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The CBOT has introduced binary options on Fed Funds target rates to Figure 1. Effective lesstarget FF rate since 2005
complement their existing complex of futures and options focused on
FOMC rate decisions. Like other money market futures the original
contracts languished without a critical mass for severa years, but
emergency stimulus after 2001 led to a rate of just 1%, dramatically
highlighting the need to hedge Fed rate decisions. The latest tightening
cycle has also been plagued by deviations between the effective and target
Fed Funds rates, which is the one aspect of the origina contracts that
introduces uncertainty into their pricing. The new binary options have the
target Fed Funds rate as their underlying risk and eliminate the biggest
source of uncertainty in the original futures and options contracts.
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Fed Funds futures have traded for many years, and they settle to 100 less 2.5
the average effective Fed Funds rate for the month. Traditionally there
has been very little difference between the effective and target Fed Funds
rates and it is the job of the manager of the Federal Reserve Bank of New
York System Open Market Account (SOMA) to keep the two in line. ) o ,
SOMA most often trades repo or reverse repo agreements to raise or Figure2. Current FF futuresimplied rate hikes
decrease the supply of nonborrowed reserves available within the banking 575 120%
system. Figure 1 illustrates that over the past year and a half, there have 100%
sometimes been substantial differences between the average effective and T 100%
target rates for months with FOMC meetings. For example, the difference
for the August 2005 contract was 5.4 basis points, which could lead to a
26% difference in the implied probability of a rate hike! What kind of
confidence could we have in predicting Fed Funds target rates when the
effective rate implies probabilities of a future hike between 38% or 64%,
depending on how we account for this difference?
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Fed Funds blln.ary options take a different tack, anq their prices d|r¢ctly 0% 0% 0% 0% 0% 0% 0% 0%
imply probabilities of changes to the target rate. Unlike traditional options 5.00 L B A S 0%
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where the intrinsic value is the difference between the strike and market 8 2
prices, binary options only have two payoffs: zero or $1,000. Contracts

are priced between 0 and 100, with each point representing $10. In this

way a price of 40 means that a trader is willing to pay $400 for an option Figure 3. Current FF binary option prices
that will pay off either zero or $1,000. Of course, $400 is only afair price
if one believes there is a 40% chance that the option will payoff in-the-
money. With binary options, prices are probabilities. Will these contracts August

ever replace the origina Fed Funds futures and options complex? Not put 94750 5250 25

likely, but they will undoubtedly supplement it. Put 94625 5375 25

Binary or not, these are till options, which require payment or receipt of Call 94625 5375 75

premium when the trade is initiated, unlike futures contracts where the Call 94500 5500 75

only transfer of money is the initial margin when atrade is initiated. The

ability to assume long or short positions without a significant equity September

position will keep trading in the original contracts lively. Also, Fed Funds Put 94625 5375 38

futures are often used to hedge Treasury repo rates, which have more to . _ _ N

do with the effective rather than target rate. What appears to be a liability B_mary options allow users to directly obs_erve the probability of
for one group of users actualy benefits another group, which is the different size rate moves. For example, if the 94.50 and 94.25

. o : . strike puts are trading at 60 and 25, this implies a 60% chance
hallmark of good contract design. It is likely that the new options will of the Fed target hitting at least 5.50% and a 25% chance of
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deepen liquidity in the complex as awhole. the rate hitting 5.75%.
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The data underlying the information contained
herein has been obtained from sources that we
believe are reliable, but we do not guarantee
the accuracy of the underlying data or
computations based thereon. The information
in this report is illustrative and is not intended
to predict actual results, which may differ
substantially from those reflected herein.
Performance analysis is based on certain
assumptions with respect to significant factors
that may prove not to be as assumed. You
should understand the assumptions and
evaluate whether they are appropriate for your
purposes. Performance results are often based
on mathematical models that use inputs to
calculate results. As with all models, results
may vary significantly depending upon the
value of the inputs given. Models used in any
analysis may be proprietary making the results
difficult for any third party to reproduce.
Contact your registered representatives for
explanations of any modeling techniques and
the inputs employed in this report. The
securities referenced herein are more fully
described in offering documents prepared by
the issuers, which you are strongly urged to
request and review. Bear, Stearns & Co. Inc.
("Bear Stearns") and/or its affiliates or
employees may have positions, make a market
or deal as principal in the securities referred to
herein or related instruments, while this
document is circulating. During such period,
Bear Stearns may engage in transactions with,
or provide or seek to provide investment
banking or other services to, the issuers
identified in this report. Bear Stearns may have
managed or co-managed a public offering of
securities within the last three years for the
issuers identified in this report, including
regularly acting as an underwriter for
Government Sponsored Enterprise issuers.
Directors, officers or employees of Bear
Stearns or its affiliates may be directors of
such issuers. This document is not a
solicitation of any transaction in the securities
referred to herein which may made only by
prospectus when required by law, in which
event you may obtain such prospectus from
Bear Stearns. Any opinions expressed herein
are subject to change without notice. We act
as principal in transactions with you, and
accordingly, you must determine the
appropriateness for you of such transactions
and address any legal, tax or accounting
considerations applicable to you. Bear Stearns
shall not be a fiduciary or advisor unless we
have agreed in writing to receive compensation
specifically to act in such capacities. If you are
subject to ERISA, this report is being furnished
on the condition that it will not form a primary
basis for any investment decision.
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