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A STUDY ON OPTION STRATEGIES IN EQUITY DERIVATIVES WITH REFERENCE TO THE INDIAN BULLS
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GREENFIELDS

ABSTRACT

The emergence of the market for derivative product like forward, future, options and swaps can be traced back many years ago, when people want to invest in any
company and they want to protect themselves from incurring losses. Derivatives product (forward, futures, options and swaps) minimize the impact of fluctuations
of price of stock of any company resulting in profit or loss to the investor. Derivative product initially emerged as hedging devices against fluctuations in commodity
prices. Financial derivatives came into spotlight in the year 1970 due to growing instability in the financial market. Derivatives are risk management instruments,
which derive their value from an underlying asset. Underlying asset can be share, bonds, commodity, currencies, interest rate etc. The objective of derivative is to
analyze the capital market, to minimize the risk and to study various trends operating in options derivative market. Importance of derivative is to make investor
aware of functioning of derivatives options; it also acts as a hedging tool for the investors. The study is limited to derivatives with special references to options and
options strategies in the Indian context. Each strategy is analyzed according to its risk and returns. After analyzing each strategy, the investor can easily decide that
where he should invest his money according to risk and return from that particular strategy.

KEYWORDS

Indian Bulls Securities Ltd., equity derivatives.

INTRODUCTION

Derivative is a financial instrument that derives its value from an underlying asset. Derivative is a financial contract whose price/value is dependent upon
gprice of one or more basic underlying asset, these contracts are legally binding agreements made on trading screens of stock exchanges to buy or sell an

asset in the future. The most commonly used derivatives contracts are forwards, futures and options, which we shall discuss in detail later.
The emergence of the market for derivative products, most notably forwards, futures and options, can be traced back to the willingness of risk-averse economic
agents to guard themselves against uncertainties arising out of fluctuations in asset prices. By their very nature, the financial markets are marked by a very high
degree of volatility. Through the use of derivatives products, it is possible to partially or fully transfer price risks by locking-in asset prices. As instruments of risk
management, these generally do not influence the fluctuations in the underlying asset prices. However, by locking in asset prices, derivative products minimize
the impact of fluctuations in asset prices on the profitability and cash flow situation of risk-averse investors.
Derivative products initially emerged as hedging devices against fluctuations in commodity prices and commodity-linked derivatives remained the sole form of
such products for almost three hundred years. Financial derivatives came into spotlight in the post-1970 period due to growing instability in the financial markets.
However, since their emergence, these products have become very popular and by 1990s, they accounted for about two-thirds of total transactions in derivative
products. In recent years, the market for financial derivatives has grown tremendously in terms of variety of instruments available, their complexity and also
turnover. In the class of equity derivatives, the world over, futures and options on stock indices have gained more popularity than on individual stocks, especially
among institutional investors, who are major users of index-linked derivatives. Even small investors find these useful due to high correlation of the popular indexes
with various portfolios and ease of use.
Derivative is a product whose value is derived from the value of one or more basic variables, called bases (underlying asset, index, or reference rate), in a contrac-
tual manner. The underlying asset can be equity, forexs, commodity or any other asset. In the Indian context the Securities Contracts (Regulation)Act, 1956 (SC(R)A)
defines “derivative” to include-
1. Asecurity derived from a debt instrument, share, and loan whether secured or unsecured, risk instrument or contract for differences or any other form of

security.

2. Acontract, which derives its value from the prices, or index of prices, of underlying securities.
The emergence of the market for derivative products, most notably forwards, futures and options, can be traced back to the willingness of risk-averse economic
agents to guard themselves against uncertainties arising out of fluctuations in asset prices. By their very nature, the financial markets are marked very high degree
of volatility. Through the use of derivative products, it is possible to partially or fully transfer price risks by locking-in asset prices. As instruments of risk manage-
ment, these generally do not influence the fluctuations in the underlying asset prices. However, by locking-in asset prices, derivative products minimize the impact
of fluctuations in asset prices on the profitability and cash flow situation of risk-averse investors. Derivatives are risk management instruments, which derive their
value from an underlying asset. The underlying asset can be bullion, index, share, bonds, currency, interest etc.
Derivatives are used by banks, securities firms, companies and investors to hedge risks, to gain access to cheaper money and to make profits Derivatives are likely
to grow even at a faster rate in future they are first of all cheaper to world have met the increasing volume of products tailored to the needs of particular customers,
trading in derivatives has increased even in the over the counter markets. In Britain unit trusts allowed to invest into invest in futures & options. The capital
adequacy norms for banks in the European Economic Community demand less capital to hedge or speculate through derivatives than to carry underlying assets.
Derivatives are weighted lightly than other assets that appear on bank balance sheets. The size of these off-balance sheet assets that include derivatives is more
than seven times as large as balance sheet items at some American banks causing concern to regulators.

REVIEW OF LITERATURE

Lars N. Nielsen and Daniel Villalon, CFA (2016) stated that although embracing the tail risks of capital markets is an element of investing, it is uncertain whether
investors are duly compensated for the equity risk in a 60/40 portfolio’s expected return. Four strategies are assessed for their effectiveness in hedging the equity
tail risks in a US portfolio. Direct hedging is costly and reduces risk-adjusted returns, whereas three indirect strategies that alter the starting portfolio characteristics
achieve similar protection with superior long-term average returns.
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Nitin Joshi (2014) observed that forward-looking measure of dividend growth extracted from S&P 500 Index futures and options to correct the dividend-to-price
ratio (D/P) for changes in expected dividend growth. That dividend growth implied by derivatives markets reliably forecasts future dividend growth. Statistical
significance of market return predictability has remained open to debate, the evidence of forecasting ability supplied by price multiples has been mostly uneven
or biased. The D/P is a noisy proxy for expected returns when the expected dividend growth rate is time varying. A proxy for dividend growth derived from S&P
500 futures and options to calculate the D/P. The corrected D/P predicts S&P 500 returns better than the standard D/P. Using a simple log linear present value
model, that the predictable component of returns can be captured through a univariate return regression on the corrected D/P. The corrected D/P is the standard
D/P adjusted for variations in expected dividend growth rates.

Ted Seides (2008) stated that the word “hedge” is used in hedge funds; many assume that hedge funds are hedged. The truth is that most hedge funds retain
significant exposure to equity and credit markets. Anecdotally, from a sample survey of some of our most respected peers, we learned that many equity oriented
fund-of-funds portfolios typically retain 40-60 percent net exposure to global equity markets. Additionally, hedge funds have been systematically long credit and
short volatility. This allocation is a result of the desire to obtain smooth, positive returns and a consequence of our collective experience of many years of bull
market returns. If investors are long credit, they accumulate yield every month, and if they are short volatility, they receive a premium. This design allows a hedge
fund to show positive returns.

Nicholas Tan (2012) observed that disruptions in capital markets during the 2008 financial crisis were blamed on destabilizing actions by various types of investors,
including hedge funds. The authors analyze hedge fund returns during the financial crisis and determine the role they may have played. If hedge funds had traded
at the expense of the rest of the market, then they should have exhibited superior risk-adjusted returns. Likewise, if forced selling by hedge funds had driven down
prices of assets, then those funds should have exhibited abnormally poor risk-adjusted returns. Hedge funds are private entities and have fewer public disclosure
requirements than other financial institutions. Investors, such as institutional investors, could use their clout to encourage hedge funds to increase transparency
in disclosing information, such as AUM and trading metrics, as part of their requirements when investing. This push from investors, coupled with regulators’
requirements, would help the general public better identify the risks posed by hedge funds, especially the systemic varieties that affect an economy’s well-being.

OBIJECTIVES

1.  To study about Indian Derivative Market.

2. Tostudy different strategies used in Options.

3. Toanalyze on various Option Strategies for to minimize risk.

DATA ANALYSIS

TABLE 1: CALL OPTION
NIFTY | 16-Mar-16 | 26-May-16 | CE | 7900 | 7498.75 | -401.25
NIFTY | 17-Mar-16 | 26-May-16 | CE | 7900 | 7512.55 | -387.45
NIFTY | 18-Mar-16 | 26-May-16 | CE | 7900 | 7604.35 | -295.65
NIFTY | 21-Mar-16 | 26-May-16 | CE | 7900 | 7704.25 | -195.75
NIFTY | 22-Mar-16 | 26-May-16 | CE | 7900 | 7714.9 -185.1
NIFTY | 23-Mar-16 | 26-May-16 | CE | 7900 | 7716.5 -183.5
NIFTY | 28-Mar-16 | 26-May-16 | CE | 7900 | 7615.1 -284.9
NIFTY | 29-Mar-16 | 26-May-16 | CE | 7900 | 7597 -303
NIFTY | 30-Mar-16 | 26-May-16 | CE | 7900 | 7735.2 -164.8
NIFTY | 31-Mar-16 | 26-May-16 | CE | 7900 | 7738.4 -161.6
NIFTY | 1-April-16 | 26-May-16 | CE | 7900 | 7713.05 | -186.95
NIFTY | 4-April-16 26-May-16 | CE | 7900 | 7758.8 -141.2
NIFTY | 5-April-16 26-May-16 | CE | 7900 | 7603.2 -296.8
NIFTY | 6-April-16 | 26-May-16 | CE | 7900 | 7614.35 | -285.65
NIFTY | 7-April-16 | 26-May-16 | CE | 7900 | 7546.45 | -353.55
So here the nifty close at 8069.65 at the expiry date
Spot price 8069.65
Strike price 7900
Lot size 75
Premium 8.32 Difference in points 169.65 (Spot price - strike price)
Net Diff 161.33
Less premium paid (169.65-8.32)Actual Profit 12099
75*%161.33 (Lot size * Net Diff)
1. Buyer of the option profit is Rs 12099
2. Seller of the option loss is Rs 12099
3. Ifs the nifty closes below the strike price then the buyer will not exercise as he will not be in profit
4. If buyer doesn’t exercise whatever the premium received is the option writer/ sellers profit
5. Option buyer profit is always unlimited and seller profit is limited to the option premium

TABLE 2: NIFTY 3 MONTHS OPTION STOCKS
16 16
NIFTY | 26-May-16 | 26-May-16 | CE | 7900 | 8069.65 | 169.65

INTERPRETATION
The above table showing nifty 3 months’ options stocks | have calculated the profit and loss of the call option and also exercise or not exercise the contract.
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TABLE 3: PUT OPTION

Symbol | Date Expiry Option Type | Strike Price | Underlying Value | profit/loss
NIFTY 26-Feb-16 | 26-May-16 | PE 7900 7029.75 870.25
NIFTY 29-Feb-16 26-May-16 | PE 7900 6987.05 912.95
NIFTY 1-Mar-16 26-May-16 | PE 7900 7222.3 677.7
NIFTY 2-Mar-16 26-May-16 | PE 7900 7368.85 531.15
NIFTY 3-Mar-16 26-May-16 | PE 7900 7475.6 424 .4
NIFTY 4-Mar-16 26-May-16 | PE 7900 7485.35 414.65
NIFTY 8-Mar-16 26-May-16 | PE 7900 7485.3 414.7
NIFTY 9-Mar-16 26-May-16 | PE 7900 7531.8 368.2
NIFTY 10-Mar-16 | 26-May-16 | PE 7900 7486.15 413.82
NIFTY 11-Mar-16 | 26-May-16 | PE 7900 7510.2 389.8
NIFTY 14-Mar-16 | 26-May-16 | PE 7900 7538.75 361.25
NIFTY 15-Mar-16 | 26-May-16 | PE 7900 7460.6 439.4
NIFTY 16-Mar-16 | 26-May-16 | PE 7900 7498.75 401.25
NIFTY 17-Mar-16 | 26-May-16 | PE 7900 7512.55 387.45
NIFTY 18-Mar-16 | 26-May-16 | PE 7900 7604.35 295.65
NIFTY 21-Mar-16 | 26-May-16 | PE 7900 7704.25 195.75
NIFTY 22-Mar-16 | 26-May-16 | PE 7900 7714.9 185.1
NIFTY 23-Mar-16 | 26-May-16 | PE 7900 7716.5 183.5
NIFTY 28-Mar-16 | 26-May-16 | PE 7900 7615.1 284.9
NIFTY 29-Mar-16 | 26-May-16 | PE 7900 7597 303
NIFTY 30-Mar-16 | 26-May-16 | PE 7900 7735.2 164.8
NIFTY 31-Mar-16 | 26-May-16 | PE 7900 7738.4 161.6
NIFTY 1-April-16 | 26-May-16 | PE 7900 7713.05 186.95
NIFTY 4-April-16 26-May-16 | PE 7900 7758.8 141.2
NIFTY 5-April-16 | 26-May-16 | PE 7900 7603.2 -296.8
NIFTY 6-April-16 | 26-May-16 | PE 7900 7614.35 -285.65
NIFTY 7-April-16 26-May-16 | PE 7900 7546.45 -353.55

Spot price 8069.65

Strike price 7900

Premium price 8.32

Lot size price 75

Put option Strike price - spot price
7900-8069 = -169

Premium paid= 8.3*75 = Rs 622.5
Which is the loss?

1. Option buyer will not exercise as spot closed above his strike price and his loss is only premium paid * lot size
2. Put option buyer exercise contract only when spot closes below strike price
3. Here nifty spot closed above strike price

4. Put option buyer will not exercise and only loses his premium paid
5

6

. Put Option writer or seller will receive the premium

. Here the spot is greater than strike sell only losses the premium

FINDINGS

. The derivative market is very uncertain and involves the risk due to fluctuation in price of the stock.

. It seen when the investors buy call option it provides more profit with less risk as compare with put options.
. It is seen that the option strategies hedge the risk of loss in derivatives options.

. The Straddle options are adopted by the investors when there is large movement in the stock price and it is not known in which direction it will move.

. The Butterfly strategy is adapted by the investor when the market is neutral and price are stable it combines call and put options to earn profit.

. The strangle is adapted by the investor in the neutral market which involves risk. The options strategies provide the combination of call and put options to
hedge the risk of loss in the derivative market and it’s minimizing the loss for the investor.

CONCLUSION

. As the market is very uncertain it is very difficult to predict the changes which are happening in the market.
. When it is uncertain it may increase or decrease the price of equity so a situation arises where it is unpredictable for an investor or a client to invest or not.

. To avoid such situations or to avoid the risk one has to take options strategies

. Options strategies are adapted to minimize the risk in the derivatives

. The options strategies give the comfort position to the investors in any form of market to earn the profit and minimize the loss
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