Stock Options & Rights:

1. Background

Before we discuss options we want to warn you that options are best-suited for experienced investors who thoroughly understand the function of options and the risks involved. Most stock brokers know what an option is... but most do not understand the theory behind the valuation of options. Depending on how they are used, options can be among the most conservative or the most risky of investments. Options can be used as insurance for stocks you already own, as an additional source of income from stocks you hold in your portfolio, or as a blind gamble that some stock or market average will move up, move down or do nothing at all). Whether you make money or not depends on the structure of your options investment. Adding yet another layer of complexity, besides forecasting the direction of a price move, you must also time the market correctly. Every option has an expiration date and the value of the option decreases systematically as you approach that deadline. 

2. Definitions

Leverage: Use of relatively small amounts of money in situations where potential dollar gains or losses are larger than the amounts invested. Options, like margin accounts, provide leverage. Normal (Unleveraged) stock investments usually involve short-time gains or losses that are a few percent of the invested amounts. By contrasts, leveraged transactions sometime involve gains or losses that are 100 to possibly several hundred percent of the original investment. Just like Las Vegas slot machines. 

Option: A contract to buy or sell (or with a "put" to require someone else to buy or sell) 100 shares of a stock at a specified price within a certain time span. If the option is not exercised it becomes worthless and the money paid for the option contract is lost. 

Expiration Date: Date the option expires: Saturday following the third Friday of the month in which the option can be exercised. Option lives range from one month to nine months. 

Strike Price: Price per 100 shares at which the holder of the option may buy or sell the stock. Also known as the exercise price. 

Underlying Stock: The stock that is subject to purchase or selling once the option is exercised. 

Writer: A seller of an option contract. 

Call Option: A contract giving its owner the right to buy a fixed number of shares of a specified common stock at a fixed price at any time on or before the expiration date. The investor is hoping the stock will go up in price. 

Put Option: A contract giving its owner the right to sell a fixed number of shares of a specified common stock at a fixed price at any time on or before a given date. I.e., the one who buys a put has an option to require the seller of the put to buy the underlying stock at the strike price, even if the stock's market value has dropped below the strike price. The put buyer is hoping that the stock will decline in price, or covering himself if the price drops. 

Covered Option: Option written against a stock the writer owns. 

Naked Option: Option on a stock that the writer does not own, also known as uncovered option. More risky than a covered option. 

In-the-Money: The strike price of a call is below the market price of the underlying stock. Or, a put's strike price is below the market price of the underlying stock. 

Out-of-the-Money: The strike price of a call is above the market price of the underlying stock. Or, a put's strike price is above the market price of the underlying stock. 

Premium: Price you pay for the option. The price is determined by the level of expectation that a stock price will increase or decrease within the remaining life of the option and by supply and demand on the exchanges trading the options. 

Hedge: Combines an option with its underlying stock in an attempt either to have the stock protect the option from loss, or the option protect the stock against loss. 

3.  Options and Leverage

Options offer investors leverage, the ability to make a lot of money with a smaller amount at risk. When an investor purchases a call, he buys the right to purchase 100 shares of a stock at a fixed price. He buys the call on the expectation that the price will rise. If the price rises, the investor has the possibility of a significant gain. If the stock price does not increase by the expiration date, he loses the full amount of the option contract (but no more). 

Suppose you think XYZ stock is going to move up from 50 to 60. You do not want to own the stock and you do not want to tie up $5,000 plus commissions to buy a 100-share block and then sell it again. So, you look for a call option to buy 100 shares of the XYZ at 55 within the next 60 days; suppose the call costs you $250 including the commission. If the stock moves above 60 within a few days you could theoretically buy it for 55 and save $500 on the market price. However, your option has become worth a lot more than $250—at least $500—so, instead of buying the stock, you would sell the option and double your money. Sounds great? Yeah, but if XYZ doesn't go up to at least 55 your option becomes worthless; you just lost the whole $250. (It is some comfort, however, that you could not lose more than the $250). 

With options you can lose only the amount of the option contract; if you do not execute (sell) the option before the expiration date it becomes worthless. This allows you to limit your downside, to avoid negative leverage. That contrasts with futures and margin accounts where you have negative as well as positive leverage, where you may have to pay magnified losses. 

 

4. Puts

An investor who buys a put is guaranteeing himself the right to sell a stock at a fixed price—regardless of how much the stock's price might have fallen. He can "put it to" whomever "wrote" (sold) the put. One buys a put on the expectation that the stock price will fall. If the price drops well below the strike price in a short time, he might make a large return with a small investment, but the stock must fall in price. If it does not, he loses the purchase price of the put (but no more). 

Puts and calls are available for widely held and actively traded stocks on the Chicago Board Options Exchange, the American Stock Exchange, the Philadelphia Stock Exchange and the Pacific Stock Exchange. We recommend that anyone planning to deal in options limit himself to stocks traded on the New York and American exchanges. Other exchanges may have broad spreads that will reduce your return. 

5. Market Options or Index Options

These options allow investors to buy or sell a specific value of a market index on a set date. Investors are betting on whether the particular index is going to go up or down. You can buy options on the major market indexes listed below: 

· S&P 100 Stock Composite index 

· S&P 500 Stock Composite index 

· NYSE Index 

· American Exchange Major Market Index 

· Computer Technology Index 

Index options are best left to professional investors and traders. Even if you guess the correct direction, size of the move and timing; you may not get your order executed at the price you want, or in time. Often the options start to move at the close of the final day and hour of the contract (known as the "witching hour"). Investors who try to get their trades executed late in the day, when option trading is most active, usually will not succeed. Unless you are a broker on the trading floor of the exchange, you probably cannot get the order executed. 

6.  Other Options

Other options include commodity futures options for basic food, metals and oil; also Treasury Bills and bond futures, Eurodollar futures—the list goes on. These options are even more speculative. We caution all investors to avoid them. Skilled brokers are the only ones who make money on these options. They are not for the individual investor.  

7.  Dangers of Options

Most buyers of options lose money in the long-run. We do not recommend them for prudent investors. Although you can only lose the amount of a stock option contract, versus losing a lot more with a futures contract, we do not recommend options. Investors can use options to hedge their stocks against declines or can use them to increase the income to their portfolio. Such portfolio "hedging" and income strategies are beyond the scope of this course. 

If you are going to deal in options, common stock options are generally regarded as the safest; it is easier to predict movements of common stock than of other types of options. While it is very difficult to predict the short-term direction of stock price, you can at least determine if a company is undervalued, so you have something to go on. With the other form of options on market indexes, commodities, or currencies, it is almost impossible to predict price movements. 

Predicting movements of market indexes or T-Bills is impossible. A famous investor had two investment rules, which the Investors Alliance recommends: 

1. Do not lose the principal. 

2. Do not forget rule #1. 

Once more, the Investors Alliance recommends most investors avoid options. However, if the siren's song is just too much to resist, at least go to the library and study them thoroughly first. The interactions among calls, puts, spreads and hedges are complex and you will need a lot more information than this course provides. Then try some "dry runs." Trade the options only on paper to see how you would have come out had you been playing the real market. Go through all the motions: Pretend buying or writing the options and see how you make out before you commit your money to it. Four out of five times, the buyer of a naked option loses money. Five out of five times, the brokers make their money. Where do you think that leaves you? 

We have presented this section as a basic introduction. Because we feel that investors are better off investing in good quality stocks and mutual funds, we have not gone into options in great detail. 

8. Stockholder Rights

This is a type of option that allows current stockholders to purchase more stock before the general public. Stockholders can buy the stock from the company without paying a commission, usually at a 5 to 10 percent discount. The price is always below the current market price for the stock. The shares one already owns determine the number of additional shares he can purchase. Companies use rights to obtain more capital directly from their investors without having to use an investment banker. The company sells directly to its shareholders. 

9.  Other Advantages of Rights

· Often there are oversubscription benefits that allow you to purchase rights that other shareholders did not exercise. To participate, you must request to participate in the oversubscription when you send the company your check for your new shares. 

· Rights can be bought on 25 percent margin. The company allows you to buy the stock with only 25 percent down. You must pay the other 75 percent at 25 percent per month for the next three months. You must open a special subscription account (SSA) with your broker to take advantage of this. 

· Because of the difference between the market price and the exercise price, shareholders often can buy additional stock at discounts as high as 5 percent. 

· You can sell the rights (see calculation below). 

· Appreciation potential: often the value of a stock's offering rights increases after the issue. 

10. How to Evaluate Rights

Rights have intrinsic value. Because of leverage, they also have speculative value. If the stock increases or decreases by 5 percent, the value of the right can increase or decrease by 10 to 15 percent. To get an idea how this works, let's set up an example for ABC Corporation. Suppose ABC is trading at $20 and they offer shareholders one right for every four shares they own. Each right entitles its holder to purchase one share for $17. Shown below is the equation for calculating the value of one right, VR, before the expiration date. 


VR = value of the right 

MP = the stock's current market price 

EP = the exercise price 

NR = the number of rights needed to buy one share 

