 





INFORMATION TO CLIENTS CONCERNING TRADE WITH OPTIONS, FUTURES AND OTHER DERIVATIVES





The client fully understands


• that all trading is at his own risk


• the need to carefully study those conditions which cover trade


  with derivatives


• that the conditions for trading with derivatives often change   


  and must be constantly watched 








Risks with derivative instruments in general


Trade with derivatives is associated with certain risks, which will be described in greater detail in this information sheet. The client bears sole responsibility for the risks and must therefore personally, or through his capital management agent, become conversant with those conditions which apply for trade with such instruments and with the characteristics of the instruments. The client must also keep his placements (positions) in such instruments under constant surveillance. Information for surveillance can be found in the media (price information, etc.) and from the client's securities institution. Furthermore, the client, in his own interests, should be prepared to take swift action should this prove necessary, for example, by providing further security or by terminating his placements in derivative contracts (offsetting or closing out his positions) through the purchase or sale of offsetting contracts.








The use of derivative instruments


A derivative is a form of agreement (contract) where the agreement itself is subject to trading on the securities market. The derivative is linked to an underlying property or an underlying value. This property or this value (described below simply as property) can be comprised of a financial instrument, some other asset with an financial value, for example, currency or a commodity, or some form of value indicator, for instance an index. Derivatives can be used to create a hedge against an anticipated unfavourable price development affecting the underlying property. They can also be used to achieve a profit or yield with a smaller capital investment than would be required in order to make a equivalent deal directly in the underlying property. Derivatives can also be used for other purposes. The use of derivatives is based on a certain expectation as to how the price of the underlying property will develop over a certain period of time. Before starting to trade with derivatives, it is therefore important that the client is clear in his own mind as to the intended purpose and the price development in the underlying property to be expected and on that basis choose the right derivative instrument or combination of such instruments.








Different kinds of derivative instruments


The principal types of derivative instruments are options, futures and swap agreements.





An option is an agreement which means that one party (the issuer of the option contract) undertakes to buy or sell the underlying property to the other party (the holder of the contract) at a predetermined price (the exercise price). The agreement can, depending on the kind of option, either be utilised at any time during the maturity period (American option) or only on the closing date (European option). The holder pays a consideration (premium) to the issuer and receives a right to utilise the contract but does not have any obligation to do so. However, the issuer is obliged to fulfil the contract if the holder wishes it (exercising the option).





A future means that the parties enter into a mutually binding agreement with each other concerning purchase and sale respectively of the underlying property at a predetermined price  and with a delivery or other execution, for example, cash settlement, of the agreement at a time shown in the agreement (the closure date). No premiums are paid since both parties have equal obligations in terms of the agreement.





A swap agreement means that the parties agree to make payments to each other on a current basis, for example, calculated at a fixed and floating interest rate respectively (interest swap), or to swap some form of property with each other at a certain point in time, for example, different kinds of currencies (currency swap).





Derivatives can also be combined in a certain way (strategy) in order to create, for instance, a certain hedge against variations in the price of the underlying property, or in order to attain a certain financial result in relation to the anticipated price development of underlying property.








Characteristics of derivative instruments


The following characteristics which derivative instruments have are important to observe for anyone intending trading in such instruments. The construction of derivative instruments is such that the price development of the underlying property is reflected in the rate or the price of the derivative. This reflected price is often of greater impact in relation to the amount invested (paid premium) than the change in value of the underlying property. The reflected price is therefore referred to as a leverage effect and, on the one hand, can lead to a larger profit on the invested capital than if the investment had been made directly in the underlying property. On the other hand, the leverage effect can just as well result in a greater loss on the derivatives in comparison with the change in value of the underlying property, if the price development in the underlying property turns out different from expectations. The leverage effect, i.e. the possibility for profit and the risk of loss respectively, varies depending on the derivative's construction and manner of use. Close surveillance of the price development of the derivative and of the underlying property is of the utmost importance. The client, in his own interests, should be prepared to act swiftly, often during the day, should the derivative start developing in an unfavourable direction.





A party assuming an obligation through issuing an option or entering into a future agreement is required to provide collateral for such obligation from the outset. The collateral requirements vary in step with upward or downward movements in the price of the underlying property with time and consequently the value of the derivative increases or decreases. Further cover in the shape of supplementary collateral may be required thereafter. Thus, the leverage effect also has its impact on the collateral requirement, which can change quickly and radically. If the client fails to provide enough collateral, as a rule the counterparty or the securities institution has the right to terminate the placement (close out the position) without reference to the client in order to minimise the damage. A client should therefore carefully follow the price development and have regard to the collateral requirement in order to avoid an unintentional closing out of the position.





The maturity period for derivative instruments can vary from a very short period up to several years. The price changes are often greatest for instruments with a short maturity period. The price of a held option, for example, generally decreases more and more quickly towards the end of the maturity period due to the fact that the time value decreases. The client should therefore carefully watch the maturity period of the derivative instruments as well.








Standardised and non-standardised derivatives


Derivatives are traded in standardised as well as non-standardised form.





Standardised derivatives follow agreements, which have been standardised by an exchange or where the terms for settlement of deals concluded (clearing) have been set by a clearing organisation. On the Swedish derivatives market, for example, OM Stockholm AB (OM) offers standardised trading and clearing of options and futures among other things. At OM, there also occurs standardised clearing of derivatives which are traded in other ways than through OM. Trading and clearing respectively at OM takes place through a securities institution, which is an exchange and clearing member with OM.





At the Stockholm Stock Exchange standardised trading in certain call options (warrants) and with subscription options occurs. The trade with these instruments is carried out by securities institutions which are members of a stock exchange and the deals are settled at Värdepapperscentralen VPC AB. 





Some securities institutions offer their own forms of derivative instruments for which they generally manage trade as well as settlement. It is such derivative instruments that are generally called non-standardised (OTC derivatives).





Trading in foreign standardised derivative instruments normally follows the rules and conditions in the country where the stock exchange trading and the clearing are organised. These foreign rules and conditions do not need to coincide with the rules governing Swedish conditions.








- O -


�





�





�





�





�PAGE  �2�


�Swedish Securities Dealers Association





�


Information to clients trading options, futures and other derivatives             Dec. 1995	





�PAGE  �














