CAPITAL MARKETS NOTES

DEFINITION OF OPTION CONTRACT

An option is a contract  in which the writer of the option grants  the buyer of the right, but not the obligation , to purchase from or sell to the writer something at a specific price within a specific period of time. 
The writer refers to the seller , grants this right to the buyer  in exchange for a certain sum of money, which is called the option price or option premium. The price at which asset may be bought or sold is called the exercise or strike price. The date after which an option is void is called expiration date.

When an option grants the buyer the right to purchase designated instrument from the writer (seller ), it is referred to as a call option or call. When the option buyer has the right to sell the designated instrument to the writer, the option is called put option or put. 

Options are also categorized according to when the option buyer may exercise the option. 

Some options may be exercised at any time up to and including the expiration date. Such an option is referred to as an American Option. 
Other options may be exercised only at a expiration date. An option with this feature is called a European Options.

The buyer of an option is not subject to margin requirements after the option price is paid in full. Because the option price is the maximum amount the investor can lose , no matter how adverse the price movement of the underlying asset, margin is not necessary.

Because the writer of an option agreed to accept all of the risk and none of the reward of the position in the underlying asset . The writer is generally required to put up the option price received as a margin. 

DIFFERENCE BETWEEN OPTION AND FUTURE CONTRACTS
Unlike in a future contract, one party to an option contract is not obligated to transact, the option buyer has the right but not the obligation to transact. The option writer does have the obligation to perform . In the case of future contract , both buyer and seller are obligated to perform. Future buyer  does not pay the seller to accept the obligation, while an option buyer pays the seller  an option price.  
In the case of future contract, buyer of contract realises a dolar-for-dollar gain when price of future contract increases and vice versa. But options don’t provide symmetric risk/reward relationship. The most that the buyer of an option can lose is the option price. This difference is very important because investors can use futures to protect against symmetric risk and and options to protect against asymmetric risk

RISK AND RETURN CHARACTERISTICS OF OPTIONS

The risk and return characteristics of the four basic option positions are; 

· Buying a call option

· Selling a call option 

· Buying a put option

· Selling a put option

The illustrations assume that each option position is held to the expiration date and not exercised early. 

BUYING A CALL OPTIONS
The purchase of a call option creates a financial position referred to as a long call position. A call option, often simply labeled a "call", is a financial contract between two parties, the buyer and the seller of this type of option. The buyer of the call option has the right, but not the obligation to buy an agreed quantity of a particular commodityor financial instrument from the seller of the option at a certain time (the expiration date) for a certain price (the strike price).
Call options are most profitable for the buyer  when the financial instrument moves up, making the price of the instruments closer to, or above, the strike price. The call buyer believes it's likely the price of the underlying asset will rise by the exercise date. The risk is limited to the premium. The profit for the buyer can be very large, and is limited by how high spot rises. When the price of the this instrument surpasses the strike price, the option is said to be "in the money".

SELLING CALL OPTIONS

The writer of a call option is said to be in short call position. To illustrate the option seller’s position, we use same call options we used to illustrate buying a call option. The profit and loss profile of the short call position is the mirror image of the profit and loss profile of the long call position
PUT OPTION
A put option  is a financial contract  between two parties, the writer (seller) and the buyer of the option. The buyer acquires a long position by purchasing the right to sell the underlying instrument to the seller of the option for a specified price during a specified period of time. If the option buyer exercises his right, the seller is obligated to buy the underlying instrument from him at the agreed-upon strike price, regardless of the current market price. In exchange for having this option, the buyer pays the seller or option writer a fee (the option premium).

FACTORS THAT INFLUENCE THE OPTION PRICE 

Six factors influence option prices.

1. Current Price of the underlying asset 

2.Strike Price

3.Time to expiration 

4.Expected price volatility  of the underlying asset over the life of option

5.Short-term risk-free interest rate over the life of the option 

6.Anticipated cash payments on the underlying asset over the life of the option

MONEY MARKET  
Money market is a market where governments, government agencies, corperations, municipal governments borrow money on a short term basis. investors with funds to invest for a short term can invest.

THE ASSETS TRADED IN THE MONEY MARKET INCLUDE: 

1. treasury bills

2. commercial paper

3. medium term notes

4. bankers acceptances

5. short term federal agency securities

6. short term municipal obligations

7. certificates of deposits

8. repurchase agreements

9. federal funds

TREASURY BILLS
Treasury scurities are issued by the U.S department of the treasury and backed by the full faith and credit of the US government. 

As a result market participants percieve tresuary securities to carry no risk of default.

The US treasury issues three types of   securities: 

1. bills 

2. bonds

3. notes

A treasury bill is a discount security, such securities do not make periodic interest payments. The security holder receives interest instead of the maturity date, when the amount received is the face value which is larger than the puchase price.


Treasury bills are only one example of a number of money market instruments that are discounts securities. Interest on treasury bills is exempt from stayed and local income taxes.

BID AND OFFER QUOTES ON TREASURY BILLS
Unlike bonds that pay coupon interest, treasury bılls are quoted on a bank discount basis, not on a price basis. 


COMMERCIAL PAPER
Commercial paper is a short term unsecured promisory note issued in the open market that represents the obligation of the issuing corporation. The issuance of commercial paper is an alternative to bank borrowing for large corporations (nonfinancial and financial) with strong credit ratings.

The original purpose of commercial paper was to provide short term funds seasonal and working capital needs, but companies use this instrument for other purposes. It is used quite often for bridge financing.

In the United States, the maturity of commercial paper is typically less than 270 days, with the most maturing in less than 90 days.

To pay off holder of maturing paper, issuers generally use the proceeds obtained by selling new commercial paper. This process is often described  as rolling over short term paper. The risk that the invester in commercial paper faces is that the issuer will be unable to sell new paper at maturity.

As a safeguard this risk, commercial paper is typically backed by unused bank credit lines.

Investors in commercial paper are institutional investors.

ISSUERS OF COMMERCIAL PAPER 
Corporate issuers of commercial paper can be divided into financial companies and nonfinancial companies. Financial companies are the major issuers of commercial paper.

Three types of financial companies include captive finance companies, bank-related fiance companies, and independent finance companies. 

Captive finance companies are subsidiaries of equipment manufacturing companies. Their primary purpose is to secure financing for the customers of the parent company.

The issuers of commercial paper typically have high credit ratings. Smaller and less well-known companies with lower credit ratings have been able to issue paper, however, by means of credit support from a firm with a high credit rating.

Both domestic and foreign corparations issue commercial paper in the United States. 

Commercial paper issued by foreign entities is called Yankee Commercial Paper.

Commercial paper may be issued in either discount form or in interest-bearing form. In discount form, the investor buys the paper at less than the face value and when it matures receives the face value. The difference between the face value and the purchase price is the interest. 

It is the same form as treasury bills. When the paper is issued in interest-bearing form, it is purchased from the issuer at face value and a specified interest rate. At maturity the investor receives the face value plus the accured interest based on the specified interest rate.

THE SECONDARY MARKET
Despite fact that the commercial paper market is larger than markets for other money market instruments-secondary trading activity is much smaller.

The typical investor in commercial paper plans to hold it until maturity, given that an investor can purchase commercial paper with the specific maturity desired.

YIELDS ON COMMERCIAL PAPER
The commercial paper rate is higher than that on treasury bills fort he same maturity based on three reasons:

First, the investor in commercial paper is exposedto credit risk.

Second, interest earned from investing in treasury bill is exempt from state and local income taxes.

Finally, commercial paper is less liquid than treasury bills.

LARGE DENOMINATION NEGOTIABLE CERTIFICATES OF DEPOSITS
A certificates of deposit(CD) is a financial assets issued by a bank or thrift that indicates a specific sum of money deposited at the issuing depository institution. Banks and thrifts issue CDs to raise fund for financing their business activities.

A CD bears a maturity date and a specified interest rate, and can be issued in any denomination.

CD ISSUERS
CDs can be classified into four categories, according to the issuing institution.

First are CDs issued by domestic banks. 

Second are CDs denominated in US dollars but issued outside the United States. These are called Eurodollar CDs,or Euro CDs. 

Third category of CD is Yankee CD, a CD denominated in US dollars and issued by a foreign bank with a branch in the United States. Finally, thrift CDs are issued by savings and loan associations and savings banks.

Money center banks and large regional banks are the primary issuers of domestic CDs. Most CDs are issued with a maturity of less than 1 year. Those issued with a maturity greater than 1 year are called term CDs.

Unlike Treasury bills, commercial paper, and bankers acceptances,yields on domestic CDs are quoted on an interest-bearing basis. CDs with a maturity of 1 year or less pay interest at maturity. For purpose of calculating interest, a year is treated as having 360 days. 

The yields posted on CDs vary  depending on three factors:

1. The credit rating of the issuing bank

2. The maturity of the CD

3. The supply and demand for Cds

With the respect to the third factor, banks and thrifts issue CDs as part of their liability management strategy, so the supply of CDs will be driven by the demand for bank loans and the cost of alternative sources of capital to fund these loans. Moreover, bank loan demand depends on the cost of alternative funding sources such as commercial paper. When loan demand is weak, CD rates decline.

BANKERS ACCEPTANCES
Bankers acceptance is a vehicle created to facilitate commercial trade transactions.

The instrument is called a bankers acceptance because a bank accepts the ultimate responsibility to repay a loan to its holder. 

The use of bankers acceptances to finance a commercial transaction is referred to as acceptance financing.

REPURCHASE AGREEMENTS
A repurchase agreement is the sale of a security with a commitment by the seller to buy the security back from the purchaser at a specified price at a designated future date. Basically, a repurchase agreement is a collaterized loan, where the collateral is security. The collateral in repo can be money market instruments, treasury securities,federal agency securities, mortgage-backed securities or assets-backed securities.

PARTICIPANTS IN THE MARKET
Because it is used by dealer firms(investment banking firms and money center banks acting as dealer) to finance positions and cover short positions, the repo market represents one of the largest sector of the money market. Financial and nonfinancial firms participate in the market as both sellers and buyers, depending on the circumtances they face. Thrifts and commercial banks are typically net sellers of collateral ; money market funds, bank trust departments, municipalities,and corporations are typically net buyers of collateral.

Even though dealer firms use the repo market as the primary means for financing inventory and covering short positions, they also use the repo market to run a matched book by taking on repos and reverse repos with the same maturity. A dealer firm uses a matched book to capture the spread at which it enters into the repo and reverse repo agreements.

