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Derivatives: ‘Plain vanillas’ or ‘exotic’
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Dearivatives
can bo divided
into two general
classes: “Plain
vanilla’ and
“Exotic.'” Ase
their names sug-
geat, thers are
algnificant  dif-
ferences between
theso two class.
eq,

Plain-vanillas

Many of the plain-vanilla deri-
vatlves, such as futures, options
and currency forwards, have been
wround for mmore than two dec.
ades. They trade on exchanges in
standardlzed contracts or over-
the-counter among o wide rango
of {nstitutione. Exchango-traded
derivatives (futures and most op-
tlons) are closely regulated and
thelr prices aro published daily in
the Wall Strect Journal, just like
stock prices. Plain-vanilla deriva-
tives generally can be bought and
so0ld casily. However, these deri-
vatives can also becoms qulte vol-
atilo and loss liquidity, especially
under valatile market conditions.

SID MITTRA
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U.8. dollar. A decline in the value
of a foreign currency ean reduco or
cven elimlnate any gaina in a for-
clgn atock.

Options
An option givea ita buyer the

right, but not lhu ah!];nlion.

buy ar sell & ep

the other hand, if the stock price
rises Lo, nay, $70 per share, Goorge
can exercise the option to eam &
hundsome profit. The call shares
Is $7 milion, Georgo can carn $2
million (leas commission) by ex-
erclsing the option, buying tho
underlyi,n; :Imn:-, and then im-

jtem at some agreed-upon price,
known as the exercise, or atriko,
price within somo sgreed-upon
time period, There aro two types
of options — calls and puts. Tho
call option givea the buyer the
right to buy the underlying item
at the strike price, while a put op-
tion gives the buyer the right to
sell the underlying item at a spec-
ified price.

Perhaps the best-known op-
tions are stock options. Standard-
Ized stock options are traded in
the United States on the Ameri.
can Stock Exchange, the Chicago
Board Options Exchange, tho
New York Stock Exchange, the
Pacific Stock Exchange and the
Philadelphia Options Exchange.
In oddltlon, many firms award
thelr key

selling them at $70 o
shars.

Exotle derivative

Exotic derlvatives ere the new
arrivals. Due to their ahort histo-
ries, exotics are relatively untest-
ed, Most are not exchange-ti
and soms aro highly apecialized
and frequently customized for in-
nululi,nnnl investors, 'I'bcy are

they started investing overscas,
Ol,her derivatives like optlons
have been around a lot longer.

® Myth No, 2: All dcrlvnﬂvu

BUSINESS MILESTONES

. Thls column highlights prome-
tions, tranzfers, hirings and other
koy personnel moves within the
Farmington-area business com-
munity. Scnd a bris'f Liographical

are lox. Not all

are complex. In fact, the more
conventional derivatives, like op-
tions and forwards, wero original-
Iy designed In a simple manner to
control risks. For instance, many
mutual funds routinely use call
and put options to lower their
portfolio risk.

@ Myth No. 3: Derivatives aro
more risky than the nssoclnted
socurity, D ives are usually

the towns
of rcu!dency and employment and
a black-and-white photo, If do-
sired — to: Business Editor,
Farmington Obsorver, 33411
Grand River, Farmington, Michi-
gan 48335. Tho Observer's fax
number is 1-810-477-9722.

David J. Butler of F: rmlnzmn

Hills hes b
named  genersl
of Subur-

no riskier than the underlying
ities to which they are tied.

based on rel
between dlverse markets: for ex-
ample, changes in European in-
tereat rates and the price of cop-
per. As a reault, exotics ean be
hlghly Hliquid and difficult to
price accurately.

Exatic derivatives can be sub-
divided Into two subcategories.
The first included relatively
straightforward products that

tion packages that Include stock
options. Such fon

uso to hedge. The scc-
ond category conaists of custom-
fzed

packages often are flavored by a
firm's shareholders bocauso lhny
give on i i

Some traded plai
nilla derivatives oro dlscussed
next.

Forward currency contracts

One instrument that derivative
mansgers frequently use is the
forward currency contract. Typl-
catly, these managers cnter into
forward currency contracts only
with major banks or brokerage
firms. Entering into these con-
tracts does involve business risk,
should one of theso eompunln
falter.

Forward currency contracts
help protect stock holdings
againat declines in the value of
foreign currencies relative to the

pursue strategies that Incmuo
the firm's stock prices,

An an example of how firms use
call options, supposo the Board of
Directors of Pine Corp. awards
the company'’s vice president of
finance, George Segar, an option
to buy 100,000 ehares of the com-
pany’s stock at $50 per nhare
within o apecified time period.
When George receives the option,
however, Pino Corp.'s stock is
selling ot $45 a ehare; aa he hea
no reason to exercise the optlon
immedlately. If Pine Corp.'s stock
price hover riscs above $50, the
option will not be exercised before
the specified time runs out. On

that use
to gamble on stock or currency
prices, the direction of interest
rates, or indices, or some interre-
Iotionships between any or all of
these factors, Collateralized mort-
gage obligations (CMOS), which
are a popular derivative, can fall
into both categorics.

Derivative myths

‘There are four derivative myths
that nuver scem to fade away.
‘They are discussed below:
2 Myth No. 1: D

For Instance, an investor who
wished to participats in the mar-
l(cl could invest in various ltoch
if he s not soph
ed enough to construct an eﬂ'-
cient portfolio, he could buy S&P
500 index futures. If the market
rises, the investor wins; if not, the
investor may suffer the same ro-
sult he would have If common
stocks were acqulred. Of course, if
stocks were purchased, the inves-
tor could wait for a rise, in con-
trast, the owner of the optlon is
forced o realize a loss when the
times runs out.

B Myth No. 4: Tho real problem
is that derivntlves are overly
risky. As mentioned, the risk of
derivatives is intimately related
to the risk of the securities they
represent. The real problem, how-
ever, haa to do with disclosure.
Admittedly, the investment cam-
munity hes done a poor job of

icating to the general

are
now and untested. Plain-vaniila
derivatives have been around fora
long time. Contracta gunnnueing
crop prices have been traded o

the Chicago Board of Trade ninne
1848. Also, mutual funda have
used currency futures ever since

public the trus nature and use of
derivatives. Consequently, inves-
tors panic when they discover
that their mutunl fund mansgers
are using this esoteric i

Cadillac of Troy. As
general  manager,
Butler will oversee
the day-to-dsy op-
cratlona of the cn-
tiro dealership, in- Butlar
cluding salea, leasing, service and
customer relations. A member of
the Michigan Asaociation of Cer-
tified Public Accountants, Butler
has a business and finance degree
from Michigan State Univervity
and an MBA from Wayne State
University.

Kira Helsom of Farmington
Hills has been ap-
polnted sdministra-
tive ussistant for
Hadley and Associ-
ates, according to
Lawrence D. Hud-
ley, president of the
full service com-
mercial mortgage hak
banking firm. Hnd. Helsom
ley and Associntes is the Michi-
gan correspondent for Franklin
Life Insurance Company and
Great Northern Annuity, which is
a General Electric mpany.
Wllh a dcgnn in fmmu from the

of N Helsom

that they do not understand or
approve.

scrved as loan counselor at Source
One Mortgoge, where she edmin-

{stered and serviced mldenud
loans,

James W. Bturtz of Farming- .
ton Hills was promoted to vico
president by Compess Group
Ltd., a mansgement consulting
ond retained exscutive search
firm based in Birmingham. Sturtz
was employed by General Motors

1p. in 8 varicty of human re.
source activities includipng, Direc-
tor of College Relations for GM.
Compass Group was founded in
1983, and has offices in Birming- .
ham and Chicago.

Joseph M. Hafner of Farming-
ton Hills hes been named account
executive for Marx Layne & Com-
pany, o full-scrvico marketing and
public relstions firm with offices
in Farmington Hills and Detroit.
As account executive, Halner bas
responsibilities for cliznu in the

ial, retail,

health care, travel and profession-
ol scrvice industries. He jolned
Marx Layne ns an account assiat-
ant in October, 1994, Previousaly,
he worked for Detroit's Olde Fi-
nancial rp. as an assistant
trader and as a communications
specialist for The RcHnblhudon
Centerin Olean, N.Y.

Carrie Bonigschn of Farming-
ton Hills has been named account
mansger ot Brogan & Partners
Advertising/Pulic Relstions. Aa
account manager he will manage
o .wide range of public relations
activities for clients in the travel/
tourism, telecommunications, re-
tail and health care industries.
Benigsohn is o 1934 graduate of
Michigan State University and
has worked on public relations ac-
tivities for Brogan & Partners in-
cluding Northland Center, Home
Depot, the Grand Hotel on Mack-
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Camp Chiyesa
Holly, Michigan

Transportation NOT Included

mer Fup

memories in one week ata

YMCA Resident Camp

TRADITIONAL CAMP ACTIVITIES:
» Swimming ¢ Boating * Horseback Riding ¢ Campfires
* Games * Trips * Songs » Skits * Archery ¢ Crafts * Sports

s Fun, Fun, Fun!

SPECIALTY CANIPS:
« Oakland Hills Music Camp: Band, Piano, Vocal
» Horses: Boots & Saddles, English Riding
« Great Escapes: Backpacking, Sailing
¢ Art » Video » Cub Reporters

ol - FAMILY PROGRAMS: v -

. Parent and Child Camp (ages 4-10)...3 or 6 days
e Grandparent and Grandchild Camp (ages 4-10)...3 days
» Family Camp (all ages)...3 or 6 days

For a Summer to Remember...YMCA Resident Camp

Camp Nissokone
QOscoda, Michigan

For a datailed brochure...call your local YMCA or Camping Services at:

(816) 381-4633

Transportation Includad
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Ages 10-17

Sistnal cutuis s

3794 Rochester Road
Bemween Blg l.k:v:r
ang Wattles

(810) 5243232

N ivee qeat Aswrtiock conrm
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) ROYAL RADID

612 N. Main Sireet
North of 11 Mile
Road

(810) 548-8711
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Activation (835 value)

30-Day No Risk Trial

7 Motorola Handheld
Flip Phone

100 Minutes of
Airime

Voicemail

Motorola
Manufacturer's
Rebate
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