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incremental returns over that time period. In addition, we u:c

futures and options in various ways to assist the eq equity portfolio
in managing their portfolios. For example, when
a manager ge:s a new client, we buy futures so that they
immediately saﬁoeure to the market and as the manager
buys thcrr stocks we sell off the futures. That way we maintain
he right cxposurc Or conversely, if they want to take a
def and raise some cash, instead of selling off
the stocks that they accumulated at great effort, we sell futures
against their portfolio, then buy them back later when they
feel that the protection is no longer needed.
Wealsohave a 90-1 l}go am where we buy Treasury bills
and use the mterest to uy undervalued index call optums
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to help our clients and to help the Oppenheimer Capital m
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say a olio manager wants to se apama&
stock above ll‘l:gl‘ket, we'll write a call
thcnhecanletthestockge!calledawayor sag.n"km
ataxabhacconghhedoesn‘!mttoreakzcthemm.

he can write asamstthcstock take out some of the

risk and the realization of the gain unti next year.

’Ihat'sthe probably that we get involved in individual
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Mr. Etzioni: Yes, our clients are pension funds, whether
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ancement program and if are a large client, the-y mﬂy
havga sﬁtve’rnglv é)ptut:n managers. mcyﬁ'e a small client
TO ust one m
. ]¥‘ " Etzim':,ll:’{I what’s your overall investment

TWST Mr Etzioni, what’s your overall invm%i

Mr. : It varies from program to program. As yﬁd_.

can see, we have different progrfms%m gucgs the main thrust

of most our programs is that we are very strong in valumg

options in a statistical sense. We have our own prop

option valuation model that we've developed over the

and that works on a real time basis. It’'s a substarmal :
beyond the original Black-Scholes model which

is conm hmn model and we get a very accurate

‘handle on ty on options. When we sell optiofs,
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program like an insurance company look:
policies where we, like they, collect

- that are
substantially above the average liability. once in a while
there are claims which we pay which is analogous to the calls
that are in the money from time to time. Historically there’s
a remaining cash pool that grows and accumulates over the
years. That’s the added return that we provide to our clients.

TWST: Will you give us a brief outline of your method

0' -

Mr. Etzioni: Conceptually the way any option pricing model
works is that you calculate ?:he average Yi;al?ility c?n thmég option,
given different market levels, and these different market levels .
are weighted by their corresponding probability based on the
market’s return dispersion. I'll use an example. Let’s say the
S&P 500 is now at 450 and we’re looking to value a 460 call.
Our computer model might tell us that there is a 5 percent
probability of the market going to 480 and a 10 percent chance
of the market going to 470. If it goes to 480 the call’s worth
$20, the difference between 480 and 460 so the computer does
5 percent times 322681133 10 percent times $10 the difference
between 470 and and each one of those is a dollar so
let’s say in that case the average value of that call would be
$2. And if that call sells for $3 or $4 in the marketplace, that’s

a%uﬂfm’mtowﬁm. :
. T: What would the down side be of a strategy like

Mr. Etzioni: The risk is that in a market that continues
to rise, as has been the case lately, call writing detracts from
total returns. The fund still does very well in its underlyi
assets, however not as well as it would do in the absence
a call writing program. That’s the down side. Let me also add
that we only use index options in this program as opposed
to _i:_wons on individual stocks.

. ST: Do you invest in options on individual stocks at

Mr. Etzioni: Not for the purpose of the return enhancement

overwriting program. We use them in the context of assisting

equity portfolio managers to unwind positions but not in this
text.

con
TWST: How does the currency program you mentioned take

and the data shows very clearly that there are sustainable trent
or at least there have been for over the past 20 years or so.
To give you the order of magnitude, on average looking at
the pound, the deutsche mark, the yen and the Swiss franc
serial correlation of es, (senal
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or for the buy calls
we're hired for f'or tge

Mr. E!:loni' We focus on valuing options
the market is as opposed to tryinga to come
opinion so we’re really not in"a good po
kind of call. I can say from what we’re /
everybody knows that the valuations are and the market'
up a lot and the returns of the can't reasonab
continue into the future decade and we're that the ccllem:tm

oreallsmpmtty wh:chnsusuallyaconrannnm icator.
m is m or a correction,
that’s like the tail wa ‘the dog

s dl’oct on the equity market?
_ t think so. 'I'hg”lmpam d“;;h;tm(ieuvatwes
markets, in as far as is prett
don think that derivatives have 3 lasting itapact,
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portion I ” M .. di ..‘.’..- ation ‘” y
u add liquidity t > owning. By spreading those risks out,
(o) ul 0 equities, increase : i for
zverall , as a result of that, facilitate capital 'fom'xatim

One of the new things that we're offering clients is what
we call a Diversification Overlay, where a client can swap equity
returns. Let’s say a client has only domestic large cap stocks.
We can basically swap the cllelél&take away let’s say maybe
30 percent, 40 percent of their S&P exposure and give them
cxposure to international or small cap or emerging markets
or even real estate. Basically all through a swap without the
client having to liquidate their stocks and fire their managers.
We can do all that through one derivative transaction. I t
this ability to_participate in many different markets at very
low cost is an important advantage that derivatives offer.

TWST: The more you spread ou:d!our risk in this way are

Mr. Etzioni: q{ not really. ’I‘l:)pthe contrary, the best th
an investor can do is to diversify to the maximum extent possib!
which will reduce his risk, and_then he can allocate a larger
portion of his assets to aggressive asset classes. So whenever

index futures on the double witching and t.he.t_rirle witching

icago Board of ons Exchange. g‘hathmeany lly is a
system that enables the ¢ ttocustomethebﬁmmumdm
can customize a lot of different variables but what appeals
ks = o e pon o S SN e b witching
us to av ou 1
therefore we'll get better settlements on these contracts
for our clients.
TWST: Do you see expiration date customization
so that eventually we won have double and

. Etzioni: We're definitel ing a growth of over- the-
% pradact has beon devsloged
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counter derivatives and the flex pro _
because the exchanges want to cut into the market share of
the over-the-counter dealers. And the more of those you have,
the less concentration you have on the double and triple
ng. I think also to a certain extent the market learns
to anticipate these expirations and absorb the flow more easily.
For emle today the morning expiration (the expiration
is the third Friday of the month, which happens to be today
- April 16.&93)_ w:est a non-event. It didn't have any signifitant
mpact or  market.
~ TWST: If we tacked one of vour derivative stratesies ontn -
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