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Chapter 02: Structure of Option Market

‘ History of Option Market __f

Early Development 1 Modern Developmentk
rganized options market \

e Options trading dates back to
ancient Greece (Thales example).

¢ Used informally in

started in 1973 with the
“ Chicago Board Options
Exchange (CBOE),

commodities and
e |ntroduction of the

_.._ =
agriculture markets. II l I l I“| ' e i ik

ped b s
Present Scenanﬁ_\
e Widely used for hedging, @ $
speculation, and arbitrage. =, ¥k

R
e Global markets include \\\0‘ é‘ €
USA, Europe, Asia ;
(India: NSE, BSE). _

Growth Phase

e Expansmn into stock indices,
currencies, and commodities.

w e Electronic trading systems

\ + 7
| increased speed and
. transparency.
N 8

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 _
_, 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

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

e Strike Price: Pre-agreed price

o Expiration Date: Contract validity period

e Premium: Price paid for the option




Features of Options

e Right but not obligation

o Limited loss for buyer (premium only)

e High profit potential

e Based on underlying asset

o Fixed strike price

e Time-bound contract (expiry date)

e Premium must be paid

e Provides leverage

o Flexible strategies (hedging, speculation, arbitrage)
o Standardized contracts in exchanges

e Buyer and seller relationship (holder & writer)

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

Types of Options

1. Call Option

A call option is a financial contract that gives _, to
purchase an underlying asset at a fixed price within a specified time period.
e

Key Notes N

e Gives the right to buy an underlying asset

e Used when investor expects price to rise e
Q L\)LG/\/\
e Buyer profits when market price is higher than strike price

e Loss is limited to premium paid
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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. <o

Key Notes
e Gives the right to sell an underlying asset @

o Used when investor expects price to fall

o Buyer profits when market price is lower than strike price
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FIGURE 2.1 1 Options in a Snapshot

Wants to buy share

Wants to sell share

e Has right, but no

+ Has obligation, but not

( Seller of Call

obligation to exercise

Maximum Loss: J

Maximum Loss: Premium Paid
Maximum Gain: Unlimited

Wants to sell share j

(7 Equivalent <
strategy profit &

loss Potential

Different

right to refuse when
exercise by buyer.

Maximum Gain: Premium Received
; Maximum Loss: Unlimited

Wants to sell share
Seller of Put_ "z

* Has right, but no

» Has obligation, but not

obligation to exercise
f :

| B/ 35" Maximum Loss:
M@ Y\ Premium Paid

Maximum Loss: Premium Paid
Maximum Gain: Limited

A right to refuse when

@ 7=/ exercise by buyer
i s

" Maximum Gain: s S
L Premium Receiued—J

Maximum Gain; Premium § d Lt
Maximum Loss: mtg

\oﬂj ca |

,Q\‘\ 0 W A o
&
Qg\‘»
o5 Q/
& < R

QW ¥ ot

b a0 ol

o) YO e




be/QA‘qokoﬁ) o 20| .

Syosk puk
ﬁ‘lc\h* 3o =@\ |
-
S
S
&
: \
/ @’D‘”‘gﬁeg)
faxy S| o ME? <
(i — o N




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
\dardized 1n terms Ot S1ze,

expiry date, ensuring transparency, liquidity, and reduced risk Ean

% 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:

e Trade Settlement Guarantee — Ensures that all trades are completed even if one party

defaults.

e Risk Reduction — Minimizes counterparty risk by acting as the buyer to every seller and

seller to every buyer.

e Margin Management — Collects and monitors margin deposits from traders to cover

potential losses.

o Daily Settlement (Mark-to-Market) — Adjusts accounts daily to reflect gains and losses

in open positions.

e Record Keeping — Maintains accurate records of all trades and positions.
e
Option Quotation

" /E(piration month ar Feb | Mar | Apr | May | June | July | Aug | Sep | Oct | Nov
- S VPR L NRM N AN | =
Call symbol 4EEEAE EF EERERE R ] K
Put symbol M N|[oe]Pp|olr]s|T]uw]w|w]|x

1 = the month of expiration is September

Fifth letter denotes the exercise price range. W denote the exercise prices of 17 ¥, 47 Y2, 77 2, 107 V/

or various higher prices with one-half point fraction. In this quotation, w denotes the exercise price
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PROBLEM 2.1
Suppose you Q“Lcalltﬂ:iiun thal permits you to purchase 100 shares of the stock of ﬂi}'.-"”'-ﬂh:

Company for Rs 150 per share any time in the next three months, The call premium is Rs 2
share. Sagarmatha Company has a current market price of Rs_120 per share.

a. Should you exercise the option and purchase the stock if its price increases tOWhut
should be your gain (loss) if you exercised the option and then immediately sold the stock? i

Should you exercise the option and purchase the stock if its price increases to Rs 1302 Wi,
should be your gain (loss) if you exercised the option and then immediately sold the stock?

¢. Would your answer to part (b) change if the option were a put rather than a call? Remember ,

put gives you the right to sell stock at a predetermined price. Assume put premium iRs 23

share.
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PROBLEM 2.2
y You have taken a long position in a call option on PMC Company’s common stock. The optig,
%The option premiyy,

O i) has an exercise price of Rs(136)and PMC's stock currently trades at
° (_is:@er contract. c -

NG |
h y a. Whatis yoe option if PMC's stock price increases to R@l expiration y

>
AN 5 the option and you exercise the option?
¢ 4 &L

v C [ @Vhat is your net profit if PMC's stock price decreases to @
) 9 per share; b. = Rs 5 per sy,

Q§ ROBLEM 2.3

You have purchased a put optio
exercise price of Rs 380 and Puma's stock currently trades at Rs 400. The option premium sk

n Puma Corporation common stock. The option has »

per share.
a. Whatis your.net profit on the option if Puma’s stock price does not change over the life¢

the option?
b. What is your net profit on the option if Puma’s stock price falls to Rs 340 and you exer

the option?
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RS PROBLEM 2.4 =
&y A call option on ABC stock hias an exercisip_)rice of Rs 135. It is selling for a premium of Rs 12, C P
ABC's stock price is currently Rs 145. = A\ = LNE
a. If you buy “one contract”, how much will you be paying? pe @ mount = (P 0O
- = \
b. What is the “intrinsic value” of the call option? Sl o
— ¢ 2°

C. option “in the imoney”, or not? Explain,
If you sell one contract, what would you be hoping for, to make your option sale a profitable '
@ one? | £ wne O KASC 0:0..\\ 14 Fow fVale fgban we. qot \57/0@’\‘) .
e. Suppose you buy the call option today and hold it until expiration. What is your profit or
loss if the prices at expiration are Rs 120, Rs 135, and Rs 130,
f. Suppose you sold the call option today. Assuming no exercise occurs until the expiration
day, what is your profit or loss - given the same possible prices listed in part (e)?
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'ROBLEM 2.6

Consider an exchange-traded call option contrict to buy 500 shares with-a stuike price of $40
and maturity in four months. Explain how the terms of the option contract chzinge when there is

a. A 10% stock dividend
b. A 10% cash dividend
. A 4-for-l stock split

/Ans: a. Rs 36.36; b. Rs 40; ¢. Rs 10
'ROBLEM 2.7

What adjustments to the contract terms of CBOE options would be made in the following
situations? \%g e

. An option has an exercise price of 60. The company declares a 10 percent stock dividend. ——

a
b. An option has an exercise price of 25, The company declares a m%-for-one st/k split. % A0 X%
c. An option has an exercise price of 85. The company declares a four-for-three stock split. -

d. An option has an exercise price of 50)16 company declares a cash dividend of $.55=

- = -
% (5 sk Diasend °
o gl
o @ owee O - & o b0 of Crom = <00 ot (r+ 6D
Sy \3 — <p6 X \\O
~— <o cwet

=
N ch ?‘/? ond - ' - P
@M te mce m

. . : . /
(s Liwndena Sroo e (L+0\®)

o \
@ = bt @-@*’@C“’UQ =pdb v

e = VX’IZy,
No o} chot = oo X —?LL — aav X)“i'

Z— 2000 Swnis - % \O X



Ans: -30,-20,-10,0,10,2() 7
PROBLEM 2.9 k

! P

e an investor sold short 100 shares of ABC Company at current market price of Rs

/b share. You are planning to cover this short position on stock offer 3 months. At t}, at

me you should buy 100 shares from market. Calculate and graph your gain/loss after 3

% zzi;gnths if ABC share price turned toslisl/m, Rsﬁ(LRWS Zgl,/Rs 2}0, Rs 220, and g,
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PROBLEM 2.10

Study the following option quotation and answer the que{lions given below:

Calls Last Sale Net | Bid Ask Vol Open Int

j]u;@/}@y 3 L= | 950 1 900 1400

a. What is the exerciseprice of the call optiqlm?

b. How many options have been traded 0r1'the day of quotation and till the quotation day?

c. If you want to take the long position onl' the call option, what price do you have to pay for,
call? '

. What was the price of the call on the quotation day?
. \What was the price of the call on one day before the quotation day? ——

Ans: (a) Rs 50 (b) 900 () 11 ; (d) 10; (¢33 . :
'ROBLEM 2.1 ( ~9
From the\&ollnwing quotation, answer the questions given below. _% - & ﬂ/
Galls \ ListSale |  Net Bid Ask_—" Vol | Openlnt | - >
07 &(@\ m +05 0 |~ ss ( ??0) 10554 . =
a. When will call expire:;d what is the exercise price? F(\ %

b. What was the pyrice of a call on the quotation ddy and on day before quotation?
/ What does '‘Open
.d.\What price an investor should pay to buy a call?

nt' mean?

& How many options have been traded on quotation "day?

\ Ans! (a) 2007 September and Rs 80 (b) 7.5 mr.@} 8.8 (e) 770 0pm
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