OPTIONS
Nowadays, many investors' portfolios include investments such as mutual funds, stocks and bonds. But the variety of securities you have at your disposal does not end there. Another type of security, called an option, presents a world of opportunity to sophisticated investors. 

The power of options lies in their versatility. They enable you to adapt or adjust your position according to any situation that arises. Options can be as speculative or as conservative as you want. This means you can do everything from protecting a position from a decline to outright betting on the movement of a market or index. 

Options involve risks and are not suitable for everyone. Option trading can be speculative in nature and carry substantial risk of loss. Only invest with risk capital. 

· What do you mean by an Option?
An option is a DERIVATIVE CONTRACT. That is, its value is derived from something else. In the case of a stock option, its value is based on the underlying stock (equity). In the case of an index option, its value is based on the underlying index (equity).
 An option gives the buyer the right, but not the obligation, to buy or sell an underlying asset at a specific price on or before a certain date. An option, just like a stock or bond, is a security. It is also a binding contract with strictly defined terms and properties. 
Options can be used for following purposes.
1. Speculation
2. Hedging

· Options vs. Stocks

Similarities:
· Listed Options are securities, just like stocks.
· Options trade like stocks, with buyers making bids and sellers making offers.
· Options are actively traded in a listed market, just like stocks. They can be bought and sold just like any other security.

Differences:
· Options are derivatives, unlike stocks (i.e, options derive their value from something else, the underlying security).
· Options have expiration dates, while stocks do not. 
· Shareholders have a share of the company, with voting and dividend rights. Options convey no such rights.

· There are two types of options

1. Call Option: 
A call gives the holder the right to buy an asset at a certain price within a specific period of time. Calls are similar to having a long position on a stock. Buyers of calls hope that the stock will increase substantially before the option expires.

2.  Put Option: 
A put gives the holder the right to sell an asset at a certain price within a specific period of time. Puts are very similar to having a short position on a stock. Buyers of puts hope that the price of the stock will fall before the option expires. 
· Participants in the Options Market 
There are four types of participants in options markets depending on the position they take: 

1. Buyers of calls
2. Sellers of calls 
3. Buyers of puts 
4. Sellers of puts 
People who buy options are called holders and those who sell options are called writers; furthermore, buyers are said to have long positions, and sellers are said to have short positions.

Here is the important distinction between buyers and sellers of options: 
· Call holders and put holders (buyers) are not obligated to buy or sell. They have the choice to exercise their rights if they choose. 
· Call writers and put writers (sellers), however, are obligated to buy or sell. This means that a seller may be required to make good on a promise to buy or sell.

· To trade options, you'll have to know the terminology associated with the options market. 
1) Strike Price: The price at which an underlying stock can be purchased or sold is called the strike price. It is also known as exercise price.
2) Expiry Date: For an option contract, expiration is the date on which the contract expires. The option holder must elect to exercise the option on or before the expiry date or allow it to expire worthless. In India, the expiry is normally the last Thursday of each month.
3) In the Money: For call options, the option is said to be in-the-money if the share price is above the strike price. A put option is in-the-money when the share price is below the strike price.
4) At the money: The option is said to be at-the-money when the share price is equal to the strike price.
5) Out of the money: For call options, the option is said to be out of the money if the share price is below the strike price. A put option is out of the money when the share price is above the strike price.
6) Intrinsic value: The amount by which an option is in-the-money is referred to as intrinsic value.
7) Premium: The total cost (the price) of an option is called the premium. Whenever a buyer bys the option he is required to pay a certain amount called as premium. 
8) Lots : The lot is the number of shares you purchase in one transaction
The price of the option premium is dependent upon the following five factors:
i. Market price of the underlying
ii. Time to expiry
iii. Strike Price
iv. Volatility
v. Interest Rate.
· Understanding the Option
Now that you know the basics of options, here is an example of how they work. 
Let's say that on October 1, 2012, the stock price of Reliance Industries was Rs 800 and the premium (cost) for a call option with the strike price of Rs 820 is Rs 15. The total price of the contract is 15 x 250 = Rs 3,750/-. In reality, you'd also have to take commissions into account, but we'll ignore them for this example. 

Remember, a stock option contract is the option to buy 250 shares; that's why you must multiply the contract by 250 to get the total price. The strike price of  Rs 820 means that the stock price must rise above Rs 820 before the call option is worth anything; furthermore, because the contract is Rs 15 per share, the break-even price would be Rs 835 

When the stock price is Rs 790, it's less than the Rs 820 i.e. strike price, so the option is worthless. But don't forget that you've paid Rs 3,750 for the option, so you are currently down by this amount. 

On the last week of the expiry date the stock price is Rs 850. The options contract has increased along with the stock price and is now worth 40 x 250 = Rs 10,000. Subtract what you paid for the contract, and your profit is (10,000-3,750) = Rs 6,250. 
You could sell your option, which is called "closing your position," and take your profits - unless, of course, you think the stock price will continue to rise. For the sake of this example, let's say we let it ride. 

By the expiration date, the price drops to 780. Because this is less than our Rs 820 strike price and there is no time left, the option contract is worthless. We are now down to the original investment of Rs 3,750.

· Intrinsic Value and Time Value 
At this point it is worth explaining more about the pricing of options. In our example the premium (price) of the option went from Rs 15 to Rs 40. These fluctuations can be explained by intrinsic value and time value.  
Basically, an option's premium is its intrinsic value + time value. Remember, intrinsic value is the amount in-the-money, which, for a call option, means that the price of the stock equals the strike price. Time value represents the possibility of the option increasing in value. So, the price of the option in our example can be thought of as the following: 
	Premium = 
	Intrinsic Value 
	+ 
	Time Value 

	Rs 40 = 
	30 
	+ 
	10 



As the time to expiry comes nearby the time value of the option goes on decreasing. And finally on the last day of the expiry the time value is almost zero.

There are two main types of options: 
· American options can be exercised at any time between the date of purchase and the expiration date. The example about Cory's Tequila Co. is an example of the use of an American option. Most exchange-traded options are of this type. 
· European options are different from American options in that they can only be exercised at the end of their lives.
