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[0 O When used wisely, derivatives can form a very important part of an effective risk management strategy,
protecting profits and minimizing losses. Certain derivatives are somewhat like insurance. You may pay an
insurance company a premium in order to obtain some protection against financial loss from a specific event such
as a fire or accident, there are derivative products that have a pay off that depends on some event occurring. To
obtain this right or benefit you must pay a premium in advance,J [0 Options are available on a wide variety of
financial instruments: common stocks [J equity options( , foreign currencies, commaodities such as gold, orange
juice, pork bellies, wheat, oil as well as stock, bond and economic indices and even the weather. Options can be
related to the current or spot price of the underlying or they can be related to the price of the underlying for
delivery at some point in the future.(d 00 As is the case with all derivatives, options are binding contracts with
strictly defined terms, rights, benefits, obligations and time frames. The buyer of option pays a premium to the seller
in exchange for the rights and benefit; he does not have to exercise those rights if it is not advantageous to do so. If
the buyer does not exercise the rights on or before the last day of the option contract, the contract ends and has no
further force or effect, the buyer loses the premium that he or she has paid to seller, but that is the maximum loss
that will be incurred by a buyer. The premium paid for an option is regarded as a "sunk cost". It is important to
remember that the option seller keeps the premium whether or not the option is exercised.[] [ Equity options are
financial instruments, contracts, which give holders the right to buy or sell common or preferred shares of publicly
traded companies. Equity options are traded on securities exchanges rather than over-the-counter and as such have
standardized terms.[J [J To the buyer or holder, an equity call option normally represents the right to buy 100
shares of underlying stocks. An equity put option normally represents the right to sell 100 shares of underlying
stock. The seller of an option is obligated to perform according to the terms of the options contract : buying or
selling the stock at the contracted price, the strike price, if the option is exercised by the holder.
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