in the
funds’ investment portfolios. Mutual fund indexes
are based on these closing values and are not
updated during the trading day. Mutual fund
indexes as reported during the trading day will thus
be based on non-current information, not only
because the funds’ portfolios may have changed
since the previous day’s close, but also because the
values of the funds’ portfolio securities during the
trading day may vary from their values at the previ-
ous day's close. Therefore, reported fund index val-
ues should not be relied upon as indicative of the
current values of the mutual funds included in the
indexes. In this respect, mutual fund indexes are
comparable to other indexes that are not updated
during the trading day, including certain foreign
stock indexes. These other indexes are not updated
because their component stocks may not be traded
in their primary home country markets during all or
part of the options trading day.
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MARCH 2000
SUPPLEMENT

The February 1994 edition of the booklet enti-
tled Characteristics and Risks of Standardized
Options (the “options booklet”) is amended ‘as
follows:

1. The second full paragraph after the exam-
ple on page 21 of the options booklet is amended
to read:

When an underlying security is converted into
aright 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 (as may be the case for a flexibly structured
stock option designated as a European-style
option), the expiration date of the option will ordina-
rily be accelerated to fall on or shortly after the date
on which the conversion of the underlying security
to a right to receive cash occurs. 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. Writ-
ers of European-style 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 orig-
inal expiration date. When the expiration date of a
European-style option is accelerated, no adjust-
ment will be made to reflect the accelerated expira-
tion date. There is no assurance that the exercise
settiement date for an accelerated option will coin-
cide with the date that the cash payment to the
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holders of the underlying security becomes avail-
able from the issuer of the underlying security. Cov-
ered 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.

2. The third and fourth sentences of the par-
agraph ‘under “Exercises and Settiements” on
page 47 of the options booklet are amended to
read:

However, unlike most other options, flexibly
structured index-options that are in the money on
the expiration date may be exercised automatically.
In the future it may be provided that flexibly struc-
tured index options will be exercised automatically
only if they are in the money by a specified amount.

This supplement supercedes the October
1996 supplement to the options booklet.
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JANUARY 2004
SUPPLEMENT

This supplement supersedes and replaces the
November 1995 Supplement to, and amends specified
portions of, Characteristics and Risks of Standardized
Options (the “Booklet”).

To permit greater flexibility in the methods used for
assigning options exercises, the Booklet is amended
by replacing the first two paragraphs following the cap-
tion “Assignment” in Chapter VIl of the Booklet with the
following:

OCC follows established procedures for
assigning exercises to Clearing Member accounts that
contain short option positions identical to the exer-
cised options. These procedures may be different for
different classes of options. A description of OCC’s
assignment procedures and the options classes to
which they apply is available on request from OCC at
One North Wacker Drive, Suite 500, Chicago,
lllinois 60606.

Assignments are ordinarily made prior to the com-
mencement of trading on the business day following
receipt by OCC of the exercise instruction. In the case
of options traded in evening sessions, exercise instruc-
tions received by OCC on a business day are ordinarily
assigned prior to the opening of trading in that day’s
evening session.

Exercises may be assigned by OCC to a Clearing
Member’s customers’ account. In that event, the Clear-
ing Member must in turn assign those exercises to its
customers maintaining positions as writers of the exer-
cised options series. The rules of the options markets
require their member firms to establish fixed proce-
dures for allocating assignments to customers (e.g.,
random selection or “first-in, first-out”’) and to inform
their customers of the method used and how it works.

Regardless of the method used, an option writer is
subject to the risk each day the option is exercisable
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that some or all of his short position may be assigned.
(See the discussion in Chapter X under “Risks of
Option Writers.”) However, if less than all of the open
interest in an options series is exercised, OCC’s proce-
dures for assigning exercises to Clearing Members
and brokers’ procedures for allocating assignments to
customers may affect the likelihood that a customer’s
pasition will be assigned and the potential size of the
assignment.

To address special considerations with respect to
the deadlines for the exercise of certain options that
expire on a day on which an options market is open for
trading, the fourth paragraph under the caption “How
to Exercise’ in Chapter VIl of the Booklet is amended
to read as follows:

A brokerage firm'’s cut-off time for accepting exer-
cise instructions becomes critical on the last trading
day before an option expires. An option that expires
unexercised becomes worthless. An_option holder
who intends to exercise an option before expiration
must give exercise instructions to his brokerage firm
before the firm’s cut-off time for accepting exercise
instructions on the last trading day before expiration. if
the expiration date of an option falls on a day on which
an options market is open for trading in that option, a
brokerage firm’s last cut-off time for accepting exercise
instructions prior to the option’s expiration may be on
the expiration date. Investors should be aware of their
brokerage firm’s policies in this regard. Many broker-
age firms accept standing instructions to exercise, or
have procedures for the exercise of, every option
which is in the money by a specified amount at expira-
tion. These procedures often incorporate by reference
OCC’s administrative procedures that provide for the
exercise of every option that is in the money by a
specified amount at expiration unless the Clearing
Firm carrying the option in its accounts instructs OCC
not to exercise the option. Investors should determine
from their brokerage firm the applicable cut-off times,
the firm’s procedures for submitting exercise instruc-
tions, and whether any of their options are subject to
automatic exercise. Investors should also determine
whether the exercise of their options is subject to
standing instructions of their brokerage firm, and, if so,
they should discuss with the firm the potential conse-
quences of such instructions.
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MARCH 2005
SUPPLEMENT

To accommodate options onxany index intended
to measure the predicted volatility of the daily returns
of a stock index, the Booklet is amended as follows:

1. The first two paragraphs on page 23, under
the caption “About Indexes,” are replaced with the
following three paragraphs and new caption:

As referred to in this booklet, an index is a mea-
sure of the prices or other attributes of a group of
securities” or other interests. Although indexes have
been developed to cover a variety of interests, such as
stocks and other equity securities, debt securities and
foreign currencies, and even to measure the cost of
living, the following discussion relates only to indexes
on equity securities (which are called stock indexes in
this booklet) and indexes that are intended to mea-
sure the predicted volatility of specified stock indexes
(which are cailed volatility indexes in this booklet) and
options on such indexes.

Stock indexes are compiled and published by
various sources, including securities markets. A stock
index may be designed to be representative of the
stock market of a particular nation as a whole, of secu-
rities 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 primarily in U.S. markets, securities
traded primarily in a foreign market, or a combination
of securities whose primary markets are in various
countries. A stock index may be based on the prices
of all, or only a sample, of the securities whose prices
itis intended to represent. Like stock indexes, volatility
indexes are securities indexes. However, the compo-
nent securities of a volatility index are put and cail
options series on a specified stock index. Options on
volatility indexes are referred to generically as ‘“‘volatil-
ity options.”

Information relating specifically to stock indexes
appears below under the caption “Stock Indexes.”
Information relating specifically to volatility indexes
appears below under the caption “Volatility Indexes.”
Information appearing below under the caption
“Stock Indexes and Volatility Indexes” is relevant to
both stock indexes and volatility indexes.

* Some indexes reflect values of companies, rather than
securities, by taking into account both the prices of constituent
securities and the number of those securities outstanding.
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STOCK INDEXES

2. The first sentence in the second full para-
graph on page 25 is replaced with the following
sentence:

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

3. The paragraph that was inserted following
the third full paragraph on p. 26 in the December 1997
Supplement to this booklet is relocated so that it fol-
lows the second full paragraph on page 25 (since that
paragraph relates to stock indexes and not to volatility
indexes).

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

VOLATILITY INDEXES

Volatility indexes, and _investment strategies
involving the use of volatility options, are inherently
complex. You should be certain that you understand
the method of calculation and significance of any vol-
atility index and the uses for which volatility options
based on that index are suited before buying or selling
the options.

A volatility index is designed to measure the pre-
dicted volatility of a specified “‘reference’” stock index.
A volatility index represents a prediction of the volatil-
ity of the reference index over a specified future time
period—for example, 30 calendar days. In statistical
terms, a volatility index measures the predicted stan-
dard deviation of the daily returns of the reference
index measured over the specified future time period.

Economic, political, social and other events
affecting the level of the reference index may also
affect the volatility of the reference index. Volatility
indexes have historically tended to move inversely to
their reference indexes, since volatility tends to be
associated with turmoil in the stock markets and tur-
moil tends to be associated with downward moves in
the stock market. But this relationship does not
always hold true and, indeed, a volatility index may be
rising at a time when its reference index is also rising.
It bears emphasizing that a volatility index on which
options are traded reflects only 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 actual volatility
of the reference index may not conform to those
predictions.
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As with other index options, a call volatility option
will be in the money at exercise if the exercise settle-
ment value of the underlying index is above the exer-
cise price of the option, and a put volatility option will
be in the money at exercise if the exercise settlement
value of the underlying index is below the exercise
price of the option. Whether the volatility option is in
the money is determined in relation only to the value
of the underlying volatility index, and not in relation to
the reference index. Volatility index values will be
affected by any factor that affects the component
options series of the index, including, among other
things, applicable laws, regulations and trading rules,
the market-making and order processing systems of
the markets on which the options are traded, and the
liquidity and efficiency of those markets.

There are various methods of estimating pre-
dicted volatility, and different methods may provide
different estimates. Under the method that is used for
volatility options that are proposed to be traded at the
date of this Supplement, volatility index values are
calculated using premium 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, a volatility
index that is calculated using this method and that is
designed to provide a prediction of volatility over 30
calendar days is based on premium values of
out-of-the-money options series on the reference
index expiring in the two nearest months with at least 8
calendar days left to expiration.

Volatility options that are described in this Sup-
plement are European-style (that is, are exercisable
only on their respective expiration dates) and “A.M.-
settled” (that is, are settled using exercise settlement
values that are derived from opening values of the
component put and call options). An exercise settle-
ment value for these volatility options is caiculated
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 volatility
indexes are calculated using the mid-points of the bid
and offer premium quotations of the options series that
comprise the volatility index. (Since these index val-
ues are based on quotations they are sometimes
referred to as “indicative values.”)

Because different values are used in calculating
the indicative values and exercise settlement values
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for volatility options that are described in this Supple-
ment, there is a risk that there may be a divergence
between the exercise settlement value and an indica-
tive value calculated at the opening on the date on
which the exercise settlement value is being deter-
mined. This risk is described further in Chapter X of
this booklet, in paragraph 12 under the heading “Spe-
cial Risks of Index Options.” Additional information
regarding the method used to calculate the values of a
particular voiatility index is available from the market
on which options on that index are traded.

Like other indexes on which options are traded,
the values of volatility indexes are ordinarily updated
throughout the trading day, and current values for a
volatility index are generally available from brokers
and from the markets on which options on that index
are traded. Daily closing values and exercise settle-
ment values for volatility indexes may be published in
newspapers.

Investors should keep in mind that indicative val-
ues of a volatility index can reflect changes in the
predicted volatility of the reference index only to the
extent that quotations of the constituent options of the
volatility index are current. Indicative values for a vola-
tility index may be disseminated, and volatility options
may be traded, during times when one or more con-
stituent securities in the reference index are not trad-
ing, or when the quotations for one or more of the
options series comprising the volatility index are not
current. An exercise settiement value for a voiatility
index may be calculated even if one or more constitu-
ent securities in the reference index are not trading. In
any of these cases, an indicative value or exercise
settlement value will be based on non-current infor-
mation.  The quality of the information reflected in
the values of a volatility index should be evaluated in
light of the depth and liquidity of the markets for the
securities in the reference index and the options that
are the components of the index.

The information set forth on pages 26 through 28
under the caption “Features of Index Options” is gen-
erally applicable to volatility options. However, the
method of determining the exercise settlement value
for volatility options may differ from those for other
index options. (As described above, an exercise set-
tlement value for volatitity options that are described in
this Supplement may use a combination of actuai
opening premium prices for some of the constituent
options series and averaged bid and ask premium
quotations for others of the constituent options series
on the day of exercise.) Other means for determining
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the exercise settlement values of volatility options may
be established. Volatility options may also have expi-
ration dates that are different from those of other index
options. You should be sure that you understand the
method of .calculation of the exercise settlement value
and know the expiration date for each volatility option
you wish to buy or write.

STOCK INDEXES AND VOLATILITY INDEXES

5. The following paragraph is inserted on page
73 immediately following the caption “Special Risks of
Index Options:”

The risks described in paragraphs 1. through 10.
on pages 73 through 78 of this booklet relate primarily
to options on stock indexes. Risks involved in buying
or writing options on volatility indexes are described in
paragraphs 11. through 14.

6. The following paragraphs are inserted on
page 78 immediately following paragraph number 10:

11. Strategies involving the purchase and sale of
options _on_a volatility index are inherently complex
and require a thorough understanding of the concept
of predicted volatility that is measured by the index.
The component securities of a volatility index are put
and call options (not stocks, which are the component
securities of stock indexes). You must have a_thor-
ough understanding of the method used to calculate
the volatility index in order to understand how condi-
tions in the market for its component options series
may affect the values of the index. You may fail io
realize your investment objective even if you have cor-
rectly predicted certain events if you do not under-
stand how those events may or may not affect the
level of the index. There is no assurance that pre-
dicted volatility as measured by a particular volatility
index will correspond to the actual volatility of the
reference index or to measures of predicted volatility
calculated using other methods.

12. Because different values are used in calcu-
lating indicative values and exercise settlement values
of volatility indexes underlying volatility options that
are described in this Supplement, there is a risk that
there may be a divergence between the exercise set-
tlement value and an indicative value calculated at the
opening on the date on which the exercise settiement
value is being determined. (Please refer to the discus-
sion in Chapter IV under the heading “Volatility
Indexes” for the definition of the term “indicative
value” and a description of the method that is used to
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calculate an “exercise settlement value” for volatility
options that are proposed to be traded at the date of
this Supplement.) It is to be expected that there will be
at least some divergence betweenthe exercise settle-
ment value for expiring volatility options and an indica-
tive value calculated at the opening on the same date,
because the opening 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 quota-
tion, depending on the forces of supply and demand
for that series, and not at the mid-point between the
bid and ask guotations. This divergence may repre-
sent a significant percentage of the indicative value for
the 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.

13. Persons who exercise volatility options or are
assigned exercises based on an erroneous index level
will ordinarily be required to make settlement based
on the exercise settlement value as initially reported
by the designated reporting authority for the index,
even if a corrected value is subsequently announced.
In extraordinary circumstances (e.g., where an exer-
cise settlement value as initially reported is obviously
wrong, and a corrected value is promptly
announced)}, OCC has discretion to direct that exer-
cise settlements be based on a corrected exercise
settlement value. Ordinarily, however, the exercise
settlement value as initially reported by the desig-
nated reporting authority for the underlying volatility
index will be conclusive for exercise settlement pur-
poses. As described in paragraph 8. on page 77 with
respect to other indexes, reported levels of a volatility
index may be based on non-current information. This
may occur as a result of delays or interruptions in
either the market for the securities in the reference
index or in the markets for options on the reference
index.

14. As in the case of writers of other index
options, writers of volatility options cannot provide in
advance for their potential settlement obligations by
acquiring the underlying interest. Offsetting the risk of
writing a volatility option may be even more difficult
than offsetting the risk of writing other index options.
Similarty, there are timing risks and other risks analo-
gous to those discussed in paragraphs 3. and 4. on
pages 74 and 75 of this booklet whenever an investor
attempts to employ strategies involving transactions
in volatility options and transactions in stocks or in
options, futures contracts or other investments related
to stocks.
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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-settied foreign currency
options and rate-modified cash-settled foreign currency
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-denomi-
nated 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 lmmedlately
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
currency 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 pre-
miums for currently available dollar-denominated Japa-
nese 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 settiement 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) x 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 discussion
in Chapter VIl 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 ruies. 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, inac-
curate, unreliable, unavailable, or inappropriate for pur-
poses of calculating the cash settlement amount of such
series, OCC has the authority to suspend the settlement
obligations of the exercising and assigned Clearing Mem-
bers 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 protection of
investors and the public interest. For a description of
adjustment panels, see ‘“Adjustment and Adjustment
Panels™ in Chapter Il. 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 settlement
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 multipiier (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 underly-
ing 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 x 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 (.27 x 100) = 127. The
option is in the money. The exercise settlement value of
the option is (127 .—.125) x $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 x 10 = 110. If the
underlying-exchange rate is 11.2 at the time the option is
exercised, the exercise settlement value is (112 — 110) x
$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 | 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 Il reflect
changes made to eliminate the need to round adjusted
exercise prices in certain circumstances and to provide
more precise compensation for fractional shares
eliminated by rounding. i

Parts IV of this Supplement supersede and replace
the February 2003 Supplement. to the Booklet. Part il
pertains to options on interests in investment companies
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 Vl pertainsto an expansion of OCC’s authority to
adjust the muiltiplier for yield-based Treasury options and
to fix the cash-settlement amount for such options in
certain circumstances. Part VIl reflects the adoption of
rules by cartain options markets that permit, in very
limited circumstances, the cancellation or adjustment of a
transaction entered into at a premium based on an
erroneously reported value for the underlying interest.
Part VI, 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 gen-
erally be considered “ordinary” unless it exceeds 10% of
the aggregate market value of the underlying security
outstanding 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 (ie., 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 practice of
paying such dividends or distributions on a quarterly or
other regular basis (and no adjustment will normally be
made for any cash dividend or distribution that amounts
toless than $12.50 per contract). As an exception to the
general rule, options on fund shares will generally 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, 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.

Part Il. 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., 20% or 30'%). The smallest fraction is 4. The follow-
ing adjustment rules apply to any series of stock options
whose exercise price is stated in points and fractions 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 exer-
cise 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 x 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 x 100, not $50 x.150), but would receive 150
shares of XYZ stock instead of 100. - e -

Note in the preceding example that, aithough 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 decimais
(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 asa2for1 ora
3 for 1 stock split—as a general rule the number of under-
lying shares will not be adjusted. Instead, the number 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 x 100 = $5,000 and
$33.33 x 150 = $4,999.50).

All Stock Options

As a general rule, adjustments in exercise prices are
rounded to the nearest exercise price increment (4 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. ,

- Areverse stock split, combination of shares, or simi-
lar event will generally result in an adjustment in the num-
ber of shares deliverable upon exercise, while the aggre-
gate 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 x 100). After a 1 for 10 reverse split, the
deliverable could be reduced to 10 shares while the nomi-
nal exercise price remained $50. in that case, upon exer-
cise of the adjusted option, the investor would still pay
$5,000 ($50 x 100, not $50 x 10), but would receive 10
shares of XYZ stock instead of 100.

As a general rule, no adjustment is made for ordinary
stock dividends or distributions. A stock dividend or distri-
bution 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 (i) 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 propgerty.

Part lIl. Options on Fund Shares.

To reflect a broadening of the definition of “fund
shares,” the Booklet is amended as follows:

The first fuil paragraph on page 2 of the Booklet is
amended to read: -

Each options market selects the underlying interests
on which options are traded on that market. Options are
currently available covering four types of underlying inter-
ests: equity securities (which term includes “fund shares”
described in Chapter 1ll), stock indexes, government debt
securities, and foreign currencies. Options on other types
of underlying interests may become available in the
future.

The first paragraph of Chapter Ill, 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 introduced 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 | 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 compo-
nent security or securities did not open or remain open for
trading on the primary markei(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 cur-
rent index value or other price or value needed to calcu-
late the exercise settlement value for an index option is
otherwise unreported, inaccurate, unreliable, unavailable
or inappropriate for purposes of calculating the cash set-
tlement amount, then OCC may suspend settlement obli-
gations for exercised and assigned contracts of the
affected series. 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 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 . The panel may fix the exercise set-
tiement 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 (i) at the opening of
regular trading hours (as determined by OCC) on the next
trading day for which a price or vaiue 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 combi-
nation 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 expira-
tion 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 exercise
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 determi-
nations shall be conclusive, binding on all investors, 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 Members,
OCC has the authority to impose special exercise settle-
ment procedures. These could range from technical
changes in delivery procedures to the fixing of U.S. dollar
settlement prices. If special exercise settlement proce-
dures 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 settlement
prices in lieu of delivery of the underlying security. When
special exercise settlement procedures are imposed,
OCC will announce to its Clearing Members how settle-
ments are to be handled. Investors may obtain that infor-
mation 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 busi-
ness on the last trading day before their expiration. Such
exercise restrictions affecting physical delivery options
generally cannot be continued beyond the opening 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. Effective
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 standardized
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 calcuiating 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 protection of
investors and the public interest. For a description of
adjustment panels, see “Adjustment and Adjustment
Panels” in Chapter Il. 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 (i) 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 combination
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 settlement
amount for a series of yield-based options past the last
trading day before expiration of that series, normal expira-
tion 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 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 settle-
ment 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 determi-
nations 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 cancellation or adjustment
of a transaction entered into at a premium 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-settied 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 cor-
rected 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 armount 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 accelerated must be pre-
pared to exercise that option prior to the accelerated exer-
cise cut-off time in order to prevent the option from expir-
ing unexercised. See the discussion in Chapter VIll 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 obliga-
tions as writers prior to the original expiration date. When
the expiration date of an option is accelerated, no adjust-
ment will be made to compensate for the accelerated
expiration date. There is no assurance that the exercise
settiement date for an accelerated 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.




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 | and Il 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-seltled 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-settied 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. Read-
ers 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.”

On page 34, the following is inserted immediately follow-
ing 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 refererice
obligation(s) and each reference entity for a class of credit
default options are setected by the listing options market.
When a credit default option is based on reference obliga-
tion(s) of more than one issuer or guarantor, itis 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: oliligations of a refer-
ence entity prior to expiration of the ‘#jtion. The reference
obligations of a reference entity may include all of the out-
standing debt securities constituting general abligations of
the reference entity or direct claims on the reference entities
(excluding any non-recourse debt). A credit event inciudes 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 (j.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 settiement 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 |
and/or Chapter 1l 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 ofthe
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 ruies.

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 fisting
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 re/ative 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 muitiple 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 alt
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 defauit 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 defaulit option based on
Company XYZ is adjusted into two separate credit defaulit
option contracts that specify Company XYZ and Company
LMN as reference entities. The cash settiement 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 follow-
ing 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 defauit
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. [fthe 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 list-
ing options market, credit default options may be modified
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
penod. 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 defauit 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. ifa
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 consequences
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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