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Related US. Application Data 

Buyer and seller specify basic option terms in the 
form of a contract. 

Buyer and seller include a provision in the 
contract that gives the option holder the right 
to settle the contract by selling it back to the 
option seller at a price determined by a 
speci?ed valuation methodology that uses an 
option pricing model. 

Buyer pays an option premium in exchange for 
the speci?ed option contract. 

An information system is used to determine the price at 
which the option holder can sell the option back to the 
option seller using the speci?ed valuation methodology. 
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Buyer and seller cannot agree on terms and do not enter into 
a Model Option contract. 
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Option Comparison 

Model Option Traditional Option 
Basic Option Terms: 
Type of Contact (Put/Call) Speci?ed Speci?ed 
Underlying Asset Speci?ed Speci?ed 
Strike Price Speci?ed Speci?ed 
Expiration Date Speci?ed Speci?ed 
Ability to Exercise Speci?ed Speci?ed 

Right to settle contract by 
selling it back to option seller at 
a price determined by a 
speci?ed option valuation 
me?iodology Speci?ed Not Speci?ed 

Option Valuation Model Used Speci?ed Not Speci?ed 
Risk-free Rate of Return Speci?ed Noi Speci?ed 
Dividend Yield Speci?ed Not Speci?ed 
Volatility Speci?ed Not Speci?ed 

FIG. 1 
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Time Value of Traditional Option Vs. Model Option 
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Buyer and seller specify basic option terms in the 
form of a contract. 

Buyer and seller include a provision in the 
contract that gives the option holder the right 
to settle the contract by selling it back to the 
option seller at a price determined by a 
speci?ed valuation methodology that uses an 
option pricing model. 

Buyer pays an option premium in exchange for 
the speci?ed option contract. 

An information system is used to determine the price at 
which the option holder can sell the option back to the 
option seller using the speci?ed valuation methodology. 

5 

~_ Buyer and seller cannot agree on terms and do not enter into 
a Model Option contract. 

FIG. 3 
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A company speci?es basic option terms in the 
form of a contract. 

The company speci?es in the contract that 
the contract holder will have the right to 
settle the contract by selling it back to the 
company at a price determined by a speci?ed 
valuation methodology that uses an option 
' ricing model. 

The company grants the contract to another party 
in return for services. 

An information system is used to determine the price at 
which the option holder can sell the option back to the 
company using the speci?ed valuation methodology. 

5 

\ The company is not satis?ed with these terms and does not 
grant a Model Option contract. 

2 

FIG. 4 
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An exchange speci?es basic option terms in the 
form of a contract. 

The exchange speci?es in the con - 
that the contract holder will have the 
right to settle the contract by selling it 
back to the option seller at a price 
determined by a speci?ed valuation 
methodology that uses an option 
u ricing model. 

No 
The exchange uses an information system to list 
the contract for trade, match buyers with sellers, 
and store transaction information. 

An information system is used to determine the price at 
which the option holder can sell the option back to the 
option seller using the valuation methodology speci?ed in 

> the contract. 

The exchange is not able to develop satisfactory terms and 
> does not list or exchange a Model Option contract. 

2 

FIG. 5 
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MODEL OPTION CONTRACTS 

CROSS-REFERENCE TO RELATED 
APPLICATIONS 

[0001] This application is a continuation of nonprovisional 
patent application Ser. No. 10/757,933 ?led Jan. 15, 2004 
entitled “Model Options” by the present inventor, noW aban 
doned. 

FEDERALLY SPONSORED RESEARCH 

[0002] Not Applicable 

SEQUENCE LISTING OR PROGRAM 

[0003] Not Applicable 

BACKGROUND OF THE INVENTION 

[0004] 1. Field of Invention 

[0005] This invention relates to constructing and settling 
option contracts. 

[0006] 2. Background of the Invention 

Options 

[0007] Option contracts give the holder a right to buy or sell 
property at a speci?ed price, called the strike or exercise price, 
Within a given period of time. The life of an option is called 
the contract’ s term and is determined by the expiration date of 
the contract. The payment that is exchanged for this right is 
called the option premium. If the option holder does not 
exercise his right prior to the contract’s expiration, the option 
expires Worthless. 

[0008] Having the right but not the obligation to buy or sell 
property at some prespeci?ed price is valuable. This is Why 
option buyers are Willing to pay option sellers a premium for 
this right. Since options derive their value from the price of 
the underlying assets they are considered derivatives. 

The Value of an Option 

[0009] An option’s value can be thought of as having tWo 
primary components. The intrinsic value is the value that an 
investor Would get if she immediately exercised the option. 
This is the difference betWeen the current price and the exer 
cise price and is also described as “moneyness.” If the option 
has a positive intrinsic value, it is said to be “in-the-money 
.”“Deep in-the-money” options refer to options that have a 
substantially positive intrinsic value. 

[0010] The second component of an option’s value results 
from hoW likely and in What direction the intrinsic value of the 
option is expected to change over the life of option. This is 
knoWn as the “time value” of an option, and it is a function of 
the underlying asset’s propensity to change in value and the 
remaining life of an option. 

[0011] Although many options expire Without value, most 
options that are in-the-money are bought or sold, rather than 
exercised. This is because exercising an option early forfeits 
the remaining time value of the option. Also, exercising an 
option and converting it into the underlying property destroys 
the ?nancial leverage that options enable. 
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Financial Leverage 

[0012] Options are bene?cial because they alloW the holder 
to gain ?nancial leverage by buying just the portion of the 
underlying property that the holder believes is desirable. For 
example, a speculator Who believes that a particular stock Will 
rise to $60 Within the next three months from its current price 
of $50 has a choice of buying the underlying stock or call 
options on the stock. 

[0013] Assuming that the speculator has $5,000 to invest 
and a three-month option to buy one share at a strike price of 
$50 cost $3.58, the speculator can buy either 100 shares of the 
stock or purchase 1,396 options to buy the stock. The call 
options are signi?cantly cheaper than the stock because they 
are only valuable if the stock price increases above $50 per 
share during the next three months. 

[0014] If the speculator is correct and the stock price 
increases to $60, she Will make $1,000 if she purchases the 
stock. She Will make $8,962 if she purchases the options 
($60—$50:$10 per share increase times $1,396 options: 
$13,960 less the option premium of $4,998). Thus, it can be 
seen that it is much more ?nancially ef?cient for the specu 
lator to buy options than to buy the underlying stock. 

Option Usage 

[0015] Exchanges facilitate the trading of options on stock, 
commodities, currencies, and debt instruments. An exchange 
can be a physical location or an electronic mechanism Where 
trading takes place. Exchanges may be set up and function in 
many different Ways. For example, they can act as a counter 
party betWeen buyers and sellers or they can merely provide 
information that enables buyers and sellers to trade directly 
With one another. 

[0016] Although options can be traded directly betWeen 
tWo individuals or companies this rarely happens in practice. 
This is because exchanges assist in the price discovery pro 
cess and provide a valuable role in minimiZing credit risk. 

[0017] Options are used in many different Ways. Specula 
tors use options to bet on the underlying property increasing 
or decreasing in value over some speci?ed period of time. 
Assuming a speculator believes that the underlying proper 
ty’ s price Will decrease, she may purchase a put option, giving 
her the right to sell that property to the option seller at a 
pre-speci?ed price. Conversely, if she believes that the price 
Will increase, she may desire to purchase a call option that Will 
give her the right to buy the property from the option seller at 
a pre-speci?ed price. 

[0018] Many investors use options to hedge or offset the 
risk of some component of their portfolio. For example, a 
stockholder Who is concerned that stock prices may fall dra 
matically might buy put options and sell call options to limit 
the potential loss of value. Similarly, manufacturers may 
desire to hedge price increases or decreases associated With 
their raW material inventories. 

Options Classi?ed by Exercise Features 

[0019] There are three main Ways in Which the exercise 
feature of options is generally structured. American style 
options enable the holder to exercise the option at any point 
prior to the expiration date. European style options only 
enable the holder to exercise the option on the expiration date. 
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Burmudian options may be exercised at any one of various 
pre-set points during the life of the option. 

Options as Compensation 

[0020] Companies routinely grant options as compensation 
(i.e. compensation options) in exchange for Work or other 
services. This is commonly referred to as an “incentive stock 
option” since it is often granted to corporate managers and 
employees as a means of motivating them to achieve certain 
?nancial and operational objectives. Compensation options 
are usually granted at a strike price that is at the price of the 
underlying stock on the grant date and these options often vest 
over a period of future employment such as three or four 
years. In addition, incentive stock options usually have much 
longer terms than exchange traded stock options. 

Option Pricing Models 

[0021] A number of mathematical models have been devel 
oped to determine the theoretical value of an option. The ?rst 
of these models to achieve Widespread acceptance Was the 
Black and Scholes Option Pricing Model Which Was intro 
duced in 1973. This model is predicated upon the folloWing 
assumptions: the stock pays no dividends; European exercise 
terms are used; markets are ef?cient; no commissions are 
charged; interest rates are knoWn and constant; and returns 
are lognormally distributed. Since each of these assumptions 
can be debated, this model has been modi?ed over time, and 
other models have been developed to correct certain per 
ceived Weaknesses of the Black and Scholes Model. 

[0022] For example, the Binomial Model breaks doWn the 
time to the expiration of an option into discrete intervals. At 
each interval, the stock is assumed to increase or decrease by 
a certain amount based on its volatility and time to expiration. 
In effect, this produces a tree of potential stock prices over the 
life of the option With each branch representing a possible 
path that the stock price could take during the remaining life 
of the option. Probabilities are then applied to each path to 
produce the expected value of the option. 

[0023] Although a number of option price models have 
been developed since the Black and Scholes Model, this 
Model is still Widely used due to the fact that it can be 
calculated faster than some of the neWer models that require 
far more calculations. Calculation speed is critically impor 
tant because market prices can change very quickly, and even 
the most advanced computers may have trouble calculating 
theoretical values fast enough to keep up With these changes. 

[0024] Despite the different techniques that they employ, 
the models require essentially the same inputs to create an 
option’s theoretical value. These inputs are: Whether the 
option is a put or call, the current stock price, the exercise 
price, the time to expiration, the risk-free interest rate, the 
dividend rate, and the volatility of the underlying stock. 

Uncertain Option Values 

[0025] Despite neW and improved option pricing models, 
there is still signi?cant uncertainty about What the value of an 
option is. This uncertainty is resident before the contract is 
entered into and extends until the date the contract expires, at 
Which point the theoretical value and the market value con 
verge. 

[0026] Actual option prices may vary signi?cantly from the 
theoretical values of the option pricing models due to a lack of 
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liquidity. Thin trading may impede price discovery and alloW 
for greater pricing imperfections. This may cause signi?cant 
pricing distortions on options that do not trade very much 
such as options on smaller companies, option contracts With 
expiration dates greater than one year, and deep out-of-the 
money contracts. 

[0027] HoWever there are signi?cant differences betWeen 
the model values and the market values even When options are 
heavily traded. Proponents of option pricing models naturally 
assume that these differences are caused by different market 
participants using different assumptions about the inputs to 
those models. 

[0028] Since the current stock price, the exercise price, and 
the time to expiration are ?xed, these parameters are not 
subject to dispute. While the risk-free interest rate and the 
dividend rate may change, these values do not generally 
change enough over short-periods of time to cause big 
changes in option values. 

[0029] Thus, the parameter most in dispute is the volatility 
of the underlying stock. Historical volatility can vary signi? 
cantly based on hoW the calculation is done and by hoW many 
days of historic price changes are used to derive this number. 

Implied Volatility 
[0030] One can take the current market value of an option 
and the other less contentious model inputs described above 
and substitute volatilities into the model until it produces a 
theoretical value that is equal to the market value of the 
option. This number is called “implied volatility.” In essence, 
implied volatility is hoW market participants reconcile actual 
option prices With the theoretical values derived from the 
models they use. 

[0031] One Way to describe the difference betWeen histori 
cal volatility and implied volatility is to say that market par 
ticipants think the historical experience of a stock’s price 
changes Were abnormal. In effect, they think that the histori 
cal experience Was more or less volatile than What Will happen 
over the future life of the option. 

[0032] For those participants Who believe that their chosen 
option pricing model adequately describes the value of an 
option, implied volatility may be useful for reconciling the 
model With the market. HoWever, this number is not very 
meaningful for deep in or out-of-the-money options, Where 
extraordinary amounts of volatility are required to change the 
option value by relatively small amounts of money. 

NeW Approach Needed 

[0033] Given hoW useful they can be, options are not 
employed nearly as much as they should be. There are several 
fundamental reasons Why options are not used more. 

[0034] First, option calculations are relatively complicated 
and dif?cult for the average investor to understand. The leam 
ing curve is steep for most investors, and the details of option 
usage are dif?cult to explain to the uninitiated. This lack of 
understanding makes many investors uncomfortable With 
using options. 

[0035] Second, since mo st options are traded on exchanges, 
option prices are subject to market distortions Which may 
prevent even the most astute observers from being able to use 
them effectively. While there is signi?cant trading of stock 
options at or near-the-money for the largest companies, there 
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may be little or no trading of deep out-of-the-money options 
on those stocks. Moreover, there is not much liquidity for 
options that extend beyond one year or for options on the 
stocks of smaller companies either. 

[0036] Third, although theoretical models of option valua 
tion may help provide some insight into the pricing of 
options, they are also problematic. There are noW many mod 
els to choose from, each With some subtle difference, each 
meant to address some theoretical problem. Despite all of the 
advances, there are still signi?cant differences betWeen the 
model prices and the market prices of options. Such differ 
ences are confusing to investors. Either the models are Wrong 
or the market is Wrong, but hoW is the investor to knoW Which 
is right? 

[0037] Forth, since there is not much of a market for long 
duration options such as incentive stock options, one cannot 
compare the model valuations to the market valuations for 
such options. Thus, one cannot even demonstrate that the 
models Work as Well in such situations as they do on contracts 
With lesser expiration dates. This is problematic given that 
current accounting treatment requires companies to ascribe a 
fair value to incentive stock options. 

[0038] MeanWhile employees may not attribute much or 
any value to the options that they are granted because they 
have may not have fully vested, typically have no intrinsic 
value, and cannot be sold. Moreover, most employees have no 
understanding of option valuation models. 

[0039] Fifth, the trading cost of using options can impair 
the use of deep out-of-the-money options. This is because the 
expense of trading such options gets too large in relation to the 
expected value of such options. 

[0040] Ultimately option usage is curtailed because people 
do not understand hoW they Work and they are suspicious that 
the price of options may be incorrect, regardless of Whether it 
is derived from an option pricing models or the market. In 
effect, the degree of moneyness, company siZe characteris 
tics, and near-term expiration dates all limit the potential siZe 
of the options market and in turn limit its usefulness to inves 
tors. 

OBJECTS AND ADVANTAGES 

[0041] The object of the invention is a method that enables 
companies and individuals to employ the ?nancial leverage 
and theoretical characteristics of options Without being bound 
by the limitations and imperfections of the traditional option 
market. Model Option Contracts objectify the uncertainty 
associated With the pricing of options using an agreed value 
approach. Model Option Contracts help expand the useful 
ness of options by enabling participants to easily understand 
the components of option valuation and to provide ready and 
continuous access to option pricing, even When there is no 
active options market. 

[0042] In the case of compensation options, Where the con 
tract is granted in exchange for Work or other services, com 
panies and employees can use Model Option Contracts to 
bridge the gap that exists betWeen the option expense that the 
grantor must recogniZe in its books and records and the value 
that employees think the option grants have. To a large extent 
this “valuation gap” is caused by the holder’s inability to see 
a ready market price at Which someone Will buy the option 
from them so they tend to ignore the time value of the options 
granted. 
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[0043] Since most compensation options are granted With 
little or no intrinsic value, assessing the time value of the 
options granted is critically important to understanding the 
overall value of these options. By structuring the option as a 
model option, the company creates a price that is visible to the 
grantee of hoW much the options are Worth. Using this busi 
ness method, companies can provide their employees With 
continuous prices at Which they may sell their options back to 
the company. 

[0044] With Model Options, buyers and sellers no longer 
need to be Wary of long-duration, or deep out-of-the-money 
options. They can con?dently employ options to help them 
gain ?nancial leverage because they can be con?dant that thin 
markets and poor liquidity Will not distort prices. 

[0045] Since price discovery is not necessary for Model 
Option Contracts, buyers and sellers can trade Without the 
need for a traditional market such as an exchange. By allevi 
ating the need for options to be traded on an exchange, option 
usage can be signi?cantly expanded and trading costs can be 
reduced. This is especially true for deep out-of-the-money 
options Where the expected value of such options may be less 
than the transaction fees. The current market-based approach 
to option pricing discourages trading of such options because 
the fees are static and participants Would have to pay trading 
fees that are too large in relation to What the underlying 
options are Worth to be economical. 

[0046] Model Option Contracts facilitate option trading on 
small company stocks. Currently, options exchanges are not 
interested in such trading because it does not represent a 
signi?cant amount of transaction volume, and the cost of such 
activity is not Worth their trouble. Conversely, market partici 
pants generally steer aWay from such trading due to fears of 
pricing distortions and the potential for manipulation. 

[0047] Model Option Contracts canbe priced continuously, 
enabling interim settlements of value. This is a helpful means 
of reducing counter-party credit risk. For example, buyers 
and sellers could agree that they Will make interim payments 
to one another for increases and decreases in the value of an 
option once a given counterparty’s liability exceeds a certain 
threshold. 

[0048] Unlike traditional options, Model Option Contracts 
can be structured so that they do not alloW the holder to force 
delivery of the underlying asset. Instead, the parties can struc 
ture a Model Option Contract so that the holder is only able to 
demand a cash payment from the option seller at a price that 
is determined by the valuation methodology that is embedded 
in the option contract. 

[0049] This feature reduces transaction costs and may be 
especially useful When option traders have no real interest in 
transferring the underlying property but just Want to pro?t or 
minimiZe losses associated With changes in value of that 
property. For example, many option holders are not interested 
in converting the option into the underlying property (in the 
case of a call option) or transferring the underlying property 
to the option seller (in the case of a put option). 

[0050] Another useful feature of Model Option Contracts is 
that each of the component parts of option valuation is spe 
ci?cally identi?ed. This characteristic makes it possible for 
option participants to trade each of the underlying compo 
nents of an option separately. For example, option buyers and 
sellers could structure Model Option Contracts so that they 
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are effectively only trading just the volatility component of an 
option, or just the dividend yield component. 

[0051] Further objects and advantages are to increase the 
use of options by making their values more understandable 
and more reliable and by making them more cost-effective to 
trade. Other objects and advantages will become apparent 
from a consideration of the ensuing description and drawings. 

SUMMARY OF THE INVENTION 

[0052] A Model Option Contract (“Model Option”) is a 
new type of option contract that gives the holder the right to 
settle the contract by selling it back to the option seller at a 
price determined by a valuation methodology that is speci?ed 
in the contract. In effect, this is a way of embedding a put 
option into an option contract since the option holder has the 
right to put the option contract back to the option seller for a 
cash value via a settlement right that is speci?ed in the option 
contract. 

[0053] Constructing a Model Option Contract requires 
speci?cation in the contract of: basic option terms such as 
whether it is a put or call, the underlying asset, a strike price, 
an expiration date or contract term, and the type of exercise 
that is allowed (American, European, etc.); the additional 
right to settle the contract by selling it back to the option 
seller; and a valuation methodology that will be used to deter 
mine the value of this additional right. 

[0054] The additional right to settle the contract by selling 
it back to the option seller during the life of the contract may 
be structured in countless ways. A Model Option Contract 
may give the option holder the right to sell the contract back 
at a preset point or points. It may grant this right continuously 
over the life of the contract. A Model Option Contract may 
give this additional settlement right continuously over the life 
of the contract unless certain speci?ed events occur. Alterna 
tively, the contract may only give this right only upon the 
occurrence of certain speci?ed conditions. 

[0055] In the case of options used as compensation, per 
sonal conditions pertaining to the holder might be speci?ed 
such as age, disability, loss of a loved one, etc. Alternatively, 
certain corporate conditions might trigger this right or prevent 
the holder from exercising this right including the possibility 
of a hostile takeover, the company’s bankruptcy ?ling, or the 
advent of some other ?nancial event. Other more general 
conditions that might be used to trigger this additional settle 
ment right or nullify it would include changes in market 
indicia such as volume of trades, interest rate changes, etc. 

[0056] The valuation methodology employed in a Model 
Option must include a description of an option pricing model 
(such as the Black and Scholes, the binomial, etc.) and how 
the input values necessary to run the option pricing model will 
be derived (i.e., the risk-free rate of interest, the volatility of 
the underlying asset price, the dividend rate, etc.). An infor 
mation system is necessary to implement the valuation meth 
odology given the complexity of the mathematical calcula 
tions employed and the need for accuracy and computational 
speed. 

[0057] Model Option Contracts can be used in many dif 
ferent ways in conjunction with the market for traditional 
options or even when there is no market for traditional options 
on the underlying asset or over a speci?c time horiZon. 
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BRIEF DESCRIPTION OF THE DRAWINGS 

[0058] FIG. 1 is a table comparing the important contrac 
tual features of a Model Option with a traditional option. 

[0059] FIG. 2 demonstrates that the time value of the settle 
ment price of a Model Option may be signi?cantly different 
than the time value of a traditional option even when that 
option is on a very large company’s stock and the traditional 
option is actively traded. 

[0060] FIG. 3 is a ?owchart that shows how a buyer and 
seller might use this business method to construct and execute 
a Model Option Contract and determine its settlement price. 

[0061] FIG. 4 is a ?owchart that shows how a company 
might use this business method to construct a Model Option 
Contract used for compensation purposes and determine its 
settlement price. 

[0062] FIG. 5 is a ?owchart that shows how an exchange 
could use this business method to construct and trade a Model 
Option Contract and determine its settlement price. 

DETAILED DESCRIPTION 

FIGS. 1-5iPreferred Embodiments 

[0063] The following detailed description discloses various 
embodiments and features of the invention. These embodi 
ments and features are meant to be exemplary and not limit 
ing. 

DEFINITIONS 

[0064] The de?nitions provided below are to be applied to 
their respective terms or phrases as used herein unless the 
context of a given particular use of a given term or phrase 
clearly indicates otherwise. 

[0065] The term “contract owner” refers to the owner of the 
Model Option Contract (also referred to as a “Model 
Option”). 

[0066] The term “right to settle” and “settlement right” 
refer to the Model Option Contract owner’ s right to settle the 
contract by selling it back to the party that sold them the 
Model Option Contract. 

[0067] The term “settlement price” refers to the price at 
which the Model Option Contract owner may settle the con 
tract by selling it back to the option seller. The term “basic 
option terms” refers to the terms that must be included in an 
option contract. These terms are a standard part of any option 
contract and include such things as whether the option is a put 
or call, a description of the underlying asset, the strike price, 
the expiration date or contract term, and the holder’ s ability to 
exercise the option (American, European, Bermudian, etc.). 
Basic option terms may be described in the Model Option 
Contract itself or might include such speci?cation by refer 
encing the terms of another option contract. 

[0068] The term “speci?ed valuation methodology” refers 
to the valuation methodology that is described in a Model 
Option Contract and used to determine the settlement price. 
The speci?ed valuation methodology included in a Model 
Option consists of two parts: a description of an option pric 
ing model; and a description of how each of the input values, 
necessary to run the option pricing model, will be derived. 
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[0069] The term “option pricing model” refers to any rec 
ogniZed and accepted mathematical model that is used to 
develop the theoretical value of an option. Black and Scholes, 
Whaley, Binomial Lattice, Trinomial Trees, and Merton’s 
Jump Diffusion are examples of option pricing models. At 
least one option pricing model must be speci?ed in a Model 
Option Contract, as such a model is used to determine the 
settlement price of a Model Option. More than one option 
pricing model may be speci?ed in a Model Option Contract so 
long as it is clear under What circumstances each model Will 
be used and hoW each model Will be used to determine the 
settlement price. 

[0070] The term “input values” refers to each of the values 
that that are required to run the option pricing model that must 
also be included in the speci?ed valuation methodology such 
as the risk-free rate of interest, the volatility of the underlying 
asset price, the dividend rate, etc. These values Would not be 
determinable from the Model Option contract Wording if it 
Were not for the description in the speci?ed valuation meth 
odology. The other values necessary to run the option pricing 
model are obvious based on the contract Wording that speci 
?es the basic option terms. 

[0071] The term “information system” refers to one or 
more computers, servers, input devices, output devices, data 
storage devices, telecommunications equipment and soft 
Ware. Information systems may communicate With other 
information systems via telecommunications means, such as 
the Internet. Information systems may also communicate 
With persons via input/ output devices. Persons may commu 
nicate With other persons using information systems. 

[0072] The term “compensation option” refers to an option 
that a company grants in exchange for Work or other services. 

[0073] The term “company” refers to any organization that 
is set up to make pro?ts and includes stock companies, part 
nerships, limited liability companies, etc. 

[0074] The term “exchange” refers to a place or mechanism 
that facilitates the trading of options. An exchange can be a 
physical location or an electronic mechanism Where trading 
takes place or Where information about trading is provided. 
An exchange may act as counterparty betWeen buyers and 
sellers or it can merely provide information that enables buy 
ers and sellers to trade directly With one another. 

[0075] The term “personal property” includes corporeal 
personal property and incorporeal personal property. 

[0076] The term “corporeal personal property” refers to 
commodities, animals, furniture, collectibles, merchandise, 
inventory, etc. 

[0077] The term “incorporeal personal property” refers to 
?nancial instruments and intellectual property. 

[0078] The term “?nancial instrument” includes any type 
of equity security, debt instrument, or derivative contract. 

[0079] The term “equity security” refers to any oWnership 
interest in a company including common stocks, preferred 
stocks, partnership interests, interest in a limited liability 
corporation, etc. 

[0080] The term “debt instrument” refers to any evidence of 
indebtedness such as bills, notes, bonds, certi?cates of 
deposit, banker’s acceptances, commercial paper, etc. The 
term “derivative contract” refers to any contract that derives 

May 8, 2008 

its value from an underlying ?nancial asset, index or other 
type of investment including futures, forWards, index-linked 
securities, etc. 

[0081] The term “intellectual property” refers to any intel 
lectual property right such as patents, copyrights, trademarks, 
etc. 

[0082] The term “real property” refers to land and all prop 
er‘ty attached to the land such as trees, buildings, and improve 
ments. 

Contract OvervieW 

[0083] An overvieW of the differences betWeen a Model 
Option and a traditional option is shoWn in FIG. 1. The table 
shoWs that the basic option terms that must be speci?ed in a 
traditional option must also be speci?ed in a Model Option. 

[0084] In a traditional option, the option holder may be able 
to exercise the option and force delivery of the underlying 
asset at any time, at set intervals, or only at the expiration of 
the contract. Model Option Contracts may be structured in a 
similar fashion, but they may also be structured so that they do 
not permit the delivery of the underlying asset. 

[0085] This additional limitation is possible because the 
Model Option holder also has a right to settle the contract by 
selling it back to the option seller at a settlement price that is 
determined by using the speci?ed valuation methodology. 
There is no such right in a traditional option. 

[0086] The value of a traditional option is determined by 
the market price for the underlying asset (the intrinsic value) 
or the value at Which the option contract can be traded to 
another party, assuming that the option holder has the right to 
trade the contract and that there is some other party Willing to 
buy the contract. Because Model Option Contracts give the 
option holder an additional right to settle the contract by 
selling it back to the option seller, the value of a Model Option 
is also determined by the speci?ed valuation methodology 
incorporated Within it. This feature enables an option holder 
to capture the time value of an option regardless of Whether 
there is a third party Willing to buy the option or Whether the 
option holder has the right to sell the contract to a third party. 

[0087] This feature of a Model Option Contract is operable 
because it includes a speci?ed valuation methodology Will be 
used to determine the contract’s settlement price. As shoWn in 
the table in FIG. 1, traditional options do not include this 
information. 

[0088] The speci?ed valuation methodology must state 
What option pricing model Will be used and must include a 
description of hoW each of the unobvious inputs to the model 
Will be determined. For example, it is clear Whether an option 
is a put or a call, What the strike price is, and What the contract 
term is based on the contract Wording. HoWever, it may not be 
obvious What to use as the other inputs to the option pricing 
model. 

[0089] The speci?cation for these inputs to the option valu 
ation model may be described by stating a ?xed value, a 
formula, or a reference to some other metric. So long as it is 
de?nite hoW these inputs Will be determined, the Model 
Option Contract Will be legally valid and the parties Will be 
able to determine the settlement price. 

[0090] Assuming for example that the underlying asset is a 
stock and the parties have agreed to use the Black and Scholes 
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Model, they also need to agree on What values they Will use 
for the risk-free rate, the dividend rate, and the stock’s price 
volatility. They could agree to use ?xed values for each of 
these inputs or to agree on a formula that Will determine these 
values. For example, they may agree to use the 90-day US 
Treasury bill yield on the valuation date as the risk-free rate, 
the last dividend payment annualized as a percentage of the 
current stock price as the dividend rate, and the annualized 
standard deviation of the daily change in the underlying 
stock’s price over the preceding 30 trading days as the vola 
tility. 
[0091] There are countless Ways of specifying each of these 
input values. For example, the volatility input to the Black and 
Scholes Model could be speci?ed as a ?xed value such as 
30%, it could be speci?ed as a formula that captures the 
underlying asset’s historical price variations, it could be 
speci?ed as a formula that captures the historical price varia 
tions of some other indicia that serves as a proxy for the 
underlying asset; and it could also specify a formula and then 
increase or decrease that number to some degree. If the under 
lying asset is a tech stock, the historical volatility of a tech 
stock index might be referenced. One could also specify the 
volatility input by describing a formula that Would calculate 
implied volatility for the underlying asset or some other rel 
evant benchmark. 

[0092] The buyer and seller must agree on hoW to structure 
the Model Option Contract’s right to settle. They may agree 
that the option holder (the buyer) Will have this settlement 
right continuously over the life of the contract, at each impor 
tant point betWeen inception and expiration, or at the con 
tract’s expiration. They may also agree that this right is only 
present if certain conditions are met, as more fully described 
above in the Summary section. 

[0093] Another feature of a Model Option that distin 
guishes it from a traditional option is that, by manipulating 
the valuation methodology, the time value can be decoupled 
into its component parts. This enables options traders to trade 
each component value separately. If for example they Were 
only interested in hedging or speculating about the volatility 
or the dividend rate it Would be much more effective and 
e?icient to trade just that component of an option’s value. 

Comparing Option Performance 

[0094] FIG. 2 compares the time value of a General Motors 
put With a strike price of $30 and an expiration date of Jun. 18, 
2005 With the time value of the settlement price of a Model 
Option With similar basic option terms. The Model Option 
Contract speci?ed that the right to put the contract back to the 
option seller Would be valued by using the Black and Scholes 
option pricing model; that 2.8% Would be used as the risk-free 
rate (this Was the three month Treasury yield at the beginning 
of the contract); that 6.25% Would be used as the dividend 
yield; and that the volatility input to the model Would be based 
on the preceding year’s stock price movements. 

[0095] Volatility Was calculated by taking the standard 
deviation of the log value of the ratio of daily price change in 
GM stock for the preceding 252 trading days and multiplying 
that number by the square root of 252. This calculation Was 
updated each day based on the price changes in the underlying 
stock over the preceding 252 days. 

[0096] Despite the fact that the time value of the settlement 
right in the Model Option and the time value of the traditional 
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option move in similar directions and end up With the same 
value at expiration, the paths they take to this destination are 
different. The traditional option’ s time value is determined by 
the option market’s perception of Where General Motor’s 
stock Would be by the expiration date. The time value of the 
Model Option’s settlement value is based on various input 
factors, the most important of Which is the historical volatility 
of the underlying stock price. As the expiration date 
approaches, the time value of both options diminishes to the 
point Where it becomes inconsequential. 

[0097] Based on the chart one can see that the difference 
betWeen the tWo options’ time value Would have been signi? 
cant to both of the parties. The average difference over this 
time horizon, measured in terms of the initial price of the 
option, Was 60%, but there Were eleven days When the differ 
ence Was over 100%. 

[0098] This difference is the result of the prevailing market 
opinion that GM’s stock price Would fall over this period. To 
account for this sentiment in terms of an option model, one 
Would say that “implied volatility” of the traditional option 
Was much higher than historical volatility that Was used to 
value the settlement right of the Model Option. HoWever, 
since the settlement right of the Model Option is based on the 
historical price volatility, it never incorporates this current 
market bias. 

[0099] The Model Option that Was speci?ed in this example 
Was used for illustrative purposes only. The volatility input 
value speci?ed in the Model Option might have been 
expressed in many different Ways, and some of these Ways 
might have made the cash settlement feature of a Model 
Option Worth more than the traditional option. In this case, the 
volatility input value of the Model Option Would be greater 
than the volatility implied by the market. 

Operation of the lnventioniBilateral Contract Construction 
and Valuation 

[0100] An overvieW of hoW a buyer and seller might use 
this method to construct and execute a Model Option Contract 
and determine its settlement price is shoWn in FIG. 3. To enter 
into a Model Option Contract, a buyer and seller must ?rst 
specify and agree on the basic option terms in the form of a 
contract 1. 

[0101] Next, the buyer and seller must include a provision 
in the contract that gives the option holder the right to settle 
the contract by selling it back to the option seller at a settle 
ment price determined by a speci?ed valuation methodology 
that uses an option pricing model 3. 

[0102] If they can agree on these terms then the buyer Will 
pay the seller an option premium in exchange for the speci?ed 
contract 4. If they are unable to agree on the basic option 
terms, the settlement right, the valuation methodology, and 
the option premium, they Will not enter into a Model Option 
Contract 2. 

[0103] Finally, an information system is used to determine 
the settlement price 5. An information system is necessary to 
implement the valuation methodology and run the option 
pricing model given the complexity of the mathematical cal 
culations employed and the need for accuracy and computa 
tional speed. In practice, both the option seller and the option 
holder may use their oWn information systems to perform this 
calculation. Knowing the price at Which the contract can be 
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sold, the option holder may decide to exercise the settlement 
right and sell the Model Option Contract back to the option 
seller. 

Operation of the InventioniModel Option Used as Compen 
sation 

[0104] FIG. 4 is a ?oWchart showing hoW a company Would 
use this business method to grant a compensation option and 
hoW it Would determine the settlement price of the Model 
Option it conveys. First, the company speci?es basic option 
terms in the form of a contract 1. Next the company speci?es 
in the contract that the contract holder Will have the right to 
settle the contract by selling it back to the company at a 
settlement price determined by a speci?ed valuation method 
ology that uses an option pricing model 3. This is more fully 
described above in the Summary section and in the descrip 
tion pertaining to FIG. 3. 

[0105] If the company is satis?ed With all of these terms, it 
grants the Model Option to another party in return for future 
services 4. If it is not satis?ed, it does not grant the Model 
Option 2. 

[0106] Assuming a grant is made, an information system is 
used to determine the settlement price using the speci?ed 
valuation methodology 5.An information system is necessary 
to implement the valuation methodology and run the option 
pricing model given the complexity of the mathematical cal 
culations employed and the need for accuracy and computa 
tional speed. 

[0107] The process shoWn in FIG. 4 is very similar to the 
one shoWn in FIG. 3, but it more accurately describes the 
process as pertaining to the development, issuance, and valu 
ation of a unilateral contract devised to compensate another 
party for services. In practice, companies typically specify 
that such contracts are “vested” over some future period of 
time. 

[0108] Companies use vesting to ensure that the grantees 
only get the full value of the option over a period of months or 
years of future service. Also, options used for compensation 
are not typically transferable to a third party, further limiting 
the rights of the grantee to capture the full time value of the 
option grant. Each of these contractual limitations may also 
be employed in Model Options that are constructed as com 
pensation options. 
Operation of the InventioniExchange Traded Model Option 

[0109] FIG. 5 shoWs hoW an exchange Would construct a 
Model Option Contract, list it for trade, match buyers With 
sellers, store transaction information and determine a settle 
ment price for the contract. First, the exchange must specify 
basic option terms in the form of a contract 1. Next it must 
specify in the contract that the contract holder Will have the 
right to settle the contract by selling it back to the option seller 
at a settlement price determined by a speci?ed valuation 
methodology that uses an option pricing model 3. This is 
more fully described above in the Summary section and in the 
description pertaining to FIG. 3. 

[0110] Although the exchange is solely responsible for the 
development of the Model Option Contract, in practice, it Will 
solicit feedback from its members and other option users to 
determine the features that are most attractive and acceptable. 
In effect, the speci?cations of each contract Would be prede 
termined by the exchange, and the buyer and seller Would 
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merely agree to trade a particular contract that is listed by the 
exchange. This eliminates the need for a buyer and seller to 
agree on each term individually. 

[0111] The exchange uses at least one information system 
to list the Model Option Contract for trade, match buyers With 
sellers, effectuate the option purchase and sale, and to store 
the transaction information 4. If the exchange is not able to 
develop satisfactory terms, it does not list or exchange the 
Model Option Contract 2. 

[0112] If the exchange is able to list and transact a Model 
Option Contract, an information system is necessary to 
implement the speci?ed valuation methodology and deter 
mine the settlement price 5. An information system is neces 
sary to given the complexity of the mathematical calculations 
employed and the need for accuracy and computational 
speed. 
[0113] Depending on the functions that the exchange per 
forms, it may be a counterparty on each of the trades or it may 
only facilitate trade betWeen its members. Either Way, deter 
mining this price is very valuable from a risk management 
perspective since it enables parties to monitor and manage 
their counterparty credit risk. 

Additional Embodiments 

[0114] Although three basic Ways of constructing a Model 
Option Contract and determining its settlement price are 
described above, Model Options can be structured in count 
less Ways by changing the underlying asset that is referenced, 
the strike price, the expiration date, the option holder’ s ability 
to exercise the option, the option holder’s right to settle the 
contract by selling it back to the seller, and the valuation 
methodology employed. 
[0115] Model Option Contracts can reference any type of 
real or personal property. With Model Options, the contract 
can eliminate the option holder’s ability to force delivery of 
the underlying asset since the contract holder can force the 
contract seller to pay the speci?ed cash payment to extinguish 
the contract. Model Options can be structured so that each 
component of option valuation may be traded separately. 

[0116] Additionally, Model Option Contracts can be struc 
tured so that they form one or more provisions in some other 
type of contract, such as a purchase and sale agreement, a 
lease, an equity or security, instrument of indebtedness, a 
futures contract, a forWard contract, an annuity, etc. 

CONCLUSION, RAMIFICATIONS, AND SCOPE 
OF INVENTION 

[0117] From the description above it should be clear that 
this method of constructing an option contract and determin 
ing a settlement price satis?es many purposes that can not be 
accomplished by constructing and valuing options in the tra 
ditional Way. Incorporating a speci?ed valuation methodol 
ogy and a settlement right into an option contract makes 
option valuation more understandable, more certain, and less 
costly. Model Option Contracts help expand option usage by 
permitting buyers and sellers to use options in Ways that are 
currently impossible. 
[0118] Model Option Contracts eliminate the need for the 
price discovery function of an exchange. This enables trading 
on small company stocks, on long-duration options, and on 
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deep out-of-the-money options that is not possible presently 
due to a lack of liquidity, and concerns about the potential for 
pricing distortions and manipulation. 

[0119] Model Option Contracts eliminate the importance 
of small speculators to the price discovery process. This, in 
turn, lessens the importance of the credit risk management 
function that large exchanges provide. Absent the need for a 
price discovery function and a credit risk management func 
tion, it is possible for smaller exchanges consisting of large 
credit-Worthy participants to trade Model Option Contracts 
With much loWer transaction costs. 

[0120] Model Option Contracts permit the buyer and seller 
to agree that the contract Will never be exercised in the tradi 
tional Way by forcing delivery of the underlying asset. This 
prevents unnecessary trading since the buyer can receive 
value Without having to force delivery of the underlying as set 
or engage in other trading to close out or rebalance a given 
trading position. 
[0121] By reducing transaction costs, it becomes feasible 
for large institutions to buy and sell deep out-of-the-money 
Model Option Contracts that have very small expected val 
ues. Currently, such trading is infeasible because, at a certain 
point, the cost of trading exceeds the expected value of the 
options. 
[0122] By using Model Option Contracts as compensation 
for services (a compensation option), companies and indi 
viduals can gain the bene?ts of ?nancial leverage While gain 
ing certainty over the expense and the value associated With 
these options. 

[0123] By agreeing to a speci?c formula for determining an 
option’s value, investors can use Model Option Contracts to 
create more precise hedges. 

[0124] Using Model Option Contracts, investors can disag 
gregate each of the component values of an option’s price and 
trade each of these values separately. This is impossible With 
traditional options. 

[0125] Although the description above contains certain 
speci?cs, these should not be construed as limiting the scope 
of the invention but as merely providing illustrations of some 
of the presently preferred embodiments of this invention. This 
methodology can be applied in many Ways to all types of 
options, on all types of assets and can be used on options that 
are traded on exchanges or betWeen tWo parties directly. Thus 
the scope of the invention should be determined by the 
appended claims and the legal equivalents, rather than by any 
particular example described above. 

I claim: 
1. A method for determining a Model Option Contract’s 

settlement price, comprising the steps of: 

a. using said Model Option Contract’s speci?ed valuation 
methodology to identify Which option pricing model and 
input values must be used to determine said settlement 
price; and 

b. using an information system, said Model Option Con 
tract’s basic option terms, and said input values to run 
said option pricing model to determine said settlement 
price in accordance With said speci?ed valuation meth 
odology. 
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2. The method of claim 1 Wherein said Model Option 
Contract’s value is derived from any type of corporeal per 
sonal property. 

3. The method of claim 1 Wherein said Model Option 
Contract’s value is derived from any type of equity security. 

4. The method of claim 1 Wherein said Model Option 
Contract’s value is derived from any type of debt instrument. 

5. The method of claim 1 Wherein said Model Option 
Contract’s value is derived from any type of derivative con 
tract. 

6. The method of claim 1 Wherein said Model Option 
Contract’s value is derived from any type of real property. 

7. The method of claim 1 Wherein said Model Option 
Contract cannot be settled by forcing delivery of an underly 
ing asset. 

8. The method of claim 1 Wherein said basic option terms 
are speci?ed by referencing another option contract. 

9. A method for constructing a compensation option and 
determining a settlement price for said option, comprising the 
steps of: 

a. specifying basic option terms; 

b. expressing a right to settle said compensation option at a 
price determined by a speci?ed valuation methodology 
that uses an option pricing model; 

c. incorporating said basic option terms, said right to settle, 
and said speci?ed valuation methodology in said com 
pensation option; and 

d. using an information system to run said option pricing 
model to determine said settlement price in accordance 
With said speci?ed valuation methodology. 

10. The method of claim 9 Wherein said compensation 
option derives its value from any type of equity security. 

11. The method of claim 9 Wherein said compensation 
option derives its value from any type of debt instrument. 

12. The method of claim 9 Wherein said compensation 
option derives its value from any type of derivative contract. 

13. A method for constructing a contract that Will be listed 
on an exchange and determining a settlement price for said 
contract, comprising the steps of: 

a. specifying basic option terms; 

b. expressing a right to settle said contract at a price deter 
mined by a speci?ed valuation methodology that uses an 
option pricing model; 

c. incorporating said basic option terms, said right to settle, 
and said speci?ed valuation methodology in said con 
tract; 

d. using an information system to run said option pricing 
model to determine said settlement price in accordance 
With said speci?ed valuation methodology. 

14. The method of claim 13 Wherein said contract derives 
its value from any type of equity security. 

15. The method of claim 13 Wherein said contract derives 
its value from any type of debt instrument. 

16. The method of claim 13 Wherein said contract derives 
its value from any type of derivative contract. 
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17. The method of claim 13 wherein said contract derives 
its Value from any type of real property. 

18. The method of claim 13 Wherein said contract cannot be 
settled by forcing delivery of an underlying asset. 

19. The method of claim 13 Wherein said basic option 
terms are speci?ed by referencing another option contract. 
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20. The method of claim 13 that further comprises the step 
of: 

a. using an information system to list said contract for 
trade, match buyers With sellers, and store transaction 
information. 


