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JSE AGRICULTURAL PRODUCTS MARKET NOTICE

Number
A664

Date

15 March 2006
Proposal to change the current option expiration process

The market has raised certain concerns and trading risks with respect to releasing the mark-to-market (mtm) of the applicable futures contract used to value all options at expiry, only after the market has closed. All the concerns largely point to the uncertainty whether the option positions held will expire in or out the money. 

Since it was agreed that all mtm prices for commodities be rounded to the closest rand value, it may occur that the mtm on the day be equal to a specific strike price resulting in possible pin risk* for participants. If the market is trading very close to a particular strike on option expiry, there is also increased uncertainty as to whether the options will expire in or out the money, resulting in a futures position or not. 

The agricultural market has its option expiry date defined as five business days before the first delivery day of that particular delivery month. The option contracts traded are all based on an underlying futures contract and therefore should an underlying futures position be a result of an in-the-money option that was automatically exercised by the exchange, the participant will have four trading days to close the position or risk receiving physical delivery.

The present methodology of automatically expiring all in-the-money options into futures positions also means that an option is not strictly an “option” as it places an obligation on the long position holder of an in the money option to assume a futures position.

In an attempt to reduce the above risks and uncertainty, the exchange proposes changing the futures mtm calculation times only on option expiration day for the specific expiry (if Mar06 options are expiring only the Mar06 contract will be impacted with earlier mtm times). The futures mtm for the specific expiry, which has options expiring on the day, will be finalized by 11h30 on the day. The same methodology that is currently in place will apply namely, a volume weighted average price (VWAP) will be taken in the 30 minutes leading up to 11h30 and should 100 or more contracts trade in this period, the VWAP will be applied. Should less than 100 contracts trade a random screen shot will be taken between 11h25 and11h30 and either the last trade or better bid/offer used to finalize the futures mtm. Should the market times be extended for any reason the same methodology will apply however the mtm for the specific option expiry will be released 25 minutes before the market closes.

The exchange will release the futures mtm directly onto the trading screen using the announcement functionality within 5 minutes from the 11h30 period. The market will then have 25 minutes to exercise any options which are out or at the money as all in-the-money options will be automatically exercised by the exchange after 12h00 (or market close). Any futures positions required to counteract the automatic exercise of in-the-money options may also be executed, as the underlying futures will continue to trade. All futures trades done in this period will not be considered for mtm purposes. All in-the-money options will expire at market close as per the specifications. A futures position traded earlier to counteract the automatic exercise of an in-the-money option position will thus act as a direct offset and will result in a zero futures position.

In addition to this proposal, the exchange will strive to provide functionality with the next trading system upgrade to abandon any options, either in or out the money. This functionality will afford long position holders of options the ability to abandon any option strike BEFORE the options expire at market close. Short positions holders will be randomly selected as counterparties to the options that are abandoned thereby removing their obligations. 

Please could members consider the above proposal whilst consulting with their clients and provide feedback to the exchange no later than 24 March 2006 to either Chris Sturgess (011 5207299) or Graham Voller (011 5207176).

A final notice will be distributed confirming the feedback received.

* pin risk can be defined as the market value risk of an at-the-money option shortly before expiration. A small move in the underlying can have a highly leveraged impact on the value of the option.
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