What is a Call Option?

 

The key purpose of buying options is that they make it possible to speculate on increasing or decreasing futures prices with a manageable risk. The maximum loss to the buyer of an option is the cost of purchasing the option (known as the option "premium") plus transaction costs.

The buyer of a futures’ call option acquires the right but not the obligation to purchase a particular futures contract at a specified price at any time during the life of the option. Each option specifies the futures contract which may be purchased (known as the "underlying" futures contract) and the price at which it can be purchased (known as the "exercise" or "strike" price). For instance, a May option on frozen concentrated orange juice (FCOJ) has as its underlying interest one May FCOJ futures contract.

To buy an option costs money and this cost is referred to as the option premium. The holder can affect the purchase of the underlying interest by exercising the option. For example, a June Deutsche Mark call option having a strike price of $0.6355 might cost $350. Anyone willing to pay $350 - the option premium - can acquire this option which will give the holder the right to buy one June Deutsche Mark futures contract at a price of $0.6355 on or prior to the option's expiration.

The key intent for buying call options is to profit from an anticipated increase in the underlying futures price. A call option buyer will realize a net profit if, upon exercise, the underlying futures price is above the option exercise price by more than the premium paid for the option. Alternatively, a profit can be realized prior to expiration as the option rights can be sold for more than they cost. Although an option buyer cannot lose more than the premium paid for the option, one can lose the entire amount of the premium. This will be the case if an option held until expiration is not worthwhile to exercise.

For example: You expect lower interest rates to result in higher bond prices (interest rates and bond prices move inversely). To profit if you are right, you buy a June T-bond 82 call. Assume the premium you pay is $2,000. If, at the expiration of the option (in May) the June T-bond futures price is 88, you can realize a gain of 6 (that's $6,000) by exercising or selling the option that was purchased at 82. Since you paid $2,000 for the option, your net profit is $4,000 less transaction costs. In the example, the option buyer realized a net profit of $4,000. For someone with an outright long position in the June T-bond futures contract, an increase in the futures price from 82 to 88 would have yielded a net profit of $6,000 less transaction costs. Although an option buyer cannot lose more than the premium paid for the option, he can lose the entire amount of the premium. This will be the case if an option held until expiration is not worthwhile to exercise.
The seller of a call option receives the option premium but, in return, must sell the underlying interest to the option holder if the holder exercises the option.
An option position can be offset by entering an equal but opposite trade - for example, buying if you previously sold or selling if you previously bought. The difference between the price of the option when the trade was initiated and the price when it is offset is the net gain or loss on the trade. The holder of a profitable option may, alternatively, elect to exercise the option into futures, and then offset this new futures position at a profit. One may decide to do this if one believes that prices will continue to move favorably. In some cases, for instance, lack of market liquidity, the option holder may not be able to offset ones option position and may have to exercise it into futures to capture the profits.

Options as an investment
Option premium values fluctuate. Just like with futures, money is made if you buy an option and later sell it at a higher value, or sell an option and later buy it back at a lower value. Options have some attributes that make them different than futures as an investment.

Limited Downside Risk:

Buyers of options, whether a call or a put, have limited downside risk: The most that they can lose is the premium paid for the option, plus commissions. If prices move adversely after an option purchase, the holder will simply let the option expire worthless (without exercising it). Buyers of a futures contract, on the other hand, have no such protection. If prices move adversely after the futures purchase, the holder suffers all losses until the position is closed. While option buyers have limited downside risk, option sellers do not since an option seller must enter into a transaction at the discretion of the option holder, no matter how adversely prices have moved. For this reason, selling options is considered riskier than buying options.

Option Expirations:

Options are either exercised or allowed to expire worthless. Options will only be exercised if it is in the financial interests of the holder to do so. If an option is left to expire worthless, it is the option seller who benefits, as they were able to earn the full premium of the option that was received when the option was sold. An option that expires worthless also enables the option seller to get out of ones short option position without having to initiate an offsetting transaction.

Buyers of options must pay the full amount of the option premium upon purchase. Since full value has been paid, the option buyer will never face a margin call on a long option position, no matter how much prices move adversely. Sellers of options do not have this benefit and may be required to deposit additional margin if prices move adversely.

No Price Limits:
Markets for options on futures typically do not have price limits, even if the futures market operates with price limits. As a result, an option trader will not face a "locked-limit" market.

Variety of Strike Prices:
Options are listed with a variety of strike prices. Because strike prices differ, the premium of these options will also differ - some will be more expensive than others. This provides a lot of flexibility to the option trader. For instance, the call option buyer who is willing to risk only a small amount of money can buy a call option with a high strike price as it will have a relatively low premium.

Quoting Option Prices:

In the option-trading pit and in newspapers, option prices are quoted in terms of ticks, or minimum price fluctuations, and not the full price in dollars and cents. To determine the actual dollar cost of an option, you need to multiply the market price in ticks by the dollar value of a tick. (The tick value of an option is almost always the same as the tick value of the futures. This is determined by the futures exchange and detailed in the option contract specifications.) For instance, consider the example above of a June Deutsche Mark call option having a strike price of $0.6355. The price of this option might be quoted as $0.0028, or .28 cents, or just 28, which means 28 ticks. Each tick of a Deutsche Mark options contract (as well as a futures contract) has value of $12.50. Therefore, the dollar price of this option is 28x$12.50 = $350.

What is a Put Option?

 

Whereas a call option conveys the right to purchase (go long) a particular futures contract at a specified price, a put option conveys the right to sell (go short) a particular futures contract at a specified price. Put options can be purchased to profit from an anticipated price decrease. As in the case of call options, the most that a put option buyer can lose, if one is wrong about the direction or timing of the price change, is the option premium plus transaction costs. Had you been wrong about the direction or timing of a change in the underlying futures price, the most you could have lost would have been the premium paid for the option plus transaction costs. However, you could have lost the entire premium.

A put option gives the holder the right, but not the obligation, to sell the underlying interest at a known price, which is the strike price of the option at or prior to option expiration. The option buyer pays the option premium. The holder can affect the sale of the underlying interest by exercising the option. The seller of a put option receives the option premium but, in return, must buy the underlying interest from the option holder if the holder exercises the option.

How Option Premiums are Determined
Option premiums are determined the same way futures prices are determined, through active competition between buyers and sellers. Three major variables influence the premium for a given option:

1. The option's exercise price, or, more specifically, the relationship between the exercise price and the current price of the underlying futures contract is a key factor. All else being equal, an option that is already worthwhile to exercise (known as an "in-the-money" option) commands a higher premium than an option that is not yet worthwhile to exercise (an "out-of-the-money" option).

2. The length of time remaining until expiration is very important. All else being equal, an option with a long period of time remaining until expiration commands a higher premium than an option with a short period of time remaining until expiration because it has more time in which to become profitable. Said another way, an option is an eroding asset. Its time value declines as it approaches expiration.

3. The volatility of the underlying futures contract needs careful consideration. All else being equal, the greater the volatility the higher the option premium. In a volatile market, the option stands a greater chance of becoming profitable to exercise.

 

Selling Options
Option writers, or grantors sell options. Their sole reason for writing options is to earn the premium paid by the option buyer. If the option expires without being exercised (which is what the option writer hopes will happen), the writer retains the full amount of the premium. If the option buyer exercises the option, however, the writer must pay the difference between the market value and the exercise price. It should be emphasized and clearly recognized that unlike an option buyer who has a limited risk (the loss of the option premium), the writer of an option has unlimited risk. This is because any gain realized by the option buyer if and when one exercises the option will become a loss for the option writer.
Selling options, whether calls or puts, is riskier than buying options since the downside risk (or potential loss) is similar to that of an outright futures position. For this reason, options sellers must deposit margin just like for a futures transaction, and may be required to deposit additional margin if prices move adversely. Beginning traders should be very cautious when considering the sale of an option.

Option sales can be covered or uncovered. A call option sale is covered if the seller owns the futures underlying the option. For instance, the seller of a December gold call option is covered if they also own or are long December gold futures. Alternatively, if the call option seller does not own the underlying futures, then the sale is uncovered or naked. Uncovered option sales are riskier than covered option sales since in the former, the option seller must enter the market to acquire the underlying futures if the option is exercised, and thus faces this price risk. The covered seller, in contrast, already owns the underlying futures and does not face this price risk. A put option sale is covered if the seller is already short the underlying futures, and uncovered if the seller has no such position in the underlying futures. Again, an uncovered sale is riskier than a covered sale.
	Option Spread Trading

 

A spread is merely a position consisting of two components transacted simultaneously or in close succession where each position would profit from opposite directional price moves in the market. Each part of the paired spread is entered into simultaneously in the hopes of either limiting risk or obtaining benefit from the change in price relationship between them.

Spreads are of two types: - Directional & Volatility spreads.

Directional Spreads

A trader would use a Directional Spread when one is focusing on the underlying directional price movement (up or down). For this trader, the volatility in the market is of secondary importance, one rather wants to harness the bullish or bearish movement that one foresees happening. The first type of Directional Spread that is the 1:1 Vertical Spread. This simple combination gives a range of profitability with less risk than the outright purchase of a naked put or calls. The trader has put on a Vertical Spread when one has both purchased one option and sold another where both options are of the same type (call or put) andexpiration (e.g. July) but have different strike prices.
A Bull Spread is a strategy involving two or more options that will result in a profit from a rise in price of the underlying asset. A Bull Spread would be implemented by an investor who was bullish on the underlying asset but who is not bullish enough to buy a call option straight out.

A Bear Spread is a strategy involving two or more options that will profit from a decrease in the price of the underlying asset. This investor is bearish about the underlying asset. One hopes to capitalize on what one foresees as a downward movement, but is somewhat more risk averse than the outright buyer of a put.

Bull Spreads and Bear Spreads are of two types. Bull Spreads can be either Call Bull Spreads or Put Bull Spreads, and Bear Spreads can be either Call Bear Spreads or Put Bear Spreads.

A Call Bull Spread consists of the purchase of one call option with a lower strike price and the sales of another call option with a higher strike price.

A Put Bull Spread consists of the sale of one put option with a higher strike price and the purchase of another put option with a lower strike price.

A Call Bear Spread consists of the sale of one call option with a lower strike price and the purchase of another call option with a higher strike price.

A Put Bear Spread consists of the purchase of one put option with a higher strike price and the sale of another put option with a lower strike price.

 

Volatility Spreads

The trader who uses a volatility spread is chiefly interested in the degree of volatility of the underlying asset, and only secondarily in the directional movement of the underlying asset. Volatility can be defined as the measure of price fluctuation of the underlying asset. Now the Volatility Spreader may have a bullish or bearish perspective on the market, but unlike the Directional Spreader, one tries to take advantage of the fluctuation in market price of the underlying asset rather than bet on its direction.
Volatility spreads are sensitive to a number of factors, including the price of the underlying asset, time until expiration, price volatility, and prevailing interest rates. Volatility spreads are based on moves like "Buy a Call & Buy a Put at different strike prices" or "Sell a Call and Sell a Put at different strike prices" or a combination of various strategies to take advantage of price volatility of the underlying asset. There are a large variety of volatility spreading strategies including Straddles, Strangles, Back Spreads, Time or "Calendar" Spreads, Ratio Vertical Spreads, Butterfly Spreads and several others.
	 

	 
	


	 
	Option Strike Price

 

In options, the strike price is the pre-determined price at which the option may be exercised. Strike price is also known as the exercise price. Strike is the price at which an option begins to have a settlement value at expiration. The strike price is set at the time the option contract originates.

An option is "in-the-money" when the current market price of the underlying futures contract exceeds the strike price of a call or is below the strike price of a put. Similarly, an option is "out-of-the-money" when the current market price of the underlying futures contract exceeds the strike price of a put or is below the strike price of a call.

 

Strike Price and Option Premium

 

Call and put option premiums depend upon several factors, the most important of which is the strike price of the option relative to the market price of the underlying futures contract. A call option becomes more valuable, and hence its intrinsic value becomes greater, as the market price of the underlying futures contract rises above the option's strike price. A put option becomes more valuable, and hence the intrinsic value becomes greater, as the market price of the underlying futures contract falls below the option's strike price.

The intrinsic value and time value together constitute the option premium. An option may or may not have intrinsic value, but it will almost always have time value. Any option may become valuable in the future and hence, a liability to the seller, so the time value exists to compensate option sellers appropriately. The major factors that influence the time value of an option are:

 

Time to Expiration
The longer the time to expiration of a call or put option, the larger the time value. This is because, with lots of time until expiration, the option has plenty of opportunity to acquire intrinsic value. On the flip side, as option approaches expiration, the time value, all else constant, will erode steadily to zero.

 

Volatility
As the underlying futures contract becomes more volatile, the time value of a call and a put option increase. This is because, as volatility rises, it becomes more likely that prices will move to the point where the option has intrinsic value.


Tips
Are you aware of future and options tips in the market? Well future options are an excellent way to trade the future markets. Instead of straight futures contracts there are many new traders who start by trading futures options in the stock market. There is very less risk and volatility when you use options instead of futures. But you will mainly see traders who are professional who use trade options.

What Are Futures Options?
When we say “option”, it means the right but not the obligation in order to buy or sell a futures contract at a designated price. You need to buy options in the Indian stock market in order to bet on the price of the futures contract so that it goes higher or lower in trading purposes. So there are mainly two types of options – call option and put option.

Call Option
If you think that the underlying futures price will move higher then can buy call option. Also there is a concept known as, “corn call option” when you can expect corn futures to move higher.

Put Option
In terms of put option, if you believe that the underlying future prices will move lower, then you can always opt for this option. Then there is a “soybean futures” where you can expect to move lower. This is called “soybean put option.”

Then there is a term known as “premium” where you need to pay some kind of price when you buy an option. You can also think of the pricing of options as a bet. There is also an expiration date of options. This means that they last for only a certain period of time. You cannot hold an option for a long time.  Suppose you buy an option in July, in that case, the option will expire in late June. So, you have to close the position before its expiration.

So, you can go for future and options tips where you can manage your options in a systematic way. Also go for share tips so that you can get the whole idea of the market.

 

	· TYPES OF PRODUCTS
Index Futures
A futures contract is a standardized contract to buy or sell a specific security at a future date at an agreed price.
An index future is, as the name suggests, a future on the index i.e. the underlying is the index itself. There is no underlying security or a stock, which is to be delivered to fulfill the obligations as index futures are cash settled. As other derivatives, the contract derives its value from the underlying index. The underlying indices in this case will be the various eligible indices and as permitted by the Regulator from time to time.

Index Options
Options contract give its holder the right, but not the obligation, to buy or sell something on or before a specified date at a stated price. Generally index options are European Style. European Style options are those option contracts that can be exercised only on the expiration date. The underlying indices for index options are the various eligible indices and as permitted by the Regulator from time to time.

Stock Futures
A stock futures contract is a standardized contract to buy or sell a specific stock at a future date at an agreed price. A stock future is, as the name suggests, a future on a stock i.e. the underlying is a stock. The contract derives its value from the underlying stock. Single stock futures are cash settled.

Stock Options
Options on Individual Stocks are options contracts where the underlyings are individual stocks. Based on eligibility criteria and subject to the approval from the regulator, stocks are selected on which options are introduced. These contracts are cash settled and are American style. American Style options are those option contracts that can be exercised on or before the expiration date.


