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Introduction to Option

“An Options contract confers the right but not the obligation to buy (call option) or sell (put option) a specified
underlying instrument or asset at a specified price - the Strike or Exercise price, until or at specified future date - the
Expiry date. The price is called Premium and is paid by buyer of the option to the seller or writer of the option.”

The option buyer has the right and option seller has the obligation i.e. option buyer may or may not exercise the

option given, but, if option buyer decides to exercise the option, option seller has no choice but to honour the
obligation.

CALL

A call option gives the holder the right to buy an underlying asset by a certain date for a certain price. The seller is

under an obligation to fulfil the contract and is paid a price of this, which is called "the call option premium or call
option price".

Long Call Short Call

PUT

A put option, on the other hand gives the holder the right to sell an underlying asset by a certain date for a certain

price. The seller is under an obligation to fulfil the contract and is paid a price for this, which is called "the put option
premium or put option price".

Long Put Short Put
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Key Jargons

Before diving deep in the option market lets understand the key terms in option trading, which are repeatedly used
and also the factors that influence the option price.

Strike Price: - The stated price per share for which underlying stock may be purchased (for a call) or sold (for a put)
by option holder upon exercise of the option contract.

Expiration Date: - The date on which option expires is expiration date or the maturity date. It is the last day on which
option can be exercised. Active Options normally have a monthly or quarterly expiration cycle.

Option Price: - Option price is the price, which the option buyer pays to the option seller. It is also referred to as
option premium. The premium depends on various factors like Strike price, Stock price, Expiration date, Volatility,
Interest rate. The buyer pays premium to seller, seller has the obligation to fulfil the option terms when assigned to
him

American option: - American options are option that can be exercised any time up to the expiration date. Most
exchange-traded options are American. Options on individual stocks are normally American. E.g. Reliance CA, Tata
Steel PA, SBI CA

European option: - European options are option that can be exercised only on the expiration date. Index based
option are European option. E.g. NIFTY CE, NIFTY PE

Where;

CA: Call American
PA: Put American
CE: Call European
PE: Put European

In-the-money: An in-the-money (ITM) option is an option that would lead to positive cash flows to the holder if it
was exercised immediately. A call option is ITM when spot price is greater than strike price. If the difference is huge it is
called deep in the money

At-the-money: An at- the- money (ATM) option will lead to zero cash flow if exercised immediately. Option is at the
money if strike price is equal to spot price.

Out-of-the-money: An out of money (OTM) option will lead no cash flow if exercised immediately. In case of call

option if strike price is greater than spot price than it is OTM. Whereas in case of put option if strike price is less than
spot price itis OTM
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Option Premium

Intrinsic Value Option Premium

Intrinsic Value of an option: Intrinsic value means how much is option ITM. Deeper is the option in the money more
is the intrinsic value of an option. If the option is OTM or ATM its intrinsic value is zero.

For a call option intrinsic value is

Max (0, (St - K)) and

For a put option intrinsic value is

Max (0, (K - St))

(Where, St - Stock Price K - Strike Price)

In other words Intrinsic value can only be positive or zero.

Time Value of an option: Time value is difference between option premium and intrinsic value. It comprises of
1. Risk free rate
2. Volatility

3. Time to Expiry

The time value of an option is always positive and declines exponentially with time, reaching zero at the expiration
date. At expiration, where the option value is simply its intrinsic value, time value is zero.
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Disclaimer:

This document is not for public distribution and is meant solely for the personal information of the authorised recipient.
No part of the information must be altered, transmitted, copied, distributed or reproduced in any form to any other
person.Persons into whose possession this document may come are required to observe these restrictions. This
document is for general information purposes only and does not constitute an investment advice or an offer to sell or
solicitation of an offer to buy / sell any security and is not intended for distribution in countries where distribution of
such material is subject to any licensing, registration or other legal requirements.

The information , opinion, views contained in this document are as per prevailing conditions and are of the date of
appearing on this material only and are subject to change. No reliance may be placed for any purpose whatsoever on
the information contained in this document or on its completeness. Neither Aditya Birla Money Limited (ABML) nor any
person connected with it accepts any liability or loss arising from the use of this document. The views and opinions
expressed herein by the author in the document are his own and do not reflect the views of Aditya Birla Money Limited
or any of its associate or group companies. The information set out herein may be subject to updating, completion,
revision, verification and amendment and such information may change materially. Past performance is no guarantee
and does not indicate or guide to future performance.

Nothing in this document is intended to constitute legal, tax or investment advice, or an opinion regarding the
appropriateness of any investment, or a solicitation of any type. The contents in this document are intended for
general information purposes only. This document or information mentioned therefore should not form the basis of
and should not be relied upon in connection with making any investment. The investment may not be suited to all the
categories of investors. The recipients should therefore obtain your own professional, legal, tax and financial advice
and assessment of their risk profile and financial condition before considering any decision.

Aditya Birla Money Limited, its associate and group companies, its directors, associates, employees from time to time
may have various interests/ positions in any of the securities of the Company(ies) mentioned therein or be engaged in
any other transactions involving such securities or otherwise in other securities of the companies / organisation
mentioned in the document or may have other potential conflict of interest with respect of any recommendation and /
related information and opinions.
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