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Selling Options

In Closing

I nt roducti on

Futures markets have been described as continuous auction markets and
as

clearing houses for the latest information about supply and demand.
They

are the neeting places of buyers and sellers of an ever-expanding |i st
of conmmpdities that today includes agricultural products, netals,
petrol eum financial instruments, foreign currencies and stock indexes.
Tradi ng has also been initiated in options on futures contracts,
enabling option buyers to participate in futures nmarkets with known
risks.

Not wi t hst andi ng the rapid growth and di versification of futures

mar ket s,

their primry purpose remains the sane as it has been for nearly a
century and a half, to provide an efficient and effective nmechani smfor
t he managenent of price risks. By buying or selling futures
contracts--contracts that establish a price level now for itens to be
delivered | ater--individuals and businesses seek to achi eve what
amount s

to insurance agai nst adverse price changes. This is called hedging.

[ Graphic Onrtted]

Vol unme has increased from14 mllion futures contracts traded in 1970
to
179 mllion futures and options on futures contracts tarded in 1985.

O her futures market participants are specul ative investors who accept
the risks that hedgers wi sh to avoid. Mst speculators have no
intention of making or taking delivery of the commodity but, rather
seek to profit froma change in the price. That is, they buy when they
anticipate rising prices and sell when they anticipate declining
prices.

The interaction of hedgers and specul ators helps to provide active,
liquid and conpetitive markets. Specul ative participation in futures
tradi ng has becone increasingly attractive with the availability of
alternative nmethods of participation. Whereas many futures traders
continue to prefer to make their own trading decisions--such as what to
buy and sell and when to buy and sell--others choose to utilize the
servi ces of a professional trading advisor, or to avoid day-to-day
trading responsibilities by establishing a fully managed tradi ng
account

or participating in a commodity pool which is similar in concept to a
nmut ual fund.

For those individuals who fully understand and can afford the risks
whi ch are involved, the allocation of sone portion of their capital to
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futures trading can provide a nmeans of achieving greater

di versification

and a potentially higher overall rate of return on their investnents.
There are also a nunmber of ways in which futures can be used in

conbi nati on with stocks, bonds and other investnents.

Specul ation in futures contracts, however, is clearly not appropriate
for everyone. Just as it is possible to realize substantial profits in
a

short period of time, it is also possible to incur substantial |osses
in

a short period of tine. The possibility of large profits or |osses in
relation to the initial commtnment of capital stens principally from
t he

fact that futures trading is a highly |leveraged form of specul ation.
Only arelatively small amount of noney is required to control assets
having a nmuch greater value. As we will discuss and illustrate, the

| everage of futures trading can work for you when prices nove in the
direction you anticipate or against you when prices nove in the
opposite

di rection.

It is not the purpose of this booklet to suggest that you shoul d--or
shoul d not--participate in futures trading. That is a decision you
shoul d make only after consultation with your broker or financia
advisor and in light of your own financial situation and objectives.
Rat her, the pages which follow are intended to help provide you with
t he
ki nds of information you should first obtain--and the questions you
shoul d seek answers to--in regard to any investnent you are
consi dering:

* | nformati on about the investnent itself and the risks involved

* How readily your investnent or position can be |iquidated when
such

action is necessary or desired

* Who the other market participants are

* Alternate nethods of participation

* How prices are arrived at

* The costs of trading

* How gains and | osses are realized

* What forns of regulation and protection exist

* The experience, integrity and track record of your broker or
advi sor

* The financial stability of the firmw th which you are dealing

In sum the information you need to be an inforned investor.
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Futures Markets: Wat, Wy & Who

The frantic shouting and signaling of bids and offers on the trading
floor of a futures exchange undeni ably convey an inpression of chaos.
The reality however, is that chaos is what futures nmarkets repl aced.
Prior to the establishment of central grain markets in the

m d- ni neteenth century, the nation farners carted their newy harvested
crops over plank roads to nmajor popul ation and transportation centers
each fall in search of buyers. The seasonal glut drove prices to

gi veaway | evels and, indeed, to throwaway |l evels as grain often rotted
in the streets or was dunped in rivers and | akes for |ack of storage.
Cone spring, shortages frequently devel oped and foods nmade from corn
and

wheat becane barely affordable |uxuries. Throughout the year, it was
each buyer and seller for hinself with neither a place nor a mechani sm
for organi zed, conpetitive bidding. The first central markets were
formed to neet that need. Eventually, contracts were entered into for
forward as well as for spot (imediate) delivery. So-called forwards
were the forerunners of present day futures contracts.

Spurred by the need to nmanage price and interest rate risks that exist
invirtually every type of nodern business, today's futures narkets
have

al so becone mjor financial nmarkets. Participants include nortgage
bankers as well as farnmers, bond dealers as well as grain merchants,
and

mul ti nati onal corporations as well as food processors, savings and | oan
associ ations, and individual specul ators.

Futures prices arrived at through conpetitive bidding are i nmediately
and continuously relayed around the world by wire and satellite. A
farmer in Nebraska, a nerchant in Ansterdam an inporter in Tokyo and a
specul ator in GChio thereby have simultaneous access to the | atest

mar ket - deri ved price quotations. And, should they choose, they can
establish a price level for future delivery--or for specul ative

pur poses--sinply by having their broker buy or sell the appropriate
contracts. I mages created by the fast-paced activity of the trading

fl oor notw thstanding, regulated futures narkets are a keystone of one
of the world's nobst orderly envied and intensely conpetitive marketing
systens. Should you at sone tinme decide to trade in futures contracts,
either for speculation or in connection with a risk managenent

strat egy,

your orders to buy or sell would be comruni cated by phone fromthe

br okerage office you use and then to the trading pit or ring for
execution by a floor broker. If you are a buyer, the broker will seek a
seller at the |owest available price. If you are a seller, the broker
will seek a buyer at the highest available price. That's what the
shouting and signaling is about.

In either case, the person who takes the opposite side of your trade
may

be or may represent sonmeone who is a comercial hedger or perhaps
sonmeone who is a public speculator. O, quite possibly, the other party
may be an i ndependent floor trader. In becom ng acquainted with futures
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markets, it is useful to have at |east a general understandi ng of who
t hese various market participants are, what they are doi ng and why.

Hedgers

The details of hedging can be sonmewhat conplex but the principle is

si nmpl e. Hedgers are individuals and firns that make purchases and sal es
in the futures market solely for the purpose of establishing a known
price | evel --weeks or nonths in advance--for sonmething they |ater

i ntend

to buy or sell in the cash market (such as at a grain elevator or in

t he

bond market). In this way they attenpt to protect thensel ves agai nst

t he

ri sk of an unfavorable price change in the interim O hedgers nmay use
futures to lock in an acceptable margin between their purchase cost and
their selling price. Consider this exanple:

A jewelry manufacturer will need to buy additional gold fromhis
supplier in six nonths. Between now and then, however, he fears

t he
price of gold may increase. That could be a probl em because he has
al ready published his catalog for a year ahead.

To lock in the price level at which gold is presently being quoted
for delivery in six nonths, he buys a futures contract at a price
of, say, $350 an ounce.

If, six nmonths |ater, the cash market price of gold has risen to
$370, he will have to pay his supplier that ampunt to acquire
gol d.
However, the extra $20 an ounce cost will be offset by a $20 an
ounce profit when the futures contract bought at $350 is sold for
$370. In effect, the hedge provided insurance agai nst an increase
in the price of gold. It Iocked in a net cost of $350, regardless
of what happened to the cash market price of gold. Had the price
of
gol d declined instead of risen, he would have incurred a | oss on
his futures position but this would have been offset by the | ower
cost of acquiring gold in the cash market.

The nunber and variety of hedging possibilities is practically
limtless. A cattle feeder can hedge against a decline in |livestock
prices and a neat packer or supermarket chain can hedge agai nst an
increase in livestock prices. Borrowers can hedge agai nst higher
interest rates, and | enders against |ower interest rates. Investors can
hedge agai nst an overall decline in stock prices, and those who

antici pate having noney to i nvest can hedge against an increase in the
over-all level of stock prices. And the |ist goes on.

What ever the hedging strategy, the common denoninator is that hedgers
willingly give up the opportunity to benefit from favorable price
changes in order to achieve protecti on agai nst unfavorable price
changes.
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Specul ators

Were you to speculate in futures contracts, the person taking the
opposite side of your trade on any given occasion could be a hedger or
it mght well be another specul ator--soneone whose opi ni on about the
probabl e direction of prices differs fromyour own.

The arithmetic of speculation in futures contracts--including the
opportunities it offers and the risks it involves--will be discussed in
detail later on. For now, suffice it to say that speculators are

i ndividuals and firnms who seek to profit from anticipated increases or
decreases in futures prices. In so doing, they help provide the risk
capital needed to facilitate hedging.

Sonmeone who expects a futures price to increase woul d purchase futures
contracts in the hope of later bring able to sell them at a higher
price. This is known as "going long." Conversely, soneone who expects a
futures price to decline would sell futures contracts in the hope of

| ater being able to buy back identical and offsetting contracts at a

| ower price. The practice of selling futures contracts in anticipation
of lower prices is known as "going short."” One of the attractive
features of futures trading is that it is equally easy to profit from
declining prices (by selling) as it is to profit fromrising prices (hy
buyi ng) .

Fl oor Traders

Persons known as floor traders or |ocals, who buy and sell for their
own

accounts on the trading floors of the exchanges, are the | east known
and

understood of all futures market participants. Yet their role is an
i mportant one. Like specialists and market mekers at securities
exchanges, they help to provide market liquidity. If there isn't a

hedger or another specul ator who is imediately willing to take the
ot her side of your order at or near the going price, the chances are
there will be an independent floor trader who will do so, in the hope
of

m nutes or even seconds |later being able to nake an offsetting trade at
a small profit. In the grain markets, for exanple, there is frequently
only one-fourth of a cent a bushel difference between the prices at
which a floor trader buys and sells.

Fl oor traders, of course, have no guarantee they will realize a profit.
They may end up | osing noney on any given trade. Their presence,
however, makes for nore liquid and conpetitive markets. It should be
poi nted out, however, that unlike market makers or specialists, floor
traders are not obligated to maintain a liquid market or to take the
opposite side of custoner orders.

Reasons for Reasons for
Buyi ng Sel ling
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futures contracts futures contracts
Hedgers To lock in a price To lock in a price
and t hereby and t hereby
obtain protection obtain protection
agai nst rising agai nst declining
prices prices
Specul at ors and To profit from To profit from
Fl oor Traders rising prices declining prices

VWhat is a Futures Contract

There are two types of futures contracts, those that provide for

physi cal delivery of a particular comodity or item and those which

cal

for a cash settlenent. The nonth during which delivery or settlenent is
to occur is specified. Thus, a July futures contract is one providing
for delivery or settlenment in July.

It should be noted that even in the case of delivery-type futures
contracts,very few actually result in delivery.* Not nany specul ators
have the desire to take or make delivery of, say, 5,000 bushels of
wheat, or 112,000 pounds of sugar, or a mllion dollars worth of U S.
Treasury bills for that matter. Rather, the vast nmpjority of

specul ators

in futures markets choose to realize their gains or |osses by buying or
selling offsetting futures contracts prior to the delivery date.
Sel l'i ng

a contract that was previously purchased |iquidates a futures position
in exactly the sane way, for exanple, that selling 100 shares of |BM
stock liquidates an earlier purchase of 100 shares of |BM stock
Simlarly, a futures contract that was initially sold can be |iquidated
by an offsetting purchase. In either case, gain or loss is the

di fference between the buying price and the selling price.

Even hedgers generally don't make or take delivery. Mst, like the
jewel ry manufacturer illustrated earlier, find it nore convenient to
liquidate their futures positions and (if they realize a gain) use the
noney to offset whatever adverse price change has occurred in the cash
mar ket .

* \When delivery does occur it is in the formof a negotiable
i nstrument (such as a warehouse receipt) that evidences the
hol der's ownership of the commdity, at sone designated | ocation

Why Delivery

Since delivery on futures contracts is the exception rather than the
rul e, why do nost contracts even have a delivery provision? There are
two reasons. One is that it offers buyers and sellers the opportunity
to

take or make delivery of the physical comodity if they so choose. Mre
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i mportantly, however, the fact that buyers and sellers can take or make
delivery helps to assure that futures prices will accurately reflect

t he

cash market value of the commpdity at the tine the contract
expires--i.e., that futures and cash prices will eventually converge.

It

i s convergence that makes hedging an effective way to obtain protection
agai nst an adverse change in the cash market price.*

* Convergence occurs at the expiration of the futures contract
because any difference between the cash and futures prices would
qui ckly be negated by profit-m nded investors who woul d buy the
commodity in the |owest-price market and sell it in the
hi ghest-price market until the price difference di sappeared. This
is known as arhbitrage and is a formof trading generally best |eft
to professionals in the cash and futures narkets.

Cash settlenment futures contracts are precisely that, contracts which
are settled in cash rather than by delivery at the tine the contract
expires. Stock index futures contracts, for exanple, are settled in
cash

on the basis of the index nunber at the close of the final day of
trading. There is no provision for delivery of the shares of stock that
make up the various indexes. That would be inpractical. Wth a cash
settlenent contract, convergence is autonmatic.

The Process of Price Discovery

Futures prices increase and decrease |largely because of the nyriad
factors that influence buyers' and sellers' judgments about what a
particular comodity will be worth at a given tinme in the future
(anywhere fromless than a nonth to nore than two years).

As new supply and demand devel opnents occur and as new and nore current
i nformati on becones avail abl e, these judgnents are reassessed and the
price of a particular futures contract may be bid upward or downward
The process of reassessnent--of price discovery--is continuous.

Thus, in January, the price of a July futures contract would reflect

t he

consensus of buyers' and sellers' opinions at that tine as to what the
value of a commdity or itemw |l be when the contract expires in July.
On any given day, with the arrival of new or nobre accurate information
the price of the July futures contract might increase or decrease in
response to changi ng expectati ons.

Conpetitive price discovery is a major econom c function--and, indeed,
a

maj or econom ¢ benefit--of futures trading. The trading floor of a
futures exchange is where available information about the future val ue
of a conmmpdity or itemis translated into the |anguage of price. In
summary, futures prices are an ever changi ng baronmeter of supply and
demand and, in a dynamc market, the only certainty is that prices wll
change.
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After the C osing Bel

Once a closing bell signals the end of a day's trading, the exchange's
clearing organi zati on matches each purchase made that day with its
corresponding sale and tallies each nmenber firm s gains or | osses based
on that day's price changes--a massive undertaki ng consi dering that
nearly two-thirds of a mllion futures contracts are bought and sold on
an average day. Each firm in turn, calculates the gains and | osses for
each of its custoners having futures contracts.

Gai ns and | osses on futures contracts are not only calculated on a
daily

basis, they are credited and deducted on a daily basis. Thus, if a
specul ator were to have, say, a $300 profit as a result of the day's
pri ce changes, that anmpunt would be i Mmediately credited to his

br oker age account and, unless required for other purposes, could be

wi t hdrawn. On the other hand, if the day's price changes had resulted
in

a $300 loss, his account would be i mediately debited for that anount.

The process just described is known as a daily cash settlenent and is
an

i mportant feature of futures trading. As will be seen when we discuss
margi n requirenments (see page 13), it is also the reason a custonmer who
incurs a loss on a futures position nay be called on to deposit

addi tional funds to his account.

The Arithmetic of Futures Trading

To say that gains and | osses in futures trading are the result of price
changes is an accurate explanation but by no neans a conplete

expl anati on. Perhaps nmore so than in any other form of specul ation or

i nvestment, gains and losses in futures trading are highly | everaged.
An

under st andi ng of |everage--and of how it can work to your advantage or
di sadvantage--is crucial to an understanding of futures trading.

As nmentioned in the introduction, the | everage of futures tradi ng stens
fromthe fact that only a relatively small amunt of noney (known as
initial margin) is required to buy or sell a futures contract. On a
particul ar day, a margin deposit of only $1,000 m ght enable you to buy
or sell a futures contract covering $25,000 worth of soybeans. O for
$6, 000, you might be able to purchase a futures contract covering
comon

stocks worth $100,000. The smaller the margin in relation to the val ue
of the futures contract, the greater the | everage.

If you speculate in futures contracts and the price noves in the
direction you anticipated, high | everage can produce large profits in
relation to your initial margin. Conversely, if prices nove in the
opposite direction, high |Ieverage can produce |large losses in relation
to your initial margin. Leverage is a two-edged sword.
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For exanple, assune that in anticipation of rising stock prices

you
buy one June S&P 500 stock index futures contract at a tinme when
the June index is trading at 200. And assume your initial nmargin
requi rement is $6,000. Since the value of the futures contract is
$500 times the index, each 1 point change in the index represents
a

$500 gain or | oss.

Thus, an increase in the index from 200 to 212 woul d doubl e your
$6, 000 margi n deposit and a decrease from 200 to 188 would wipe it
out. That's a 100% gain or loss as the result of only a 6% change
in the stock index!

Sai d another way, while buying (or selling) a futures contract provides
exactly the sanme dollars and cents profit potential as owning (or
selling short) the actual commpdities or itenms covered by the contract,
|l ow margi n requirenments sharply increase the percentage profit or |oss
potential. For exanple, it can be one thing to have the value of your
portfolio of common stocks decline from $100,000 to $94, 000 (a 6%l oss)
but quite another (at |least enptionally) to deposit $6,000 as nmargin
for

a futures contract and end up losing that nmuch or nore as the result of
only a 6% price decline. Futures trading thus requires not only the
necessary financial resources but also the necessary financial and
enotional tenperanent.

An absol ute requisite for anyone considering trading in futures
contracts--whether it's sugar or stock indexes, pork bellies or
petroleum-is to clearly understand the concept of |everage as well as
the amount of gain or loss that will result from any given change in

t he

futures price of the particular futures contract you would be trading.
If you cannot afford the risk, or even if you are unconfortable with

t he

risk, the only sound advice is don't trade. Futures trading is not for
everyone.

Mar gi ns

As is apparent fromthe preceding discussion, the arithnmetic of

| ever age

is the arithmetic of margins. An understandi ng of margi ns--and of the
several different kinds of margin--is essential to an understanding of
futures trading.

If your previous investnent experience has mainly involved commobn
st ocks, you know that the termmargin--as used in connection with
securities--has to do with the cash down paynent and noney borrowed
from

a broker to purchase stocks. But used in connection with futures
trading, margin has an altogether different nmeaning and serves an
al toget her different purpose.
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Rat her than providing a down paynent, the margin required to buy or
sel |

a futures contract is solely a deposit of good faith noney that can be
drawn on by your brokerage firmto cover |osses that you may incur in
the course of futures trading. It is nmuch like noney held in an escrow
account. Mnimum margin requirenents for a particular futures contract
at a particular tine are set by the exchange on which the contract is
traded. They are typically about five percent of the current val ue of
the futures contract. Exchanges continuously nonitor market conditions
and risks and, as necessary, raise or reduce their margin requirenments.
I ndi vi dual brokerage firnms may require higher margin anounts fromtheir
customers than the exchange-set m ninuns.

There are two margin-related ternms you should know. Initial margin and
mai nt enance margi n.

Initial margin (sometinmes called original margin) is the sum of noney
that the custoner nust deposit with the brokerage firmfor each futures
contract to be bought or sold. On any day that profits accrue on your
open positions, the profits will be added to the balance in your margin
account. On any day | osses accrue, the |losses will be deducted fromthe
bal ance in your margi n account.

I f and when the funds renmmi ning available in your margi n account are
reduced by | osses to below a certain |evel--known as the naintenance
mar gi n requi renment --your broker will require that you deposit
addi ti ona

funds to bring the account back to the level of the initial margin. O,
you may al so be asked for additional margin if the exchange or your
brokerage firmraises its margin requirenents. Requests for additiona
margin are known as margin calls.

Assune, for exanple, that the initial margin needed to buy or sel

a particular futures contract is $2,000 and that the mmintenance

margin requirenment is $1,500. Should | osses on open positions

reduce the funds remmining in your trading account to, say, $1,400

(an amount | ess than the maintenance requirement), you wll
receive

a margin call for the $600 needed to restore your account to

$2, 000.

Before trading in futures contracts, be sure you understand the
brokerage firm s Margi n Agreenment and know how and when the firm
expects

margin calls to be net. Sorme firns may require only that you mail a
personal check. Others may insist you wire transfer funds from your
bank

or provide same-day or next-day delivery of a certified or cashier's
check. If margin calls are not nmet in the prescribed time and form the
firmcan protect itself by liquidating your open positions at the
avail abl e market price (possibly resulting in an unsecured | oss for
whi ch you would be |iable).

Basi ¢ Tradi ng Strategies
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Even if you should decide to participate in futures trading in a way
that doesn't involve having to make day-to-day tradi ng decisions (such
as a managed account or commodity pool), it is nonetheless useful to
understand the dollars and cents of how futures tradi ng gai ns and

| osses

are realized. And, of course, if you intend to trade your own account,
such an understanding is essenti al

Dozens of different strategies and variations of strategies are

enpl oyed
by futures traders in pursuit of speculative profits. Here is a brief
description and illustration of several basic strategies.

Buyi ng (Going Long) to Profit froman Expected Price Increase

Sonmeone expecting the price of a particular commodity or itemto

i ncrease over froma given period of time can seek to profit by buying
futures contracts. If correct in forecasting the direction and timng
of

the price change, the futures contract can |later be sold for the higher
price, thereby yielding a profit.* If the price declines rather than
increases, the trade will result in a | oss. Because of |everage, the
gain or loss may be greater than the initial margin deposit.

For exanple, assune it's now January, the July soybean futures contract
is presently quoted at $6.00, and over the com ng nonths you expect the
price to increase. You decide to deposit the required initial margin
of ,

say, $1,500 and buy one July soybean futures contract. Further assune
that by April the July soybean futures price has risen to $6.40 and you
decide to take your profit by selling. Since each contract is for 5,000
bushel s, your 40-cent a bushel profit would be 5,000 bushels x 40 cents
or $2,000 | ess transaction costs.

Price per Val ue of 5,000
bushel bushel contract
January Buy 1 July $6. 00 $30, 000
soybean futures
contract
Apri | Sell 1 July $6. 40 $32, 000
soybean futures
contract
Gain $ .40 $ 2,000

* For sinplicity exanples do not take into account conmm ssions and
ot her transaction costs. These costs are inportant, however, and
you shoul d be sure you fully understand them

Suppose, however, that rather than rising to $6.40, the July soybean

futures price had declined to $5.60 and that, in order to avoid the
possibility of further | oss, you elect to sell the contract at that
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price. On 5,000 bushels your 40-cent a bushel |oss would thus cone to
$2, 000 plus transaction costs.

Price per Val ue of 5,000
bushel bushel contract
January Buy 1 July $6. 00 $30, 000
soybean futures
contract
Apri | Sell 1 July $5. 60 $28, 000
bean futures
contract
Loss $ .40 $ 2,000

Note that the loss in this exanple exceeded your $1,500 initial margin.
Your broker would then call upon you, as needed, for additional nargin
funds to cover the | oss.

Selling (Going Short) to Profit from an Expected Price Decrease

The only way going short to profit from an expected price decrease
differs fromgoing long to profit from an expected price increase is

t he

sequence of the trades. Instead of first buying a futures contract, you
first sell a futures contract. If, as expected, the price declines, a
profit can be realized by later purchasing an offsetting futures
contract at the lower price. The gain per unit will be the amunt by
whi ch the purchase price is below the earlier selling price.

For exanpl e, assune that in January your research or other avail able

i nformati on indicates a probable decrease in cattle prices over the
next

several nonths. In the hope of profiting, you deposit an initial margin

of $2,000 and sell one April live cattle futures contract at a price
of ,

say, 65 cents a pound. Each contract is for 40,000 pounds, neani ng each
1 cent a pound change in price will increase or decrease the val ue of

the futures contract by $400. If, by March, the price has declined to
60

cents a pound, an offsetting futures contract can be purchased at 5
cents a pound below the original selling price. On the 40,000 pound
contract, that's a gain of 5 cents x 40,000 Ibs. or $2,000 |ess
transaction costs.

Price per Val ue of 40, 000
pound pound contract
January Sell 1 April live 65 cents $26, 000
cattle futures
contract
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Mar ch Buy 1 April live 60 cents $24, 000
cattle futures
contract
Gai n 5 cents $ 2,000
Assune you were wong. Instead of decreasing, the April live cattle

futures price increases--to, say, 70 cents a pound by the tine in March
when you eventual ly |liquidate your short futures position through an
of fsetting purchase. The outcone would be as foll ows:

Price per Val ue of 40, 000
pound pound contract
January Sell 1 April live 65 cents $26, 000
cattle futures
contract
Mar ch Buy 1 April live 70 cents $28, 000
cattle futures
contract
Loss 5 cents $ 2,000

In this exanple, the loss of 5 cents a pound on the futures transaction
resulted in a total loss of the $2,000 you deposited as initial margin
plus transaction costs.

Spr eads

Wil e npst specul ative futures transactions revolve a sinple purchase
of

futures contracts to profit from an expected price increase--or an
equally sinple sale to profit from an expected price decrease--nunerous
ot her possible strategies exist. Spreads are one exanple.

A spread, at least in its sinplest form involves buying one futures
contract and selling another futures contract. The purpose is to profit
froman expected change in the relationship between the purchase price
of one and the selling price of the other

As an illustration, assune it's now Novenber, that the March wheat
futures price is presently $3.10 a bushel and the May wheat futures
price is presently $3.15 a bushel, a difference of 5 cents. Your

anal ysis of market conditions indicates that, over the next few nonths,
the price difference between the two contracts will w den to becone
greater than 5 cents. To profit if you are right, you could sell the
March futures contract (the lower priced contract) and buy the My
futures contract (the higher priced contract).

Assune tinme and events prove you right and that, by February, the March
futures price has risen to $3.20 and May futures price is $3.35, a
di fference of 15 cents. By liquidating both contracts at this tinme, you
can realize a net gain of 10 cents a bushel. Since each contract is
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5,000 bushels, the total gain is $500.

Novenber Sell March wheat Buy May wheat Spr ead
$3.10 bu. $3. 15 bu. 5 cents
February Buy March wheat Sel | May wheat
$3. 20 $3. 35 15 cents
$ .10 loss $ .20 gain

Net gain 10 cents bu.
Gain on 5,000 bu. contract $500

Had the spread (i.e. the price difference) narrowed by 10 cents a
bushe

rather than w dened by 10 cents a bushel the transactions just
illustrated would have resulted in a | oss of $500. See di scussi on of
spread risks on page 39.

Virtually unlimted nunmbers and types of spread possibilities exist, as
do many other, even nore conplex futures trading strategies. These,
however, are beyond the scope of an introductory bookl et and should be
consi dered only by someone who well understands the risk/reward
arithmetic invol ved.

Participating in Futures Trading

Now t hat you have an overvi ew of what futures markets are, why they
exi st and how they work, the next step is to consider various ways in
which you may be able to participate in futures trading. There are a
nunber of alternatives and the only best alternative--if you decide to
participate at all--is whichever one is best for you. In addition to
descri bing several possibilities, the pages that foll ow suggest
guestions you should ask and information you should obtain before

maki ng

a decision. Also discussed is the opening of a futures tradi ng account,
the regul atory saf eguards provided participants in futures markets, and
nmet hods for resolving disputes, should they arise.

Deci ding How to Participate

At the risk of oversinplification, choosing a nethod of participation
is

largely a matter of deciding how directly and extensively you,
personal |y, want to be involved in neking tradi ng decisions and
managi ng

your account. Many futures traders prefer to do their own research and
anal ysis and nmake their own decisions about what and when to buy and
sell. That is, they nmanage their own futures trades in much the sane
way

t hey woul d manage their own stock portfolios. Qthers choose to rely on
or at |east consider the recommendations of a brokerage firm or account
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executive. Some purchase independent trading advice. Others would
rat her

have soneone el se be responsible for trading their account and
therefore

give trading authority to their broker. Still others purchase an
interest in a conmmodity tradi ng pool

There's no fornula for deciding. Your decision should, however, take
into account such things as your know edge of and any previous
experience in futures trading, how rmuch tinme and attention you are able
to devote to trading, the ampunt of capital you can afford to conmmt to
futures, and, by no neans |east, your individual tenperanent and

tol erance for risk. The latter is inportant. Sone individuals thrive on
being directly involved in the fast pace of futures trading, others are
unabl e, reluctant, or lack the time to nake the i mmedi ate deci sions

t hat

are frequently required. Sone recognize and accept the fact that
futures

trading all but inevitably involves having sonme |osing trades. O hers

| ack the necessary disposition or discipline to acknow edge that they
were wong on this particular occasion and |iquidate the position

Many experienced traders thus suggest that, of all the things you need
to know before trading in futures contracts, one of the npbst inportant
is to know yourself. This can hel p you naeke the right decision about
whether to participate at all and, if so, in what way.

In no event, it bears repeating, should you participate in futures
tradi ng unl ess the capital you would conmit its risk capital. That is,
capital which, in pursuit of larger profits, you can afford to | ose. It
shoul d be capital over and above that needed for necessities,

enmer genci es, savings and achi eving your |ong-terminvestnent

obj ecti ves.

You shoul d al so understand that, because of the | everage involved in
futures, the profit and | oss fluctuations nmay be wi der than in nost
types of investnent activity and you nay be required to cover
deficiencies due to | osses over and above what you had expected to
conmit to futures.

Trade Your Owmn Account

Thi s invol ves opening your individual trading account and--with or
wi t hout the recommendati ons of the brokerage firm-making your own
tradi ng decisions. You will also be responsible for assuring that
adequate funds are on deposit with the brokerage firmfor margin
pur poses, or that such funds are pronptly provi ded as needed.

Practically all of the major brokerage firns you are famliar with, and
many you may not be familiar with, have departnents or even separate
divisions to serve clients who warn to allocate sone portion of their

i nvestment capital to futures trading. Al brokerage firnms conducting
futures business with the public nust be registered with the Cormodity
Futures Tradi ng Commi ssion (CFTC, the independent regul atory agency of
the federal governnent that administers the Commpdity Exchange Act) as
Fut ures Comm ssion Merchants or Introducing Brokers and must be Menbers
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of National Futures Association (NFA the industryw de self-regulatory
associ ation).

Different firns offer different services. Sonme, for exanple, have
extensive research departnents and can provide current information and
anal ysis concerni ng market devel opments as well as specific trading
suggestions. Others tailor their services to clients who prefer to neke
mar ket judgnents and arrive at tradi ng decisions on their own. Stil

ot hers offer various conbinations of these and other services.

An individual trading account can be opened either directly with a
Futures Conmi ssion Merchant or indirectly through an |ntroducing

Br oker .

Wi chever course you choose, the account itself will be carried by a
Futures Conmmi ssion Merchant, as will your noney. Introducing Brokers do
not accept or handl e custoner funds but nost offer a variety of

tradi ng-rel ated services.

Futures Commi ssion Merchants are required to maintain the funds

and
property of their custonmers in segregated accounts, separate from
the firm s own noney.
Along with the particular services a firm provides, discuss the
commi ssions and trading costs that will be involved. And, as
menti oned, clearly understand how the firmrequires that any
mar gi n

calls be net. If you have a question about whether a firmis
properly registered with the CFTC and is a Menber of NFA, you can
(and shoul d) contact NFA's Information Center toll-free at
800-621-3570 (within Illinois call 800-572-9400).

Have Sonmeone Manage Your Account

A managed account is also your individual account. The major difference
is that you give soneone rise--an account nmanager--witten power of
attorney to nmake and execute decisions about what and when to trade. He

or she will have discretionary authority to buy or sell for your
account

or will contact you for approval to nake trades he or she suggests.
You,

of course, remain fully responsible for any | osses which nay be

i ncurred

and, as necessary, for neeting margin calls, including making up any
deficiencies that exceed your margin deposits.

Al t hough an account manager is likely to be managing the accounts of

ot her persons at the sane tine, there is no sharing of gains or |osses
of other custoners. Trading gains or |losses in your account will result
solely fromtrades which were nmade for your account.

Many Futures Conmi ssion Merchants and I ntroduci ng Brokers accept
managed

accounts. In nost instances, the amount of npbney needed to open a
managed account is larger than the anount required to establish an
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account you intend to trade yourself. Different firnms and account
managers, however, have different requirenments and the range can be
quite wide. Be certain to read and understand all of the literature and
agreenents you receive fromthe broker

Sone account managers have their own tradi ng approaches and accept
only clients to whom that approach is acceptable. Others tailor
their trading to a client's objectives. In either case, obtain
enough information and ask enough questions to assure yourself

t hat
your noney will be managed in a way that's consistent with your
goal s.

Di scuss fees. In addition to conm ssions on trades nmade for your
account, it is not uncommon for account managers to charge a
managenment fee, and/or there may be sone arrangenment for the
manager to participate in the net profits that his managenent
produces. These charges are required to be fully disclosed in
advance. Make sure you know about every charge to be nade to your
account and what each charge is for

Whil e there can be no assurance that past performance will be

i ndicative of future performance, it can be useful to inquire
about

the track record of an account nmanager you are considering.
Account

managers associ ated with a Futures Commi ssion Merchant or

I nt roduci ng Broker nust generally nmeet certain experience

requirenents if the account is to be traded on a discretionary

basi s.

Finally, take note of whether the account nanagenment agreenent
i ncludes a provision to automatically |iquidate positions and
cl ose
out the account if and when | osses exceed a certain anmount. And,
of
course, you should know and agree on what will be done with
profits, and what, if any, restrictions apply to withdrawals from
t he account.

Use a Commodity Tradi ng Advi sor

As the terminplies, a Conmodity Tradi ng Advisor is an individual (or
firm that, for a fee, provides advice on comodity trading, including
speci fic tradi ng recomendati ons such as when to establish a particular
l ong or short position and when to |iquidate that position. Generally,
to help you choose trading strategies that match your trading

obj ectives, advisors offer analyses and judgnents as to the prospective
rewards and risks of the trades they suggest. Tradi ng recommendati ons
may be communi cated by phone, wire or nmil. Some offer the opportunity
for you to phone when you have questions and sone provide a frequently
updat ed hotline you can call for a recording of current information and
tradi ng advi ce.

Even though you may trade on the basis of an advisor's recomendations,
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you will need to open your own account with, and send your margin
paynments directly to, a Futures Conm ssion Merchant. Conmodity Trading
Advi sors cannot accept or handle their custoners funds unless they are
al so regi stered as Futures Comm ssion Merchants.

Sonme Conmodity Tradi ng Advi sors of fer managed accounts. The account
itself, however, nust still be with a Futures Comm ssion Merchant and
in

your name, with the advisor designated in witing to make and execute
tradi ng deci sions on a discretionary basis.

CFTC Regul ations require that Commodity Tradi ng Advi sors provi de
their customers, in advance, with what is called a Disclosure
Document. Read it carefully and ask the Conmmodity Tradi ng Advi sor
to explain any points you don't understand. |f your nobney is
i mportant to you, so is the information contained in the

Di scl osure
Document !

The prospectus-1ike docunment contains information about the

advi sor, his experience and, by no neans |east, his current (and

any previous) performance records. If you use an advisor to manage

your account, he nust first obtain a signed acknow edgnent from
you

that you have received and understood the Di scl osure Docunent. As

in any nethod of participating in futures trading, discuss and

understand the advisor's fee arrangenents. And if he will be

managi ng your account, ask the same questions you would ask of any

account manager you are considering.

Commodity Tradi ng Advi sors nust be registered as such with the
CFTC, and those that accept authority to nmanage custoner accounts
nmust al so be Menbers of NFA. You can verify that these

requi renents
have been nmet by calling NFA toll-free at 800-621-3570 (within
I1linois call 800-572-9400).

Participate in Commodity Pool

Anot her alternative method of participating in futures trading is
through a commodity pool, which is sinmlar in concept to a compn stock
mutual fund. It is the only nethod of participation in which you will
not have your own individual trading account. Instead, your noney will
be conbined with that of other pool participants and, in effect, traded
as a single account. You share in the profits or |osses of the pool in
proportion to your investrment in the pool. One potential advantage is
greater diversification of risks than you mght obtain if you were to
establish your own tradi ng account. Another is that your risk of |oss
is

generally limted to your investnent in the pool, because npbst pools
are

formed as |inmted partnerships. And you won't be subject to nmargin
calls.

Bear in mind, however, that the risks which a pool incurs in any given
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futures transaction are no different than the risks incurred by an

i ndi vidual trader. The pool still trades in futures contracts which are
highly | everaged and in markets which can be highly volatile. And Iike
an individual trader, the pool can suffer substantial |osses as well as
realize substantial profits. A mmjor consideration, therefore, is who
wi |l be managing the pool in terms of directing its trading.

While a pool must execute all of its trades through a brokerage firm
which is registered with the CFTC as a Futures Commi ssion Merchant, it
may or may not have any other affiliation with the brokerage firm Sone
brokerage firns, to serve those custonmers who prefer to participate in
comodity trading through a pool, either operate or have a relationship
with one or nore commodity trading pools. Other pools operate

i ndependent|y.

A Commodity Pool Operator cannot accept your noney until it has
provi ded you with a Di scl osure Docunent that contains infornmation
about the pool operator, the pool's principals and any outside

persons who will be providing trading advice or making trading
decisions. It nmust also disclose the previous performance records,
if any, of all persons who will be operating or advising the poo

lot, if none, a statenment to that effect). Disclosure Docunents
contain inportant information and should be carefully read before
you invest your noney. Another requirenent is that the Disclosure
Docunment advi se you of the risks involved.

In the case of a new pool, there is frequently a provision that
t he
pool will not begin trading until (and unless) a certain amunt of
money is raised. Normally, a time deadline is set and the
Commodi ty
Pool Operator is required to state in the Disclosure Docunent what
that deadline is (or, if there is none, that the time period for
rai sing, funds is indefinite). Be sure you understand the terns,
i ncl udi ng how your noney will be invested in the neantine, what
interest you will earn (if any), and how and when your investnent
will be returned in the event the pool does not conmence trading.

Det ermi ne whet her you will be responsible for any | osses in excess
of your investnent in the pool. If so, this nust be indicated
prom nently at the beginning of the pool's Disclosure Docunent.

Ask about fees and other costs, including what, if any, initia
charges will be nmade agai nst your investnment for organi zational or
admi ni strative expenses. Such information should be noted in the
Di scl osure Docunent. You should al so deternmine fromthe Disclosure
Docunment how t he pool's operator and advi sor are conpensat ed.

Under stand, too, the procedure for redeem ng your shares in the
pool, any restrictions that may exist, and provisions for
liquidating and dissolving the pool if nobre than a certain
percentage of the capital were to be |ost,

Ask about the pool operator's general trading philosophy, what

types of contracts will be traded, whether they will be day-
traded,

etc.
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Wth few exceptions, Conmodity Pool Operators nust be registered
with the CFTC and be Menbers of NFA. You can verify that these
requi renents have been net by contacting NFA toll-free at
800-621-3570 (within Illinois call 800-572-9400).

Regul ati on of Futures Tradi ng

Firms and individuals that conduct futures trading business with the
public are subject to regulation by the CFTC and by NFA. All futures
exchanges are al so regul ated by the CFTC

NFA is a congressionally authorized self-regulatory organi zation

subj ect

to CFTC oversight. It exercises regulatory Authority with the CFTC over
Fut ures Comm ssion Merchants, Introducing Brokers, Commdity Trading
Advi sors, Commmodity Pool Operators and Associ ated Persons

(sal espersons)

of all of the foregoing. The NFA staff consists of nore than 140 field
auditors and investigators. In addition, NFA has the responsibility for
regi stering persons and firnms that are required to be registered with

t he CFTC.

Firms and individuals that violate NFA rules of professional ethics and
conduct or that fail to conply with strictly enforced financial and
record-keepi ng requirenments can, if circunstances warrant, be
permanently barred from engaging in any futures-rel ated business with
the public. The enforcenent powers of the CFTC are simlar to those of
ot her major federal regulatory agencies, including the power to seek
crimnal prosecution by the Departnent of Justice where circunstances
war rant such action.

Futures Conmmi ssion Merchants which are nenbers of an exchange are
subject to not only CFTC and NFA regul ation but to regulation by the
exchanges of which they are nenbers. Exchange regul atory staffs are
responsi bl e, subject to CFTC oversight, for the business conduct and
financial responsibility of their menber firnms. Violations of exchange
rules can result in substantial fines, suspension or revocation of
trading privileges, and | oss of exchange nemnbership

Words of Caution

It is against the law for any person or firmto offer futures contracts
for purchase or sale unless those contracts are traded on one of the
nation's regul ated futures exchanges and unless the person or firmis
regi stered with the CFTC. Mreover, persons and firnms conducting
futures-rel ated business with the public nust be Menbers of NFA. Thus,
you shoul d be extrenely cautious if approached by soneone attenpting to
sell you a commodity-related investnent unless you are able to verify
that the offeror is registered with the CFTC and is a Menber of NFA.

In a nunmber of cases, sellers of illegal off-exchange futures contracts
have | abel ed their investnments by different nanes--such as "deferred
delivery," "forward" or "partial payment” contracts--in an attenpt to
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avoid the strict |aws applicable to regulated futures tradi ng. Many
operate out of tel ephone boiler roonms, enploy high-pressure and

m sl eadi ng sales tactics, and nmay state that they are exenpt from
registration and regulatory requirenents. This, in itself, should be
reason enough to conduct a check before you wite a check

You can quickly verify whether a particular firmor person is currently
registered with the CFTC and is an NFA Menber by phoning NFA toll-free
at 800-621-3570 (within Illinois call 800-572-9400).

Est abl i shi ng an Account

At the tinme you apply to establish a futures tradi ng account, you can
expect to be asked for certain informati on beyond sinply your nane,
address and phone nunber. The requested information will generally

i nclude (but not necessarily be limted to) your income, net worth,
what

previ ous investnent or futures tradi ng experience you have had, and any
ot her informati on needed in order to advise you of the risks involved
in

trading futures contracts. At a mininmum the person or firmwho wll
handl e your account is required to provide you with risk disclosure
docunents or statenents specified by the CFTC and obtain witten
acknow edgrment that you have received and understood them

Opening a futures account is a serious decision--no |less so than meking
any mgjor financial investnent--and should obviously be approached as
such. Just as you wouldn't consider buying a car or a house wi thout
carefully readi ng and understanding the terns of the contract, neither
shoul d you establish a trading account without first readi ng and
under st andi ng the Account Agreement and all other documents supplied by
your broker. It is in your interest and the firms interest that you
dearly know your rights and obligations as well as the rights and
obligations of the firmw th which you are dealing before you enter
into

any futures transaction. |If you have questions about exactly what any
provi sions of the Agreement nean, don't hesitate to ask. A good and
continuing relationship can exist only if both parties have, fromthe
outset, a clear understanding of the relationship

Nor shoul d you be hesitant to ask, in advance, what services you wll
be

getting for the trading conm ssions the firmcharges. As indicated
earlier, not all firns offer identical services. And not all clients
have identical needs. If it is inportant to you, for example, you m ght
i nquire about the firnm s research capability, and whatever reports it
mekes available to clients. OQther subjects of inquiry could be how
transaction and statenment information will be provided, and how your
orders will be handl ed and executed.

If a Dispute Should Arise

Al'l but a small percentage of transactions involving regulated futures
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contracts take place w thout problenms or m sunderstandi ngs. However, in
any business in which some 150 million or nore contracts are traded
each

year, occasional disagreenents are inevitable. Obviously, the best way
to resolve a disagreenent is through direct discussions by the parties
i nvolved. Failing this, however, participants in futures markets have
several alternatives (unless sone particular nethod has been agreed to
i n advance).

Under certain circunstances, it my be possible to seek resolution

t hrough the exchange where the futures contracts were traded. Or a
claim

for reparations may be filed with the CFTC. However, a newer, generally
faster and | ess expensive alternative is to apply to resolve the

di sagreenent through the arbitration program conducted by Nationa
Futures Association. There are several advantages:

* You can elect, if you prefer, to have arbitrators who have no
connection with the futures industry.

* You do not have to allege or prove that any law or rule was broken
only that you were dealt with inproperly or unfairly.

* I n some cases, it nay be possible to conduct arbitration entirely
through witten submi ssions. If a hearing is required, it can
generally be scheduled at a tine and place convenient for both
parties.

* Unl ess you wish to do so, you do not have to enploy an attorney.

For a plain | anguage explanation of the arbitration programand how it
works, wite or phone NFA for a copy of Arbitration: A Way to Resol ve
Fut ures- Rel ated Di sputes. The booklet is available at no cost.

What to Look for in a Futures Contract

VWhat ever type of investnment you are considering--including but not
limted to futures contracts--it nmakes sense to begin by obtaining as
much information as possi ble about that particular investnent. The nore
you know in advance, the less likely there will be surprises |later on
Mor eover, even anong futures contracts, there are inportant differences
whi ch--because they can affect your investnent results--should be taken
into account in meking your investnent decisions.

The Contract Unit

Delivery-type futures contracts stipulate the specifications of the
commodity to be delivered (such as 5,000 bushels of grain, 40,000
pounds

of livestock, or 100 troy ounces of gold). Foreign currency futures
provi de for delivery of a specified nunber of nmarks, francs, yen,
pounds

or pesos. U. S. Treasury obligation futures are in ternms of instrunments
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having a stated face value (such as $100,000 or $1 mllion) at
maturity.

Futures contracts that call for cash settlenment rather than delivery
are

based on a given index nunber tines a specified dollar nmultiple. This
is

the case, for exanple, with stock index futures. Whatever the
yardsti ck,

it's inmportant to know precisely what it is you would be buying or
selling, and the quantity you would be buying or selling.

How Prices are Quoted

Futures prices are usually quoted the sane way prices are quoted in the
cash market (where a cash market exists). That is, in dollars, cents,
and sonetinmes fractions of a cent, per bushel, pound or ounce; also in
dollars, cents and increnents of a cent for foreign currencies; and in
poi nts and percentages of a point for financial instruments. Cash
settlenent contract prices are quoted in ternms of an index nunber,
usual ly stated to two decimal points. Be certain you understand the
price quotation systemfor the particular futures contract you are
consi deri ng.

M ni mum Pri ce Changes

Exchanges establish the m ni num amount that the price can fluctuate
upward or downward. This is known as the "tick" For exanple, each tick
for grain is 0.25 cents per bushel. On a 5,000 bushel futures contract,
that's $12.50. On a gold futures contract, the tick is 10 cents per
ounce, which on a 100 ounce contract is $10. You'll want to famliarize
yourself with the mnimmprice fluctuation--the tick size--for

what ever

futures contracts you plan to trade. And, of course, you'll need to
know

how a price change of any given ambunt will affect the value of the
contract.

Daily Price Limts

Exchanges establish daily price linmts for trading in futures
contracts.

The limts are stated in terms of the previous day's closing price plus
and minus so many cents or dollars per trading unit. Once a futures
price has increased by its daily limt, there can be no trading at any
hi gher price until the next day of trading. Conversely, once a futures
price has declined by its daily limt, there can be no trading at any

| ower price until the next day of trading. Thus, if the daily limt for
a particular grain is currently 10 cents a bushel and the previous
day' s

settlenent price was $3.00, there can not be trading during the current
day at any price below $2.90 or above $3.10. The price is allowed to
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i ncrease or decrease by the limt anmount each day.

For some contracts, daily price limts are elimnated during the
month in which the contract expires. Because prices can becone
particularly volatile during the expiration nonth (also called the
"delivery" or "spot" nonth), persons |acking experience in futures
trading may wish to liquidate their positions prior to that tine.
O, at the very least, trade cautiously and with an understandi ng

of
the risks which may be invol ved.
Daily price limts set by the exchanges are subject to change. They
can, for exanple, be increased once the market price has increased
or decreased by the existing limt for a given nunber of successive
days.
Because of daily price linmts, there nmay be occasions when it is
not
possible to liquidate an existing futures position at will. In this
event, possible alternative strategies should be discussed with a
br oker

Position Limts

Al t hough the average trader is unlikely to ever approach them
exchanges

and the CFTC establish Iimts on the maxi num specul ati ve position that
any one person can have at one tinme in any one futures contract. The
purpose is to prevent one buyer or seller frombeing able to exert
undue

i nfluence on the price in either the establishnent or |iquidation of
positions. Position limts are stated in nunmber of contracts or tota
units of the conmodity.

The easiest way to obtain the types of information just discussed is to
ask your broker or other advisor to provide you with a copy of the
contract specifications for the specific futures contracts you are

t hi nki ng about trading. Or you can obtain the information fromthe
exchange where the contract is traded.

Under st andi ng (and Managi ng)

Anyone buying or selling futures contracts should clearly understand
that the Risks of any given transaction may result in a Futures Trading
| oss. The | oss may exceed not only the anbunt of the initial nmargin but
al so the entire amobunt deposited in the account or nore. Moreover,
whi | e

there are a nunber of steps which can be taken in an effort to limt

t he

size of possible |losses, there can be no guarantees that these steps
will prove effective. Well-infornmed futures traders shoul d,
nonet hel ess,

be fam liar with available risk managenent possibilities.
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Choosi ng a Futures Contract

Just as different conmpn stocks or different bonds may involve

di fferent

degrees of probable risk. and reward at a particular tinme, so may

di fferent futures contracts. The market for one commobdity may, at
present, be highly volatile, perhaps because of supply-demand
uncertainties which--depending on future devel opments--coul d suddenly
propel prices sharply higher or sharply |ower. The market for sone

ot her

commodity may currently be less volatile, with greater |ikelihood that

prices will fluctuate in a narrower range. You should be able to
eval uate and choose the futures contracts that appear--based on present
informati on--nost likely to neet your objectives and willingness to

accept risk

Keep in mnd, however, that neither past nor even present price
behavi or provi des assurance of what will occur in the future.
Prices that have been relatively stable nay beconme highly volatile
(which is why many individuals and firnms choose to hedge agai nst
unf or eseeabl e price changes).

Liquidity

There can be no ironclad assurance that, at all tinmes, a liquid market
will exist for offsetting a futures contract that you have previously
bought or sold. This could be the case if, for exanple, a futures price
has i ncreased or decreased by the maxinumallowable daily limt and
there is no one presently willing to buy the futures contract you want
to sell or sell the futures contract you want to buy.

Even on a day-to-day basis, sone contracts and sonme delivery nonths
tend

to be nore actively traded and liquid than others. Two usefu

i ndi cators

of liquidity are the volune of trading and the open interest (the
nunber

of open futures positions still remaining to be |liquidated by an

of fsetting trade or satisfied by delivery). These figures are usually
reported in newspapers that carry futures quotations. The infornmation
is

al so avail able from your broker or advisor and fromthe exchange where
the contract is traded.

Ti m ng

In futures trading, being right about the direction of prices isn't
enough. It is also necessary to anticipate the tinmng of price changes.
The reason, of course, is that an adverse price change may, in the
short
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run, result in a greater | oss than you are willing to accept in the
hope
of eventually being proven right in the long run.

Exanpl e: In January, you deposit initial margin of $1,500 to buy a
May wheat futures contract at $3.30--anticipating that, by spring,
the price will clinmb to $3.50 or higher No sooner than you buy the
contract, the price drops to $3.15, a |loss of $750. To avoid the
risk of a further |loss, you have your broker |iquidate the
position. The possibility that the price may now recover--and even
clinb to $3.50 or above--is of no consol ation

The |l esson to be learned is that deciding when to buy or sell a futures
contract can be as inportant as deciding what futures contract to buy
or

sell. In fact, it can be argued that timng is the key to successfu
futures trading.

Stop Orders

A stop order is an order, placed with your broker, to buy or sell a
particular futures contract at the market price if and when the price
reaches a specified level. Stop orders are often used by futures
traders

in an effort to limt the amount they. might lose if the futures price
noves agai nst their position. For exanple, were you to purchase a crude
oil futures contract at $21.00 a barrel and wished to limt your |oss
to

$1.00 a barrel, you mght place a stop order to sell an off-setting
contract if the price should fall to, say, $20.00 a barrel. If and when
the market reaches whatever price you specify, a stop order becones an
order to execute the desired trade at the best price i mediately

obt ai nabl e.

There can be no guarantee, however, that it will be possible under
all market conditions to execute the order at the price specified.
In an active, volatile market, the market price may be declining
(or rising) so rapidly that there is no opportunity to |liquidate
your position at the stop price you have desi ghated. Under these
circunstances, the broker's only obligation is to execute your
order at the best price that is avail able.

In the event that prices have risen or fallen by the maxi mumdaily
limt, and there is presently no trading in the contract (known as a
"lock limt" market), it may not be possible to execute your order at
any price. In addition, although it happens infrequently, it is
possi bl e

that markets nmay be lock limt for nore than one day, resulting in
substantial |osses to futures traders who may find it inpossible to
liquidate | osing futures positions.

Subj ect to the kinds of linmtations just discussed, stop orders can
nonet hel ess provi de a useful tool for the futures trader who seeks to
l[imt his |osses. Far nore often than not, it will be possible. for the
broker to execute a stop order at or near the specified price.
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In addition to providing a way to limt |osses, stop orders can al so be
enpl oyed to protect profits. For instance, if you have bought crude oi
futures at $21.00 a barrel and the price is now at $24.00 a barrel, you
m ght wish to place a stop order to sell if and when the price declines
to $23.00. This (again subject to the described |limtations of stop
orders) could protect $2.00 of your existing $3.00 profit while stil
allowing you to benefit fromany continued increase in price.

Spr eads

As di scussed on page 19, spreads involve the purchase of one futures
contract and the sale of a different futures contract in the hope of
profiting froma wi dening or narrowing of the price difference. Because
gai ns and | osses occur only as the result of a change in the price
difference--rather than as a result of a change in the overall |evel of
futures prices--spreads are often considered nore conservative and | ess
ri sky than having an outright long or short futures position. In
general, this may be the case.

It should be recogni zed, though, that the loss froma spread can
be

as great as--or even greater than--that which mght be incurred in

having an outright futures position. An adverse w dening or

narrowi ng of the spread during a particular tine period may exceed

the change in the overall level of futures prices, and it is

possi bl e to experience | osses on both of the futures contracts

i nvolved (that is, on both I egs of the spread).

Options on Futures Contracts

What are known as put and call options are being traded on a grow ng
nunber of futures contracts. The principal attraction of buying options
is that they nake it possible to speculate on increasing or decreasing
futures prices with a known and linmted risk. The nost that the buyer
of

an option can lose is the cost of purchasing the option (known as the
option "prem unt') plus transaction costs.

Options can be nost easily understood when call options and put options
are considered separately, since, in fact, they are totally separate
and

di stinct. Buying or selling a call in no way involves a put, and buying
or selling a put in no way involves a call

Buying Call Options

The buyer of a call option acquires the right but not the obligation to
purchase (go long) a particular futures contract at a specified price
at

any time during the |ife of the option. Each option specifies the
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futures contract which may be purchased (known as the "underlying"
futures contract) and the price at which it can be purchased (known as
the "exercise" or "strike" price).

A March Treasury bond 84 call option would convey the right to buy
one March U. S. Treasury bond futures contract at a price of

$84, 000
at any tine during the life of the option.

One reason for buying call options is to profit froman antici pated
increase in the underlying futures price. A call option buyer will
realize a net profit if, upon exercise, the underlying futures price is
above the option exercise price by nore than the prem um paid for the
option. Or a profit can be realized it, prior to expiration, the option
rights can be sold for nore than they cost.

Exanpl e: You expect lower interest rates to result in higher bond
prices (interest rates and bond prices nove inversely). To profit
if you are right, you buy a June T-bond 82 call. Assune the

premi um
you pay is $2,000.

If, at the expiration of the option (in May) the June T-bond

futures price is 88, you can realize a gain of 6 (that's $6, 000)
by

exercising or selling the option that was purchased at 82. Since

you paid $2,000 for the option, your net profit is $4,000 |ess

transaction costs.

As nentioned, the nost that an option buyer can lose is the option
prem um plus transaction costs. Thus, in the precedi ng exanple, the
nost

you could have lost--no matter how wong you mi ght have been about the
direction and timng of interest rates and bond prices--would have been
the $2,000 prem umyou paid for the option plus transaction costs. In
contrast if you had an outright [ong position in the underlying futures
contract, your potential |oss would be unlimted.

It should be pointed out, however, that while an option buyer has a
limted risk (the loss of the option premum, his profit potential is
reduced by the ampbunt of the premium In the exanple, the option buyer
realized a net profit of $4,000. For soneone with an outright |ong
position in the June T-bond futures contract, an increase in the
futures

price from82 to 88 would have yielded a net profit of $6,000 |ess
transaction costs.

Al t hough an option buyer cannot | ose nore than the premumpaid for the
option, he can lose the entire anount of the premum This will be the
case if an option held until expiration is not worthwhile to exerci se.

Buyi ng Put Options

Whereas a call option conveys the right to purchase (go long) a
particul ar futures contract at a specified price, a put option conveys
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the right to sell (go short) a particular futures contract at a

speci fied price. Put options can be purchased to profit from an
anticipated price decrease. As in the case of call options, the nost
that a put option buyer can lose, if he is wong about the direction or
timng of the price change, is the option prem um plus transaction
costs.

Exanpl e: Expecting a decline in the price of gold, you pay a
prem um of $1,000 to purchase an October 320 gold put option. The
option gives you the right to sell a 100 ounce gold futures
contract for $320 an ounce.

Assune that, at expiration, the October futures price has--as you

expect ed-declined to $290 an ounce. The option giving you the
right

to sell at $320 can thus be sold or exercised at a gain of $30 an

ounce. On 100 ounces, that's $3,000. After subtracting $1, 000 paid

for the option, your net profit cones to $2,000.

Had you been wrong about the direction or timng of a change in the
gol d

futures price, the nost you could have | ost woul d have been the $1, 000
premium paid for the option plus transaction costs. However, you could
have | ost the entire prem um

How Option Prem uns are Determ ned

Option premunms are determ ned the sanme way futures prices are
determ ned, through active conpetition between buyers and sellers.
Thr ee

maj or variables influence the premiumfor a given option

* The option's exercise price, or, nore specifically, the

rel ati onshi p between the exercise price and the current price of

t he underlying futures contract. All else being equal, an option

that is already worthwhile to exercise (known as an "in-the-noney"

option) conmands a higher prem umthan an option that is not yet

worthwhile to exercise (an "out-of-the-noney” option). For
exanpl e,

if a gold contract is currently selling at $295 an ounce, a put

option conveying the right to sell gold at $320 an ounce is nore

val uabl e than a put option that conveys the right to sell gold at

only $300 an ounce.

* The length of time remaining until expiration. Al else being
equal , an option with a long period of tine remaining unti
expirati on comnmands a hi gher premiumthan an option with a short
period of tinme renmmining until expiration because it has nore tine
in which to becone profitable. Said another way, an option is an
eroding asset. Its tinme value declines as it approaches

expiration.

* The volatility of the underlying futures contract. All rise being

equal , the greater the volatility the higher the option prem um
I n
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a volatile market, the option stands a greater chance of becom ng
profitable to exercise

Sel ling Options

At this point, you mght well ask, who sells the options that option
buyers purchase? The answer is that options are sold by other market
partici pants known as option witers, or grantors. Their sole reason
for

writing options is to earn the prem um paid by the option buyer. If the
option expires w thout being exercised (which is what the option witer
hopes wi Il happen), the witer retains the full amunt of the prem um
If the option buyer exercises the option, however, the witer nust pay
the difference between the market value and the exercise price.

It should be enphasi zed and clearly recogni zed that unlike an
option buyer who has a limted risk (the loss of the option

premum, the witer of an option has unlinmted risk. This is
because any gain realized by the option buyer if and when he

exercises the option will beconme a |loss for the option witer.
Rewar d Ri sk
Opti on Except for the An option buyer's
Buyer prem um an option maxi mum | oss is the
buyer has the sane prem um paid for the
profit potential as option

soneone with an

outright position
in the underlying
futures contract.

Opti on An option witer's An option witer's
Witer maxi mum profit is maxi mum |l oss is
t he prem um received unlimted. Except for
for witing the t he prem um received,
opti on. the risk is the sanme

as having an outright
position in the
underlying futures
contract.

The foregoing is, at nost, a brief and inconplete discussion of a
conplex topic. Options trading has its own vocabulary and its own
arithnmetic. If you wish to consider trading in options on futures
contracts, you should discuss the possibility with your broker and read
and thoroughly understand the Options Disclosure Docunent which he is
required to provide. In addition, have your broker provide you with
educational and other literature prepared by the exchanges on which
options are traded. Or contact the exchange directly. A nunber of
excel | ent publications are avail abl e.

In Closing
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Thi s bookl et ends where it began, with the statenent that it is not our
intention to suggest either that you should or should not participate
in

futures markets. Low margins, high |everage, frequently volatile
prices,

and the continuing needs of hedgers to manage the price uncertainties

i nherent in their business create opportunities to realize potentially
substantial profits. But for each such opportunity, there is
comensurate risk. Futures trading, as stated at the outset, is not for
everyone.

Hopeful ly, the precedi ng pages have hel ped to provide a better
under st andi ng of the opportunities and the risks alike, as well as an
under st andi ng of what futures markets are, how they work, who uses

t hem

alternative nmethods of participation and, by no neans least, the vita
econoni ¢ function which futures markets perform

In no way, it should be enphasized, should anything discussed herein be
consi dered tradi ng advi ce or recomendati ons. That shoul d be provided
by

your broker or advisor. Simlarly, your broker or advisor--as well as

t he exchanges where futures contracts are traded--are your best sources
for additional, nore detailed information about futures trading.
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