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Chapter 02: Structure of Option Market

Option Meaning
An option market is a type of financial market where option contracts are traded between

buyers and sellers. An option is a financial derivative that gives the buyer the right, but not the

obligation, to buy or sell an underlying asset such as shares, commodities, or indices at a

predetermined price (called the strike price) within a specified period of time. Key Notes

 Underlying Asset: Stock, index, commodity, etc.

 Strike Price: Pre-agreed price

 Expiration Date: Contract validity period

 Premium: Price paid for the option



Features of Options
 Right but not obligation

 Limited loss for buyer (premium only)

 High profit potential

 Based on underlying asset

 Fixed strike price

 Time-bound contract (expiry date)

 Premium must be paid

 Provides leverage

 Flexible strategies (hedging, speculation, arbitrage)

 Standardized contracts in exchanges

 Buyer and seller relationship (holder & writer)

 Value affected by market factors (price, time, volatility)

Types of Options
1. Call Option

A call option is a financial contract that gives the buyer the right, but not the obligation, to

purchase an underlying asset at a fixed price within a specified time period.

Key Notes

 Gives the right to buy an underlying asset

 Used when investor expects price to rise

 Buyer profits when market price is higher than strike price

 Loss is limited to premium paid



2. Put Option

A put option is a financial contract that gives the seller to right, but not obligation, to sell an

underlying asset at a fixed price within a specified time period.

Key Notes

 Gives the right to sell an underlying asset

 Used when investor expects price to fall

 Buyer profits when market price is lower than strike price







Exchange-listed option trading
Exchange-listed option trading refers to the buying and selling of option contracts on

organized stock exchanges, where contracts are standardized in terms of size, strike price, and

expiry date, ensuring transparency, liquidity, and reduced risk

Options are traded on organized stock exchanges
Contracts are standardized (size, strike price, expiry)
Provides transparency and liquidity
Reduces counterparty risk

Role of Clearing House
A clearing house acts as an intermediary between buyers and sellers in the options market,

ensuring smooth and secure settlement of trades. Its main roles include:

 Trade Settlement Guarantee – Ensures that all trades are completed even if one party

defaults.

 Risk Reduction – Minimizes counterparty risk by acting as the buyer to every seller and

seller to every buyer.

 Margin Management – Collects and monitors margin deposits from traders to cover

potential losses.

 Daily Settlement (Mark-to-Market) – Adjusts accounts daily to reflect gains and losses

in open positions.

 Record Keeping – Maintains accurate records of all trades and positions.

Option Quotation


















