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Dedication

To those who once feared the word derivatives — because it sounded too
complex, too risky, or too distant.

To the learners who opened that door anyway — not chasing shortcuts, but
seeking understanding.

This book is for you — for your courage to question, unlearn, and rebuild.
To every trader who once said, “If only I had more capital.”

To everyone who looked at the F&O segment with fear and still decided to
learn it with discipline.

For the dreamers who know that power without control is destruction, and for
the patient learners who discovered that control is a skill that can be built.

To my family — thank you for standing by me through every late-night analysis
and every cautious trade.

To my mentors — thank you for teaching me that leverage amplifies both
wisdom and weakness.

And to the Bonfire community — your hunger to learn with integrity keeps this
fire burning.

Because every strategy, every spread, every position begins with one truth —

mastery isn’t about taking more trades, it’s about taking better ones.
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Disclaimer

Purpose and Fair Use Notice

Some definitions, regulatory descriptions, and procedural explanations (such as
SEBI rules, IPO process terms, and investor-protection mechanisms) presented
in this book are adapted from publicly available educational materials issued
by the Securities and Exchange Board of India (SEBI), the National Stock
Exchange of India (NSE), and the Ministry of Corporate Affairs (MCA).

These excerpts are used solely for educational and illustrative purposes under
the fair-dealing provisions of the Indian Copyright Act, 1957.

(Data and regulatory concepts referenced from SEBI, NSE, and MCA investor-
education materials.)

Educational Purpose
This book is published strictly for educational and informational purposes.

All examples, strategies, and case studies are designed to simplify the concepts
of futures, options, hedging, margin, and risk management.

They do not represent investment advice, trading recommendations, or
portfolio strategies of any kind.

The goal is to help readers understand derivatives mechanisms conceptually —
not to promote speculative trading.

Risk Awareness
Trading and investing in derivatives involves substantial risk.

Leverage can amplify both profits and losses, and past performance, price
patterns, or indicator results do not guarantee future outcomes.

Readers are strongly encouraged to practice through simulated or paper-trading
platforms before committing real capital.



Understanding position sizing, volatility, and margin management is essential
before engaging in live market trades.

Regulatory Declaration

At the time of writing, the author is NISM-certified in multiple market modules
but is not a SEBI-registered Research Analyst (RA) or Investment Adviser (IA).

Readers should consult a SEBI-registered RA/IA or other qualified professional
before making any trading or investment decisions.

Liability Disclaimer

Neither the author, publisher, nor Bonfire Trader Strategic Pvt Ltd shall be held
responsible for any direct, indirect, or consequential loss arising from the use,
misinterpretation, or reliance on the information presented in this book.

While every effort has been made to ensure accuracy and clarity, readers are
encouraged to verify official data, rules, and circulars from SEBI, NSE, and
MCA websites.

Final Note

The derivatives market rewards discipline, patience, and preparation — not
prediction.

Remember: Manage risk before chasing reward.



Preface —
Understanding Power Before Using It

When you finished The Candle Code, you learned to see the market — how
price, volume, and emotion move together.

Now, you’re about to step inside the engine room — where those movements
are powered, multiplied, and controlled.

Welcome to the world of Futures and Options — the domain of leverage.

There was a time I believed derivatives were a playground for the fearless —
where contracts and deltas danced faster than thought.

Then I realized: they were never built for the brave, but for the prepared.

Derivatives are engines — they amplify whatever you attach them to: your logic
or your recklessness.

When you understand their mechanics, you discover that the same tool that
magnifies risk can also protect capital.

Leverage, in truth, is neither friend nor foe — it’s a mirror that reflects your
discipline.

This book will not teach you to gamble. It will teach you to drive power safely.
It’s not about predicting markets — it’s about preparing for possibilities.

If Book 1 gave you the foundation, and Book 2 gave you sight,

then Book 3 gives you control — the steering wheel of precision and protection.

By the final page, you won’t look at derivatives as speculation, but as structure

a disciplined framework that transforms fear into understanding,
and hesitation into confidence.

(This material is intended solely for educational and illustrative purposes.)



Prologue —
Where Control Begins

The first time I placed a futures trade, my pulse outran the market.
Profit looked easy until time taught me that leverage moves faster than emotion.

There is a silence inside every trade — the space between decision and
discipline.

That silence is where real traders live.

Derivatives aren’t about adrenaline; they’re about awareness — the ability to
calculate, to pause, to protect.

This book is your invitation to step inside that engine room, where each concept
hums with precision and purpose.

You’ll see how strategy is born, how risk is measured, and how control begins
long before entry.

Because the real power of derivatives is not what they can earn, but what they
can prevent.

Why This Book

This book is for every trader who has looked at the “Derivatives” section and
quietly said,

“Someday, I’ll learn this.”
That someday is now.

This third volume of the Bonfire series breaks down complex F&O concepts
into clear, real-world lessons.

It is written for the retail trader who wants to stop fearing leverage and start
using it responsibly.

Here, we’ll explore:

e Why Futures were created — and how they evolved from farmers’
contracts to billion-dollar instruments.



e How Options work — calls, puts, strike prices, and the art of hedging.

e How Greeks (Delta, Gamma, Theta, Vega, Rho) shape the behavior of
every option.

e How to control risk through margin management, position sizing, and
disciplined exits.

e How professionals use derivatives to hedge portfolios and manage
uncertainty.

By the end of this book, you will look at F&O not with fear — but with respect.
Because once you understand the engine, you don’t have to fear the speed.
How to Use This Book

Treat this book like a flight manual.

Before you take off, understand your controls. Before you accelerate, know
your runway.

Each chapter will build on the previous one — from the concept of contracts to
live market applications.

Read them in order. Pause where you need. Revisit concepts often.

Use examples with your own broker’s platform — check expiry dates, observe
open interest, study how premiums change.

You’ll notice something magical — markets stop being mysterious, and start
becoming mathematical.

Keep a Derivatives Journal. Note what you learn each week — your wins,
losses, emotions, and insights.

Soon, you’ll see the difference between trading for money and trading for
mastery.
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The Reader’s Promise
Before you step into the world of leverage, pause for a moment.
Say this quietly to yourself — not as a rule, but as a reminder:
“I will measure before I move.
I will understand before I apply.
I will respect every rule before I test my luck.
I will never use leverage before I understand it.
I will treat every derivative as a responsibility.
I will risk only what I can afford to lose.
I will let discipline, not emotion, decide my trades.”
Keep this promise, and this book will become your greatest trading companion.
Because the engine doesn’t decide the journey — the driver does.
When knowledge meets control, risk becomes design, and trading becomes art.
The Power of Leverage: Inside the World of Futures & Options
“Mastering Leverage with Discipline”

If Book I was about understanding the marketplace and Book II was about
learning its language, then Book III is about stepping into the engine room of
the market — derivatives.

Imagine a farmer and a mill owner a century ago. The farmer feared that the
price of his crop might fall by harvest time, while the mill owner feared prices
might rise. To protect themselves, they agreed on a price in advance. That
simple agreement — a contract to buy or sell in the future — is the seed from
which today’s massive futures and options (F&O) market has grown.

Derivatives sound complex, but at their core they are tools to manage risk and
leverage. A futures contract locks in a price today for tomorrow’s trade. An
option gives you a choice — the right, but not the obligation, to buy or sell later.
These tools allow traders to hedge risks, investors to protect portfolios, and
speculators to take calculated bets with smaller capital.

In this section, you will learn:



e How derivatives began and why they exist.
e The difference between futures and options, and when to use each.

e The concept of moneyness (ATM, ITM, OTM) and how premiums are
priced.

e How the Greeks measure sensitivity — Delta, Gamma, Theta, Vega,
Rho.

e Why volatility (IV, India VIX) is the heartbeat of options.
e How global indices and events ripple into Nifty and Bank Nifty.

e Most importantly, how to manage risk in F&O trading, because
leverage cuts both ways.

SEBI has put strong safeguards around F&O trading for a reason. While these
instruments offer opportunities, they can magnify losses just as quickly as
profits. That is why you will also see real-world case studies and practical rules
for position sizing, stop-losses, and discipline.

By the end of Part I1I, you won’t see derivatives as a mysterious casino. Instead,
you’ll understand them as structured agreements — powerful, but demanding
respect. Like driving a high-performance car, speed is exciting, but safety is
everything.

This is where the market teaches you the balance between ambition and caution.
Welcome to derivatives.
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Chapter 1:
Introduction to Derivatives —
Foundations and Evolution

From rice markets to modern stock exchanges

Our journey so far covered the cash market and technical analysis. We learned
how shares are bought and sold, how [POs work, and how to read price charts.
Now we step into a more advanced arena: derivatives. In the cash market, you
buy or sell actual shares. In derivatives, you trade contracts whose value comes
from an underlying asset (like a stock, index, or commodity). These contracts
let investors manage risk and take positions without owning the asset outright.
You could think of derivatives as a kind of financial “toolbox” that sits beneath
the visible market. Today, a large share of Indian market activity happens in
futures & options (F&O), so understanding derivatives is crucial to see the
whole picture. In effect, derivatives add a layer of sophistication and flexibility
beyond the simple buy/sell of shares.

How Derivatives Started — A Historical Glimpse

Futures
Contract

u,l

[

|

2
Centuries ago, long before computers, forward-price deals emerged out of
practical need. Picture a 17th-century Japanese rice farmer, worried that his

1



crop’s price might collapse by harvest. Across the market, a merchant feared

prices might skyrocket. To ease this uncertainty, they struck an agreement: a
fixed price today for rice delivered months later. In 1730 the Tokugawa
shogunate in Osaka formally authorized such deals on rice, creating the Dojima
Rice Exchange — the world’s first futures market. Farmers could lock in a fair
price (hedging against a crash), and merchants could budget knowing the cost.
This early organized market had fixed contract sizes and specific delivery dates,
and trades were even settled in cash without physical rice changing hands

Around a century later, the idea crossed oceans. In mid-19th century America,
Chicago became a hub for grain trade. Farmers and buyers needed a central
market to ensure stable prices through boom and bust. The Chicago Board of
Trade (CBOT) was founded in 1848 for this purpose. After some time trading
informal forward contracts, CBOT introduced fully standardized futures in
1865. These contracts were cleared through a system requiring margin deposits
(performance bonds), which greatly reduced the risk of default. By fixing prices
ahead of delivery, farmers and millers could hedge volatility, just like the rice
traders in Japan decades earlier. From these roots in rice and grain markets, the
futures contract became a template for trading commodities everywhere. (Later,
index and financial futures would follow the same principles on modern
exchanges.)



Foundations and Evolution of Derivatives in India

In India, derivatives arrived much later than the 17th-century Japan or 19th-
century America. It was only in June 2000 that SEBI allowed the first equity
derivatives — index futures on the new Nifty 50 benchmark. The National
Stock Exchange (NSE) launched Nifty futures on June 12, 2000. Building on
that success, NSE added index options in June 2001 and was the first to list
options on individual stocks (July 2001) and futures on individual stocks
(November 2001). These products let Indian investors hedge and speculate on
the market direction. For example, a portfolio manager who fears a market dip
could sell index futures to offset potential losses. A stock trader could buy a put
option (a right to sell) to insure against a share’s fall.

SEBI designed these markets to be transparent and regulated. All trades run
through clearinghouses with daily “mark-to-market” settlements, so gains and
losses are settled every day. Brokers must collect margin deposits, and clients
sign risk-disclosure agreements acknowledging the dangers of leverage. In fact,
major benefits of futures markets are risk management and price discovery.
As the CME Group notes, these markets provide “Risk Management,
Transparency, [and] Price Discovery” among their core pillars. In practical
terms, prices revealed by futures or options indicate what traders expect for the
asset’s future value. The derivatives market thus signals information about
supply, demand, and market sentiment.

In just two decades, India’s derivatives market has exploded. By mid-2024,
India’s two exchanges alone traded more than two-thirds of all global equity
futures and options contracts. In other words, India became the world’s
largest equity derivatives market in a very short time. (Much of this growth was
driven by innovations like weekly-expiry options and easy online trading.)
With so many retail investors entering F&O, SEBI has taken extra precautions.
For instance, a recent SEBI circular emphasizes that “only high quality stocks
with sufficient market depth” should be in derivatives. To enforce this, SEBI
raised entry criteria in 2024: a stock’s required average trading size and delivery
volumes were increased dramatically. Now a stock must have ¥75 lakh median
order size (up from 225 lakh) and %35 crore average daily delivery value (up
from %10 crore) to qualify. Its market-wide position limit (MWPL) must also
be at least 1,500 crore (up from 500 crore). In practice, these higher
thresholds ensure that only very liquid, actively traded stocks stay in F&O.
Stocks that fall short for a period are asked to exit the segment. SEBI also



monitors positions intraday and adjusts margins to curb excessive speculation.
These safeguards reflect SEBI’s view that derivatives must enhance stability,
not undermine it.

Types of Derivatives

Derivatives come in several forms, all built on an underlying asset (like shares,
indices, commodities, or currencies). The simplest way to classify them is by
contract type:

Futures: A futures contract is a binding agreement to buy or sell an
asset at a predetermined price on a specific future date. Think of it as
locking in a price today. For example, if you think Infosys stock will
rise, you could buy a futures contract to purchase Infosys shares next
month at today’s price. If the stock indeed goes up, you profit by the
difference; if it falls, you lose. Because futures are standardized and
exchange-traded, both sides post margin (good-faith deposits) and face
daily mark-to-market settlements. This arrangement (futures plus
margin) guarantees trades, much like the Chicago clearinghouse did in
1865.

Options: An option contract gives the right, but not the obligation, to
buy or sell the underlying at a set price before expiry. A call option is
the right to buy; a put option is the right to sell. Options cost a premium
(a non-refundable fee) to the buyer. For instance, suppose Ravi is
worried a stock he owns might fall. He could buy a put option (a “floor”
price insurance) allowing him to sell at 100 even if the market
tumbles. If the stock stays above X100, he might let the option expire
(losing only the small premium paid). This limited-risk trait makes
options powerful hedging tools, though their pricing (with time decay
and volatility) can be complex.

Forwards: A forward is much like a futures contract but is an over-
the-counter (OTC) agreement between two parties. Forwards are
customized (not standardized) and carry counterparty risk (no
exchange clearinghouse). A common use is in currency or commodity
trading. For example, an importer might enter a forex forward to lock
in today’s dollar rate for payment in six months, protecting against
rupee swings. Because forwards aren’t traded on exchanges, they lack
daily settlements and are less accessible to retail investors.



Swaps: These are OTC contracts where two parties exchange cash
flows, often used to manage interest rate or currency risk. A simple
swap might let Company A (with a floating-rate loan) swap payments
with Company B (with a fixed-rate loan) so each gets the cash flow
type it prefers. Swaps are usually the domain of banks and large
institutions rather than individual investors.

In India today, the most common derivatives for individual traders are stock
and index futures and options. But behind the scenes, the exchanges also list

currency futures/options, commodity contracts (on MCX and NCDEX), and
interest-rate futures. The key point is that a derivative’s price always derives

from something else — it could be a company’s stock, an equity index like Nifty,

or even gold or crude oil.

Why Derivatives Matter

Derivatives are often misunderstood as mere gambling instruments, but they

exist to serve real economic purposes:

Hedging (Risk Management): This is perhaps the most fundamental
use. Derivatives let businesses and investors protect themselves from
adverse price moves. For example, a farmer can lock in a crop price
with a commodity future, ensuring he won’t lose out if prices crash. An
importer can fix an exchange rate with a currency future, shielding
against rupee depreciation. Even in equity markets, a mutual fund could
hedge against a market drop by selling index futures. By making costs
and revenues more predictable, derivatives reduce uncertainty in
business planning. In fact, industry educators list “risk management”
as a core benefit of futures and options.

Speculation: Traders also use derivatives to bet on price movements.
Because many derivative contracts require only a small margin, an
investor can take a much larger position (and potential profit) than with
the same cash. For example, you might buy a small number of index
futures if you expect the market to rise sharply. If you’re correct, your
gains are magnified; if wrong, your losses are magnified. This leverage
is a double-edged sword. While speculators add liquidity to the market
and can profit from their insights, regulators caution that retail traders
often underestimate risks — SEBI studies have found that about 90% of
active retail futures/options traders end up losing money. The lesson is



that speculation should be done carefully, with proper understanding
and risk controls.

e Arbitrage: Derivatives allow arbitrage strategies, where traders
exploit price differences between related markets. For instance, if an
index future is priced oddly high relative to the underlying stocks,
arbitrageurs might sell the future and buy the basket of stocks, locking
in a riskless profit. These activities help align prices across markets.

e Price Discovery: Derivatives markets often signal future
expectations. Because they involve locking in future prices, the prices
of futures/options reflect collective market sentiment about where the
underlying is headed. For example, a surge in call option prices might
indicate traders expect a rally. This price discovery function can be
useful for all market participants. It provides transparency on demand
and supply for an asset at various future prices.

Together, hedging, speculation, arbitrage, and price discovery are the main
reasons derivatives exist. They bring benefits like better liquidity and security
to the financial system. However, these benefits come with a caution:
derivatives can amplify losses as well as gains. As a simple rule, whenever you
trade futures or options, you should know exactly how much you could lose in
a worst-case scenario. Margin calls (added money demands) can come fast in
turbulent markets. For a beginner, it’s wise to start small or use only low-risk
strategies (like covered options), and always understand the contract details.
Derivatives are powerful tools in the market’s engine room, but like any
machinery, they require careful handling.

Role of SEBI & Exchanges in Regulating Derivatives:

Given the leverage and complexity, India’s regulator (SEBI) and the stock
exchanges act as referees to keep the derivatives game fair and safe. All equity
F&O trades happen on organized exchanges (like NSE and BSE) under SEBI’s
watch. Exchanges operate clearinghouses — essentially banks for the market —
that collect margins and settle every trade daily. For example, if you buy a Nifty
future, you deposit a margin up front, and the clearinghouse marks your
position to market each night. Any gain is credited to your account and any loss
is debited immediatelynseclearing.in. This daily settlement ensures no loss
builds up unseen.The clearinghouse uses a portfolio-based margin system
(SPAN) that covers 99% of potential moves, so even a large drop is mostly



covered by collateral. In short, the exchange’s risk-management system
guarantees trades much like the old Chicago clearinghouses did, preventing
defaults.

Before new derivative products or contracts are launched, SEBI and the
exchanges set strict rules. Only liquid, well-known stocks can enter F&O. As
we saw, SEBI’s 2024 circular demands a stock have a median trade of 375 lakh
and %35 crore daily delivery to qualify. This means penny stocks or very thinly
traded issues are kept out. Even after a contract is launched, the exchanges
monitor its health: if the underlying stock’s liquidity or trading falls below set
benchmarks for months, the exchange stops issuing new contracts (though
existing ones run off). For example, a stock that repeatedly fails the Product
Success Framework can be exited from derivatives until it improves. In
practice, this framework forces illiquid or low-participation stocks out of F&O,
because SEBI wants derivatives to stabilize markets, not fuel frenzies.

SEBI also sets margin and leverage rules to limit risks. Every futures and
options position carries margin: you must put up capital as a safety deposit.
SEBI regularly updates these requirements. In late 2024, it announced that all
option buyers must pay the full premium up front — meaning no more partial-
payment (“leverage”) on option purchases. Similarly, SEBI imposed extra
margins around contract expiry: for instance, short option sellers now face an
additional “extreme loss margin” of 2% on expiry day. Another example:
earlier brokers gave calendar-spread margins (when you buy one expiry and
sell another), but SEBI removed this benefit on the expiry day of the nearer
contract. These moves ensure traders can’t game the system with small
deposits; the costs of big bets are paid up front. Exchanges implement these
rules in real time — margins are collected daily and accounts are monitored to
enforce them.

Position limits are another key control. SEBI caps how much one trader (or
broker) can hold. For single-stock derivatives, there are limits relative to free-
float or delivery volumes. In index derivatives, specific limits were introduced:
for example, at a PAN (customer) level, the net open interest in Nifty options
is capped at 1,500 crore (with a gross limit of *10,000 crore). Exchanges must
enforce these every day. In fact, new SEBI rules require exchanges to check
position limits multiple times intraday instead of just at close. If a trader nears
95% of the cap, the exchange can levy extra “surveillance margins” or issue
alerts. If overall market-wide limit is breached, trading in that contract can be



halted (a so-called “ban period”) until positions come down. These mechanisms
prevent any single player from cornering the market.

Finally, SEBI and the exchanges conduct market-wide surveillance and
investor protection. Brokers must ensure clients sign risk-disclosure
agreements, and seminars/training encourage informed trading. The exchanges
run “circuit breakers” and can pause trading if prices move too fast. SEBI can
also designate certain stocks as “Watchlist” (due to volatility, investigations,
etc.), banning aggressive trading in them. For example, intraday F&O trading
is prohibited in companies under regulatory watch, reducing reckless
speculation. In short, if a rumor causes a stock to spike without real news,
SEBl/exchanges will step in — raising margins, limiting trades or even
suspending contracts — to keep panic in check.

These regulatory layers serve a story: imagine a young trader, Neha, who buys
large quantities of Nifty futures on margin. If Nifty unexpectedly plunges
overnight, the exchange will immediately debit her account for the loss and
may issue a margin callnseclearing.in. If she can’t meet it, her position is auto-
squared off to contain losses. Meanwhile, if Neha tries to bet on a tiny, illiquid
stock through derivatives, strict eligibility rules likely prevent it. In effect, SEBI
and the stock exchanges are the referees in the derivatives market, enforcing
the rules so players can compete fairly.



Key Takeaways

Centuries-old roots: The futures concept dates back to feudal Japan’s
Dojima Rice Exchange (1730), where farmers and merchants locked in
future rice prices. Chicago’s grain markets did the same a century later.

India’s timeline: SEBI launched equity derivatives in 2000 (Nifty
futures) , adding index and stock options by 2001. Since then, volumes
have skyrocketed to make India a global F&O leader.

Contract types: Futures are binding commitments; options give rights
without obligation; forwards are OTC futures; swaps exchange
cashflows. Each lets traders lock in prices or hedge different risks.

Why they exist: Derivatives serve hedging, speculation, arbitrage and
price discovery. For instance, futures let a farmer lock in a price (risk
management), while options provide insurance-like flexibility. They
improve liquidity and reveal market expectations.

Regulation matters: Derivatives trade on exchanges under strict SEBI
rules. In 2024-25, SEBI raised eligibility criteria so only liquid stocks
stay in F&O (now X75L median trade size, *35Cr daily delivery,
MWPL 1500Cr). It has also tightened margins and position limits
(e.g. full premium up front, extra margin on expiry). Daily mark-to-
market settlement and robust clearinghouse systems protect the market.

Use with discipline: These tools can magnify both profits and losses.
SEBI found about 90% of active retail F&O traders lose money, so
beginners should trade cautiously. Understand contracts, maintain
adequate margin, and avoid over-leveraging.

By weaving rice-market tales to modern Nifty options, we see derivatives

evolved to solve real problems. They aren’t magic money machines, but
powerful financial contracts. With practice and respect for the rules, futures and

options can become valuable additions to your investment toolkit.



Chapter 2:
The Mechanics of Futures — Leverage,
Hedging, and Settlement

Locking in prices today for tomorrow’s market

In the previous chapter we saw that derivatives are financial contracts whose
value comes from an underlying asset. A futures contract is one such derivative
— a standardized agreement to buy or sell an asset at a fixed price on a specified
future date. In India this includes stock futures (e.g. HDFC Bank, Reliance,
etc.) and index futures (Nifty 50, Bank Nifty, Sensex, etc.). The futures price
moves in tandem with the underlying’s spot price, adjusted for the cost of carry
(financing) and expected dividends. In practice, index and stock futures usually
trade at a small premium to spot (called contango when positive), reflecting
interest costs, and this premium decays to zero by expiry as arbitrage forces
convergence.

2.1 Underlying Assets and Basis

Futures can be written on various underlyings. In India, these include
individual stocks (e.g. HDFC Bank, ICICI Bank) and indices (Nifty 50, Bank
Nifty, Nifty Financial, Nifty Midcap, etc.). (Globally, futures exist on
commodities, currencies, bonds, etc., but equity derivatives dominate Indian
exchanges.) By standard contract design, each futures contract covers a fixed
lot of the underlying (e.g. 1100 shares of HDFC Bank for one contract as of
Sep 2025).

The futures price is theoretically derived from the spot price via a cost-of-carry
model. In simplified terms:

o FKutures Price = Spot Price + Carrying Cost — Dividends.
Specifically,

e Futures = Spot x e”(rxt) — Dividend over period, where r is interest rate
and t time to expiry.
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o The difference basis = Futures — Spot. When futures trade above spot
(basis positive), the market is in contango (reflecting carrying costs).
When futures trade below spot (basis negative), it is backwardation.

As expiry approaches, the basis tends to shrink: arbitrageurs buy the cheaper
side and sell the expensive side, forcing futures and spot to converge. At
expiration the futures price aligns with the spot price (basis = 0). For example,
if HDFC Bank shares trade at R950 in the cash market, a one-month futures
might trade around X955 (premium for financing costs); by expiry both will
converge to the same value.

Figure: Example spot vs. futures price chart. Futures prices (red line) closely
track the underlying spot (black line) but typically trade at a small premium
(contango). As time passes, arbitrageurs narrow the spread so futures and spot
converge by expiry.
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Figure: Example spot vs. futures price chart. Futures prices (red line) closely
track the underlying spot (black line) but typically trade at a small premium
(contango). As time passes, arbitrageurs narrow the spread so futures and spot
converge by expiry.
2.2 Expiry Cycles
Futures have fixed expiration dates. In India:

o Weekly contracts: Expire every week (at week’s end). NSE has

weekly Nifty/BankNifty contracts (expiring Tuesdays from Sep 2025
onward). BSE offers Sensex weekly expiry.

e Monthly contracts: Expire on the last trading day of each calendar
month.
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e Quarterly contracts: Expire at quarter-ends (March, June, Sept, Dec).

e Half-yearly contracts: Some indices (e.g. Nifty bank, etc.) also have
half-yearly expiries (July, January).

Existing contracts before the changeover kept old schedules, but new contracts
(expiry > Sep 1, 2025) follow updated days. In particular, SEBI mandated that
from Sep 1, 2025, NSE index and stock futures will expire on Tuesdays
(rather than Thursdays). (BSE will retain Thursday expiries.) All contracts
expiring on or before Aug 31, 2025 follow the old (Thursday) schedule.

Expiry Spread: Futures of different expiry dates often trade at slightly
different prices. For instance, a near-month contract might have a lower
premium than a far-month one, reflecting additional carry over time. Traders
refer to this as the “expiry spread.” In an up-trending market or with higher
interest rates, farther-dated futures can trade at higher premiums (further
contango) than near-term contracts.

HDFCBANK SEP FUT : -0.36% ~ 949.25
HDFCBANK OCT FUT : -0.349 954.50
HDFCBANK NOV FUT 0.009% 962.65

Figure: HDFC Bank futures across expiries. Each row shows one monthly
contract (Sep, Oct, Nov 2025) with its change and last price. Observe how
futures prices generally rise for later expiries, reflecting the cost-of-carry over
time.

2.3 Lot Size

Each futures contract covers a fixed lot of the underlying. For index futures,
SEBI and the exchanges set lot sizes so that one contract’s value lies in a
moderate range (roughly ¥15-20 lakh). In October 2024, SEBI required index
futures to target a 2X15 lakh contract value, so NSE increased many index lot
sizes. For example, Nifty 50 contracts went from 25 to 75 units, Bank Nifty
from 15 to 30, FINNifty 25-65, MIDCPNifty 50—120, and Nifty Next50
10—25. (An NSE circular confirms these changes, effective Nov 20, 2024.)
In mid-2025 NSE further tweaked Bank Nifty to 35 units. The notional
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value per contract thus remains around a few crores, requiring

corresponding margins.

Stock futures lot sizes are determined per stock (based on price and volatility)
and are regularly reviewed. Larger lot sizes mean higher notional exposure and
hence higher initial margin. For example, HDFC Bank Sep 2025 futures have
alot of 1100 shares. At a futures price of ~X952, one lot’s value is ~X1.05 crore,
so initial margin (~20%) is roughly 318-20 lakh per lot. (Exchanges publish all
lot sizes on their websites and circulars.)

HDFCBANK SEP FUT 0 [ ]
NFO ¥951.80
Quick Regular Iceberg 2o
O Intraday @ Overnight Advanced
Qty.
1100 =
1lot @ Market O Limit osL  OSsLM
ey Stoploss % Target % @

Required ¥1,85,430.30 +68.44 Available ¥-411.70 D ‘ Cancel ‘

Figure: Example trading interface for HDFC Bank Sep futures. Qty “1100 (1
lot)” is selected, showing the lot size and margin required (3185,430 for
%951.80 price). Futures lot sizes (like 1100 HDFC Bank shares) are set by
exchanges, and subject to SEBI’s periodic review to keep contract values in a
desired range.

2.4 Leverage and Margin

Futures are leveraged instruments: you control the full contract value with only
a margin deposit. In India, margin has two parts: SPAN margin and exposure
margin.

e SPAN margin (Standard Portfolio Analysis of Risk) is a risk-based
charge computed by the exchange. It is designed to cover the largest
plausible one-day move in the futures position. For index futures,
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SPAN extreme-loss margin is typically ~2% of contract value; for
single-stock futures it is about 3—3.5%.

e Exposure margin is an additional buffer (often a fixed % of notional)
to cover risks SPAN might miss. SEBI prescribes roughly 2% for index
derivatives and 3.5% for stock derivatives.

The total initial margin = SPAN margin + exposure margin. For example, if
you buy 1 lot (1100 shares) of HDFC Bank futures at X952 (notional ~X10.5
lakh), the exchange’s SPAN calculation might be ~15-18%, plus a ~3.5%
exposure. In one broker’s screenshot, the total margin was ~X185,465 on a
%1.05 crore position (about 18—-19%). Traders must post this full margin
upfront. The leverage (~5x—6x) magnifies gains but equally magnifies losses,
so disciplined risk management is crucial.

Margins are updated daily (mark-to-market). Exchanges (NSE, BSE) revise
SPAN parameters routinely. SEBI also mandates higher margins near expiry or
in stressed markets. Brokers may collect “additional margins” (sometimes
called “premium ups”) on expiry days to ensure delivery obligations can be

met.
Exchange Product Combined margin requirements
ks o | e Y spanRs. 1,48,786
Symbo Exposure margin RS. 36,679
HDFCBANK 30-SEP-2025 ~ Total margin ? RS. 1,85,465

Exchange Contract Product Strike aty Initial margin @ Exposure Total
NFO g HDFCBANK25SEP Futures N/A 1ooB 1,48,786 36,679 1,85,465

Total 1,85,465

Figure: Margin components for 1 lot of HDFC Bank Sep futures. SPAN margin
%148,786 + Exposure margin 336,679 = Total 3185,465. Exchanges (NSE/NSE
Clearing) regularly update these margins based on volatility. SEBI mandates
sufficient margin to cover daily mark-to-market and extreme moves, and
positions may be liquidated if margins fall short.
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Pricing Relationship to Spot

At any time before expiry, the futures price reflects the spot price plus net
carrying costs (financing minus expected dividends). In a simple world:

e If interest rates rise, carrying costs increase and futures tend to trade at
a higher premium to spot (contango).

e If the underlying stock pays a large dividend, futures might trade at a
discount to spot (backwardation) through ex-dividend dates.

No matter the state of contango/backwardation, arbitrage ensures convergence
by expiry. For example, if HDFC Bank trades at 3950 spot and the one-month
future at 3955, the X5 basis compensates one month’s cost. Closer to expiry,
arbitrageurs would buy spot and sell futures (or vice versa) to lock in profit,
which pushes futures toward spot. By expiry day, the futures contract is
essentially identical to the underlying, ensuring spot and futures prices are
equal.

Arbitrage Example: If HDFC Bank futures were trading abnormally high, a
trader could short the futures and simultaneously buy the stock in the cash
market. At expiry they would deliver the cheaper purchased stock against the
short futures, locking in the spread risk-free. Conversely, if futures are too low,
buy futures and sell short the stock. In efficient markets these actions force the
basis to zero.

2.5 Trading Futures: Examples
Buying Futures (Long Position):

Suppose Ravi is optimistic that HDFC Bank’s share price (currently 3948) will
rise by September. He buys 1 lot (1100 shares) of HDFC Bank Sep futures at
%948. If on expiry HDFC Bank is above 948, Ravi gains X(Price — 948)x1100,
else he loses. The payoff chart below shows that his profit (green area) increases
linearly above the break-even 3948, while loss (red area) is limited to the
premium he effectively paid. Daily mark-to-market will credit or debit his
account as the futures price moves. If Ravi holds the contract to expiry, he can
opt for physical delivery (taking delivery of the shares) or simply settle in cash
the difference (depending on his broker and RBI/SEBI rules, as discussed later).
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[ PAYOFF CHART ® FUTURES CHART 3 GREEKS T PaL o

Strategy Positions [Reser
HDFCBANK .
Select Al 3l
20 10 34825 o +20
g \ L " . :
B 1x 30SEP2025 FUTURES - 94825 (1) @t -
Prob. of Profit 4%
50,000
Max. Profit 2Undefined
Max. Loss Fundsfined g
B 0
Max. RR Ratio NA
& —
Breakevens 949.0 gl
50,000 "
Total PNL 0 //
Nt Credit 0 L
. : 100,000
Estimated Margin/Premium L o an 885 899 a3 527 sa1 a5s 69 a3 a7 1011

Underlying Price

Figure: Payoff of buying 1 lot of HDFC Bank futures at Y948. Profit (green)
accrues if HDFC Bank’s price rises above 3948 by expiry; loss (red) occurs if
it falls. The max loss equals the contract value lost, while profit is unlimited (in
theory).

In contrast, Suresh might take the opposite view.
Selling Futures (Short Position):

If Suresh believes HDFC Bank will fall, he sells (writes) 1 lot of its futures at
%948, expecting to buy back cheaper. His payoff (below) shows profit (green)
if the price drops (he bought back lower), and loss if the price rises above 3948
(he must buy back at a higher price). Short-selling futures requires the same
margin, but there may be additional restrictions (for example, limits on naked
short positions) in stock derivatives. Importantly, when Suresh sells futures,
there is an obligation to deliver HDFC Bank shares if he holds to expiry. He
must either procure shares from the market to deliver (incurring loss if prices
rise) or close the short position before expiry.

1 & PAYOFF CHART &  FUTURES CHART 3 GREEKS B PaL >
Strategy Positions RESET “
HDFCBANK ]
Select A tl
20 ‘10 48,25 +10 20
100,000 p 4 ! 4
S x 30SEP202S FUTURES - 1548.25 e 15
Prob. of Profit 52.34% \
50,000
Max. Profit % Undefined
Max. Loss Tundefined
3 0
Max. R Ratio LT
&
Breakevens 0-948.0
0,000 ~—c
Total PNL -825 (-0.45%) -t
—
Net Credit %0
100,000
Estimated Margin/Premium 24104824 -

873 836 899 212 525 938 951 954 977 9% 1003 1016

Underlying Price

Figure: Payoff of selling 1 lot of HDFC Bank futures at 3948. Profit (green)
occurs when price falls below 3948; loss (red) if it rises. Unlike options, futures
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losses are symmetric and unbounded, so Suresh must manage risk with stop-
orders or hedges.

These simple examples illustrate futures trading logic. The actual margin and
profit will depend on the lot size and contract value (e.g. if Bank Nifty futures
are traded at 350,000 with lot 35, one point move = 235 profit/loss). Traders
often use futures to hedge (locking in a price for an expected purchase/sale of
the underlying) or to speculate on directional moves. For instance, a portfolio
manager holding HDFC Bank shares could sell HDFC Bank futures to hedge
against a short-term fall, effectively locking in a sale price

2.6 Settlement and Delivery

Index futures (Nifty, Bank Nifty, Sensex) are cash-settled. On expiry, the
exchange calculates a final settlement price (typically the underlying index’s
closing value) and settles any profit/loss in cash. No physical delivery occurs
for indices.

Stock futures in India are physically settled. SEBI mandated that all stock
futures (and short stock options) be settled by actual delivery of shares (as of
Oct 2019 expiry). Practically, if you hold a stock futures contract to expiry and
do not close it, you must either take delivery (if long) or give delivery (if short)
of the underlying shares. For example, a long holder of 1 lot of HDFC Bank
futures on expiry would receive 1100 HDFC shares (and pay the agreed futures
pricex1100). To avoid the logistics, brokers typically “roll over” positions or
forcibly square them out before expiry.

Cash settlement for index futures and physical settlement for stock futures
ensures convergence. In practice, most traders close or roll futures before
expiration to avoid delivery. After settlement, all futures positions lapse and
deliveries occur on T+1.

Regulatory Framework

Futures trading in India is tightly regulated by SEBI and the exchanges. Key
rules include:

e Delivery Mandate: SEBI circular SEBI/HO/MRD/DP/CIR/P/
2018/67 (Apr 2018) phased in compulsory physical settlement of all
stock futures by Oct 2019. This was to align futures with actual
demand/supply and curb speculation.
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Contract Value Limits: SEBI circular (Oct 2024) requires each index
futures contract to have an initial value >X15 lakh. Exchanges set lot
sizes accordingly. Lot size revisions (NSE Circular 128/2024)
implemented this (see table above).

Expiry Alignment: SEBI moved to standardize expiry days. Effective
Sep 1, 2025, NSE index/stock futures expire on Tuesdays (BSE on
Thursdays). Prior contracts (pre-Sep 2025) follow old expiry days.

Position Limits & Margin: SEBI/Exchange circulars mandate
position limits and periodic SPAN margin updates. For example, SEBI
requires intraday monitoring of index futures limits. NSE/BSE
regularly publish margin requirements; initial margins for most index
futures are ~20-25% of contract value as of 2025.

Traders should stay abreast of exchange circulars (available on NSE/BSE
websites) for changes in lot sizes, expiry schedules, margin rates, and
permissible underlyings. These regulations aim to maintain orderly, liquid, and

solvent futures markets.

2.7 Open Interest (OI): Reading Market Participation

Open Interest shows how many outstanding contracts exist in the market. By
combining OI with price movement, traders can interpret whether positions are

being built or unwound.

Here’s the classic interpretation:

Price Action | Ol Movement | Interpretation Position Type
Price 1 oI1 Fresh longs added Long Build-up
Price | oI Fresh shorts added Short Build-up
Price 1 o1l Shorts covering (buying Short Covering
back)
Price | o1l Longs exiting positions Long
Unwinding

This table acts like a compass in futures trading.

Case Study: Intraday Futures Analysis Using Ol, VWAP, and Volume

18




m - - . B P .M. BAT

1 lllllll.lh'nlll: I'I l . | ii II.|
] Tn,-i'-'ﬁhr.! L TN il B |I-l'.'|—']-.”l!; -

o x

. __.h_-‘.‘\'l-.. PP N T [ .--I..i-Lrw-'l-l.’l" .hh \d-lt--.-l
— = -..—.: - o _m

Figure: Bank Nifty Sep futures intraday (3-min) chart with VWAP, volume and
OL. The blue line is price, red line is VWAP. In the Bank Nifty chart above,
notice how price rose in the second half of the session while the VWAP (red)
line trended below price, indicating bullish bias. Simultaneously, Open Interest
(bottom panel) climbed, and volume bars surged. This combination — rising
price + rising OI + strong volume, with price above VWAP — confirms that new
buyers are entering and supporting the up-move, signaling trend strength.
Traders look for these alignments: if price advances on high volume and OI
increases, the move is likely driven by fresh demand. By contrast, if price were
climbing but OI fell, it would suggest short-covering or waning participation.
Thus, in this chart, the simultaneous strength in price, volume, and OI above
VWAP signaled a strong intraday bullish trend to participants.

2.8 Hedging with Futures — Practical Applications

Hedging means offsetting the risk of a cash position by taking an opposite
position in futures. For example, suppose you hold 1,100 shares of HDFC Bank
(bought in the cash market) and worry the stock might fall. To hedge, you could
sell an equivalent number of HDFC Bank futures. In India, each HDFC Bank
futures lot represents 1100 shares, so 1,100 shares equals 1 futures lot. If the
stock falls, the loss on your shares is offset by a profit on the short futures (and
vice versa). This locks in a sale price: no matter how the market swings, the net
position change is small. Effectively, you’ve converted your equity risk into a
“known” price through futures, protecting your portfolio from adverse moves.

Futures Hedging Case Study: Matching Cash and Futures Quantities
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HDFCBANK MARKET CNC 1100 10,42,030.00

HDFCBANK SEP FUT > MARKET NRML 1100 1.84,635.27

12,26,665.27 12,26,665.27 » =l o |

Figure: HDFC Bank — Cash vs Futures (daily). The First Position is HDFC
Bank stock; the Second Position is HDFC Bank Sep futures. To see why
matching quantities is critical, consider this case: you own exactly 1,100 HDFC
Bank shares, and you sell 1 lot of HDFC Bank futures (1x1100 shares per lot)
at 3949.15. Because futures mirror the stock one-for-one, your futures position
perfectly offsets your shareholding. If HDFC Bank falls 10%, your stock loses
~%104,000, but your short futures gain roughly 3104,000, netting out. Had you
hedged fewer shares (or more), you’d be under- or over-hedged, leaving
residual risk. Thus equal quantities ensure a full hedge. In practice, traders use
the broker’s contract specs (e.g. 1100 shares/lot) to align positions precisely.

In this example, we deliberately avoid options for simplicity; options are more
complex (involving time-decay and premiums) and will be introduced in the
next chapter. Here, futures provide a straightforward hedge: the cash shares
(First Position) and the futures price (Second Position) move nearly in lockstep.
When they drift apart, arbitrage or hedging forces bring them together by
expiry. The image above illustrates that link, and readers can place it next to
this section for clarity.

Example: Hedging HDFC Bank (1,100 Shares)

Scenario Cash Market (Buy Futures Market (Sell I | Net Result
1,100 shares @ 3967) lot @ %970)

Stock rises to | Profit = (1,020 —967) x | Loss = (1,020 —970) x | Net Profit
31,020 1,100 = %58,300 1,100 = -X55,000 =33,300

Stock falls to | Loss = (920 — 967) x Profit = (970 — 920) x | Net Profit
%920 1,100 =-X51,700 1,100 = 355,000 =33,300

Let’s take the real example shown in the image above. Suppose you buy 1,100
shares of HDFC Bank in the cash market for a short-term investment. Suddenly,
you realize that the company is about to announce its results in the next five
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days. Results can create big volatility — if the numbers are weak, your shares
could drop sharply. Instead of selling your shares (because you still want to
hold them for the medium term), you decide to hedge the position.

How do you do that? You sell 1 lot of HDFC Bank September Futures (1,100
shares). Now you are holding the same quantity in both directions: long in the
cash market and short in the futures market.

Here’s what happens:

e [fHDFC Bank’s results are disappointing and the stock price falls, the
loss in your cash holding will be offset by the profit in your futures
short.

e [f the results are strong and the stock rises, your cash shares will gain,
but your futures short will lose — effectively reducing the profit but
still protecting you from a big downside.

This is hedging in action: sacrificing some upside to protect against heavy
downside risk.

Think of it like buying insurance for your car. If nothing happens, you lose the
small premium (in this case, the opportunity cost of gains lost in futures). But
if an accident happens, insurance saves you from a huge financial hit. Similarly,
hedging with futures saves your capital when unexpected events like quarterly
results, policy changes, or global shocks strike the market.

As you can see, whether the stock rises or falls, the net impact is nearly flat
(~X3,300 in both cases). This is the cost of hedging — you protect yourself
from heavy losses but also give up big profits.

2.9 FII-DII Futures Activity

Institutions play a major role in India’s futures markets. Foreign Institutional
Investors (FIIs) and Domestic Institutional Investors (DIIs) use index and stock
futures for arbitrage, hedging, and portfolio management. For example, if FIIs
hold large stock portfolios, they might short index futures to hedge against an
anticipated market drop. Alternatively, professional traders engage in cash—
futures arbitrage: if a futures contract is mispriced relative to the basket of
underlying stocks, they buy one and sell the other to lock in a risk-free profit.
For instance, if HDFC Bank futures trade well above the spot price, a trader
could sell futures and simultaneously buy the cash stock, then deliver the
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cheaper stock at expiry for a guaranteed spread. Such strategies rely on
institutional capital and fast execution.

Retail traders can monitor institutional positioning through NSE’s official data.
The NSE publishes daily “Participant-wise Open Interest” reports for F&O.
These show how much open interest is held by FllIs, DIlIs, proprietary traders,
and retail clients. By reading them, you can get a sense of who is buying or
selling.

How to Track Institutional Futures Positions (Step-by-Step)
1. Visit the official NSE website and navigate to Market Data —
Derivatives — Participant-wise Open Interest.
2. Select the desired date.
3. Choose the contract type: Futures — Index or Futures — Stock.
4. Review the columns for FII and DII.

o A net long Ol (more longs than shorts) means bullish
positioning.

o A net short Ol means bearish positioning.
5. Compare these figures across multiple dates or expiries.

o For example, if FlIs are consistently adding shorts while the
market rises, it could signal caution or an upcoming reversal.

O NSE ———— N ninyso

Figure: NSE Market Watch — Equity Derivatives. The table shows live stock
futures contracts such as Reliance, TCS, HDFC Bank, ICICI Bank, and Infosys,
with details on expiry, prices, volumes, and open interest. Retail traders can
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connect this data with participant-wise reports to see how institutions are
positioned.

By combining such live market data with daily participant reports, traders can
see the bigger picture. If FlIs are increasing long positions in Nifty futures, it
often strengthens bullish sentiment. If DIIs counterbalance with shorts, it may
reflect hedging against their cash market exposure. FII/DII futures activity thus
acts like a sentiment compass for the Indian markets, and retail traders who
track it regularly can align their trades with institutional flows rather than
fighting them.

2.10 Risks and Advantages of Trading Futures

Futures offer several advantages: they allow hedging (protecting portfolios),
improve capital efficiency (only margins are needed, not full value), and benefit
from deep liquidity in popular contracts. Futures prices tightly follow the
underlying, so they aid in price discovery and allow trading large exposures
with less capital.

However, the downsides must be stressed, especially for novices. Leverage cuts
both ways: small market moves can generate large profits or losses. If markets
move against you, margin calls can liquidate positions quickly. For example,
on June 4, 2024, the Nifty 50 plunged as much as 8.5% intraday (crashing
~1,350 points) when unexpected election news hit. This sudden drop triggered
massive margin calls; many leveraged traders were forced to exit or got squared
off as prices fell. Retail F&O traders, in particular, fared poorly: studies (and
SEBI itself) find that over 90% of active retail F&O traders lose money in the
long run. In other words, misuse of leverage and lack of risk controls wiped out
most newcomers.

Key risks include market gaps on news/events (which can blow through stops),
unpredictable volatility spikes, and the obligation to maintain funds for margin.
For instance, an earnings surprise or global shock can slam futures prices before
a trader can react. SEBI data underscores that without strict discipline, the odds
are stacked against most retail speculators.

Bottom line: Futures can magnify returns and help hedge, but they also magnify
losses. Always use sound risk management: don’t over-leverage, set realistic
stop-losses, and be prepared for sudden moves. Remember the Nifty crash
example and SEBI’s warning — trading futures should be done with care,
patience, and discipline.
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Key Takeaways (Chapter 2— Futures)

2.1 Underlying Assets and Basis — Futures derive value from stocks or indices
and converge with spot prices by expiry due to arbitrage.

2.2 Expiry Cycles — Futures expire on fixed weekly, monthly, or quarterly
cycles; NSE moved stock/index expiry to Tuesdays from Sep 2025.

2.3 Lot Size — Each futures contract has a fixed lot size (e.g., 1100 HDFC Bank
shares), ensuring standardized exposure.

2.4 Leverage and Margin — Futures require only margin money (not full value),
offering 5x—6x leverage but amplifying both gains and losses.

2.5 Trading Futures (Examples) — Long futures profit when prices rise, shorts
profit when prices fall, but both face unlimited loss potential.

2.6 Settlement and Delivery — Index futures settle in cash, but stock futures are
physically settled, requiring actual share delivery from Oct 2019 onward.

2.7 Open Interest (OI) — Rising price with rising Ol signals strong trend; falling
OI with rising price signals short covering, not fresh buying.

2.8 Hedging with Futures — Holding equal quantities in cash and futures creates
a hedge, limiting losses but also capping profits.

2.9 FII-DII Futures Activity — Institutional positions in futures (tracked via
NSE data) act as a sentiment compass for market direction.

2.10 Risks and Advantages of Futures — Futures offer hedging and leverage
benefits, but misuse of leverage causes 90%+ of retail traders to lose money.

Regulatory Notes (Summary for Chapter 2)

e Physical Settlement: SEBI/HO/MRD/DP/CIR/P/2018/67 (April 2018)
mandated compulsory stock futures delivery (fully effective from Oct
2019).

e Contract Value & Lot Sizes: SEBI circular (Oct 2024) required
minimum 15 lakh notional per index futures; NSE Circular 128/2024
revised lot sizes accordingly.

e Expiry Alignment: NSE circular (May 2025) shifted all stock and index
futures expiry to Tuesdays (effective Sep 1, 2025).
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Margin Rules: SEBI’s risk-management framework requires SPAN +
exposure margins; additional margins may apply near expiry or in
volatile markets.

Data Sources: Charts from Zerodha, payoff illustrations from Opstra
DefineEdge, and market/participant data from NSE/BSE official
portals.
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Chapter 3:
Understanding Options — Calls, Puts, and
Market Sensitivity

Flexibility, choices, and the science of premiums
Introduction — A New Kind of Market Deal

In the previous chapter, we learned how futures let traders lock in a price today
for a trade in the future. But what if you want the option — not the obligation —
to make that trade later? This is where options come in. Options originated
centuries ago (legend speaks of ancient Greek traders using early option-like
contracts on olive harvests) and today are a staple of modern markets. An option
is essentially a special agreement that gives you the right (but not the
obligation) to buy or sell an underlying asset at a predetermined price by a
specific date. In other words, you can benefit from an asset’s price movements
without actually owning it upfront. This flexibility makes options powerful
tools for both speculation and hedging.

Think of it like this: if futures are a binding deal, an option is like making a
reservation or buying insurance. You pay a small fee for a choice: you can
decide later whether to go through with the deal. This simple idea has huge
potential — it limits your risk to just the fee (called the premium) while giving
you a shot at reward. No wonder options have a rich history and were eventually
standardized on exchanges in the 1970s (with the Chicago Board Options
Exchange launching in 1973). Let’s dive deeper into how options work and
their key ingredients: calls, puts, strike prices, expiries, and how buying vs.
selling them differs in practice.

Key takeaway: Options are financial contracts that grant a right (to buy or sell)
without obligation, much like reserving a future price or insuring against a price
drop, for a fee (premium).

3.1 What Are Options? (Calls and Puts Explained)

Options Basics: An option derives its value from an underlying asset (like a
stock or an index). The two main types are calls and puts. A call option gives
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its holder the right to buy the underlying asset at a set price, while a put option
gives the right to sell the underlying at a set price. Importantly, the option holder
is never obliged to exercise this right — they will do so only if it benefits them
(otherwise the option can expire worthless). The fee paid to acquire an option
is called the premium. This premium is the maximum risk for the option buyer.
On the other side, the option seller (also called the writer) receives the premium
but takes on the obligation to fulfill the contract if the buyer chooses to exercise
the option.

Real-world analogy: Buying a call is like paying a token amount to reserve a
future purchase price for something. If the actual price shoots up later, you’re
happy because you locked in a cheaper deal. Buying a put is like buying
insurance for your asset — you pay a premium so you can sell at a guaranteed
price even if the market price crashes. In everyday terms: a call = a reservation
coupon; a put = an insurance policy. Traders use calls when they anticipate
prices will rise, and puts when they fear prices will fall. Options have become
popular since they allow profit from price movements with limited risk (the
premium) and without needing full capital to buy the actual asset.

Example — Call Option: Meet Arjun. He expects the market (let’s say Bank
Nifty index) to rise. Instead of buying the index outright, Arjun buys a call
option giving him the right to buy Bank Nifty at a strike price of 55,000 by a
future date. He pays a premium — suppose 500 — for this call. Now, if Bank
Nifty indeed jumps to, say, 55,500, Arjun’s call option lets him buy at 55,000
and immediately sell at the market price, netting the profit (55,500 — 55,000 =
%500) minus the I500 premium paid. He doubles his money in this scenario. If
instead the market falls below 55,000, Arjun won’t exercise the option (why
buy at 55,000 if the market is cheaper?) — he will let it expire. His loss is only
the premium X500, nothing more. This illustrates that the call buyer’s risk is
capped at the premium, while the upside can be significant.

Example — Put Option: Now consider Maya, who owns a portfolio and
worries the market might crash. She buys a put option to insure her position.
Maya buys a put on Bank Nifty with strike 55,000, paying a premium (say
%400). If the index plunges to 54,000, Maya’s put gives her the right to sell at
355,000, well above the market — effectively shielding her from the loss below
55,000. The put’s value will have increased (it’s like an insurance payout when
damage happens). If the market instead rises, her put expires worthless, and her
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loss is only the 400 premium (which is like paying an insurance premium for
peace of mind).

Today, options are used both for speculation (trying to profit from market
moves with leverage) and for hedging (protecting investments against adverse
moves). Exchanges introduced standardized options in India in the early 2000s
(NSE launched index options in June 2001, BSE in 2001 as well) and since then
the market has grown under SEBI’s regulations. Now that we know what
options are, let’s examine how calls and puts behave in real market conditions
with some charts.

Key takeaway: A call option is a bullish bet giving you the right to buy later
at a fixed price (useful if you expect a rise), whereas a put option is a bearish
bet giving the right to sell later at a fixed price (useful if you expect a drop). In
both cases, the most you can lose as a buyer is the premium paid, while sellers
earn the premium but assume much larger risks.

3.2 Call vs Put: Two Sides of the Coin

A call and a put are mirror opposites in how they pay off. When the underlying
price rises, call options gain value, while put options lose value. When the
underlying falls, put options gain value, while calls lose value. This is a crucial
point: calls move in the same direction as the underlying, and puts move in
the opposite direction. Let’s use a real market example to illustrate this
relationship:
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Bank Nifty spot index (left) vs. Bank Nifty 55,000 CE (Call Option) price
(right). The call option’s premium rises sharply as the Bank Nifty index rallies
(positive correlation).
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In the chart above, the left panel shows the Bank Nifty index climbing, and
the right panel shows the premium of a Bank Nifty 55,000 Call Option (CE) at
the same time. Notice how the call’s price surges upward in tandem with the
index. Those tall green candles on the right correspond to the index’s jump on
the left. This confirms the principle: call premiums increase when the
underlying asset price increases. For a call buyer like Arjun, that’s good news
— as the market goes up, his call option becomes more valuable.

Now, let’s look at the opposite case with a put option:
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Figure: Bank Nifty spot index (left) vs. Bank Nifty 55,000 PE (Put Option)
price (right). Here, Bank Nifty is dropping (left panel) while the 55,000 PE
premium is rising (right panel). Put premiums climb when the underlying falls
(negative correlation).

In this second chart, the left panel shows Bank Nifty falling, and the right panel
shows the premium of a 55,000 Put Option shooting up. As the index declines,
the put becomes more valuable — exactly the inverse relationship of the call.
When the underlying price falls, put option premiums rise, since the right
to sell at a higher strike price becomes very valuable. This negative correlation
is why puts are often used as insurance or hedges. Maya’s put option would
behave like this right-hand chart: if Bank Nifty plunges, her put skyrockets in
value, offsetting losses elsewhere.

To put it in simple terms:

e Call = “I bet it will go up.” If the market rises, the call pays off. If it
falls, the call premium can drop to zero (worst case, you lose the
premium).
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e Put=“I bet it will go down.” If the market falls, the put pays off. If it
rises instead, the put premium collapses (worst case, lose the premium).

In everyday analogies, buying a call is like reserving the right to buy
something at today’s price and benefiting if its price goes up; buying a put is
like buying insurance to lock in a sell price and benefiting if the asset’s price
goes down. Traders use calls to profit from or express bullish views, and puts
for bearish views or to hedge portfolios against declines. The key lesson from
these examples is vivid: calls and puts respond oppositely to market moves,
and the charts above make this behavior clear as day.

Key takeaway: Calls rise in value when the underlying asset rises, whereas
puts rise in value when the underlying falls. Calls have a positive correlation
with the underlying price; puts have a negative correlation. This is why calls
are like bullish “reservations” and puts are like bearish “insurance.”

3.3 The Strike Price — Setting Your Deal Price

An option’s strike price is the predetermined price at which you can exercise
the option (buy in case of a call, or sell in case of a put). The strike is a critical
element because it’s essentially the “deal price” you lock in. When you look
at an options chain, you’ll see many strike prices available — for example,
54,000, 55,000, 56,000, etc., each with its own option premium. Why so many
strikes? Because traders have different views on how far the market might move
and want different price levels for their rights.

Think of strike price like setting a price target in advance. If you buy a call with
a lower strike (closer to or below the current price), it’s more likely to end up
profitable, so it will cost a higher premium. A call with a very high strike (far
above current price) is cheaper — it’s like a long shot bet that the market would
have to rise a lot. Conversely for puts: a put with a high strike (above current
level) is expensive (it gives the right to sell at a relatively high price), whereas
a put with a much lower strike is cheaper.

Analogy: Imagine you’re pre-booking a concert ticket that might sell out. If
you reserve a spot at the current price, you might pay a certain reservation fee.
If you try to reserve a spot at a much cheaper price than now (a better deal for
you), the fee would naturally be higher (since it’s unlikely the seller would
agree unless compensated). In options terms: the more in-the-money an option
(i.e. a call strike below current price or a put strike above current price), the
more expensive it is because it already has intrinsic value. The more out-of-
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the-money (a call strike far above current, or a put strike far below current),
the cheaper — such options are a bit like lottery tickets that pay off only if a big
move happens.

How Strike Affects Premium: The strike price directly influences an option’s
premium. For calls: a lower strike (e.g. buying right to buy at 354,000 when
market is ¥55,000) means the option is already valuable (it’s like a X1,000
discount on the market), so premium will be high. A higher strike (say ¥57,000)
might be out-of-the-money and cheap — it will only have value if the market
climbs above 57,000. For puts: a higher strike (right to sell at a higher price) is
more valuable, so premium is high; a low strike put is cheap because it only
helps if the market drops a lot. Traders choose strikes based on their market
outlook and risk appetite. A conservative bullish trader might buy a slightly in-
the-money call (higher premium but higher chance of some payoff), whereas
an aggressive one might buy a far out-of-the-money call (tiny premium for a
big payoff if a huge rally happens).

In summary, the strike price is the agreed price for future exchange, and your
choice of strike is like setting the bar for how much of a move you want to
profit from. It adds another layer of strategy: not only do you have to be right
about direction, but also about magnitude relative to the strike. Beginners
should remember that options with strikes near the current market price
(at-the-money) have premiums reflecting a balanced chance of profit,
while deep in-the-money or far out-of-the-money strikes carry different
risk/reward profiles.

Key takeaway: The strike price is the pre-set price at which you can exercise

an option. It’s like naming the price of a future deal. Your option’s value
depends on how the market moves relative to this strike. Choosing different
strikes lets you tailor your bet: a strike closer to current price costs more but
has higher odds of payoff, while one far away is cheaper but requires a bigger
market move to become valuable.

3.4 Option Expiry — Time Decides Everything

Every option contract has an expiration date (or expiry), after which it ceases
to exist. If you don’t use your option by expiry, it expires worthless (if it’s out-
of-the-money) or gets settled at its intrinsic value (if it’s in-the-money, often
via automatic settlement). Understanding expiries is crucial because options are
wasting assets — their time value erodes as the clock ticks down.
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In the Indian market, there are monthly expiries and (until recently) weekly
expiries for many index options. Traditionally, index options (like Nifty, Bank
Nifty) expired on the last Thursday of each month (if that was a holiday, it’d
be the previous trading day). Stock options similarly have monthly expiries. In
the last few years, weekly options became very popular — for instance, Bank
Nifty had expiries every Wednesday, Nifty every Thursday (with different
weekly contracts each week), and so on, leading to an expiry on some index
nearly every trading day of the week. These weekly expiries gave traders very
short-term instruments to bet on, but they also contributed to a frenzy of
speculation and volatile “expiry day” trading.

Regulatory Change: Market regulators found that having multiple expiries
across days was causing excessive short-term trading volatility. In late 2023,
SEBI stepped in to streamline index option expiries. According to a SEBI
circular (No. SEBI/HO/MRD/MRD-PoD-1/P/CIR/2023/186 dated Nov 10,
2023), effective Nov 20, 2024, each exchange is allowed to offer weekly
expiries on only one index. In practice, this means:

e On the NSE (National Stock Exchange), only the Nifty 50 index has
weekly options (now expiring every Tuesday, as NSE chose Tuesday
for its weekly cycle).

e On the BSE (Bombay Stock Exchange), only the Sensex index has
weekly options (expiring every Thursday for BSE).

All other indices that used to have weekly expiries (Bank Nifty, Nifty Bank,
FinNifty, Midcap indices, etc.) no longer have weekly contracts — they only
have monthly expiries now. This was a big shift aimed at reducing the
“expiration day” trading mania. Essentially, SEBI limited the expiries of equity
index derivatives to at most two days in a week (Tuesday and Thursday) across
exchanges, instead of every weekday having some expiry. Apart from those
weekly contracts on the two main indices, all other derivatives must expire
on a monthly cycle, typically in the last week of the month.

Furthermore, in 2025 there’s discussion of going even further. The SEBI
Chairman hinted that they are evaluating scrapping weekly options entirely.
In September 2025, SEBI started a consultation process to consider ending
weekly F&O expiries, amid concerns that many retail traders were incurring
heavy losses trading ultra-short-term options. The chairman noted that a
consultation paper on ending weekly expiries would be prepared and
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stakeholders’ feedback taken before any decision. This means weekly options
might eventually be phased out completely, leaving only monthly expiries
(though as of this writing, the final decision is pending).

So what does expiry mean for an options trader? Firstly, you must be aware of
when your option will expire — that’s the deadline for your market view to
play out. An option is a wasting asset: if it’s out-of-the-money as expiry
approaches, its premium will shrink (all else equal) and eventually go to zero
at expiry. Many beginners witness that the option they bought for, say, 100 a
couple of weeks ago might dwindle to I5 if the market doesn’t move in their
favor, purely due to time decay. Secondly, with the new rules, if you were used
to the weekly excitement of (for example) Bank Nifty expiring every
Wednesday, you’ll have to adjust — Bank Nifty now only has monthly expiries
(last Tuesday of each month on NSE). Nifty’s weekly game shifted to Tuesday,
etc. Always check the latest contract specifications on the exchange or with
your broker, as the regulatory environment can evolve.

Monthly vs Weekly: Monthly options naturally have more time value and
usually larger premiums than an equivalent weekly option, because there’s
more time for the market to move. Weekly options (when they exist) decay very
fast and are favored by traders looking for quick, short-term strategies. With
weekly options now curtailed to just Nifty and Sensex, traders have somewhat
fewer ultra-short-term instruments, which might encourage slightly longer-
term positioning and could reduce speculative churn. SEBI’s intent is to
enhance market stability and protect small investors from the allure of very
short-term bets that can go wrong quickly.

In summary, always know when your option expires and plan accordingly. As
a beginner, it’s often safer to start with monthly options to give your trade idea
more time to work out, rather than weeklies which can be unforgiving with time
decay. And keep an eye on regulatory changes: the landscape of what expiries
are available can change (for instance, if weekly contracts are entirely removed
in future, you’ll only have monthly expiries to trade).

Key takeaway: Expiry is the lifeline of an option — it’s the date when the
option contract ends. Indian markets have monthly expiries (last Thur/Tue of
month) and limited weekly expiries on major indices (one per exchange after
Nov 2024 rule). As expiry nears, an option’s time value erodes rapidly. Recent
SEBI rules have reduced weekly expiries to curb excess speculation, and there’s
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even consideration to eliminate weekly options altogether. Always be aware of
your option’s expiry date and how close it is, as time decay will accelerate.

3.5 Buying vs. Selling Options: Cost and Risk in Practice

Thus far we’ve discussed options from the buyer’s perspective — limited risk,
potentially high reward. But options can also be sold (written), and many
strategies involve selling options. It’s crucial to understand the stark difference
between buying an option and selling one, in terms of cost, margins, and risk.
Let’s break it down with a practical comparison of buying vs. selling a call
option.

Suppose we focus on a particular option: Bank Nifty 55,000 Call Option (CE)
for an expiry later this month. We’ll examine what happens if you sell this call
versus if you buy this call, using actual margin calculations and an order
example.

1. Selling a Call Option — The Heavy Margin Requirement

When you sell (write) an option, you are taking on the obligation to fulfill the
contract if the buyer exercises. For a call option, if the market shoots above the
strike, as a seller you could face theoretically unlimited losses (because the
underlying’s price can keep rising, and you’d have to sell it at the strike to the
option holder, or settle the difference). Due to this potentially unlimited risk,
brokers and exchanges demand a hefty margin when you sell options. This
margin is like collateral to ensure you can cover losses if the trade goes against
you.

Let’s say you decide to sell one lot of Bank Nifty 55,000 CE. One lot of Bank
Nifty consists of 35 units (for example). At the time of this example, the
premium is around Z1,040, so one lot is worth about 336,400 (premium * 35).
However, the broker will require a margin far exceeding that. Here’s a snapshot
of the margin calculator for this short call position:
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BANKNIFTY 28-0CT-25 =

Calls - 55000

s [ aei I e |

Margin breakdown for selling a Bank Nifty 55,000 call (one lot). The SPAN
margin (32,28,734) and exposure margin (338,744) sum up to a total required
margin of 32,67,477. The premium of 336,339 is received by the seller, but it
doesn’t reduce the upfront margin requirement.

In the image above, notice the components: SPAN margin (22.28 lakh) is the
calculated risk margin based on worst-case scenario moves, and Exposure
margin (20.39 lakh) is an additional buffer (often ~2-3% of contract value).
Together they total about %2.67 lakh. This full amount is blocked from the
seller’s account as the total margin. The seller does collect the premium of
roughly 36,339, which will be credited to their account, but they cannot
withdraw that freely if it’s serving as part of the margin. Effectively, about
%2.31 lakh of the seller’s capital is locked up as margin net of the premium
received.

Why so high? Because if Bank Nifty were to, say, jump to 58,000 by expiry,
that short call would be 33,000 in the money (58,000 — 55,000) and the seller
would owe %3,000 * 35 =%1,05,000 loss per lot. If it went even higher, losses
mount further. The margin is set to cover such large adverse moves. For the
seller, the maximum profit is only the premium received (236,339) — that’s if
the option expires worthless (market at or below 55,000). The risk, however,
is theoretically unlimited beyond the breakeven point (strike + premium). This
is why selling options requires big capital and strong risk management. One
comforting point: you can always buy back the option before things get too dire
(stop-loss), you’re not forced to hold till expiry. But still, brokers want to ensure
you have skin in the game.
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In summary, selling a call gives you a small upfront gain (premium) but exposes
you to large potential losses, hence the steep margin requirement.

2. Buying a Call Option — Limited Risk, No Margin Needed

Now, consider buying that same Bank Nifty 55,000 call (one lot). As a buyer,
your risk is limited to the premium you pay — you can’t lose more than that.
Therefore, brokers do not require SPAN or exposure margins from option
buyers. You just need to pay the premium cost in full. In fact, if you use a
margin calculator for buying, it will typically show zero margins needed (aside
from the premium itself).

BANKNIFTY 28-0CT-26 -

Calls - 55000

Broker’s margin calculator for buying the 55,000 call option. It shows SPAN
margin = 0 and total margin = 0, because only the premium is required to be
paid by the buyer.

As shown above, when placing an order to buy the option, you just need
sufficient cash to cover the premium. Let’s do the math: premium ~%1,045, lot
size 35, so cost = 1,045 x 35 =336,578.50. This X36.6k is the amount that will
be debited from your account to purchase the option. It’s also the maximum
loss you could suffer (if the option expires worthless). No additional margin is
blocked. This is one reason many beginners prefer buying options — it’s
straightforward and the risk is clear and capped. The downside, however, is that
options have time decay and one needs the market to move enough to overcome
that premium cost, otherwise the entire premium can be lost.
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To visualize, here’s how it looks in an order window for buying the call:

BANKNIFTY OCT 55000 CE L
NFO ¥1,045.10
Quick Regular Iceberg 2
O Intraday @ Overnight Advanced v
Qty. Price
35 S 1045.1
1lot O Market @ Limit OSL  OSLM
g= it 2 Stoploss % Target ®

Required ¥36,578.50 +39.98 Available 0.00 D ‘ Cancel l

Order window for buying 1 lot of Bank Nifty 55,000 CE at 31,045.1. It shows
“Required X36,578.50, Available R0.00” — meaning you need 336,578.50 to pay
for the premium, and no extra margin. This is the total cost and also the max
potential loss for the buyer.

From the order screenshot, you can see Quantity 35, Price 1045.1, and the
Required amount equals %36,578.50, which matches our calculation.
“Available %0.00” just indicates there was no excess margin shown because
none is needed beyond the premium.

So, buying an option requires much less capital compared to selling. Here
it’s ~X36k vs. 32.67 lakh for selling the same lot. The trade-off is that the
buyer’s money is paid as premium (cash outflow) and will be lost if the market
doesn’t move favorably, whereas the seller’s 32.67L margin is still their money
(just locked as security) and they got a 36k inflow — but the seller faces the
open-ended risk.

3. Comparing the Two Side-by-Side

It’s useful to see the contrasts between buying and selling clearly. Below is
a simple comparison of the key aspects:
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Aspect

Buying a Call Option

Selling a Call Option

Capital Pay only the premium Must put up a large margin
Outlay upfront (336,578.50 in our (R2,67,477 in margin, minus
example for 1 lot). This is premium received). Although
the cost of the option. you receive 336,339 premium,
about ¥2.31L of your capital
gets locked as margin.
Risk (Max Limited to the premium Potentially unlimited (if the
Loss) paid (you cannot lose more | market skyrockets far above
than ¥36,578.50, no matter | 55,000, your losses keep
what). increasing). In practice, losses
are capped by closing the
position or by the
underlying’s price movement,
but it’s theoretically
uncapped.
Reward Unlimited profit potential if | Limited profit to the premium
Potential the market soars (the call’s | received (max 336,339 gain if
value can rise indefinitely the option expires worthless).
as underlying rises). Profits | The best case for a seller is
after breakeven (strike + that nothing happens and they
premium). keep the premium.
Margin No SPAN/Exposure margin | Heavy margin required
Requirement | required. Just need cash to | (SPAN + Exposure). Must
cover the premium cost. maintain this margin; if losses
mount, you may need to add
more funds (mark-to-market)
or exit the trade.
Time Decay | Time decay hurts the buyer | Time decay helps the seller —
Impact — the option loses value as every day the option’s time

expiry approaches if
underlying doesn’t move
enough. Buyer’s position
needs a favorable move
relatively quickly.

value erodes is money in the
seller’s pocket if price stays
stable. Seller profits if the
option expires worthless or
with less value, due to passing
of time.
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As shown, buyers and sellers have opposite risk profiles. The buyer has a
smaller investment and defined risk, looking for a big move. The seller has a
big capital at stake, earns a fixed premium, and hopes nothing dramatic
happens. Sellers act like the “insurance company” earning premium, while
buyers are paying premium for protection or leverage.

Both approaches can be valid in different strategies. Beginners are generally
advised to start on the buying side to avoid the complexities and high stakes of
margins. Selling options can be profitable in sideways or slow markets (because
you earn decay), but one must be very mindful of risk management (stop-losses,
hedging, etc.) and have sufficient capital.

To summarize the earlier example in a narrative: Arjun could either buy the call
paying ~X36k, or Suresh (another trader) might sell that call and collect ~X36k
but park X2.67L as margin. If Bank Nifty rallies a lot, Arjun could see his 336k
turn into maybe X70k, X1 lakh, etc. — theoretically uncapped; Suresh would see
losses and might have to pay the difference, potentially far more than X36k. If
Bank Nifty stays flat or below 55k by expiry, Arjun’s option expires worthless
(his Z36k is lost), while Suresh keeps the *36k premium as profit. This zero-
sum nature (one’s loss is another’s gain) is the essence of options trading — but
importantly, the risk-reward and capital requirement for each side are
asymmetrical.

Key takeaway: Buying an option is a low-cost, limited-risk bet — you pay the
premium and that’s your max loss, with potential for large gain. Selling an
option is like earning an insurance premium — you get upfront money but carry
significantly higher risk and must post a big margin. Buyers benefit from big
moves; sellers benefit from stability and time decay. Always weigh the cost,
risk, and reward profile before choosing to buy or sell an option.

3.6 Premium and Moneyness in Options: Intrinsic, Extrinsic, ATM, I'TM,
and OTM

1. Option Premiums: Intrinsic and Extrinsic Value

An option premium is simply the price you pay to buy an option. SEBI
explicitly defines this as the consideration the buyer pays the seller for the right
the option grants. Think of it like buying a coupon: you pay for the coupon
upfront, and in return you get the right (but not obligation) to buy or sell the
underlying at the strike price. This premium breaks down into two parts:
intrinsic value (the immediate, exercise value) and extrinsic value (everything
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else, often called time value). In other words, Premium = Intrinsic +
Extrinsic.

Key takeaway: An option’s premium is the sum of intrinsic value and extrinsic
value, representing what the option is worth right now plus what you pay for
time and volatility risk.

Intrinsic Value :

The intrinsic value of an option is its “in-the-money” value — essentially, the
profit if you exercised it right now. For a call option, intrinsic value = max(Spot
— Strike, 0). For a put option, intrinsic value = max(Strike — Spot, 0). In other
words, a call is worth something immediately if the market price is above the
strike (you could buy low and sell high right away), and a put is worth
something if the market price is below the strike (you could sell high and buy
low). If the call is out-of-the-money (spot below strike) or the put is out-of-the-
money (spot above strike), intrinsic value is zero. Mathematically, the intrinsic
value is the difference between the underlying’s price and the option’s strike
price when positive, otherwise zero. For calls: Intrinsic = (Spot — Strike) if
positive, otherwise 0; for puts: Intrinsic = (Strike — Spot) if positive, otherwise
0.

Imagine it like a locked-in discount or guaranteed profit. For example, if
Bank Nifty is at 55,000 and you hold a 52,000 call, you effectively have a
“coupon” worth %3,000 immediately (you could exercise and buy at 52,000,
then sell at 55,000 in the market). Conversely, a Bank Nifty put at strike 58,000
has %3,000 intrinsic value when spot is 55,000 (you could exercise by selling at
58,000 while the market is at 55,000, then buy back at 55,000). It’s like an
insurance pay-out: if you can sell at a higher locked price than the current
market, the difference is your in-the-money value.

Bank Nifty Spot = 55,000

Strike Option Intrinsi | Extrinsi | Explanation
(Call) Premium ¢ Value | ¢ Value
(Call)
Example 1 | 3,200 33,000 3200 55k — 52k = 3,000 intrinsic;
— 52,000 plus 200 extrinsic yields
33,200 premium.
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Example 2 | %2,300 32,000 3300 55k — 53k = 2,000 intrinsic;
—53,000 plus 300 extrinsic = 32,300
premium.
Example 3 | %1,600 %1,000 2600 55k — 54k = 1,000 intrinsic;
— 54,000 plus 600 extrinsic = 21,600
premium.
Example 4 | %1,000 0 31,000 55k — 55k =0 (at the
(ATM) — (ATM) money); premium 1,000 is
55,000 pure extrinsic (time value).
Example 5 | 2200 20 3200 55k — 57k = -2,000 = 0
(OTM) — (OTM) intrinsic (out of money);
57,000 premium 200 is all
extrinsic.

For contrast, here are put options on the same index under the same conditions:

Bank Nifty Spot = 55,000

Strike Option Intrinsi | Extrinsi | Explanation
(Put) Premium | ¢ Value | c Value
(Put)

Example 1 | 3,200 33,000 3200 Strike 58k — 55k = 3,000

— 58,000 intrinsic; adding 200
extrinsic makes 33,200
premium.

Example 2 | 32,300 32,000 %300 57k — 55k = 2,000 intrinsic;

— 57,000 plus 300 extrinsic = 32,300
premium.

Example 3 | 1,600 %1,000 2600 56k — 55k = 1,000 intrinsic;

— 56,000 plus 600 extrinsic = 1,600
premium.

Example 4 | 21,000 20 21,000 55k — 55k = 0; premium

(ATM) — (ATM) %1,000 (all extrinsic time

55,000 value).
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Example 5 | 2200 20 2200 53k — 55k = =2,000 — 0

(OT™M) — (OT™M) intrinsic; premium 200 is

53,000 I .
purely extrinsic.

(Real-world analogy: Think of a call like a discount coupon to buy at 352,000
when the market is 355,000 — you “save” 3,000 instantly. A put is like
insurance that lets you sell at a high guaranteed price: if you can sell at 58,000
while the market is 355,000, you “gain” 33,000 immediately.)

Key takeaway: Intrinsic value is the immediate exercise profit — for a call, it’s
Spot — Strike, and for a put, it’s Strike — Spot. It can’t be negative (out-of-the-
money options simply have zero intrinsic value).

Extrinsic Value :

Anything in the premium that isn’t intrinsic is called extrinsic value (often just
“time value”). It reflects the value of having the option rather than exercising it
now. Extrinsic value comes from the time remaining until expiry and how much
the underlying might move (volatility), plus factors like interest rates and
dividends. If an option has no intrinsic value (deep OTM), its entire premium
is extrinsic. Even an ATM or ITM option has some extrinsic value on top of
any intrinsic, because time remains for further potential movement.

An easy analogy: extrinsic value is like paying a reservation fee or insurance
premium. Say you reserve a piece of farmland at a set price for one year.
You’ve locked in a deal, so you pay a fee for that reservation. Even if the price
of land stays the same, that fee has value because of the possibility of future
price changes. Likewise, an option’s extrinsic premium is the “rent” you pay to
keep your option alive. Longer time to expiry or higher volatility (chance of big
moves) makes this rent higher. As time passes (or volatility falls), extrinsic
value decays — a phenomenon known as time decay (theta).

For example, if you have a one-month Bank Nifty call that is currently ATM,
you pay extra in the premium for all the remaining weeks of potential
movement. If a few days pass and the market becomes stable, that extra portion
of the premium (the time value) begins to disappear each day. Pricing models
like Black-Scholes capture this mathematically: they show that extrinsic value
rises with volatility and time to expiry. In fact, time value, along with implied
volatility, makes up an option’s extrinsic value. Higher implied volatility
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(IV) means a higher chance of a big move, so it increases the extrinsic portion
of the premium, and vice versa.

Putting it together: Option Premium = Intrinsic + Extrinsic. For example, if
a Bank Nifty call option is trading at 33,500 total premium, and it has 32,000
intrinsic value at the moment, then it must have 21,500 in extrinsic value as
well. If one week passes without the index moving much, that 1,500 of
extrinsic might shrink (time decay), reducing the option’s price toward 32,000
(its remaining intrinsic value).

Key takeaway: Extrinsic value (time value) is the “extra” you pay over the
immediate intrinsic value — it depends on time to expiry and volatility. Total
premium always equals intrinsic + extrinsic, so if intrinsic goes down or an
option goes out-of-the-money, extrinsic makes up the rest (and vice versa).

2.Moneyness (Call Options)

“Moneyness” describes an option’s position relative to the current underlying
price. For call options, the categories are:

e In-The-Money (ITM): Spot price is above the strike. A call is [TM if
it has positive intrinsic value (for example, BN at 55k and strike 54k —
spot is higher than strike).

e At-The-Money (ATM): Spot price is about equal to the strike (for
example, BN at 55k and strike 55k).

e Out-Of-The-Money (OTM): Spot price is below the strike. A call is
OTM if it has zero intrinsic value (for example, BN at 55k and strike
56k — spot is lower than strike).

Below is a table classifying some Bank Nifty call strikes around an LTP (last
traded price) of 55,000:

Strike Price Spot 55,000 — Strike Moneyness (Call)
54,000 +1,000 IT™M

55,000 0 ATM

56,000 -1,000 OTM

57,000 2,000 OTM
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Here, 55,000 is ATM (spot equals strike), so intrinsic value = 0. Strikes below
spot (like 54,000) are ITM calls (since spot > strike, these have intrinsic value).
Strikes above spot (like 56,000, 57,000) are OTM calls (spot < strike, no
intrinsic value). An ITM call has more intrinsic value and therefore a higher
premium; OTM calls have no intrinsic and their price is purely extrinsic
(usually much cheaper). Moneyness matters to traders: [TM options move more
in sync with the underlying price (they have a higher delta) and cost more,
whereas OTM calls are cheaper but require a bigger underlying move to
become profitable.
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Figure: Bank Nifty call option chain excerpt showing ATM/ITM/OTM strikes.
The current LTP (~55,000, highlighted) is at the ATM strike (the first brown-
shaded row). Strikes below LTP (shaded brown) are ITM calls, and strikes
above LTP (white background) are OTM calls. Brown indicates those call
strikes that already have intrinsic value, whereas white indicates no intrinsic
value. In this example snapshot, the strike 55,000 is ATM (marked in brown as
the cutoff); strikes 54,000 and below (to 24,200 shown) are in-the-money calls
(brown rows), and strikes above 55,000 (e.g. 56,000 upward) are out-of-the-
money (white rows). This color-coding helps traders quickly see which call
options are ITM vs OTM.

Key takeaway: A call option is ITM if its strike is below the current spot (in
the profit zone immediately), ATM if strike = spot, and OTM if its strike is
above spot (no intrinsic value). Moneyness affects premium: ITM calls have
intrinsic value (hence higher option prices), while ATM and OTM calls derive
all their value from extrinsic factors (time and volatility).*immediate value).
Moneyness affects premium: ITM calls have higher intrinsic and cost more,
while ATM/OTM calls derive most value from extrinsic factors.

Moneyness (Put Options)
For put options, the logic flips:

e ITM (In-The-Money): Spot price is below the strike. (You could sell
high when the market is lower.)

e ATM: Spot price = strike.

e OTM: Spot price is above the strike. (No immediate value for the put,
since market price is higher than the right-to-sell price.)

For example, if Bank Nifty is 55,000: a 58,000 strike put is ITM (you have the
right to sell at 58k while market is at 55k, a valuable right), a 55,000 strike put
is ATM, and a 52,000 strike put is OTM (market is above your strike, so
exercising would not yield profit). A deeper ITM put has more intrinsic value
and a higher premium. Conversely, OTM puts have zero intrinsic value and
thus trade cheaper (their price is mostly extrinsic/time value).
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Strike Price Strike — Spot 55,000 Moneyness (Put)
58,000 +3,000 I™

57,000 +2,000 I™

55,000 0 ATM

53,000 —2,000 OTM

In this table, strikes above 55,000 are I'TM puts (strike > spot). The 55,000
strike is ATM (no intrinsic), and strikes below spot (e.g., 53,000) are OTM
puts. Traders pay close attention to moneyness because an ITM put acts like an
insurance policy you can cash in immediately (it already has value if exercised
now), whereas an OTM put is “out of the money” until the market drops
sufficiently. Premiums reflect this: ITM puts trade at higher prices (containing
intrinsic value), while OTM puts trade at lower prices (purely extrinsic value

until/unless they become ITM).
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STRIKE BID QTY nm ASK QTY

24,200.00 445,875 200 205 5,23,875
24,250.00 317,475 210 215 319,425
24,300.00 274,360 215 220 418,575
24,350.00 111,150 230 235 1,63,650
24,400.00 2,04,300 2.40 245 185225
24,450.00 313500 255 260 264375
24.500.00 2,04,825 295 3.00 240,675
24,550.00 18,600 3.40 345 37425
24,600.00 26,475 4.20 4.25 90,600
24,650.00 32475 530 535 78,150
24,700.00 27450 6.95 7.00 16,375
24,750.00 19,200 9.60 8.65 1575
24,800.00 15,750 14.00 14.05 16,350
24,850.00 4,950 2095 21.00 3,375
24.900.00 2700 3285 3290 300
24,950.00 5,775 5215 5230 2825
25,000.00 535 79.85 80.00 1200
25,050.00 1,125 1395 114.20 1,050
25,100.00 225 155.20 155.50 675
25,150.00 225 198.60 199.00 375
25,200.00 160 24555 24810 300
25,250.00 300 29495 295.70 450
25,300.00 34350 344.40 450
25,350.00 392.60 39370 235
25,400.00 44295 44355 150
25,450.00 49290 49460 235
25,500.00 54270 54410 150
25,550.00 59175 58410 225
25,600.00 642,680 64455 150
25,650.00 69140 694.45

25,700.00 74130 74350

25,750.00 78725 198575

25,800.00 839.80 844.85
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Figure: Bank Nifty put option chain excerpt showing ATM/ITM/OTM status.
With the index at ~55,000, any strike above this level is an ITM put (brown-
shaded rows) and any strike below 55k is an OTM put (white rows). The ATM
strike is 55,000 (highlighted as the first brown entry on the put side). In the
figure, strikes 58,000 and 57,000 (above spot) are shaded brown, indicating in-
the-money puts with intrinsic value, whereas strikes like 53,000 (below spot)
remain white, indicating out-of-the-money puts with no intrinsic value. This
visual separation makes it easy to see which put strikes already have intrinsic
value.

Key takeaway: A put option is ITM if its strike is above the current spot (Spot
< Strike), ATM if strike equals spot, and OTM if its strike is below spot.
Moneyness drives the premium: ITM puts have intrinsic value (thus higher
cost), while OTM puts rely entirely on extrinsic value (lower cost).nsic value
and cost more, while OTM puts rely on extrinsic factors.
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Figure: Combined Bank Nifty option chain (calls on left side, puts on right
side) for various strikes. The current index level (LTP ~ 55,000) is highlighted
in both columns, marking the ATM strike (first brown row in each side). Strike
prices below the current LTP (55k) fall into the ITM category for calls (left,
brown shading) and simultaneously are OTM for puts (right, white). Strike
prices above LTP become ITM for puts (right side, brown shading) and OTM
for calls (left side, white). In the figure, you can see this mirror effect: for
example, at strike 25,800 (top of excerpt), the put side is shaded (ITM put)
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while the call side is unshaded (OTM call); at strike 24,200 (bottom of excerpt),
the call side is shaded (ITM call) while the put side is unshaded (OTM put).
The ATM strike (25,500 in this snapshot) is highlighted in brown on both sides
as the transition point. Brown indicates in-the-money, white indicates out-
of-the-money.

Key takeaways: Each option’s premium consists of an intrinsic part
(immediate exercise profit) and an extrinsic part (time/volatility value)
investopedia.com investopedia.com . Moneyness ITM/ATM/OTM) tells you
where an option stands relative to the current price, which in turn affects its
intrinsic value and therefore its premium.

In summary, option premiums reflect both intrinsic value and extrinsic factors
(time and volatility). SEBI rules require option buyers to pay the full premium
upfront, emphasizing that this price is the buyer’s payment for the contract at
purchase. Traders then use moneyness (ITM/ATM/OTM) to gauge how much
intrinsic value is built into an option’s price versus how much is extrinsic/time
value. The Black—Scholes pricing model (a standard theoretical framework)
formalizes these ideas: it shows how time to expiry and volatility determine the
extrinsic portion of the premium. But for beginners, remember simply that
Premium = Intrinsic + Extrinsic and that ITM options by definition have
intrinsic value (thus higher prices), whereas OTM options have only extrinsic
value (lower prices).

Key takeaways:

e FEach option’s premium is composed of an intrinsic part (immediate
exercise value) and an extrinsic part (time/volatility value).

e Moneyness (ITM/ATM/OTM) tells you where an option stands
relative to the current spot price, which in turn determines its intrinsic
value (if any) and therefore influences its premium.

3.7 Decoding the Greeks & Market Volatility: Delta to VIX
Simplified

Having learned the basics of calls, puts, and option pricing in earlier sections,
we now turn to the subtle forces that shape an option’s price. Option Greeks are
like the navigator’s instruments of the options world — they measure how
sensitive an option’s premium is to different factors. Just as a pilot checks
multiple gauges, an options trader watches multiple Greeks to understand risk
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from all angles. In this section, we will demystify the Greeks and volatility
indices in a beginner-friendly story format, connecting each concept to real-
world market scenarios.

Option Greeks and Why They Matter: The key Greeks are represented by
Greek letters and each captures a specific “risk” or sensitivity of an option’s
price. In essence, they tell us why an option premium moves — whether due to
the underlying’s price change, time decay, volatility shifts, etc. The major
Greeks are:

e Delta — Measures how much an option’s premium changes for a 1 point
move in the underlying index. It’s the first and most important Greek,
essentially the option’s sensitivity to the index’s movement.

e Gamma — The rate of change of Delta itself. Gamma tells you how
stable your Delta is — or how much Delta will increase or decrease
when the index moves.

e Theta — Measures the option’s time decay; it’s the amount an option’s
price will drop with the passage of one day, all else equal.

e Vega — Sensitivity of the option’s price to a 1% change in implied
volatility (IV). Vega shows how much premiums expand or contract
as market volatility changes.

e Rho— Measures the change in option price for a 1% change in interest
rates. Rho is typically minor for short-dated options, but it can matter
for long-term options or when interest rates move rapidly.

Each Greek gives us a different lens to view risk. Think of them as the
ingredients that collectively determine an option’s flavor (price). Now, let’s
decode each Greek one by one, and then tackle broader market volatility indices
(India VIX and IV). We’ll use simple analogies and real events — from Budget
Day surges to expiry day drama — to bring these concepts to life.

3.7.1. Delta — Your Option’s Sensitivity to the Index

Delta (A) is often called the king of Greeks because it tells you how closely
your option tracks the underlying index. By definition, Delta is how much the
option’s premium is expected to change for every 1-point move in the
underlying index. In simpler terms, Delta is like the “gear” connecting your
option to the index: a high Delta means the option moves almost point-for-point
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with the index, while a low Delta means the option moves more slowly (or
barely at all) when the index changes.

For a call option, Delta ranges between 0 and 1. A Delta of 0.5 (often for at-
the-money options) means if the index goes up 1 unit, the call’s premium rises
by roughly 0.5 units. Deep in-the-money (ITM) calls have Deltas near 1 (they
move almost rupee-for-rupee with the index), whereas far out-of-the-money
(OTM) calls have Deltas near 0 (hardly moving for small index changes). Put
options, on the other hand, have negative Deltas between -1 and 0. This is
because put premiums rise when the index falls. For example, a put with Delta
-0.50 will gain value when the index drops (and lose value if the index rises).
In summary, call Delta is positive (you profit when the index rises) and put
Delta is negative (you profit when the index falls).

Now, let’s bring Delta to life with a story. Picture Arjun on Union Budget
day: He holds an at-the-money Nifty call option (Delta = 0.5) because he
expects a market rally if the budget announcements are favorable. The Finance
Minister starts speaking and Nifty jumps 100 points on a positive surprise.
Arjun sees his call option premium rise roughly X50 (Delta 0.5 x 100 point
move = 50) — a nice gain! Had he instead held a deep I'TM call (Delta ~0.9), the
premium might have jumped about 390, almost mirroring the index move. But
if he held a far OTM call (Delta ~0.1), the same 100-point index rally would
yield only about a R10 premium increase — hardly exciting. Delta made all the
difference. It essentially told Arjun how much of the index’s movement his
option would capture.

To illustrate, consider five Nifty call options at different strike prices,
representing deep ITM to deep OTM. Suppose Nifty moves +100 points:

Option Strike | Moneyness Approx. Premium Change (if Nifty
Delta +100)

Nifty 25,900 Deep ITM (very | ~0.95 +395 (nearly rupee-for-

Call in) rupee)

Nifty 25,700 | ITM (in-the- ~0.70 +70

Call money)

Nifty 25,500 | ATM (at-the- ~0.50 +350

Call money)
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Nifty 25,300 | OTM (out-of- ~0.30 +330
Call money)

Nifty 25,100 | Deep OTM (far ~0.10 +210
Call out)

As we see, an in-the-money call (higher Delta) moves more in sync with the
index, while an OTM call (low Delta) barely budges. Importantly, Delta isn’t
static — it can change as the option goes deeper ITM or OTM. On a big budget-
day rally, an ATM call’s Delta might increase from 0.5 toward 0.8 as it
becomes ITM (meaning it starts behaving more like the stock). Conversely, if
the market had plunged, that call’s Delta might drop toward 0.2 as it goes OTM.

CALLS PUTS
ma® Vega® Thew @ | veira @ [ oriakn ol O - LT trike 1P Puto) wm- otiakn | vena ® [ heta @ vega @  camma @
0.0002 18 23 097 | 27 713.70 24500 375 819 0,03 23 18 0.0002
00002 19 23 097 | 02 667.60 24550 380 166 003 23 19 0.0002
0.0002 21 24 097 15 614.45 24600 410 479 0,03 24 21 00002
00002 23 25 09 | o4 567.75 24650 460 365 004 25 23 00002
00003 27 28 0% | 22 51930 24700 540 638 0,04 28 27 0.0003
00004 31 3 095 | 07 468.45 24750 620 aas | 005 3 a1 00004
0.0005 37 34 00 | aa 42090 24800 7.60 58.4 0.06 34 37 0.0005
00006 43 38 092 13 37250 24850 935 247 008 38 43 00006
0.0007 s a4 0s0 | ss 325.00 24900 1215 707 010 44 ] 0.0007
00000 6 0s7 | 23 279.45 24950 1605 07 013 5 6 00009
00011 8 6 os2 | 371 235.00 25000 2200 1303 018 6 8 00011
0.0014 9 7 077 175 19310 25050 3010 n7 023 7 9 0.0014
0.0016 10 8 070 | 489 15410 25100 4140 124 030 8 10 0.0016
00018 1" 8 062 387 12050 25150 57.20 620 038 8 1 00018
00019 12 8 053 1059 90.60 25200 77.60 76 | -0a7 -8 12 0.0019
00019 12 8 043 | 460 66.45 25250 10320 149 0.57 8 12 0.0019
00018 n 8 o [ m1s 25300 13365 162 0566 8 " 00018
00016 10 7 026 | 487 25350 168.20 29 074 7 10 0.0016
00013 8 6 ot | e79 25400 208.40 EX 081 5 8 00013
0.001 6 46 014 310 25450 25035 07 0.86 46 6 0.001
0.0008 5 38 010 1029 1000 25500 296.40 as | o0 a8 5 0.0008
0.0006 38 29 007 | s7.7 6.40 25550 34210 10 0.93 29 38 0.0006
0.0004 28 22 oos | 733 425 25600 389.35 12 095 22 28 00004
00003 23 18 003 | 251 325 25650 43035 01 097 18 23 00003
00002 18 15 003 [ s73 240 25700 487.90 12 097 15 18 0.0002
00002 14 13 002 | 216 190 25750 536.90 01 | -0s8 13 14 00002
00002 13 12 002 | 654 170 25800 588.75 04 098 12 13 00002
0.0001 11 1 001 179 140 25850 638.00 01 099 1 14 0.0001
00001 095 097 001 357 130 25900 689.10 01 099 097 095 00001

Delta values help you understand how your premium will change as the
index moves. This image shows how Delta varies across strike prices —
higher for ITM options and lower for OTM options.

Now consider Maya on an expiry day: It’s Thursday afternoon and Nifty is
hovering near 18,000. Maya sold an 18,000 strike call in the morning when it
was at-the-money. Initially Delta was ~0.5, meaning a coin toss chance of
expiring ITM. Suddenly, in the last 30 minutes, Nifty spikes 50 points. That
call goes ITM and its Delta shoots up to ~0. Ninety (almost 1) as it’s now almost
certain to expire in the money. Maya’s position, which earlier moved 0.5 for
every Nifty point, is now moving nearly X1 for each point — a much riskier
situation than she started with. This Delta jump is exactly what catches many
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traders off-guard on volatile expiry days. (We’ll see in a moment that Gamma
is responsible for this jumpy Delta behavior.)

Key Takeaway: Delta tells you how much an option’s price will move with

the index. High Delta (near 1 or -1) means the option behaves much like the
underlying (up to 100% of the move), while low Delta (near 0) means the option
is insensitive to small moves. Calls have positive Delta (they gain when the
index rises), puts have negative Delta (they gain when the index falls). Delta
effectively reflects an option’s moneyness and can be seen as the probability of
expiring ITM — higher Delta = higher chance.

3.7.2. Gamma — The Accelerator (or Brakes) on Delta

If Delta is your option’s speed, Gamma (I') is how quickly that speedometer
changes. Gamma measures the rate of change of Delta for each 1-point move
in the index. In other words, Gamma tells us how much Delta will increase or
decrease when the underlying moves. This makes Gamma a second-order
effect — it’s like the throttle that can rev Delta up or down.

Gamma is highest for options that are at-the-money and close to expiry. Why?
When an option is ATM, a tiny move in the index dramatically changes its
fortunes — it can go from likely worthless to solidly valuable (or vice versa)
with a small move. Thus, the Delta of an ATM option is very sensitive — a
classic high Gamma situation. Deep ITM or deep OTM options, however, have
low Gamma (their Delta is relatively stable: a deep ITM call already has Delta
~1 and won’t change much, and a deep OTM call has Delta ~0 with little to
lose or gain). Gamma also increases as expiration nears. With little time left,
an ATM option’s outcome (ITM or not) can flip with even a minor tick in the
index, making Delta extremely jumpy. Traders often visualize Gamma as a
peak around ATM that grows taller as the clock ticks toward expiry.

What does this mean in practice? Let’s revisit Arjun and Maya to see Gamma
in action:

e Arjun’s Budget call continued: Earlier, Arjun’s ATM call had Delta
~0.5 in the morning. The Budget rally pushed Nifty up by 100 points.
Suppose that call’s Gamma was 0.003 per point. After a 100-point rise,
the call’s Delta would roughly increase by 0.3 (0.003 x 100) — from 0.5
to ~0.8. Indeed, Arjun’s call became deep ITM and now moves almost
rupee-for-rupee with Nifty. Gamma effectively added Delta during the
rally (and had Nifty crashed, Gamma would have reduced Delta). This
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explains why options can start behaving more like the underlying if
they go ITM — their Delta gets beefed up by Gamma as the market
moves.

e Maya’s expiry day saga: When Maya sold the 18,000 call in the
morning, it was ATM with high Gamma (let’s say 0.08 per point,
typical of near-expiry ATM options). That means for even a 10-point
move in Nifty, the Delta could shift by ~0.8! Initially Nifty was stable
and Delta ~0.5. But in the final half-hour, Nifty’s 50-point surge didn’t
just give the call intrinsic value, it dramatically altered the Delta. From
0.5 it may have jumped to ~0.98 (a near certainty of finishing ITM).
Gamma “turbocharged” the Delta as Nifty moved up, making the call
gain value faster and faster. Maya’s risk ballooned because what
started as a small position (Delta 0.5, equivalent to 0.5 lots of Nifty)
quickly became like a full Nifty position (Delta ~1) as the option went
ITM. This is the infamous “gamma effect” on expiry day — small index
moves cause big swings in Delta, resulting in whiplash for traders on
the wrong side.

To quantify, here’s a simplified Gamma illustration (for calls) — showing how
Delta might change after a 100-point index move:

Option Moneynes | Initial Gamma (per New Delta after

Strike s Delta point) +100 move

Deep ITM | 0.90 0.90 A ~0.001 ~0.99 A (nearly

Call maxed out)

ITM Call 0.70 0.70 A ~0.002 ~0.90 A (ITM deeper)

ATM Call | 0.50 0.50 A ~0.003 ~0.80 A (now ITM)

OTM Call | 0.30 0.30 A ~0.002 ~0.50 A (approaching
ATM)

Deep OTM | 0.10 0.10A ~0.001 ~0.20 A (still quite

Call low)

This table shows the concept: ATM options (with highest Gamma) see the
biggest Delta jump when the index moves. Deep ITM/OTM have low Gamma,
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so their Delta barely changes. (Actual Gamma values vary with volatility and
time, but the pattern holds: peak at ATM.)

CALLS PUTS
Gamma (Df| Vega (® Theta () Deta® Oklakh Call Of a— LTF Strike &) PUt Ol e— Ol-lakh  Delta ® heta () Vega @ fGamma ®
0.0002 18 23 097 27 713.70 24500 375 819 003 23 8 0.0002
0.0002 19 23 097 0z 667.60 24550 3.80 16.6 0.03 23 19 0.0002
00002 21 24 087 15 614.45 24600 410 479 003 -2.4 21 0.0002
00002 23 25 096 04 567.75 24850 460 5 004 25 23 0.0002
00003 27 28 096 22 519.30 24700 540 6338 004 2.8 27 0.0003
0.0004 3 3 095 07 468.45 24750 620 345 0.05 3 3l 0.0004
0.0005 37 34 094 44 420,90 24800 7.60 58.4 006 34 37 0.0005
00006 43 38 092 13 372.50 24850 935 247 008 38 43 0.0006
0.0007 5 44 090 59 325.00 24900 1215 707 0.10 44 5 0.0007
0.0009 6 5 087 23 279.45 24950 1605 07 013 5 6 0.0009
00011 8 6 082 a7 235,00 25000 2200 1393 018 6 8 00011
00014 ] 7 077 175 193.10 25050 3010 ny 023 2 9 0.0014
00016 10 8 070 6.9 154.10 25100 4140 1124 030 8 10 0.0016
00018 1 8 062 37 120.50 25150 57.20 620 038 8 n 0.0018
00019 12 -8 053 1059 20.60 25200 77.60 736 047 8 12 0.0019
00019 2 8 043 269 6645 25250 103.20 149 057 8 ” 0.0019
00018 1 8 034 818 470 25300 13365 16.2 0.66 8 1 00018
00016 10 7 026 a7 3220 25350 168.20 29 074 7 10 00016
00013 8 6 019 879 2175 25400 208.40 EX 081 6 8 0.0013
0.001 6 46 014 0 1450 25450 250.35 07 0.86 46 6 0001
0.0008 5 38 010 1029 1000 25500 296.40 45 -0.90 3.8 5 0.0008
0.0006 38 289 007 57.7 6.40 25550 342.10 10 093 29 38 0.0006
00004 28 22 005 733 425 25600 389.35 1.2 095 2.2 28 0.0004
0.0003 23 18 003 251 3.25 25650 43935 01 097 18 23 0.0003
0.0002 18 15 003 57.3 240 25700 287.90 12 097 15 18 0.0002
00002 1.4 13 002 216 1.90 25750 536.90 01 098 1.3 14 0.0002
00002 13 12 002 654 170 25800 588.75 04 098 1.2 13 0.0002
00001 11 1 001 179 140 25850 638.90 01 099 1 11 0.0001
0.0001 095 097 00 37 130 25000 689.10 01 099 097 095 0.0001

Gamma adds to or reduces Delta during market moves. This image shows
typical Gamma values across strikes — notice the peak around the ATM
strike. ATM options have the highest Gamma, meaning their Delta
changes the most for a given index move.

Gamma can be thought of as the catalyst that makes options nonlinear. It’s why
an option position’s risk isn’t fixed — your Delta risk can snowball if the
market moves fast. Traders managing large portfolios watch Gamma to avoid
nasty surprises. For example, market makers strive to be “gamma-neutral” so
that a sudden jump or drop doesn’t drastically alter their exposure.

On the flip side, Gamma is what gives long option holders that accelerating
profit on big trending days. If you’re long an ATM call and the market surges,
your gains start small but grow faster as Delta climbs towards 1. By the end,
you’re almost as if you held the stock itself (but with limited initial risk).
Gamma made your position progressively stronger in the direction of the move.

One more scenario: Imagine a volatile election result day. Nifty swings
wildly 200 points up and down. ATM options in the morning had huge Gamma,
meaning their Delta seesawed with each twist in the vote count. Traders often
close short ATM positions before such events because the Gamma risk is too
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high — the position’s characteristics can change in a blink. High Gamma
combined with big moves is a recipe for sleepless nights if you’re short options.

Key Takeaway: Gamma tells you how much your Delta can change. An option
with high Gamma (ATM, near expiry) can suddenly behave very differently
after a small market move — today’s 0.5 Delta can become tomorrow’s 0.9 (or
0.1) after a big move. High Gamma = Delta is unstable, which is risky for short
option traders but can be rewarding for long option holders. Deep ITM or OTM
options have low Gamma (stable Delta). Always watch Gamma on event days
or near expiry, when it’s at its peak and can turn a mild trade into a wild ride.

3.7.3. Theta — Time Decay: The Clock Ticks on Your Premium

“Time is money” — and for options, time literally costs money. Theta (©)
measures the daily drop in an option’s price as time passes, all else being
equal. It’s often called the time decay of the option. Every option (calls and
puts alike) loses value as the clock ticks toward expiry, because the window for
a profitable move is shrinking. Theta tells you how many rupees of premium
an option will lose with each passing day (assuming no change in the index or
volatility).

Theta is almost always negative for option buyers — meaning if you own
options, time decay is bleeding your premium each day. It’s like a dripping
faucet you can’t shut off. Option sellers, conversely, have positive Theta — they
earn that time decay (the drip goes into their pocket). But no one can stop Theta;
it’s as relentless as gravity. Importantly, Theta decay accelerates as expiry
approaches. Options lose value slowly when they have months to go, but in
the final days (and especially the final week), the remaining time value erodes
very quickly.

Theta is also higher (in absolute terms) for ATM options versus ITM or OTM.
An ATM option generally has the most time value to lose, so each day’s decay
is significant. Deep ITM options have mostly intrinsic value (which doesn’t
erode with time), and deep OTM options already have a tiny premium, so
there’s not much left to decay. An intuitive way to recall: the more “uncertain”
an option’s outcome, the more you’re paying for time, and thus the more value
it loses as that uncertainty (time) runs out. ATM options, being on the fence,
carry a lot of time value; ITM or OTM options have more certain outcomes
(either already in the money or likely out), so less time value portion.

Let’s illustrate Theta with an example:
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Weekend effect — Meet Riya: It’s Friday, and Riya owns an ATM Nifty call
option that expires next Thursday. Its premium is X100. Theta for this call is -5
(X5 decay per day). Over the weekend, with markets closed for two days, Riya
expects no change in Nifty by Monday open. Yet, she will likely see her option
premium drop to around 390 by Monday (roughly ¥5/day % 2 days = X10 lost),
even though nothing happened in the market! This is pure time decay — the
market essentially saying “two days have passed, so there’s less chance for
Nifty to move into big profit by Thursday.” If it were a long weekend (3 days
off), Theta would erode ~X15. This time value rent is the price option buyers
pay to stay in the game.

Now, as expiry draws closer, Theta pain intensifies. Consider the last trading
day: On Thursday morning, that same option might be 340 (if it’s still near
ATM) with perhaps Theta -20. In just half a day, it could lose 320+ of value
even if Nifty doesn’t move at all. By expiry afternoon, if it’s ATM/OTM, it will
spiral to 0. This is why you’ll see options rapidly drop in price in the final
hours — the remaining time value vanishes to zero at expiry. New traders are
often shocked to watch an option premium evaporate to nothing on expiry day
if it stays just OTM, a harsh lesson in Theta.

We can summarize typical Theta behavior across strikes (example values for
daily decay as expiry nears):

Strike Moneyness Premium Theta (premium
(approx.) lost/day)

Deep ITM (Intrinsic-heavy) | 3300 (mostly —X1/day (very slow

Call intrinsic) decay)

ITM Call (Intrinsic + time) | X150 —X5/day

ATM Call (All time value) | X100 —X10/day (highest
Theta)

OTM Call (Mostly time %50 —X5/day

value)
Deep OTM (Tiny time value) | %5 —X1/day (nearly
Call negligible)

58



Table: Approximate Theta on a near-expiry option chain. ATM options, with
all their value extrinsic, suffer the fastest daily decay. Deep ITM/OTM options
have relatively low Theta, as they either have mostly intrinsic value or almost
no value at all to lose.

CALLS PUTS
camma ® Vega ® [heta ® fvena ®  oviakn cell ol amm e Suike e Putol e oviakn Detta @ [ heta @ Jvega @ camma @
0.0002 18 23 097 27 71370 24500 375 819 003 23 18 0.0002
0.0002 19 -23 097 02 667.60 24550 380 16.6 <003 23 19 0.0002
0.0002 th 24 097 15 614.45 24600 4710 479 0.03 24 21 0.0002
0.0002 23 25 096 04 567.75 24650 460 36.5 -0.04 25 23 0.0002
0.0003 2Z 28 096 22 519.30 24700 5.40 638 -0.04 28 27 0.0003
0.0004 31 -3 095 07 468.45 24750 6.20 345 005 -3 31 0.0004
0.0005 37 34 094 44 42090 24800 7.60 584 -0.06 34 37 0.0005
0.0006 43 -38 092 13 372.50 24850 9.35 247 -0.08 38 43 0.0006
0.0007 5 -44 0.90 59 325.00 24900 1215 707 -0.10 -44 5 0.0007
0.0009 6 o 087 23 279.45 24950 16.05 497 013 8 6 0.0009
0.0011 8 -6 082 371 235.00 25000 2200 1393 018 -6 8 0.0011
0.0014 ] o 077 175 193.10 25050 3010 nr 023 7 9 0.0014
0.0016 10 8 0.70 469 15410 25100 41.40 124 <030 8 10 00016
0.0018 n 8 0.62 387 120.50 25150 5720 62.0 <038 8 1 0.0018
0.0019 12 -8 0.53 1059 90.60 25200 77.60 736 -047 -8 12 0.0019
0.0019 12 8 043 469 66.45 25250 103.20 149 057 8 12 0.0019
0.0018 n 8 034 818 4710 25300 13365 162 -0.66 8 1 0.0018
0.0016 10 7 026 487 3220 25350 168.20 29 074 7 10 00016
0.0013 8 -6 019 879 7175 25400 208.40 39 <081 -6 8 0.0013
0.001 13 46 0.14 340 14.50 25450 25035 0.7 -0.86 46 6 0.001
0.0008 5 -38 010 1029 1000 25500 296.40 45 -0.90 38 5 0.0008
0.0006 38 28 0.07 577 6.40 25550 34210 1.0 093 25 38 0.0006
0.0004 28 22 005 733 425 25600 389.35 12 095 22 28 0.0004
0.0003 23 -18 003 251 325 25650 43935 01 097 -18 23 0.0003
0.0002 18 15 0.03 523 240 25700 487.90 12 097 A5 1.8 0.0002
0.0002 14 13 002 216 1.90 25750 536.90 01 098 13 14 0.0002
0.0002 13 212 0.02 654 170 25800 588.75 04 098 A2 13 0.0002
0.0001 11 A1 0.01 179 1.40 25850 638.90 01 -0.99 A 11 0.0001
0.0001 095 -0.97 0.01 357 130 25900 689.10 01 099 -0.97 095 0.0001

This image highlights Theta decay across strikes — especially as expiry
nears. ATM options (middle strikes) show the largest time decay per day,
whereas far ITM or far OTM options lose relatively little value daily.

Theta isn’t just a theoretical number; it shapes strategies. Story time — “The
Waiting Game”: Suppose Vikram holds a call option and is waiting for a
market rally. Each day the rally doesn’t happen, his option loses value. He feels
the frustration of Theta as his option that was 80 on Monday falls to Z65 by
Wednesday even though Nifty is unchanged. Essentially, Theta is the market’s
way of saying: “Time is running out for your prediction to come true.” This is
why timing is so crucial in options — being right on direction isn’t enough if
you’re not right on time. Option sellers, by contrast, love the passage of time.
Meera, who sold options, experiences Theta as a steady income — every day
that nothing major happens, the options she sold drop in value (good for her).
Many professional strategies, like selling covered calls or short straddles, are
built around earning Theta (with careful risk management for Delta moves).

A classic scenario highlighting Theta is the day before a major event (like
results or an election) versus the day after. Often, implied volatility is high
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before the event (premiums inflated), and options carry extra time value
anticipating big moves. The event passes, and suddenly that extra time value is
gone — not only because time passed, but also because uncertainty is resolved
(volatility drop, which ties into Vega/lV, our next topics). Traders who bought
options for the event may see premiums collapse overnight from Theta and
volatility crushing out — the infamous one-two punch against option buyers.

In summary, Theta is the silent thief for option buyers. It ticks every day,
stealing a bit of premium. It’s like an ice cube melting: even if the market
doesn’t move, your option “ice cube” shrinks with time. But used wisely (like
selling options when you expect quiet markets), Theta can be your friend,
steadily depositing value.

Key Takeaway: Theta represents the time decay of options. Each day, an
option loses some value simply due to time passage. ATM options near expiry
have the highest Theta — time decay is most rapid when expiry is close and
the option’s outcome is still uncertain. Option buyers must overcome Theta
by getting a favorable move quickly, while option sellers benefit from Theta
as long as the market stays in check. Remember, time decay never sleeps — it
will eat away at an option’s value even in stagnant markets.

3.7.4. India VIX — The Market’s Volatility Barometer (Fear Gauge)

Up to now, we focused on option-specific metrics. Let’s zoom out to the
market’s overall volatility. In India, when traders talk about the market’s
expected turbulence or calm, they often refer to India VIX. The India VIX
(Volatility Index) is popularly known as the market’s “fear gauge”. It
represents the expected volatility in the Nifty 50 index over the next 30 days,
derived from option prices. In simpler terms, VIX is a number (an annualized
percentage) that indicates how much investors expect the Nifty to swing in the
coming period. A high VIX means traders anticipate large moves (fear or
uncertainty is high), while a low VIX means expectations of calm (confidence
or complacency).

India VIX is quoted as a percentage annualized. For example, if India VIX is
10, it implies the market expects about 10% volatility over the next year. In
practical terms, if Nifty is 26,000, VIX = 10 suggests traders foresee the index
roughly in a range of 26,000 + 10% over a year (i.e. between about 23,400 and
28,600). That 10% annual volatility works out to roughly +£(10%/Y12) ~+2.9%
per month (since volatility scales with the square root of time), or about +260
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points per month on Nifty (and narrower for shorter periods). If VIX rises to
20, that implies a 20% annual volatility expectation — a much choppier market.
In fact, a handy rule traders use is: VIX = expected % move in the index over
1 year. (A quick cheat: VIX/\252 gives daily % move; VIX/Y12 for monthly.)

Importantly, VIX does not tell us direction — just the magnitude of moves
expected. A high VIX means big swings are anticipated (could be big up or
big down), and a low VIX means relatively small moves expected (steady
market). However, in practice VIX often correlates inversely with market
direction: it tends to spike when the market falls sharply (fear) and stays low
during sustained rallies (calm optimism). That’s why it’s nicknamed the fear
index — panic selling and demand for protective options drive VIX up during
market crises.

Let’s visualize how India VIX behaves with some scenarios:

e Calm market example: Through late 2023, suppose Nifty is slowly
grinding upward with low daily volatility. India VIX might hover
around, say, 12. This would be considered a low VIX environment —
the market is complacent and not expecting big surprises. Option
premiums would be relatively cheap. In such times, option sellers
might thrive (since moves are muted), but option buyers may struggle
as there are no big swings to profit from.

e High VIX example: Cast your mind to March 2020 (COVID crash)
— Nifty plunged nearly 40% in a month, and India VIX rocketed to all-
time highs around 80+. That VIX level (over 80) meant extreme panic:
the market expected huge volatility (an 80% annualized move —
practically implying the possibility of Nifty moving tens of percent in
a few months). Indeed, daily swings were enormous and fear was
rampant. Such a high VIX coincided with a market crash (VIX moves
inversely to Nifty in this case). Historically, 2008 saw a similar spike
in VIX (~85+) during the global financial crisis. The silver lining:
markets often bottom when VIX peaks (extreme fear eventually
subsides).

e Event-driven VIX spikes: Consider an election result or a Union
Budget upcoming. A week before the event, uncertainty grows — India
VIX often ticks up in anticipation of potential big moves on outcome
day. Traders buy options to hedge or speculate on sharp moves, lifting
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option premiums (hence VIX). If VIX was say 15, it might climb to 20-
25 prior to a major election result. Once the event happens and results
are out, if the outcome is roughly as expected (or simply the uncertainty
is removed), VIX typically plunges. We often see VIX “crush” after
events — the fear premium evaporates. For example, in election years
2014 and 2019, VIX rose before results day and fell sharply right after.
Similarly, on Budget day, right after the speech, volatility often falls as
the known risk is behind.

e Steady rally vs. panicky drop: Typically, market down = VIX up
(investors scramble for puts, insurance) and market up = VIX down
(confidence grows). But there are exceptions: sometimes the market
can rise and VIX also rises — usually when the rally is driven by short-
covering or there’s underlying nervousness (people might be buying
calls aggressively or hedging even as markets climb). Conversely, the
market can drift down slowly and VIX might stay low if the decline is
orderly and not fear-driven. These nuances lead to interesting
interpretations:

Let’s summarize with a simple reference table of VIX vs Market scenarios:

Market | VIX Interpretation
Trend | Trend

Market | VIX Bullish and calm — a steady rally with confidence. Low fear,
Up Down | trending up. (Typical in extended bull runs)

Market | VIX Rally with caution — could indicate “FOMO rally” or

Up Up hedging. Traders are buying protection or calls even as
market rises. Often seen in bear market bounces or pre-event
positioning.

Market | VIX Classic fear scenario — falling market and surging fear.

Down | Up Investors rushing for protection (puts), implying potential

panic. This is common in sharp corrections/crashes.

Market | VIX Gentle decline or complacent sell-off — market easing down
Down | Down | without panic. Perhaps investors were hedged or expect only
a mild drop. Caution: complacency can be dangerous if
something cracks unexpectedly.
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Notice how VIX spikes during major events (e.g., global crises, elections)
and drops in stable phases. This chart of India VIX over time highlights
sudden jumps in volatility expectation during turbulent periods and low
plateaus when markets are tranquil.

In practical use, India VIX gives traders a quick sense of the market’s mood.
A very low VIX (e.g. < 12) might warn of complacency — sometimes precedes
surprises as everyone’s guard is down. A very high VIX (e.g. > 30) indicates
high anxiety — often a time of opportunity for contrarians, as extreme fear can
mean a bottom may be near. For option sellers, high VIX means juicy premiums
(but also higher risk), whereas low VIX means cheap options (good for buyers,
but trends might be weak).

A quick anecdote: In October 2022, global markets were jittery about
inflation. India VIX spiked from ~18 to ~25 in a week as Nifty fell — a sign that
fear was rising. An experienced trader, seeing VIX that high, knew that any hint
of good news could spark a sharp rebound (because everyone was heavily
hedged or short). Indeed, when some positive data came, Nifty bounced and
VIX collapsed, rewarding those who had sold overpriced options. The lesson:
VIX is a context indicator. It doesn’t tell you market direction, but it tells you
how nervous or relaxed the participants are, which is valuable in planning
strategies (e.g., prefer strategies that short volatility when VIX is too high, or
long volatility when VIX is very low and a big move might be brewing).

Lastly, keep in mind that India VIX specifically reflects Nifty index option
prices (30-day forward), so it’s about overall market volatility. Individual
stocks have their own volatility (implied volatilities), which can diverge from
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VIX. For instance, a stock facing a merger news might have sky-high IV even
if India VIX is low. But generally, a rising India VIX lifts all boats (option [Vs)
and vice versa, since it reflects systemic factors.

Key Takeaway: India VIX is the barometer of market volatility and
sentiment. A higher VIX means the market expects larger moves (high
uncertainty or fear), while a lower VIX means expectations of stability (or
complacency). Traders use VIX to gauge whether options are generally
expensive or cheap. Remember, VIX doesn’t say which way the market will
move — only how volatile it might be. It often spikes when markets fall (fear)
and eases when markets rise (calm), but not always. Use VIX as a context tool:
e.g., a very high VIX can signal panic (and potential opportunity), and a very
low VIX can signal quiet (but beware of complacency).

3.7.5. Implied Volatility (IV) — The Option’s Expected Swing

Closely related to VIX is the concept of Implied Volatility (IV), but while VIX
is an index-level measure, IV refers to an individual option’s volatility level.
Implied Volatility is essentially the market’s forecast of the likely volatility
of the underlying, as implied by that option’s price. When traders price an
option, they have an expectation of how much the underlying (say Nifty or a
stock) can move during the life of that option. That expectation, expressed as
an annualized % move, is the V. Higher IV means the market expects the
underlying to swing more (hence the option is pricier), and lower IV means
expectations of smaller moves (option is cheaper).
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Every option strike/expiry can have a different IV. If you look at an option
chain, you’ll usually see a column for IV for each strike. For instance, an
ATM call might have 15% IV, an OTM call 17%, etc., depending on demand.
The India VIX we discussed is effectively a weighted average IV of near-term
Nifty options. But when we say “the IV of this specific option is X%,” we mean
if we plug that volatility number into an options pricing model (Black-Scholes,
etc.), we get the current market price of the option. IV is thus a translator
between option price and expected volatility.

Why does IV matter? Because it directly influences premiums. When 1V rises,
option prices go up; when IV falls, option prices go down (all else equal).
Traders often say “volatility is up” meaning options are more expensive today
due to higher IV. This can happen regardless of what the underlying does. It’s
possible for Nifty to be flat on a day but options become pricey because IV
jumped — perhaps due to an upcoming event or sudden uncertainty.

Let’s connect IV with reality:

e Pre-event IV spikes: Imagine it’s a week before a big Supreme Court
verdict on a large corporate or an RBI policy meeting. Nifty is quiet for
now, but traders expect a big move once the news hits. They start
buying straddles (calls and puts) to position for volatility. This demand
pushes up the IV on those options. You might see ATM IVs climb
from, say, 12% to 18% in the days before the event. As a result, even
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if Nifty stays at 18,000, an ATM straddle that cost 200 might now
cost 3300 purely due to IV rise — the market is pricing in the potential
for a large swing. If you’re an option buyer, you’ve paid a hefty
premium because of this elevated IV.

Post-event IV crush: Now it’s policy day — the RBI decision is out
and, suppose it was exactly as expected. No big surprise. What
happens? Nifty might move a bit and then stabilize. The demand for
options evaporates and IV plummets. That ATM straddle that was 3300
could drop to X150 just after the event. This is the infamous “IV crush”
— the dramatic fall in option premiums once the anticipated volatility is
gone. Even if you predicted direction correctly, if you bought options
at pumped-up IV and the underlying’s move didn’t exceed those
expectations, you could still lose money because the premium
collapsed. This highlights how IV is often a bigger factor than the
underlying’s move itself around known events.

Stock-specific IV vs Index IV: Let’s say a particular stock (XYZ) is
set to announce earnings. Its options might have 40% IV (market
expects a big post-earnings swing), while the broader Nifty options sit
at 15% IV. After earnings, XYZ’s IV might crash to 20%. Traders
operating on single stocks pay close attention to the IV percentile (how
high or low current IV is relative to history) to decide strategies.

Now, how to see 1V in practice? — By examining the option chain. Typically,
brokers or NSE’s site will list each option’s IV. For example, if Nifty is 18,000:

18,000 call might have IV = 14%

18,000 put IV = 15% (puts can have slightly different IV due to demand
skew)

18,500 call (OTM) IV = 16% (often higher for OTM calls if market
expects big up moves, or sometimes a skew towards puts if more fear)

17,500 put (OTM) IV = 17% (OTM puts might have higher IV if
there’s more demand for downside protection — a common skew)

These numbers come from how the market is pricing those options. If suddenly

a global event looms, all these IVs might go up a few percentage points — raising

all option prices.
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An option chain snapshot showing the Implied Volatility (IV) for each strike.
The IV column (highlighted) indicates the market’s volatility expectation for
that specific option. You can see IV can differ by strike — reflecting higher
expected moves (and demand) for certain strikes.

Implied Volatility is essentially the backbone of option pricing. Seasoned
traders often think in terms of IV rather than price. For instance, they might say
“I sold Nifty 18,000 call at 18% IV” — meaning they found IV 18% to be too
high (expensive) and are betting it’ll come down. Or “I’ll buy options if IV
drops to 10%” — meaning they find options cheap at that vol level. It’s similar
to how one might value a stock: instead of price, consider P/E. In options, the
“value” is in the volatility.

One useful relationship: When India VIX moves, the IVs of Nifty options
move in tandem. If India VIX shoots up from 15 to 20, you can bet that the IV
for most strikes in the near month also went up (perhaps from ~15% to ~20%
too). This means all option premiums got richer. For example, during a sudden
market panic, you’ll see even far OTM options that were barely X5 suddenly
trade at 320 — not because the index moved, but because everyone’s pricing in
more volatility (higher IV). On the contrary, in calm periods, even ATM
options can be relatively cheap.

Another term: Historical vs Implied Volatility — HV is how volatile the
underlying has been (looking at past price swings), whereas [V (implied) is how
volatile the underlying is expected to be going forward. If implied is much
higher than historical, the market is bracing for more action than seen recently
(maybe an event or fear). If implied is lower than historical, the market expects
things to calm down going forward. Many strategies revolve around betting
whether the market’s implied volatility will be realized or not. For instance, a
strategy could be: if IV is extremely high relative to any reasonable outcome,
sell options (because odds favor that actual moves will be smaller than what’s
priced in). This is exactly what many professional “vol sellers” do — during
events like elections, they sell overpriced options and profit if the world doesn’t
blow up as implied.

On the flip side, if IV is historically low, an “volatility buyer” might buy options
or straddles on the expectation that actual volatility will surprise to the upside
(perhaps some catalyst not fully appreciated). One famous case: In early 2020,
before COVID crash, India VIX was around 14 — relatively low. A trader
betting on a volatility spike (perhaps sensing complacency) could have bought
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long-dated options cheap. When VIX exploded to 80, those options would
skyrocket in value purely from IV surge.

Analogy: If option premium is the price of an insurance policy, IV is like the
insurer’s view of risk. A higher perceived risk (storm coming) means the
insurance is pricier (high IV). A quiet forecast means cheaper insurance (low
IV). And like insurance, sometimes people overpay for fear or underpay when
too calm.

IV Chart

Sep02

Comparison chart of an ATM option’s price in two scenarios: one with low
IV vs one with high IV. It highlights that an ATM option’s premium is
much higher when 1V is elevated (red line) compared to when IV is low
(green line), even if the underlying price is the same. This demonstrates
how implied volatility directly inflates or deflates option premiums.

To wrap up IV: It’s crucial for understanding option pricing beyond just Delta.
Two options with the same underlying and strike could have very different
prices if one has higher IV. As an options trader, you’re not only guessing the
underlying’s direction, but also whether the market’s volatility expectations
are right or wrong. You might be correct about Nifty’s direction, but if you
ignore IV and buy overpriced options, you could still lose money (if the move
was smaller than implied). Thus, beginners should start observing the IV
column in option chains and the India VIX — it adds a whole new dimension to
understanding why options cost what they do.

Key Takeaway: Implied Volatility (IV) is the market’s expected volatility
for a specific option, essentially the “risk thermostat” in the option’s price.
High IV means expensive options (market expects big moves); low IV means
cheap options (expecting stability). IV tends to rise when uncertainty or demand
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for options rises (often alongside VIX) and falls after events or in calm periods.
Successful option trading isn’t just about predicting index moves — it’s also
about predicting volatility moves. Always check if an option’s IV is high or
low relative to history; it can make the difference between a winning and losing
trade even if you get the direction right.

3.7.6. Vega — Options’ Sensitivity to Volatility Changes

By now we know IV drives option prices — but how sensitive is a particular
option to changes in IV? That’s measured by Vega (V). Vega (though not a
Greek letter by name) is one of the Greeks, and it quantifies how much an
option’s premium will change for a 1% change in Implied Volatility. In
essence, Vega tells you the volatility exposure of your option. A high Vega
means that if IV moves even slightly, your option price moves noticeably; a
low Vega means IV changes don’t affect it much.

Typically, ATM options have the highest Vega, because an IV change
significantly alters the expected payoff for an ATM option (which has a lot of
time value). Longer-term options also have higher Vega than near-term options
— more time = more exposure to volatility. Conversely, deep [TM or deep OTM
options have lower Vega (much of their value is either intrinsic or very small,
so changing vol doesn’t shift those by large rupee amounts).

Let’s break it down with a scenario:
Suppose Nifty is at 18,000 and we look at one-month options:

e An ATM 18,000 call might have Vega of, say, 5 (meaning a 1% change
in IV changes premium by Z5).

o A deep ITM call (say 17,000 strike) might have Vega around 2 (its
price is mostly intrinsic value, less affected by vol).

e A far OTM call (say 19,500 strike) might have Vega 1 (cheap option,
not much absolute change with vol).

e Note: these Vega values are illustrative.

Now, imagine India VIX jumps by 3 points overnight (say from 15% to 18%
IV, perhaps due to global fears). The ATM call’s IV likely rises similarly. If its
Vegais 5, a +3% IV translates to roughly +X15 in premium (5 * 3). So even if
Nifty’s spot hasn’t moved, the ATM call that was 2100 could become around
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%115 just because the market got more volatile. Meanwhile, the OTM call with
Vega 1 might only gain 3. Vega thus is the volatility leverage of your option.

For a real event example, consider budget week: On Monday, IV is low, ATM
call is *100, Vega 4. As Budget day nears, IV rises maybe 5%. By Wednesday,
that call might be X120 (all else equal), mainly from volatility buildup (4*5 =
%20 increase from Vega effect). If you bought on Monday and sold on
Wednesday without any index move, you profit purely from Vega (volatility
trade). But beware, Vega cuts both ways — after the Budget, IV might crash,
eroding premium. If IV falls 5%, that same call could lose %20 in value even if
Nifty doesn’t move. Traders who sell options ahead of an event do so believing
Vega will work for them (IV will drop), whereas those who buy do so wanting
to harness an IV rise (or at least avoid the crush).

Let’s consider a Vega table across strikes for a given expiry:

Option Strike | Moneyness | Premiu | Vega (X per IV Change Impact
m 1% 1V) *1%)

Deep ITM Intrinsic- 31,200 2.0 +32

(17,000) rich

ITM (17,500) | Some %800 3.5 +33.5
intrinsic

ATM (18,000) | All 3500 5.0 35 (highest
extrinsic sensitivity)

OTM (18,500) | Mostly 3250 4.0 +34
extrinsic

Deep OTM Tiny 350 1.0 +R1

(19,500) extrinsic

Table: Hypothetical option premiums and Vegas for Nifty at 18k. ATM option
has the highest Vega (absolute sensitivity to IV changes). Note that OTM here
still has relatively high Vega in absolute terms for a mid-range OTM, but far
OTM (tiny premium) has low Vega.
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CALLS PUTS

Gamma (2} JVega ® | Theta @ Dela (3 OHakh call Ol e LTP Strike LTP Put O/ @ Ol-lakh  Delta (® Theta
0.0002 18 -23 0.97 27 71370 24500 75 819 -0.03 2.3
0.0002 19 -23 0.97 0.2 667.60 24550 380 16.6 -0.03 2.3
0.0002 21 -2.4 0.97 15 61445 24600 410 479 -0.03 -2.4
0.0002 23 -2.5 0.96 04 567.75 24650 4.60 36.5 -0.04 2k
0.0003 25 -2.8 0.96 it 519.30 24700 5.40 638 -0.04 2t
0.0004 31 = 0.95 07 468.45 24750 6.20 345 -0.05 =3
0.0005 37 -3.4 0.94 44 42090 24800 7.60 584 -0.06 -3.4
0.0006 43 -38 0.92 13 37250 24850 935 247 -0.08 -3
0.0007 5 -4.4 0.90 59 325.00 24900 1215 707 -0.10 -4.4
0.0009 6 5 0.87 23 279.45 24950 16.05 a7 013 5
0.0011 8 6 0.82 371 235.00 25000 2200 1393 -0.18 6
0.0014 9 7 077 175 19210 25050 30.10 nz 023 7
0.0016 10 -8 0.70 469 15410 25100 41.40 1124 030 -8
0.0018 1 -8 0.62 387 12050 25150 57.20 62.0 038 -8
0.0019 12 8 0.53 105.9 90.60 25200 77.60 736 -0.47 8
0.0019 12 8 0.42 46.9 66.45 25250 103.20 149 .57 8
0.0018 n 8 0.34 81e 47.10 25300 133.65 16.2 -0.66 8
0.0016 10 7 0.26 487 3220 25350 168.20 29 074 7
0.0013 8 6 0.19 879 2175 25400 208.40 39 -0.81 6

0.001 6 -4.6 0.14 340 14.50 25450 250.35 07 -0.86 -4€
0.0008 5 -38 0.10 1029 10.00 25500 296.40 45 -0.90 -3k
0.0006 38 -29 0.07 517 6.40 25550 342.10 1.0 093 ]
0.0004 28 22 0.05 733 425 25600 389.35 1.2 -0.95 22
0.0003 23 -18 0.03 251 3.25 25650 43035 01 -0.97 -t
0.0002 18 -1.5 0.03 57.3 240 25700 487.90 12 097 -1.E
0.0002 14 -13 0.02 216 1.90 25750 536.90 01 -0.98 -1.3
0.0002 13 =12 0.02 65.4 170 25800 588.75 04 -0.98 &
0.0001 11 -1 0.01 17.9 1.40 25850 638.90 01 -0.99 -1
0.0001 0.95 -0.97 0.0 357 1.30 25900 639.10 01 -0.99 09

This image shows how much an option’s premium changes per 1% change
in IV (Vega). The peak occurs around the ATM strikes, indicating ATM
options are most sensitive to volatility shifts. ITM and far OTM options
have lower Vega.

Vega is particularly important for strategies focused on volatility trading. For
example:

e If you expect volatility to increase (perhaps a major event or
uncertainty looming), you’d want to be long Vega — meaning hold
positions that profit from IV rising (like buying options or VIX
futures). A simple way is just buying ATM straddles or strangles: they
have high net Vega. If IV jumps, you profit even if the market hasn’t
moved much yet.

e If you expect volatility to decrease (market calming, event passing),
you’d want to be short Vega — like selling options. Option sellers often
aim to earn the volatility risk premium, essentially betting that realized
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volatility will be less than what’s implied. Short Vega positions (like
short straddles) will gain as IV falls (plus Theta works for them).

One practical insight: Long-dated options have higher Vega because with
more time, there’s more uncertainty about future volatility. For instance, a 6-
month ATM option will have a larger Vega than a 1-month ATM option. So if
interest rates are stable and you are mainly trading volatility, sometimes people
trade calendar spreads to isolate Vega (buy long-term, sell short-term, etc., to
exploit differences in implied vols).

Another scenario: Individual stock event vs market. Suppose a pharma
company awaits an FDA approval decision. Its one-month options might shoot
to IV 60% (huge uncertainty for that stock), while India VIX is only 15%. If
you believe the decision outcome won’t move the stock as much as 60% implies
(or if outcome is known maybe earlier than expiration), you might short those
options — that is a high Vega play on that stock’s IV coming down. Conversely,
if you think the market underestimates the move (maybe binary outcome),
you’d buy those high-Vega options.

Keep in mind, Vega can change as IV changes — it’s not constant. If IV is
extremely high, Vega might start to drop for OTM options that become even
more unlikely. But generally within reasonable ranges, we treat Vega as a linear
sensitivity for small moves in IV.

Also, Vega interplay with Gamma/Theta: Often, positions that are long Gamma
(long options) are also long Vega (since you benefit from moves and from vol
rising) — that’s great in turbulence. Short options are short Gamma and short
Vega — you suffer from big moves and from vol spikes (the classic pain in
crashes for option sellers: underlying falls and IV spikes, a double whammy).
Knowing your Vega exposure helps you hedge or size positions. For instance,
if you have a lot of short Vega and a risky event is coming, you might reduce
position or hedge by buying some VIX futures or some options to offset.

In summary, Vega is the friend of those who trade volatility as an asset class.
For a beginner, it’s important to realize that even if you “ignore” volatility, it
won’t ignore you — a sudden IV shift can make your option unexpectedly gain
or lose value. Many a novice has wondered “why did my option fall so much
when the stock barely moved today?” — the answer often is, IV fell (Vega
effect). Conversely, “why is my option up, even though the stock is flat?” —
possibly IV popped (maybe due to some news rumors), boosting the premium.
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Key Takeaway: Vega measures an option’s sensitivity to volatility
changes. It tells you how much the option’s price will move for a 1% change
in IV. Higher Vega (ATM, longer-term options) means the option is very
responsive to shifts in market sentiment (volatility), whereas low Vega (ITM,
deep OTM, near expiry) means IV changes don’t affect it as much. If you
expect volatility to rise, you want to be long Vega (buy options); if you expect
volatility to fall, be short Vega (sell options). Always be aware of your Vega
exposure — a big vol swing can overshadow the underlying’s move.

3.7.7. Rho — The Overlooked Greek (Interest Rate Sensitivity)

Our final Greek is Rho (p). Rho measures the change in an option’s price for
a 1% change in interest rates. In formula terms, it’s the sensitivity to the risk-
free rate (like RBI’s rates or Treasury yields). For example, if a call option has
Rho of +0.05, a 1% increase in interest rates would theoretically increase the
option’s price by 20.05 (and a 1% decrease would lower it by 0.05). Put
options have negative Rho (since higher interest rates decrease put values
slightly).

Why do interest rates affect options? Think of it this way: owning a call option
instead of the underlying stock frees up capital (you paid premium, not full
stock price). If interest rates rise, holding a call is slightly more attractive
(because the money you didn’t use to buy stock can earn interest elsewhere),
so call premiums tend to nudge up. Conversely, owning a put is like being short
the stock (or insuring it), and rising rates make it a bit less costly to carry stock
(opportunity cost of money is higher, so hedging via puts is slightly less urgent),
thus put premiums nudge down. These effects are generally small for short-
dated options.

In most everyday trading, Rho is the least significant Greek. That’s because
interest rates typically move slowly and the effect on near-term options is
minimal. For example, a 1% rate change overnight is rare; even over months,
rates might drift by 0.25% or 0.5%. So you won’t usually see option prices
jumping due to Rho. However, for long-dated options (say 1-2 years out, like
LEAP options on stocks or long-term index options), Rho can matter more.
When rates are changing appreciably (like in a tightening cycle), those far-
expiry options will reprice.

Let’s illustrate with a scenario in the Indian context:
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e Short-term options: Nifty is 18,000, and you’re trading the monthly
options. The RBI unexpectedly cuts interest rates by 0.5% (50 bps).
How much do your options move due to this? Practically, almost
nothing noticeable. Maybe your ATM call of 200 might theoretically
drop by %0.50 if Rho was -0.1 for that 0.5% (just an example). This
move is drowned out by market noise. In other words, you likely
wouldn’t even notice Rho’s effect amid Delta, Vega, etc. For puts,
maybe they go up a teeny bit (if Rho negative, rate cut means rates
down, negative * negative = positive impact, but again tiny).

e Long-term options: Now imagine a 2-year index call option (not
commonly traded here, but suppose). If its Rho is, say, +0.5 (meaning
a 1% rate rise would add 0.5 to premium per unit, but since options
are large notional, consider 50 for the lot for simplicity). If the 2-year
interest outlook jumps 1% (like a regime change in rates), that option
might increase in price by a noticeable amount due to Rho. For a deep
ITM call (behaving like stock proxy), Rho could even be higher (since
it’s like stock exposure with financing benefit).

e Different underlyings: Rho also matters in currency options (where
interest rate differentials are a core part of pricing) or bond options, but
for equity index options, it’s quite secondary.

To give a concrete number: In mid-2022, RBI was hiking rates. Suppose a
trader held a 6-month Nifty call during a period when interest rates rose 1%. If
the call’s Rho was +0.1 (per 1%), the call might gain 0.1 x 1% = 0.1 in
premium per unit. On a lot of 50, that’s X5. Virtually nothing compared to daily
market swings. So traders didn’t and needn’t worry about Rho day-to-day.

However, in a low interest rate environment (like near 0% rates globally), Rho
can be almost negligible. When rates are higher (like 5-10%), there is some
baseline effect on option prices but again mostly baked in.

Consider a market example: If RBI tomorrow announces a surprise 1% rate
hike out of cycle, what happens? Equity markets might fall (that’s a Delta effect
due to fundamentals), volatility might spike (Vega effect due to surprise), so
options will move a lot from those. Rho effect: Calls might theoretically inch
up from rate rise, puts down — but if Nifty is falling, that completely overrides
Rho. In fact, one could argue indirectly Rho’s effect is opposite to market
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movement — rate up hurts stocks (calls down from Delta, even if Rho up can’t
compensate). So in practice, Rho is usually masked by bigger forces.

Where Rho does explicitly show up is in options pricing formulas. For
academic completeness, a call’s price increases with rates (cost of carry), and a
put’s decreases. On long maturities, it’s part of carry-arbitrage calculations. But
for a beginner, you can remember: Rho is there, but it’s sleeping quietly most
of the time. Only wake it up for big rate shifts or long maturities.

One more angle: in India, the risk-free rate can be taken as the GOI bond yield
or simply some overnight rate. As of 2025, with moderate inflation, the rates
might be around 6-7%. If in a year we expect it to go to 8%, that could make
LEAP calls a bit pricier. But again, most retail participants don’t trade those
long options heavily.

In summary, Rho might not star in daily trading drama, but it’s part of the
supporting cast. It reminds us that options are financial instruments influenced
by all aspects of the market, including interest rates.

Fun fact/story: In the early 1980s in the US, interest rates were extremely high
(Volcker era, >10%). Rho was actually more meaningful then — deep ITM calls
were very pricey partly because carrying stock had huge opportunity cost, so
calls reflected that. Traders cared about Rho since a 1% move off a 15% rate
was noticeable. In today’s lower rate environment, Rho returned to the
shadows. Should hyper-inflation or high-rate scenarios come, Rho could matter
again.

Key Takeaway: Rho is the least glamorous Greek, measuring an option’s
sensitivity to interest rate changes. Higher rates generally boost call prices and
hurt put prices (all else equal), but the effect is usually very small for short-
term options. Rho becomes more relevant for long-duration options or in
environments where interest rates swing significantly. For most index option
traders, Rho is more of a theoretical footnote — important to know it exists, but
rarely a deciding factor in trades.

Conclusion: Tying it All Together (Greeks in Harmony)

We’ve traveled through Delta, Gamma, Theta, Vega, Rho and explored the
market’s volatility metrics IV and VIX. By now, you might see how all these
pieces connect: Delta-Gamma-Theta-Vega form the core of option pricing
dynamics, often interacting in complex ways. For example, on an expiry day
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an ATM option is a live wire because Gamma and Theta are both peaking (price
can change wildly with tiny moves, and time decay is eating away each minute).
Meanwhile, Vega and IV are the bridge to the outside world — reflecting how
overall market sentiment (fear or calm) inflates or deflates all option prices
together. India VIX rising will push up IVs (thus increasing Delta-neutral
option premiums via Vega), while a stable market with time passing will hurt
premiums via Theta.

Think of managing an option position like steering a ship:

e Delta is your direction (where the ship is heading relative to the
waves).

e Gamma is the choppy water that can suddenly change your course
(requiring you to adjust the rudder/Delta).

e Theta is the slow leak in your fuel tank — the longer you sail, the more
fuel (premium) you lose.

e Vega is the weather — a storm (volatility surge) can swell the waves
and lift all boats (premiums), or calm seas (vol drop) can leave your
sails flat.

e Rho is like the tide — a subtle rise or fall of the sea level (interest rates)
that usually doesn’t rock the boat short-term, but a long-term navigator
keeps it in mind.

By decoding the Greeks, you’ve gained a toolkit to dissect option prices. Rather
than seeing an option premium as a mysterious number, you can now interpret
it as a sum of parts: intrinsic value plus time value (affected by Theta), adjusted
for volatility (Vega/IV, influenced by VIX), and always changing in sync with
the underlying (Delta, moderated by Gamma). Each Greek tells a story: Delta
and Gamma about how your position responds to index moves, Theta about the
cost of waiting, Vega about the market’s mood swings, and Rho about the
macro environment.

As you progress, you’ll learn to balance these Greeks in strategies. For
instance, a spread trade might be Delta-neutral (Deltas of options offset) but
Vega-positive (benefiting from a vol rise). Or an iron condor strategy will be
short Theta (time decay working for you) but also short Vega and with limited
Gamma risk if well-structured. Understanding the Greeks helps you tweak and
tune your strategies like dials on a machine to get the risk exposure you want.
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Finally, remember that Greeks are a risk management language. SEBI’s
emphasis on investor education (like understanding Greeks and VIX) is to
ensure traders know what can hurt them. For example, if you sell naked options,
you now know you’re short Gamma and short Vega — meaning a fast market
move or a volatility spike can hit hard. This awareness should encourage proper
hedging and position sizing. On the other hand, if you’re an option buyer, you
know Theta is eating away at your position, so you might time your entry to
just before a move or pick strikes/expiries where Theta is manageable and Vega
could work in your favor.

With the Greeks and volatility decoded, you are better equipped to navigate the
F&O seas. In the next section, we will put this knowledge into action. We’ll
explore how traders craft option strategies — from simple spreads to complex
combinations — and how understanding the Greeks helps in choosing the right
strategy for a given market view. The Greeks will be our guide in evaluating
each strategy’s risk and reward profile.

You’ve reached the end of our journey through the Greeks and market
volatility. Take a moment to appreciate that you can now look at an option chain
and read between the lines: the Delta telling you probability and exposure, the
IV hinting at event risks or calm, and so on. This is empowering — it’s like
graduating from seeing just price tags to understanding value. As we move on,
keep these concepts close. Options trading is no longer a black box; you’ve got
the decoder ring. Onward to using these tools in building smart, risk-managed
strategies in the upcoming section!

3.8 Risk Management in Options Trading
3.8.1 The 5% Rule: Position Sizing for Survival

Ravi was an enthusiastic new options trader in Mumbai. After a string of small
wins, he grew overconfident and ploughed half his capital into one bold Nifty
call — only to see the market swing against him. In one bad day he lost more
than he was willing to risk, and had to take a step back. This taught him the
hard way about position sizing: never risk too large a share of your trading
capital on one bet.

In plain terms, position sizing means deciding how much to put into each trade.
A common guideline is to risk only a small percentage of total capital per trade.
For example, the classic “5% rule” advises not risking more than 5% of your
capital on any single trade. By keeping risk per trade low (often 2-5% as
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experts suggest), a trader can survive several losses without blowing up the
account.

o C(Calculate Risk Per Trade: Limit potential loss to a fixed percent of
your capital (e.g. 2-5%).

e Adjust for Volatility: In high-volatility markets, use even smaller
position sizes.

e Re-evaluate Core Equity: After each trade, consider how deployed
capital affects your remaining equity.

Keeping positions small also helps in meeting margin requirements. Even if an
option’s premium seems cheap, remember that a string of losses can wipe out
savings. By following a size rule, Ravi eventually rebuilt confidence more
safely. Importantly, always plan position size before trading — it is a frame that
protects your capital from one big loss

3.8.2 Safeguarding Exits: Stop-loss in Options

Meena once bought calls on a banking stock just before a budget
announcement. She set no exit plan, hoping the market would keep rising.
Instead, the budget was a dud and the stock collapsed overnight. Meena’s paper
loss turned real by morning, far beyond what she expected. This painful episode
showed her why stop-loss strategies (planned exit points) are crucial, even in
options trading.

A stop-loss is simply a pre-defined exit rule to limit loss if the market moves
against you. In stocks, one might place a sell-stop order, but in options the idea
is similar: decide in advance when to close or hedge a position. For example,
you could exit a long call if its underlying falls below a support level, or if the
option loses a certain percentage. The key is to protect your capital by having
a plan.

e Technical Stop: Exit if the underlying breaches a critical price (like
support/resistance).

e Volatility Stop: Widen stops in choppy markets (when IV is high),
tighten in calm markets.

e Time Stop: Exit by a certain date or number of days (e.g. one week
before expiry) to avoid surprise time decay.
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e Trailing Stop: If the option goes deep in-profit, raise your exit
threshold to lock in gains.

Using stops (or their mental equivalents) doesn’t guarantee a profit, but it
prevents unlimited losses. As Indiabulls notes, stop-loss orders help protect
capital by automatically closing a position if the market crosses a preset level.
For example, if a Nifty put option halves in value from the entry price, you
might choose to exit rather than watch it expire worthless. These rules keep you
disciplined — and contrast sharply with Meena’s experience. Even though
options have time decay and gaps, thoughtful exits (or hedges) act like a safety
net.

3.8.3 The Protective Hedge: Puts, Covers and Spreads

Rahul was holding shares in Infosys, proud of the steady returns he had earned
over months. But one morning, global tech stocks started sliding after weak
NASDAQ cues. Rahul feared a correction but didn’t want to sell his long-term
holdings. Instead of panic-selling, he decided to hedge — he bought protective
put options on Infosys.

A week later, the market corrected sharply. While his stock value fell, the put
option’s value surged — balancing his loss. For the first time, Rahul felt calm
even during a downturn. This real-world moment shows why hedging is a
cornerstone of options risk management — it converts uncertainty into a
defined, controllable outcome.

Hedging means using one financial instrument to offset the risk of another. In
the options world:

e If you’re long stock, buy puts.
e If you’re short a call, own the stock (a covered call).
e If you have a directional options bet, use spreads to cap your risk.

As per SEBI’s risk-control principles and exchange guidelines, these defined-
risk structures also reduce your required margin — a key benefit for disciplined
traders.

Protective Put: Buying a put option caps the downside of a long stock or call
position. If the stock drops, the put’s gain offsets your loss.

Covered Call: Holding the stock while selling a call allows you to earn
premium income, giving a buffer against minor declines.
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Vertical Spreads: Combine two options (buy one, sell one) on the same
underlying. This limits both loss and profit. For instance, a bull call spread
limits downside if the market reverses.

Strategy & Asset Diversification: Spreading your trades across different
stocks, indices, and strategies (calls, puts, spreads) prevents one bad move from
sinking your capital.

By hedging, traders like Rahul transform an unknown market move into a
known maximum loss. It doesn’t promise profits — but it guarantees peace of
mind. Importantly, SEBI and NSE now encourage defined-risk trading (like
spreads) through lower initial margins and better transparency, making
professional hedging accessible to retail traders too.

Note: We will dive deeper into Hedging Strategies, Delta-Neutral Setups,
and Portfolio-Level Risk Control in the upcoming chapters, where we’ll
connect these ideas to Index Analysis (Chapter 4) and Advanced F&O
Strategies (Chapter 5) for real-world applications.

3.8.4 Volatility Waves: Reading VIX and IV

Before the 2019 general elections, Anjali noticed the India VIX — the market’s
fear gauge — soaring above 20 (a high level). She bought a long straddle on
Nifty expecting wild swings. After the results, volatility collapsed instead of a
big move, and the options lost value as premiums decayed. Anjali realized that
volatility itself was the trade she missed managing.

Implied volatility (IV) is a key concept in options: it reflects how much the
market expects the stock to move. High IV means options are expensive but
signals big swings may come; low [V means calm markets. The India VIX is a
handy barometer: when VIX is high, the market expects more turbulence. For
risk management, this means adjusting strategies based on volatility levels. If
VIX is spiking, traders might reduce positions or favor spread strategies to
avoid high-priced premiums. Conversely, very low VIX could lure buyers, but
a sudden spike (volatility crush) can hurt unhedged positions. As one source
notes, “high implied volatility can blow up prices” of options, and low IV can
lead to price drops.

e Monitor India VIX: Use it as a warning light. A rising VIX often
implies caution (hedge or cut risk).
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e Plan for IV Changes: If you buy options in high-IV markets, know
that a return to normal IV will cut option value. Likewise, selling
options in low-IV times can be risky if volatility surges.

e Volatility Spreads: Consider calendar or volatility spreads when you
have views on IV (e.g. selling a near-month call and buying a far-month
call). Note SEBI’s 2025 rule removed some calendar spread benefits
on expiry to curb risk.

e Don’t Ignore Implied Volatility: Always check an option’s IV (from
Greeks chapter). High IV means pricey premiums; low IV might hide
a surprise. Traders often avoid new positions when volatility is
unpredictable.

In simple terms, volatility is the wind in the markets. If it picks up, even a well-
structured trade can run off course. By watching VIX and IV, you “sense the
storm” before it arrives. This connects back to delta (covered in Chapter 26):
high volatility makes delta jumpy, so adjust or hedge more frequently.

3.8.5 The Final Countdown: Managing Expiry

Sunil held a short Nifty call in the last hour of expiry day, betting the index
wouldn’t move. Suddenly, a big whale order hit just before 3:30 PM and Nifty
shot up. His call went deep in loss, and he had minutes to add margin before
getting knocked out. This scare taught him to treat expiry days like minefields
— volatile and unforgiving.

On expiry days (when options contracts settle), markets often see sharp moves.
Some traders say “don’t hold short option positions into expiry if you’re not
prepared for big swings.” By SEBI’s assessment, expiry can be dangerous: it
even imposed an “extreme loss margin” of 2% on short options expiring that
day. In practical terms, it means always ask: What happens if the market gaps
at open or spikes at close?

o Close or Roll Positions: If an option is far in-the-money or you’re
short, consider closing or rolling it before expiry to lock in known loss.
Long options you intend to keep should still be re-evaluated frequently.

e Extra Margin Cushion: Keep extra funds in your account in expiry
week. Brokers may demand sudden extra margins (as mandated by
SEBI’s ELM rule).
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e Know Assignment Risk: For physical-settlement options (stock
options), being short can mean actual delivery of shares. If you sold a
call and it expires ITM, you must deliver stock. If you didn’t plan, this
is a big risk (see table below).

e Gamma Spike Alert: Delta becomes very sensitive as expiry nears
(gamma risk). A small index move can flip a position from profit to
loss. Trading smaller sizes or tightening stops on expiry week is wise.

In sum, expiry days need special caution. The “margin and volatility”
components of risk often peak, so your usual rules must tighten. Retail traders
in India increasingly treat expiry as a separate beast: monitor positions more
often and keep buffer capital.

3.8.6 Margin Discipline & Settlement Basics

When Anil heard that from Feb 2025 SEBI would make option buyers pay full
premium upfront, he panicked. He had been “buying on margin,” but now
realized he needed liquid funds to start any option trade. This rule — part of
SEBI’s push for safer markets — highlights a core lesson: always manage your
margin and premium obligations carefully.

In options trading, margin is the deposit required by your broker. New SEBI
rules mean all call and put buyers must settle the premium immediately. Short
option sellers already had to maintain margins. As a risk framework: before any
trade, compute the total money needed (premium + margin). Only use funds
you can afford to lock up or potentially lose. Traders also use defined-risk
spreads (like debit spreads) because they reduce margin calls compared to
naked positions.

Another margin consideration is the type of settlement. In Indian markets, index
options (Nifty, BankNifty) are cash-settled, while stock options (Reliance,
TCS etc.) are often physically settled. Physical settlement means if your option
ends in-the-money, you must buy/sell the actual stock at strike price. This can
tie up a lot of capital. Cash settlement simply pays the profit or loss in cash
without delivery. In general, cash settlement lowers the complexity and certain
risks.

e Prepare for Upfront Premium: Keep funds for the full option
premium at order time (no more “thumb rule” margin for buyers).
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e Use Defined-Risk Strategies: Vertical spreads or protective spreads

can dramatically cut margin needs versus naked shorts.

e Check “Calendar Spread” Rules: Previously traders got margin
benefit when offsetting positions in different expiries on the same
underlying. SEBI has discontinued this benefit on expiry days, so be

ready for higher margins in those weeks.

e Know the Settlement: If trading a stock option, remember it could
result in stock delivery. If unsure, prefer cash-settled contracts or close
positions at expiry. Cash settlement avoids the hassles of physically

buying/selling shares.

Keeping margin discipline means never running a position in which a sudden
margin call would force you to sell at a loss. It also means adjusting trade size
based on available collateral. For example, after the 2025 rules, a small investor
might choose index options (cash-settled) to avoid both hefty premium

outflows and delivery risk.

(physical)

Feature Physical Settlement (Stock Option) Cash Settlement
(Index Option)

Underlying | Actual stock share is delivered or Only cash difference is
received. paid/received.

Risk of Buyer must pay full stock price; seller No delivery risk —

Delivery must deliver shares. Risk of holding simple cash P&L.
unwanted stock.

Complexity | High (stock transfer, shares need to be Low (automatic cash
held or borrowed). clearing).

Margin & | Often higher margins (need funds to buy | Lower margins (only

Cost stock). option value).

Example 100 shares of Reliance at 32500 Nifty 22500 call

settled in cash (no
stock).

Table: Comparing physical vs cash settlement of options. Cash-settled options

avoid the complications and risks of stock delivery
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As Chapter 27 closes, recall the big picture: managing options risk means
limiting position size, planning exits, hedging, adapting to volatility, and never
ignoring margin rules. Each of our six lessons builds on earlier concepts like
delta (sensitivity), implied volatility, and option premium. By applying these
frameworks, even a beginner can trade more defensively.

With risk management covered, we turn next to Sth Book: Trading Psychology
& Behaviour, where we will explore how mindset and emotions play into
every trading decision — and how good psychology helps enforce the risk rules
we learned here.
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Key Takeaways — Chapter 3:

A call option gives the right to buy (bullish view) and a put option
gives the right to sell (bearish view) an underlying asset at a preset
price; the buyer’s maximum loss is the premium paid while the seller
earns the premium but assumes far greater risk.

Calls rise in value when the underlying price rises (positive correlation)
and puts rise when it falls (negative correlation) — calls act like bullish
“reservations” and puts like bearish “insurance”.

An option’s premium (price) consists of intrinsic value (the
in-the-money amount) plus extrinsic value (time and volatility
premium).

Intrinsic value = max(Spot — Strike, 0) for calls or max(Strike — Spot,
0) for puts. In-the-money options have positive intrinsic value (raising
their premium) while out-of-the-money (OTM) options have zero
intrinsic value (their premium is all time value).

Moneyness: At-the-money (ATM) options have strikes near the
current price (mostly extrinsic value), deep ITM options carry mostly
intrinsic value, and deep OTM options have little to no intrinsic value
(thus much cheaper premium).

Strike price selection trades off cost vs payoff: for calls, a lower strike
(closer or below spot) means higher intrinsic value and a higher
premium but higher chance of profit, whereas a very high (far OTM)
strike costs little but needs a big rally to pay off (vice versa for puts).

Options expire on a fixed date and are wasting assets: any unexercised
OTM option expires worthless, and ITM options settle at intrinsic
value. As expiry nears, the extrinsic (time) value decays to zero (Theta
effect).

Regulators (SEBI) have streamlined expiries to curb volatility: for
example, weekly index options are now limited (e.g. only Nifty
weeklies on NSE Tuesdays), with most contracts on monthly cycles, to
reduce the frenzy of “expiry-day” trading.

Delta (A) measures an option’s sensitivity to the underlying: it tells

how much the premium moves per 1-point change in the index and
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roughly equals the probability of expiring in-the-money (call Deltas
range from 0—+1, put Deltas 0—-1).

Gamma (I') is the rate of change of Delta: it is highest for ATM options
near expiry. High Gamma means even a small market move can
dramatically shift Delta (and the option’s risk exposure), which is
dangerous for short options but accelerates profits for long options.

Theta (0) is the time decay of an option’s price: it quantifies the daily
loss of premium as time passes. Theta is negative for buyers (bleeding
premium each day) and positive for sellers. Time decay is slow when
an option has long to go and accelerates in the final days (especially for
ATM options).

Vega (V) measures sensitivity to implied volatility (IV): it shows how
much the option’s price changes for a 1% change in IV. ATM and
longer-term options have higher Vega, so their premiums rise
significantly when volatility spikes and fall when volatility drops.

Implied Volatility (IV) is the market’s forecast of future volatility
embedded in option prices: higher IV makes all option premiums
richer, and events often cause a “volatility crush” when realized
volatility falls below elevated IV (hurting option buyers).

The India VIX index is the Nifty’s “fear gauge”: it quantifies expected
market volatility. High VIX implies traders expect large swings (often
coinciding with market drops or uncertainty), while low VIX implies
complacency (small expected moves).

Options enable hedging: for example, buying a put acts like insurance
on a long stock position (locking in a floor sell price), and selling
covered calls generates income on stock holdings while capping
upside. Structured spreads (buy one option, sell another) create
defined-risk profiles that reduce margin needs.

Option buyers have limited risk (the premium) and leveraged upside;
option sellers have limited profit (the premium collected) but
potentially large losses (especially naked sellers). This asymmetric risk
profile means traders must size positions carefully and use
exits/hedges.

86



Effective risk management is crucial: common rules include risking
only a small percentage of capital per trade (often 2—5%), using stop-
loss or exit strategies (technical, volatility-based or time stops) to cap
losses, and diversifying across different options or underlying assets.

SEBI and exchanges encourage defined-risk option trading (like
spreads or hedges) by offering lower margins for such strategies and
emphasize trader education (understanding Greeks, VIX, etc.). For
example, knowing that naked sellers are short Gamma/Vega helps
enforce prudent hedging and sizing.
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Chapter 4:
Index & Global Market Analysis + Options
Trading Set-ups

Connecting data, direction, and decision-making.
4.1 Sectoral Weightage & Stock Contribution to Indices
4.1.1 Introduction — Bridging Greeks to Market Movement

In the previous chapter, we dove into option Greeks, implied volatility (IV),
and the VIX — the sophisticated tools that help gauge how option prices might
change. Yet, a crucial puzzle piece remains: what actually drives the market’s
direction on any given day? Think of Chapter 27’s Greeks as the gauges in an
airplane cockpit; they tell you about speed, altitude, and turbulence (risk). But
to plot the right course, you still need a map — and that map is understanding
sectoral weightage and stock contributions.

This section connects those dots. We’ll see how the index’s movement is often
powered by a few heavy-hitter stocks and sectors. Grasping which sectors or
stocks are “pulling the cart” is the missing link between knowing your Greeks
and predicting actual market moves. By the end of this section, you’ll
appreciate why an index chart alone can be misleading and how peeking under
the hood at sector and stock drivers can dramatically improve your trading
decisions. It’s like moving from just watching a cricket match’s final score to
actually knowing which star batsmen scored the runs — a game-changer for
beginners building market conviction.

4.1.2 What Moves an Index: The Logic of Sectoral Weightage

First, let’s bust a common myth: many traders believe the index moves as a
whole and is best analyzed purely from its price chart. But here’s the truth —
no one actually trades the index directly. Index values are the net effect of
movements in its constituent stocks, and those stocks don’t all contribute
equally. Every index (Nifty 50, Bank Nifty, etc.) is constructed based on
weightage, primarily determined by free-float market capitalization. That
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means a handful of large stocks can drive most of the index’s movement, while
smaller stocks have minimal influence.

Take the Nifty 50 for example. It comprises 50 stocks, but not all stocks carry
the same importance. Your trade shouldn’t be based solely on what the Nifty
chart shows — it should be based on what the heavyweights are doing.

Portfolio Characteristics Statistics

Methodology Free Float Market Capitalization Index OTD | YTD |1 Year]s vears Si"‘_‘

No. of Constituents 50 Returns (%) # Inception

T Dt Apil 22, 1996 Price Return -3.55| 4.09| -465] 1695 1130

Basa Date November 03, 1995 Total Return -3.20| 5.23| -3.45| 18.37 12.82

RaEaliE 1000 Net Total Return | -4.91| 2.75| -679| 17.17

Calculation Frequency  |Real-Time -

Index Rebalancing Semi-Annually Statistics ## 1Year | 5 Years hi“;:m

Sector Representation Std. Deviation * 12.95 14.24 2263

Sector Weight(%) Beta (NIFTY 50) 1.00 L.00 1.00

Financial Services 36.47 Correlation (NIFTY 50) 1.00 1.00 1.00

Information Technology 9.91

Oil, Gas & Consumable Fuels 9.79) Fund, als

Automobile and Auto Components 7.52 P/E PB Dividend Yield

Fast Moving Consumer Goods 6.79 21.76 3.37 1.33

Telecommunication 4.53

Healthcare 4.29 Top constituents by weightage

Construction 3.81

Metals & Mining 3,71 Company’s Name (Weight(%)

Consumer Services 2.93 HDFC Bank Ltd. 12.87

Power 255 ICICI Rank Ltd. 8.52

Construction Materials 2.22

Cerisianer Diiahls PRT; Reliance Industries Ltd. 8.18

Services 2.00 Infosys Ltd. 4.60

Capital Goods 1.28 Bharti Airtel Lid. 4.53
Larsen & Toubro Ltd. 3.81
ITC Ltd. 3.43
State Bank of India 3.21
Axis Bank Ltd. 2.87
Mahindra & Mahindra Ltd. 2.69

This image shows the sector-wise distribution of weightages within the Nifty
index. Notice that Financial Services alone contributes 36.47%, followed by
Information Technology (9.91%), Oil, Gas & Consumable Fuels (9.79%), and
Automobile & Auto Components (7.52%). These top four sectors alone add up
to over 63% of Nifty’s movement. That means if these sectors are all moving
upward, the index will very likely follow. But if they are flat or weak, any rally
you see in Nifty might be on shaky ground.

Similarly, observe the top 10 stocks on the right side of the image. Companies
like HDFC Bank (12.87%), ICICI Bank (8.52%), and Reliance (8.18%)
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carry significant weight. If any of them move 1% or more, the Nifty is bound
to feel it.

That’s why, when trading the Nifty, I always check these top contributors first.
If Financials + IT + Reliance are all pointing in the same direction, I consider
that a high-conviction signal.

Pro Tip: Don’t rely on a single sector or stock driving the index. If Nifty rises
solely due to, say, Reliance spiking while the rest are flat, that’s a risky move
to trust. If Reliance reverses, Nifty will likely fall too. For safety, aim for at
least 50% combined contribution from the top-weighted stocks to validate an
index direction.

Also remember — Index weightages change every 6 months. This process
is called index rebalancing, which we’ll cover in depth later in this section.
So always check the latest data on websites like niftyindices.com.

4.1.3 Confirming Trades: Bank Nifty & Heavyweight Strategy

Now let’s zoom into Bank Nifty, a favorite of many intraday and positional
traders. Just like Nifty, Bank Nifty’s movement is not about all 12 banks acting
equally — it’s again about weightage.

Portfolio Characteristics

Methodology Periodic Capped Free Float Index QTD | YTD |1 Year |5 Years Since
T Returns (%) # Incepti
ororbonsThenty e Price Retun | -4.67) 7.42] 3.13] 20.56] 1680
Launch Date September 15, 2003 Total Return | -4.36 | 8.28 | 3.95 | 2145 18.32
Base Date | January 01, 2000 -
Statistics ## 1Year | 5Years | S
Base Value 1000 i
Calculation Frequency Real-Time Std. Deviation * 14.28 18.86 28.28
Index Rebalancing Semi-Annually Beta (NIFTY 50) 0.95 1.14 1.09
Correlation (NIFTY 50) 0.86 0.86 0.84
1 Year Performance Comparison of Sector Indices
- %) Fundamentals
eturns(% AT
25 20 15 -0 -5 0 510 | E/E WL | b Xield |
| 15.09 | 2.06 | 1.07
Nifty Bank
Nifty Auto = -
_ Nifty Chemicals Top constituents by weightage
evcomis
ﬁ'l?"’y E.‘\‘r‘.:i‘\:ll sz‘._"‘“f’ Company's Name Weight (%)
ifty Financial Servic.
e o HDEC Bank Ltd. 28.49
N Mt ICICI Bank Lid. 24.38
Nifty MidSmall Financi...
Nifty Nlidsmbjlllildgr?:llr#: State Bank of India 9.17
L Kotak Mahindra Bank Ltd. 8.96
Ny Axis Bank Lid. 878
ifty
Nifty$00 Healthears: IndusInd Bank Ltd. 3.14
Bank of Baroda 3.10
Federal Bank Ltd. 3.08
IDFC First Bank Ltd. 2.99
Canara Bank 2.71
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This image shows the top-weighted stocks in the Bank Nifty. Just two banks —
HDFC Bank (28.49%) and ICICI Bank (24.38%) — contribute over 50% of
Bank Nifty’s movement. That’s huge. Add State Bank of India (9.17%) and
Kotak Bank (8.96%), and you're covering 70%+ of the index.

This means you must track these top banks before entering any Bank Nifty
trade. A breakout in Bank Nifty is only trustworthy if these giants are
supporting it. If Bank Nifty is moving up but HDFC Bank is flat, it’s a red flag.

Personally, I use a multi-chart setup with the top six banking stocks on a 5-
minute intraday timeframe. If I see at least 4 out of 6 stocks showing strength,
I take that as a go-ahead signal.

i m; T (U
il | oy, ey |,_"|'I.||

Here, you’ll see how I track HDFC Bank, ICICI Bank, SBI, Axis Bank, Kotak
Bank, and IndusInd. If the majority align with the Bank Nifty move, I take the
trade. Otherwise, I stay out or tighten my stop-loss.

The principle is simple: don’t trade the index blindly — trade the dominant
stocks within the index. Whether you’re analyzing Nifty, Bank Nifty, or any
sectoral index, the same rule applies. Study the engine before riding the train.

4.1.4 Index Rebalancing & Staying Updated

Indices evolve. They don’t remain static. Twice a year, NSE reviews and
updates index constituents based on market cap, trading frequency, and other
SEBI guidelines. This is called index rebalancing. For example, the removal
of HDFC Ltd and its merger with HDFC Bank caused HDFC Bank’s weight to
jump.
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SEBI has clear rules — no single stock can exceed 33%, and the top 3 can’t
exceed 62% weight. These rules keep the index balanced and prevent over-
concentration.

Why does this matter? Because a stock added or removed from the index can
affect sector influence and price action. Suppose a new IT stock enters Nifty
with decent weight — suddenly, tech might have more sway over index moves.
Always check index announcements and update your watchlist accordingly.

4.1.5 Conclusion — Let the Data Guide You

Ultimately, this section brings home a vital message: don’t trust index charts
at face value. Always peek under the hood. Understand which sectors and
which heavyweight stocks are moving the index. Trade with the why, not just
the what. Emotions fade when data becomes your compass.

Imagine the index as a chariot. If HDFC Bank and ICICI Bank (the two front
horses) are galloping, you can ride confidently. But if they’re standing still and
the cart moves anyway, something’s fishy. Learn to spot that — and you’ll
avoid traps.

Key Takeaways:

e Heavyweights Move the Market: A few top-weighted stocks/sectors
contribute most of the index’s movement. Watch them.

e Chart Alone # Conviction: Always cross-check index moves with
sectoral and top stock strength.

e Avoid Single-Stock Moves: If index moves due to one stock, be
cautious — it may reverse fast.

e Track, Then Trade: Use setups like 5-min multi-charts of top
contributors before confirming entries.

e Stay Updated: Index weights shift every 6 months. Always check the
latest data before analysis.

4.2. Reading the Option Chain: OI, Change in OI, Volume, IV & PCR

In the previous section (4.1), we understood how sectoral weightage and stock-
level contribution drive index movements. That foundation was essential
because we often look at just the index chart — forgetting that the index is the
output, not the input. Now, we move one step deeper by analyzing the Option
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Chain — a powerful tool for intraday and positional traders. But before diving
straight into the Option Chain, let’s revisit an old friend from Chapter 2 —
Open Interest (OI).

1. Understanding Open Interest (OI) — Now from the Options Perspective

In Chapter 2, we learned that Open Interest shows how many contracts are
currently active in the market — it tells us whether fresh positions are being
created or old ones closed. There, we studied it in the context of Futures, where
both buyers and sellers post significant margins and participate equally. But in
Options, the perspective changes entirely.

Here’s why: options buying requires only %¥20,000-%30,000, but selling
(writing) options needs margins of over X2 lakhs per lot, depending on the
strike and underlying. So, naturally, option writers (sellers) tend to be the big,
informed players — institutions, prop desks, or high-net-worth traders.

That’s why, when we analyze Ol in options, we always focus from the seller’s
perspective.

Let’s consider a live scenario. Suppose a large player sells 1000 lots of Bank
Nifty at a premium of ¥600. What does that tell you? They are expecting the
price to stay below that level, allowing them to profit from time decay or
range-bound action. Their intent is likely to buy it back at ¥300-%200, thereby
locking in a clean profit. This transaction adds new Open Interest.

So, when you see a sudden rise in Ol at a particular strike, it signals that big
players are positioning themselves there — either creating a cap (resistance)
on the Call side or a floor (support) on the Put side.
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This image shows the Bank Nifty Option Chain for October 2025 expiry.
We'll use this visual for deeper explanation below.

(a). Decoding the Direction with OI

Now, look closely at the first column (Call side) and the last column (Put side)
— both labeled Open Interest. These numbers tell us how many lots are
currently active at each strike. Your job as a trader is to compare the Ol on
both sides to read where the smart money is building positions.

Let’s walk through it:

Start by identifying the At-The-Money (ATM) strike (in this case, let’s assume
57,500). Now check the next five strike prices on either side (i.e., from 57,000
to 58,000). What do you see?

In our image, the Put side OI is significantly higher than the Call side. That
means more traders are selling puts — a strategy used when expecting the
market to remain bullish or sideways. It reflects confidence that the index will
stay above these levels.

In contrast, when you see high OI on the Call side, it suggests resistance — the
market may struggle to rise beyond that level.

So, the higher the Put OI compared to Call OI, the stronger the bullish
sentiment.

94



But here’s the twist: while static Ol gives positional sentiment, intraday
traders should focus on Change in OI.

(b). Reading Change in OI — The Day’s Fresh Activity

Change in OI (AOI) represents the difference in OI from the previous day —
it updates live during market hours.

This column is extremely useful for intraday analysis. It shows where fresh
contracts are being added today. In our example, if the Call side shows
negative Change in OI, it means positions are being exited or squared off —
perhaps due to stop-losses or reduced confidence in upside resistance.
Simultaneously, if the Put side shows a big jump in Change in OI, it means
fresh shorting of PEs, which again indicates bullishness.

For instance, in the 57,500 strike, if you see large positive Change in Ol on PEs,
it means big players are confidently building support there.

This dynamic helps us answer two questions:
1. Direction Bias: Are big players expecting up or down?

2. Support/Resistance Levels: Where is the market most likely to hold
or reject?

(c). Identifying Support and Resistance via Change in OI
Let’s now connect this to real support zones.

Look again at our image: between 57,000 and 57,500, the Put Change in OI
shows strong buildup — with the highest concentration at 57,500 PE. This is
a clear indication that the market is establishing a fresh support zone here. It
tells us that institutions don’t want the price to fall below this level, so they’re
aggressively shorting PEs and collecting premiums.

The next visible support? Check the 57,000 PE, which shows 9,105 contracts
added in Change in OI. That’s our secondary support.

For intraday traders, these two levels give the boundaries within which prices
are expected to behave — unless a major news event disturbs the structure.

Pro Tip — When to Use OI vs. Change in OI

e I[fyou’re an intraday trader, focus more on Change in OI.
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e If you’re carrying positions overnight or for 2-3 days, rely on static
OI trends and structure.

Both work, but knowing when to use which is what separates amateurs from
professionals.

2. Volume & Implied Volatility (IV)

Once we've interpreted Open Interest (OI) and Change in OI to get a directional
and structural sense of the market, the next layer of depth comes from analyzing
Volume and Implied Volatility (IV). Think of OI as the map of established
positions, while Volume tells you where the current action is happening right
Nnow.

Each strike in the option chain has a Volume column that reflects the number
of contracts traded on that particular day. This figure resets daily, unlike OI
which carries forward. High volume indicates high interest and liquidity at that
strike — a sign that traders are actively engaging at that level. Now, when this
high volume is paired with a rising Ol, it suggests that new positions are being
created. On the other hand, high volume with falling OI could signal profit
booking or position unwinding.

In the same image we used earlier, if you look at the strike where both volume
and OI are high on the put side, and the Change in Ol is positive — it’s a strong
clue that sellers are building fresh positions at that level, expecting the market
to stay above it. This builds the case for potential support. If the same structure
is visible on the call side with large contracts and rising OI, that could indicate
a possible resistance.

Let’s now look at Implied Volatility (IV). We explored this concept in Chapter
27, but let’s refresh. IV is the market’s expectation of future volatility. Higher
IV means options are priced expensively, as traders expect sharp moves. Lower
IV means cheaper options, usually when the market expects calm or
rangebound movement. Unlike historical volatility (which looks at past price
moves), [V is forward-looking — it’s what traders are pricing in for the future.

Every strike has its own IV reading on the option chain. You’ll often notice that
IV tends to rise for far out-of-the-money (OTM) options, especially on event
days or during uncertainty. For example, if the market is expecting a major
policy announcement, the IV for both calls and puts may rise sharply as traders
rush to hedge their portfolios.
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IV can work against the trader as well. If you buy options when IV is high and
it drops afterward — say, post-Budget or after an earnings result — the option
premium can fall even if the stock/index moves in your direction. This is known
as “IV crush.” Therefore, options sellers often benefit when IV falls, while
buyers need IV to either remain elevated or rise.

A quick trick some experienced traders use: if Call IV is significantly higher
than Put IV, it can imply nervousness on the upside (people hedging against a
rally). If Put IV is higher, it reflects fear of a fall. These IV differences often
reflect demand and sentiment, especially near key events.

3.Put/Call Ratio (PCR)

The Put/Call Ratio (PCR) is a snapshot of overall sentiment in the market. It's
calculated by dividing the total open interest (or volume) of put options by the
total for call options:

PCR = Total Put OI / Total Call OI

A PCR value greater than 1 means there are more puts than calls — indicating
bearish sentiment. A PCR below 1 suggests more calls are being written or
bought — implying bullishness. However, this isn’t black and white. Extreme
PCR values are where the real story lies.

e PCR < 0.8 - Bullish: Calls dominate, traders are expecting a rise.

e PCR between 0.8 and 1.7 — Neutral to mildly bullish with possible
volatility.

e PCR > 1.7 — Caution: Bears may dominate or fear-based
positioning may be rising.

Let’s use our earlier Bank Nifty October 2025 snapshot. Suppose from +10
strikes around the ATM (say from 56500 to 58500), the total put OI adds up to
5.88 lakh and total call Ol is 5.06 lakh. Then:

PCR=5.88/5.06=1.16

This PCR value of 1.16 suggests a mildly bullish environment. However, it’s
important not to overinterpret this number. For accuracy, always use balanced
strikes (equidistant from ATM) and avoid counting deep ITM or far OTM
options, as they may be illiquid or distorted.
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PCR is best used along with OI and IV. For example, if you see rising Put Ol,
declining Call OI, IV stable, and PCR rising — it shows that traders are
aggressively building puts and reducing calls, signaling potential downside.

4. Putting It All Together

Now that we understand OI, Change in OI, Volume, IV, and PCR — how do
we use them together?

Let’s imagine you observe the following on the option chain:
e Rising Put OI and positive Change in Ol on put strikes near support
e High volume concentrated around those strikes
e (all side OI reducing with negative Change in OI
e [V is relatively stable or falling
e PCRisbetween I and 1.3

This combination would generally suggest a bullish bias. It indicates that put
sellers are confident about the support levels and are actively building positions
there, while call writers are reducing exposure. With IV steady and PCR not
too stretched, the market setup may be favourable for a long trade.

However, if IV starts rising sharply and PCR shoots above 1.7, it could be a
signal of caution — as excessive put buildup often precedes sharp pullbacks or
reversals.

And finally, one important reminder: NSE updates its option chain every 3
minutes. Never base your decisions on stale data. Combine these tools with
other confirmations — which we will explore in the upcoming sections —
before taking a trade.

Key Takeaways

e Open Interest (OI) is the total outstanding option contracts. It rises
when new positions (long or short) are added. Large OI shows where
big bets are placed.

e AOI on Calls/Puts: A jump in call-side OI (positive AOI) often means
call writers entered — that strike can act as resistance. A jump in put-
side OI signals put writers — that strike can act as support. Falling OI
means positions are closing (e.g. short-covering if price is rising).
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e Volume vs OI: Volume counts today’s trades; open interest is open
contracts. High volume confirms interest/liquidity at a strike. Rising
price with rising volume and rising Ol is a strong bullish sign.

e Implied Volatility (IV): IV is the market’s expected volatility and
drives option premiums. High IV = expensive options (often before big
events); low IV = cheap options. Watch IV changes for clues (e.g. IV
rising on one side).

e Put/Call Ratio (PCR): PCR = total puts + total calls (over a balanced
strike range). Low PCR (<0.8) usually means a bullish bias (calls
dominate), whereas high PCR (>1.7) indicates bearish bias (puts
dominate). Values between ~0.8—1.7 are neutral-to-mildly bullish.

e Combine Signals: Use OI, AOI, volume, IV, and PCR together for a
directional bias. For example, call-side OI buildup + rising price + low
PCR = bullish; put-side OI surge + high PCR = bearish. Always
corroborate option-chain cues with other analysis.

This chapter is for educational purposes only and is not trading advice. Readers
are advised to consult with a SEBI-registered advisor before making any
trading decisions.

4.3 Global Market Analysis for Indian Intraday Traders

When we talk about intraday trading in India, it helps to remember that markets
are globally connected. Think of the world’s stock exchanges like a network of
weather stations. If a storm brews in New York overnight, it can send rain
clouds to Mumbai by morning. Likewise, if Tokyo’s markets soar, traders in
India often feel that tailwind at open. In the previous sections we learned how
to analyze our own Nifty charts and option chains. In this section, we step back
and see the global picture: how U.S., Asian, and European markets, along with
currency and commodity cues, set the stage for India’s trading day. As one
market report noted, “mixed global cues suggest a cautiously optimistic start
for Indian equities”. This means that by watching overseas moves, an Indian
trader can gauge the likely mood when Dalal Street opens.

Imagine Anjali, an intraday trader in Mumbai. Before her morning chai, she
scrolls news from New York and Tokyo. She checks how Wall Street closed
(e.g. Dow, Nasdaq) and how futures in overnight trade are behaving. She looks
at Asian closing prices and any major events. She glances at the Nifty futures
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in GIFT City (the international NSE terminal) and at currency and oil prices.
All these are her clues about whether the day’s trading will start bullish or
bearish. In the following pages, we explain each of these global indicators. A
clear table of market timings in IST will help coordinate her (and your)
analysis.

Global Market Timings (IST)

Different stock exchanges trade at different hours. The table below shows the
typical opening and closing times of major markets, converted into Indian
Standard Time. This helps an Indian trader know which markets are active at
any hour.

Market (Exchange) Open (IST) Close (IST)
NSE (Mumbai) 9:15 AM 3:30 PM
GIFT Nifty (NSE IFSC, 6:30 AM — 2:45 AM (next

USD) day)

Tokyo (TSE, Japan) 5:30 AM 11:30 AM
Hong Kong (HKEX) 6:00 AM 12:30 PM
Shanghai (SSE, China) 6:00 AM 11:30 AM
Sydney (ASX, Australia) 5:30 AM 11:30 AM
London (LSE, UK) 1:30 PM 10:00 PM
Frankfurt (Xetra, Germany) 1:30 PM 11:00 PM
New York (NYSE/Nasdaq, 8:00 PM 2:30 AM (next
USA) day)

Table: Major exchange trading hours in IST (approximate). For example,
NYSE/Nasdaq trade 9:30 am—4:00 pm Eastern Time, which is about 8:00 pm—
2:30 am IST.

(The above times are indicative; markets have breaks/holidays. Consider
adding a visual timeline or world clock image to illustrate these overlaps.)
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How to Use This Table for Pre-Market Prep

1. Night Before: Track U.S. market close and Dow/Nasdaq futures
after hours.

2. Early Morning (5-8 AM): Watch Asian openings (Nikkei, Hang
Seng, Shanghai).

3. 6:30-9 AM: Follow GIFT Nifty trend — gives the clearest idea of
Nifty’s likely open.

4. During Indian Market Hours: Watch European openings (12:30
PM IST) for mid-day direction changes.

U.S. Markets (Dow Jones, Nasdaq)

The U.S. stock market often acts like the anchor for global sentiment. When the
Dow or Nasdaq rallies by the time India wakes up, it usually lifts spirits here.
Conversely, a big U.S. sell-off can make Indian traders cautious. For instance,
an overnight drop in Wall Street indices (perhaps on bad jobs news or Fed
worries) often means Nifty futures trade lower before the open. Even after the
U.S. market close, the U.S. futures markets continue trading. These futures
(e.g. Nasdaq-100 futures) can move through our night; traders check them early
morning as another cue.

As one analyst put it, after a mixed weekend of news, “mixed global cues
suggest a cautiously optimistic start for Indian equities”. In practice, Indian
traders look at the Dow and Nasdaq charts: a 2% gain in the Nasdaq overnight
often hints that tech stocks in India will bounce. If U.S. markets closed high
and overnight Dow futures are flat to up, Anjali knows there is strength in
global risk appetite. On the other hand, as reported recently, Asian markets
“slipped at the open Friday after risk sentiment dimmed on Wall Street” —
meaning a down close in the U.S. quickly showed up as weakness in Asia and
would likely drag down India. In short: the U.S. is the big brother — its mood at
close and in futures helps predict India’s open.

Asian Markets (Nikkei, Hang Seng, Shanghai, ASX, etc.)

Before Mumbai’s 9:15 am open, trading is already underway or finished in
Asia. Japan’s Nikkei, Hong Kong’s Hang Seng, Shanghai’s SSE, and
Australia’s ASX all trade many hours ahead of us. These markets serve as an
early thermometer. If Tokyo’s market is up 1% on improving factory data, or
Shanghai is down 2% on economic worries, these signals ripple toward India’s
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opening. For example, if Hong Kong stocks climb overnight, it reflects Asia-
wide risk-taking — a positive for our market.

Traders often say “Asia leads us into the day.” Asian markets usually follow
the overnight U.S. trend. In practice, Anjali checks Nikkei and Hang Seng
charts around 6—7 am IST. If Asia shows gains, that confirms the overnight U.S.
rally. If Asian markets are weak despite a strong Wall Street, it warns of
regional issues. As it noted in news, U.S.-China tensions and a shaky Fed vote
sent Wall Street down and then “Asian shares slipped” at their open. Such
moves would likely translate into a softer start for India. By watching Asia’s
early moves, she gains confidence in reading the global mood.

GIFT Nifty (International Nifty Futures)

GIFT Nifty is essentially the new name for the old SGX Nifty — a dollar-
denominated Nifty futures contract that trades in the NSE’s GIFT City
exchange. It runs in two sessions (see timings above) to cover Indian and
international hours. In practice, foreign institutions and FIIs use this market
(resident Indians cannot trade it).

Why track GIFT Nifty? Because it tells you where Nifty may open. For
instance, if GIFT Nifty is 100 points above yesterday’s close at 8 am, that
suggests Nifty will gap up by about 100 points when the market opens. If GIFT
Nifty is flat or down, expect a flat or down open. Many newspapers even report
“GIFT Nifty indicates a positive start” or vice versa. In regulatory news,
Reuters noted that GIFT Nifty is meant for sophisticated global players and
trades on a daily expiry — but its price action is visible to all. Thus, by 7-8 am,
checking GIFT Nifty (and SGX Nifty before July 2023) is like checking a
“tomorrow’s Nifty index” preview.

ADRs (Indian Stocks on U.S. Exchanges)

American Depositary Receipts (ADRs) are U.S.-listed proxies for Indian
stocks. In other words, certain big Indian companies — Infosys, Wipro, HDFC
Bank, and others — have ADRs trading in New York. An ADR is quoted in U.S.
dollars; for example, Infosys trades as NYSE:INFY (in USD) as well as
NSE:INFY (in rupees). These ADRs trade when India sleeps.

Why care about ADR moves? Because they reflect how U.S. investors felt
about those stocks after our market closed. If Infosys ADR rises 1% in New
York, it strongly suggests Infosys shares will open higher in Mumbai the next
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day. If HDFC Bank ADR falls 2%, expect some weakness in HDFC Bank on
BSE/NSE at open. In effect, ADRs often confirm the overnight global
sentiment for those stocks. While ADRs alone are not full market indicators,
they provide extra confidence. For example, an ADR uptick in tech and
financial ADRs would reinforce a positive market bias. As one ADR guide
explains, “Infosys is listed on NSE under ... and also listed as an ADR in the
US as NYSE:INFY” — giving traders a direct cross-check.

USD/INR Movement

Currency moves are another early warning light. If USD/INR falls (meaning
the rupee strengthens), it usually signals foreign money flowing in or general
confidence, which tends to lift equities. Conversely, a sharp rise in USD/INR
(rupee weakening) often coincides with foreign selling and nervous markets.
For instance, an RBI intervention to steady the rupee “has kept Indian markets
calm” by attracting over $1 billion of foreign equity flows. In plain terms: a
steady or appreciating rupee buoys investor confidence.

How does this work for an intraday trader? When Anjali reads early morning
news that USD/INR has dropped from 88.5 to 87.5, she interprets it as positive.
Foreign institutions may be buying Indian assets, and this could push markets
up. If instead USD/INR jumps from 87 to 89 overnight, she prepares for caution
— inflation and import costs might pressure stocks, and FIIs might get jittery. In
practice, many trading desks incorporate USD/INR checks: a strong rupee often
confirms a positive open bias, while a weak rupee confirms a cautious or
negative bias.

Crude Oil (Brent/WTI)

India imports a lot of oil, so global crude prices matter for our economy. When
Brent or WTI crude price rises sharply, it tends to hurt Indian markets. Higher
oil means higher fuel and transport costs, hurting corporate profits and spiking
inflation. In fact, recent analyses have noted that a surge in oil brings “negative
sentiment to the Indian stock market” because it raises input costs. For example,
if Brent jumps from $50 to $70, sectors like airlines, power, and consumer
goods feel the pinch, and generally the market tone goes soggy.

Conversely, a fall in oil is usually a relief for India. Lower oil eases inflation
and adds to growth prospects, which can boost market morale. Thus, an
intraday trader checks crude indices before open. If Brent is very high, she tilts
bearish; if Brent is stable or dropping, she leans bullish. In our example
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tomorrow, Anjali sees Brent around $60 and WTI around $58 — neither extreme
— so she doesn’t expect oil to drag down sentiment. It’s one piece of the puzzle,
but an important one for India.

Final Storyline: Putting It All Together

Let’s run through an example. It’s 7:30 am in Mumbai and Anjali compiles her
global cues:

e U.S. close: Last night the Dow was up +2.5% and Nasdaq +2.5%. U.S.
pre-market futures are flat. (Good risk appetite, but futures say the U.S.
rally is resting.)

e Asia: In Tokyo and Hong Kong, markets opened sharply up but closed
slightly lower (overall Asia -0.5%). (A mild pullback in Asia.)

e GIFT Nifty: Trading at +100 points above yesterday’s close.
(Suggesting Nifty may gap up by ~100 pts at open.)

e USD/INR: The rupee has strengthened about 3% overnight. (Foreign
flows seem strong; rupee stability points to confidence.)

e Crude Oil: Brent is $60 (steady to slightly down), not a concern. (Low
oil should ease pressure on the market.)

e ADRs: Infosys ADR closed up +1% in New York. (Big IT name
trending up.)

She narrates: “Wall Street clearly loved tech and finance last night, since
Nasdaq and Dow are both up. That’s a big positive. U.S. futures flat means no
immediate follow-through. Asia is a bit weaker, but nothing extreme. Crucially,
our GIFT Nifty is up 100 — that usually means Nifty will open much higher.
Add a strong rupee and a calm oil price, and even Infosys ADR confirming the
direction, and all signs point to a positive opening. In short, global cues are
aligned bullish.”

Thanks to this routine, Anjali walks into the market prepared: she anticipates a
solid gap-up open and sets her trades accordingly. This step-by-step global
check (US = Asia = GIFT Nifty = Currency = Crude = ADRs) ties her
analysis together.

104



Key Takeaways

e Global markets set the tone: Overnight moves in Wall Street and Asia
often forecast India’s market open, as analysts note.

e GIFT Nifty is the Nifty preview: The USD-denominated Nifty futures
(GIFT Nifty) trade outside Indian hours, and big moves here suggest
same-direction Nifty gaps at open.

e ADRs are clues: American Depositary Receipts let you see how major
Indian stocks performed on Wall Street; their moves often carry over
to the Indian market.

e USD/INR signals flows: A strengthening rupee (USD/INR down)
usually means positive foreign inflows and market sentiment.

e Crude impacts bias: Rising oil prices raise costs and dampen market
mood, while falling oil eases inflation worries.

These global indicators together help intraday traders make sense of the
overnight news and plan for India’s trading day. By thinking of world markets
as friends whose moods ripple back home, you can trade with greater
confidence.

Section 4.4: Intraday Options Trade — A Step-by-Step Case Study

By this point in your learning journey, you’ve already explored how to analyze
an index and interpret an options chain (Chapter 3), and you’ve just finished
understanding global market influences (Chapter 4.3). Now, it’s time to bring
all of that together into a practical, real-world setup — how an options buyer
prepares to take a trade. This section is your walkthrough of a complete options
buying process, from pre-market research to execution.

The day of an options trader begins long before the market bell rings. To trade
with conviction, you first need clarity on the likely trend of the market. This
comes from analyzing global market cues — as we discussed in detail in the
previous section. Let’s continue with the same example: the U.S. markets
closed strong overnight (Dow Jones and Nasdaq each up 2.5%), Dow Futures
were flat to mildly positive, and Asian markets like the Nikkei and Hang Seng
opened with mild corrections (-0.5%). Despite the minor weakness in Asia, the
GIFT Nifty opened with a 100+ point gap-up over the previous day’s Nifty
futures close. Additionally, USD/INR fell by 3%, crude oil traded at $60 per
barrel (a positive for India), and ADRs of Indian companies like Infosys and
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HDFC Bank closed over 1% higher. All of this together suggested a positive
bias for the Indian markets.

As a disciplined trader, your first step after assessing this sentiment is to mark
key levels on the chart — supports and resistances. Use a 15-minute chart for
identifying major zones, but shift to a 5-minute chart for actual entries. In the
case we’re discussing, Bank Nifty opened with a sharp gap-up and made a
strong spike in the first five minutes. However, it quickly entered into a volatile
sideways phase. As an options buyer, you must be patient — wait for a structure
to develop and for the market to give you a clear signal.

© Nifty Bank Index- 5+ NSE I+ ' 58,031.75 H38,059.80 LI8,025.15 C58,051.00 +16.35 (:0.03%) =
000 sEon.

58,200.00

[Rwirry 58,01 00]
58,0000
5736855

57,900.00

57,600.00

| 1y s7.m0.00

I"Il || | |I|| 540,00
|.-'| |

i I I 57,500.00
.,1-{ T:ml:llng\ﬂ!w III @
v e 1:00 1w 1o W e 0 1000 o e 1o we e n n 0w 1o @

1050 1M M 6M YTD 1Y SY A 5T 16:05:00 UTC=5:30 RTH

Around 2:15 PM, Bank Nifty finally broke down below an intraday support
trendline — your first technical signal for a short trade, showing the breakdown
from the rising trendline and the entry zone marked with risk-reward.

But before jumping into the trade, a smart trader must check what’s happening
underneath the index — the heavyweights. Bank Nifty is driven by key banking
stocks like HDFC Bank, ICICI Bank, Kotak Mahindra Bank, SBI, Axis Bank,
and Indusind Bank. From the weightage chart (see Chapter 4.1), you know
which stocks contribute the most to Bank Nifty’s movement. On observing
these individually, it’s clear that ICICI Bank had been weak all day. Other
stocks were flat to mildly positive. But around 2:15 PM, all major banking
stocks — HDFC, Kotak, SBI, Axis, and even Indusind — started showing
weakness together. That’s a very important signal of breakdown confirmation.
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here, which shows all the major banks turning red around the same time, adding
weight to the bearish move.

Next, it’s time to check the futures chart. Bank Nifty futures must mirror or
amplify what you see in the index.
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there was a breakdown on the futures chart too, and volume increased. That’s
good. But now look at the Open Interest (OI) trend: Ol was actually falling
while price was falling. That’s a red flag. Why? Because falling price + falling
OI = long unwinding. This means existing long positions are being exited, not
necessarily new shorts being created. This could make the move unsustainable.

So what do you do? You balance your view. You don’t reject the trade idea,
but you understand it’s riskier than it looks. To validate further, you must now
check the Options Chain data — the final confirmation before a trade
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observe the Open Interest on both Calls and Puts. You’ll
imbalance — Put options are seeing much higher additions in OI compared to
Calls. This indicates that market participants are still betting on the downside
being protected — meaning bullish bias is intact. This supports your earlier
positive bias. Therefore, even though you saw a breakdown, the Options Chain
suggests the fall might not last.

see a very clear

Now connect all the dots:
1. Global cues are positive
Bank Nifty opened gap-up and traded sideways

2
3. At 2:15PM, it showed a breakdown with trendline support breach
4. Weightage stocks confirmed the fall

5

Futures breakdown had volume but falling OI (long unwinding — red
flag)

6. Options Chain showed strong Put writing (bullish signal)

So what should a disciplined options buyer do? You can still enter the trade (in
this case, a 58200 PE), but deploy only 20% of your capital. Why? Because the
trade has mixed signals — breakdown + weak OI + strong Put writing. It’s a
high-risk, low-conviction trade due to the late timing and lack of full
confirmation. Your stop-loss should be strictly defined, and your target must
be realistic given the limited time to expiry.

Educational Note :

This section is strictly educational to demonstrate process and risk thinking. It
is not investment advice or a trading recommendation. Readers must consult a
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SEBI-registered Investment Adviser for personal decisions and follow
exchange/broker risk disclosures.

Key Takeaways
1. Always start your day with global market analysis before trading.
2. Use multi-timeframe charts to draw levels and define trend.

3. Confirm breakdowns using weightage stocks — they reveal the real
story.

4. Futures OI trends help assess strength of the move — falling Ol means
unwinding.

5. Options Chain data is your final filter — confirms or contradicts your

view.

This is how you become a complete trader — by respecting data, connecting
signals, and managing risk, not by chasing candles. In the next chapter (28.5),
we’ll build further by creating a repeatable trade checklist for options buyers.

4.5. When the Market Whispers — Risk Management for Option
Buyers

Ravi, a manager at a small firm in Vizianagaram, had been quietly following
markets for a few years. One Monday morning, he noticed the Nifty 50 trading
near 25,834. Global cues were mildly positive, FIIs had turned net buyers, and
sentiment looked quietly optimistic. He thought, “Maybe the market is
preparing for an upside move. I’ll buy a call.”

But Ravi also remembered his earlier lessons — “Buying options can multiply
profits, but they can also vanish overnight.” He decided this time, he would
treat the trade like a professional: with a plan, not with hope.

The Setup — A Plan Before Action
Ravi expected Nifty to climb to 26,800 within four weeks — about a 3.8 % rise.
He selected a 26,000 Call Option, four weeks to expiry, priced near 3160.

He risked only 2 % of his capital — 32,000 out of ¥1,00,000 — and jotted in
his notebook:

e Maximum loss = 32,000 (the premium itself).
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e Exit if premium falls to X100 (about 38 % loss).

e Target =3320 (double the entry).

e Invalidate the trade if Nifty drops below 25,200.

e Enter only if liquidity is healthy and bid—ask spreads are tight.
e Monitor implied volatility (IV) for any sharp drops.

This plan gave him clarity — he knew when to fight, and when to fold. Most
option buyers skip this preparation, and that’s where pain begins.

When the Market Moves — or Doesn’t
Two weeks later, Nifty climbed gradually to 26,500, just as Ravi hoped.
IV also rose as traders priced in more upside momentum.

His call premium surged from 3160 - %300.

He sold, booked profit, and moved on. No drama.
But another week, the story played differently.

Nifty stayed range-bound between 25,700-25,900. Global markets turned
calm; IV dropped. Ravi’s premium slid from 160 - 290, even though the
index barely moved. His stop-loss triggered, and he exited with a small,

controlled loss.

He realized that as a buyer, he was not fighting just price — he was fighting
time and volatility. Every day the market stood still, time-decay ate a little
more of his option’s value. Every fall in IV shaved off premium, even if the
direction was right. He saw the true nature of option buying: it’s a race between
your view and the clock.

Understanding the Real Enemies

Ravi’s journal became his best teacher. He began writing small notes after each
trade:

“Theta hurts when I wait too long.”
“IV crush can ruin a correct view.”

“Strikes too far away rarely get touched.”
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He learned that a good trade isn’t just about predicting direction — it’s about
aligning direction, timing, and volatility.

He also refined his process:

o Choose realistic expiries. Long-dated options cost more but decay
slower; weekly options are cheaper but die fast. He started picking
expiries that matched how long he expected the move to play out.

e Pick the right strike. His 26,000 Call was slightly OTM — close
enough that a 2-3 % move could reward him. When he tried 27,000
Calls, they rarely reached profit before expiry — cheap thrill,
expensive habit.

e Respect volatility. Buying when IV is already high often backfires. He
began checking IV percentile: if high, he either waited or reduced size.

e Avoid clustered events. When RBI policy, earnings, and global data
all coincide, premiums distort unpredictably. Ravi learned to wait for
clarity rather than trade chaos.

e Beware of overnight risk. He stopped holding positions through big
global event nights unless hedged — a gap against you can turn 3150
to %10 before you wake up.

These were not classroom rules; they were survival notes from his own bruises.
A New Story — Maya’s Calm Discipline

Across in Bengaluru, Maya, a software engineer, had a similar journey. She
noticed Nifty oscillating between 25,400 and 26,100 for weeks. Expecting a
breakout toward 26,500, she bought a 26,200 Call for 120, three weeks out.

But she had learned from others’ mistakes: she used only 1,500 of her capital,
set a stop-loss at 360, and a target at 3240. She even noted an “invalidation
level”: if Nifty fell below 25,300, her view was wrong — exit immediately.

For days, nothing happened. Time-decay nibbled away. Then, two days before
expiry, Nifty spiked to 26,400. Her premium hit ¥210. She sold, smiled, and
closed the laptop.

Another day, a different global event could have sunk her trade. But because
she sized small and used a stop, she’d still survive to trade again.
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Maya understood what most new traders don’t: risk management isn’t about
being right — it’s about staying available for the next opportunity.

The Hidden Traps of Option Buying

As Ravi and Maya refined their habits, they saw why many traders fail:

e Overconfidence in one big bet. Pouring half your capital into one
expiry is a shortcut to disaster.

e Ignoring time-decay. Waiting endlessly while theta burns is not
patience, it’s decay.

e Buying during high IV. Expensive premiums before events often
collapse afterward.

e No stop, no plan. Without predefined exits, traders either panic or
pray.

e Emotional averaging. Doubling down on falling premiums rarely
ends well.

e Liquidity illusion. Screen quotes can deceive; no real buyers means
no real exit.

e Lack of preparation for slippage. In volatile hours, fills can be
several rupees away from your limit; Ravi learned to include slippage
in his risk.

e Ignoring broker margins and execution rules. A short-funded
account can reject your order at the crucial moment.

e Neglecting multiple open positions. When two or three option buys
decay together, the combined theta can erode your entire week’s capital
even without visible loss.

Ravi once saw an option quoted at %0.50. It looked risk-free — “what’s the

worst that can happen?” he thought. He bought ten lots, expecting to risk
%5,000. But when he tried to exit, the next buyer was at %5, not 0.50. His fill
jumped 10x — not because the market moved, but because the market was

empty. That day, he stopped trusting “cheapness” as safety.

Balancing Risk and Reward — The Professional Way

Ravi now treats every option buy like a project:
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e Plan the trade: reason, strike, expiry, stop, target.

e Size correctly: 1-3 % of capital per trade.

e Monitor IV: know if you’re buying fear or calm.

e Respect the clock: if nothing moves in your favor within days, exit.
e Stay emotionally detached: trade the plan, not the hope.

e Review every trade: write what worked, what failed, what to repeat.

e Maintain event awareness: check macro calendars — Fed meetings,
Budget, results — because option values can change overnight even
without price moves.

e Use scaling-in logic: instead of entering full size at once, buy partial
now and add only if the trade confirms. It lowers exposure during
uncertainty.

e Protect profits: once a trade doubles, trail stop to lock gains. Don’t let
a winner turn back to zero.

e Preserve mental capital: after a loss streak, take a pause — revenge
trades are costlier than red trades.

e Mind your total exposure: several “small” positions can silently
become large when volatility spikes; monitor aggregate premium at
risk.

o Keep a reserve fund: set aside 20-30 % of trading capital untouched
— your emergency oxygen.

He also experimented with hedged buying — bull-call spreads and diagonal
spreads — to cut premium cost and reduce theta drag. Smaller gains, steadier
nerves. Consistency replaced chaos.

Closing Story — The Shift from Hope to Process

Months later, Ravi flipped through his trading journal.

He saw transformation — not in the market, but in himself.
Earlier, every red candle shook him. Every loss felt personal.
Now, trades felt mechanical — calculated, detached.

He no longer expected to win every time; he expected his rules to protect him.
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He understood:

“Winning in options isn’t about predicting every move. It’s about
surviving every mistake.”

He smiled, recalling his favorite line:
“If your weekends feel heavy, you’re overexposed to options.

When you sleep peacefully, it means your risk is under
control.”

That’s the truest wealth — peace, not just profit.
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Key Takeaways — The Buyer’s Mindset

Treat every option as a calculated risk, not a lottery.

Risk only 1-3 % of capital per trade.

Define exits (premium + underlying) before entry.

Avoid buying during high-IV phases; volatility crush is real.
Choose realistic strikes and timeframes.

Respect time-decay — flat markets silently kill options.

Trade liquid contracts with tight spreads.

Keep a trading journal; review each expiry.

Include slippage, event risk, and aggregate exposure in your planning,.
Don’t hold unhedged positions overnight before major news.

Use scaling and profit-protection techniques to manage psychology.
Protect capital first — profits are the reward for survival.

Final Thought

“Option buying isn’t guessing the future — it’s preparing for
it.

When you define your loss before you enter, you’ve already
won half the battle.”
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Chapter 5:
F&O Strategies — Hedging, Spreads &
Smart Trading

From simple protection to advanced combinations.

In the previous chapter, we explored how index trends and global cues guide
our options trading decisions. Now, we turn to navigating volatile markets with
structured Options Strategies. When markets swing unpredictably, blindly
buying calls or puts can feel like riding a roller coaster without a seatbelt. This
is where hedging and spread strategies become invaluable. They act as the
seatbelt—protecting your capital with defined-risk trades while still allowing
profit potential. In India’s trading landscape, seasoned traders know the
importance of discipline and risk management. Instead of gambling on big
moves, they employ strategic combinations of options that limit losses and
often reduce required margins (brokers reward hedged positions with
significantly lower margin requirements). By structuring trades as spreads,
butterflies, condors, and other multi-leg strategies, you can face volatility with
confidence. Each strategy we’ll cover in this chapter is aligned with SEBI’s
regulations and risk disclosure norms, emphasizing protection and prudence.

Let’s dive into a range of F&O strategies — from simple spreads to advanced
combinations — that help both beginners and experienced traders hedge risk and
trade smarter. We’ll group them by market outlook: Bullish Strategies,
Bearish Strategies, and Non-Directional/Volatility Strategies. For each,
we’ll explain the concept in plain English, discuss when to use it, walk through
arealistic example (using NIFTY, Bank NIFTY or a major Indian stock), break
down the payoff (maximum profit, loss, and breakeven points), and share a
brief trader story or insight from an Indian market perspective. By the end of
this chapter, you’ll see how a thoughtful, disciplined approach to options —
using hedged strategies — can turn wild market swings into calculated
opportunities.
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5.1. Bullish Strategies

When you have a bullish outlook (expecting the market or a stock to rise),
these option strategies allow you to benefit from upward moves while
controlling risk. Unlike buying a single call (which has unlimited upside but
significant premium risk), bullish spread strategies can hedge your bets. They
often involve selling an option to reduce cost or generate income, combined
with another option as protection. This results in limited risk and a more
forgiving profit zone. Importantly for Indian traders, bullish spreads and
combinations often require less margin than outright positions, making them
accessible and compliant with SEBI’s emphasis on risk management. Below,
we discuss three common bullish strategies: the Bull Call Spread, Bull Put
Spread, the Bullish Butterfly, and the Bullish Condor.

1. Bull Call Spread Strategy

Continuing from our previous chapter on options set-ups, we now explore a
popular bullish spread. In a Bull Call Spread, the trader buys one call and sells
another with a higher strike. This strategy is designed for a moderately bullish
outlook: you expect the market to rise, but not by an extreme amount. It lets
you limit risk (the premium you pay) while capping potential profit.

A Trader’s Story

Rahul, an experienced investor from Pune, has been watching Nifty after
positive news about the economy. He thinks, “Nifty could rise, but probably
not sky-high.” His friend Priya, who has been trading for years, suggests a bull
call spread. Priya explains that by buying a Nifty call at one strike and selling
another at a slightly higher strike, Rahul can participate in the rise while
keeping his losses limited if he’s wrong. This way, Rahul doesn’t have to pay
as much premium as buying a single call, and he knows exactly what he can
lose or gain.

Rahul likes the idea. He chooses the Nifty 280c¢t2025 expiry and sets up the
spread: buying the 26000 Call (CE) and selling the 26150 Call (CE).

What is a Bull Call Spread?

A bull call spread is a two-leg options strategy. You buy a call option at a
lower strike (often at or near the current price) and sell a call at a higher strike,
with the same expiration. Because you pay more for the bought call than you
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receive for the sold call, this is called a debit spread — you pay a net premium
out of pocket.

e When to use it: When you are somewhat bullish on the market or
stock. You expect prices to rise moderately, but you want to limit your
risk.

e Why use it: It costs less than buying a single call (because you recoup
some premium by selling the higher strike call), and your potential loss
is limited to the net premium paid. However, your upside is also capped
(the sold call limits how much you can earn).

How to Execute This Spread (Step-by-Step)
In Rahul’s Nifty example, the steps are:

1. Buy 1 Nifty 280¢t2025 26000 Call (CE) at 393.15. This gives Rahul
the right to buy Nifty at 26000 on expiry (28 Oct 2025). It costs 93.15
per point (he pays this premium).

2. Sell 1 Nifty 280c¢t2025 26150 Call (CE) at ¥41.80. This obligates

Rahul to sell Nifty at 26150 on expiry if exercised. He receives 341.80
premium for this leg.

These two trades use the same Nifty series and expiry, with 26000 being the
lower strike (long call) and 26150 being the higher strike (short call). By
selling the higher-strike call, Rahul offsets some of the cost of buying the lower-
strike call.

For example (using simple math): if he had only bought the 26000 call, he
would pay 293.15. By also selling the 26150 call and receiving 341.80, his net
premium outflow is 93.15 —341.80 = ¥51.35. In other words, he pays 351.35
per point for the spread.

Rahul’s net cost is ¥51.35 per Nifty point. Since Nifty options have a lot size
(say N points per lot), his total upfront cost is *51.35 x N. This net debit is also
his maximum loss per lot (if Nifty ends below 26000, both calls expire
worthless, he loses the I51.35%N he paid). .

Calculating Breakeven, Profit and Loss

Using simple math, we can find the key numbers:
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Breakeven point: Lower strike + net debit. Here: 26000 + 51.35 =
26051.35. (The platform’s summary lists breakeven at 26073.0, which
may include rounding or additional costs; but the rule is strike + net
debit.) Rahul needs Nifty to rise above ~26051 by expiry to avoid a
loss.

Maximum Loss: The total premium paid = X51.35 per point (the net
debit) x lot size = about 10,838 on one lot (as the image shows). This
is the worst-case loss if Nifty is at or below 26000 at expiry. It is known
and limited.

Maximum Profit: Difference between strikes minus net debit. The
strikes differ by 150 points (26150-26000 = 150). So max profit per
point =150 — 51.35 = 98.65. On one lot, that’s ~%20, (lot x 98.65). The
platform screenshot incorrectly showed “Undefined” profit, but in
reality the profit is capped: if Nifty ends at or above 26150, Rahul’s
long call is worth at most 150 points more than his cost.

These formulas come from the nature of the spread. for any bull call spread:

Max Loss = Net Debit of the Strategy.
Max Profit = (Higher Strike — Lower Strike) — Net Debit.

Breakeven = Lower Strike + Net Debit.

Rahul’s numbers illustrate this. If Nifty expires at 26150 or above, the lower
(26000) call is worth 150, the higher (26150) call is worthless, so gross profit
= 150 points. Subtracting the 51.35 cost, his net profit = 98.65 per point

(capped).

Summary of Rahul’s Nifty Spread:

Buy 26000CE @ 93.15, Sell 26150CE @ 41.80.

Net Debit = 93.15 — 41.80 = X51.35 (per point).
Breakeven =~ 26000 + 51.35 = 26051 (roughly 26,051).
Max Loss = ¥51.35 per point (= —%10,838 per lot).

Max Profit = (26150-26000) — 51.35 = 98.65 per point (= +320, lot).
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(Keep in mind actual payout is per lot, so multiply per-point results by the lot
size. The platform’s summary gave 10,838 max loss, and showed
“undefined” profit. In practice the profit is capped as above.)

Payoff Diagram

Below is a payoff chart for this bull call spread. It shows how Rahul’s
profit/loss (vertical axis) changes with Nifty’s expiry price (horizontal axis).
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Figure: Profit/Loss at expiry for the 26000/26150 bull call spread.

In this diagram, notice:

e If Nifty is below 26000 (lower strike), both calls expire worthless and
Rahul loses the *51.35xlot (flat loss line).

e At breakeven (around 26051) he neither gains nor loses.

e If Nifty rises above 26150 (higher strike), the profit is flat-capped (the
lines level off), because the gain (150 — 51.35) is fixed.

Key Points and Takeaways

Limited Risk: Your maximum loss is the net premium

paid (X51.35 per point), known upfront. You can never
lose more than this.

Limited Reward: Your maximum profit is capped at
(StrikeDiff — net premium) = 98.65 per point. This
happens once the underlying exceeds the higher strike.
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e Breakeven: Occurs at Lower Strike + Net Debit
(=26051). Below this, you lose; above this, you start
making profit.

e Outlook: Best when you are moderately bullish. It costs
less than a plain long call (because you sold a call), but
also gives lower profit potential.

e SEBI/Margin Note: Under SEBI rules, option buyers
must pay full premium upfront (no borrowed money for
premium) and traders must meet margin requirements for
short positions. Even though it’s a spread, you pay 393.15
for the long call at once and must hold margin for the
short call. Always check your broker’s margin rules.

Key Takeaways

e The bull call spread combines a long call and a short call
to target a modest rise in the market.

e You pay a net premium (debit) and thus cap your loss at
that amount.

e Profit is capped too: it equals the strike difference minus
net debit.

e Breakeven = lower strike + net debit.

e It suits a moderately bullish outlook, balancing cost and
risk.

e As per SEBI rules, all premiums are paid upfront and
margin must be maintained.

Disclaimer: This strategy is presented for educational purposes
only. Trading in derivatives involves substantial risk and must
comply with SEBI regulations. Past performance is not indicative
of future returns.

2. Bull Put Spread

A Bull Put Spread, often called a bull put credit spread, is one of those
strategies that quietly gives you confidence when the market feels uncertain but
not drastically weak. Think of it like agreeing to take responsibility for
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something, but only after buying a safety net for yourself. In this setup, you
deal with two put options that expire on the same date. First, you sell a put at
a higher strike price, the one that sits closer to where the market is right now.
This immediately brings in a premium—almost like receiving a small reward
for taking a calculated responsibility. But you don’t want unlimited risk, so at
the same time, you buy another put at a lower strike price, which acts like
an insurance policy. This second put is cheaper because it is further away from
the current market price. Together, these two actions create a net credit,
meaning you receive money upfront for taking controlled risk. The idea is
simple: you expect the market to stay above your sold put strike. Even if the
market dips, the long put you purchased limits how much you can lose. That’s
why this strategy is known as a “bullish” one—it benefits when the market is
stable, slowly rising, or even slightly falling, as long as prices stay above the
short put strike by expiry. It’s a defined-risk strategy, which means your
maximum loss is known from the beginning. SEBI’s margin framework
recognises that the short put is protected by the long put, so the margin required
is far lower than selling a naked put. For many disciplined traders, this makes
the bull put spread a safer and more structured way to generate income while
respecting risk.

This strategy is typically used when a trader has a moderately bullish or
neutral-to-bullish view. For example, imagine the market has recently fallen
sharply. At such times, fear increases and put option premiums become
expensive. Selling a put may feel attractive, but doing it naked exposes you to
large downside risk. A bull put spread offers a balanced alternative—you still
earn the benefit of higher premiums, but you pair the trade with protection. This
approach becomes even more suitable when volatility is high, because higher
volatility usually means richer option premiums. Sometimes, traders also prefer
this credit-based bullish strategy over a bull call spread, because here you
receive money upfront instead of paying for a position. The beauty of the bull
put spread is that it naturally encourages discipline. Before entering the trade,
you already know the best possible outcome—your maximum profit is simply
the net premium received. And you know the worst outcome too—the gap
between the two strikes minus the credit, which is your capped loss. There is
no guesswork. The trade-off is that your profit is limited, but many traders
accept this in exchange for peace of mind and a higher probability of success.
This strategy fits well when you believe the market has a strong support level,
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when your view is mildly positive, or when you expect the market to stay stable
and want to generate systematic, limited-risk income.

Example (NIFTY Bull Put Spread):

Rahul, cautiously optimistic about Nifty, wants to earn income if the market
stays steady or rises a bit. Instead of buying calls, he decides to sell a Bull Put
Spread for a credit. This means selling an OTM put and buying a farther
OTM put for protection. By doing this, Rahul earns premium upfront, with the
trade-off of limited upside and limited risk.

How the Trade Was Set Up: Rahul selects the 280ct2025 Nifty series when
Nifty is around 26,000. He executes the spread as follows:

1. Sell 1 Nifty 280ct2025 26000 Put (PE) at ¥140.55. He receives
%140.55 per Nifty point for selling this put (this strike is near the current
market level).

2. Buy 1 Nifty 280c¢t2025 25800 Put (PE) at ¥59.20. He pays 359.20
per point for a lower strike put to cap his downside risk.
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In this payoff chart, notice:

These two legs share the same expiry. Rahul sold the higher-strike put (26000
PE) and bought the lower-strike put (25800 PE). Net Credit = ¥140.55 —
%59.20 = ¥81.35 per point, which Rahul pockets upfront. One Nifty lot being,
say, 75 units, means ¥81.35x75 = %6,101.25 received (as the payoff chart
shows). This 6,101 is also his maximum profit, earned if Nifty expires at or
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above 26,000 (both puts expire worthless and he keeps the net premium). By
contrast, the long 25800 put ensures the loss can only grow so much if Nifty
falls.

Calculating Breakeven, Max Profit & Loss: Based on the premiums from the
image:

e Breakeven: = Short Put Strike — Net Credit = 26000 — 81.35 =
25918.65. Roughly, Nifty at 25,919 at expiry is Rahul’s breakeven —
above this, the position makes money; below this, it starts losing.

e Maximum Profit: = Net Credit received = ¥81.35 per point. For one
lot this is about +%6,101 (premium kept). This occurs if Nifty closes at
or above 26,000 (both puts expire worthless, Rahul keeps all the
credit).

e Maximum Loss: = Strike Difference — Net Credit. The strikes are 200
points apart (26000 — 25800). Subtracting the X81.35 credit, the worst-
case loss per point is ¥118.65. For one lot that’s about —X8,899. This
happens if Nifty falls at or below 25,800 at expiry (both puts in the
money: the 26000 short put would cost 200 points, partly offset by the
long put payout and net credit, totaling a net 118.65-point loss).

Rahul’s risk is thus limited — even in a crash his max loss is capped at ~Z8,899
as calculated (the chart shows this flat loss beyond the lower strike). His max
profit is the 36,101 credit received, realized if the market stays above the higher
strike. The breakeven (%25,919) is between the strikes: if Nifty expires above
this, the spread yields profit.

Margin Impact: Because this is a short options strategy, margin is required.
The broker’s platform indicated a margin of around %53,000 for Rahul’s bull
put spread. This margin is much lower than selling a naked put because the
purchased 25800 PE leg limits the potential loss. The strategy yields a return
on margin of about 11.5% (%6,101/353,000) for the span of the trade.

Outcome Scenarios: If Nifty expires at 26,000 or higher, both puts expire
worthless — Rahul keeps the 26,101 credit (maximum profit). If Nifty tanks
below 25,800, both puts expire in-the-money; the loss on the short 26000 PE is
offset by the long 25800 PE, resulting in the fixed max loss (~X8,899). Between
25,800 and 26,000, the spread will lose some value — at breakeven 25,918 it
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neither makes nor loses money. Beyond breakeven, the profit line turns upward,
peaking at the max profit point.

Key Takeaways: Bull Put Spreads (short put spreads) generate income with
limited risk. Rahul benefits as long as the market stays above his breakeven.
The trade-off is capped upside (X0k in this case). It’s a bullish to neutral
strategy — use it when moderately bullish or expecting consolidation.
Always remember, selling options means you must post margin and manage
risk: here the long put provides insurance, and SEBI regulations ensure margin
requirements are met for the short leg. Rahul entered this spread knowing both
his worst-case loss and best-case gain in advance, making it a prudent strategy
for his mildly bullish view.

3. Bullish Butterfly

A Bullish Butterfly is simply a classic butterfly strategy that has been gently
shifted in a bullish direction. To understand it clearly, imagine the basic
butterfly first. A standard butterfly spread uses four option contracts with the
same expiry but placed across three different strike prices. In a typical call
butterfly, you buy one call at a lower strike, sell two calls at a middle strike,
and then buy one call at a higher strike. When you plot its payoff on expiry, it
forms a shape that looks almost like a tent, with the highest peak exactly at the
middle strike. Normally, butterflies are seen as neutral strategies because the
ideal situation is the market quietly settling near the central strike by expiry.
But in a Bullish Butterfly, this tent is quietly pushed a little higher than the
current price, indicating a view that the market may rise a bit over time. In
simple words, you position the butterfly such that the middle strike is above the
current price, giving the setup a mild upward bias. You are not expecting a huge
rally—just a modest move up to a particular level. This strategy is usually
entered for a small debit, meaning you pay a net premium, and both your
maximum gain and maximum loss are known from the beginning. The beauty
of this structure is that it allows you to aim for a very specific bullish target at
a relatively low cost, and if the market moves roughly as expected, the reward
can be meaningfully higher than the price you paid.

A bullish butterfly is best suited for moments when you have a moderately
bullish view—when you expect the price to rise toward a certain level but not
go far beyond it. This often works well in quieter market phases or when you
anticipate a steady move to a particular price before stabilizing. Imagine a stock
trading at X1000. If your assessment suggests it may slowly climb to about
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%1100 within a month—but you don’t expect dramatic upside beyond that—
this strategy could fit perfectly. You would simply center the butterfly at X1100.
If the stock ultimately finishes near that level at expiry, the strategy can deliver
its maximum payoff. If the stock stays flat or rises only partly, or even if it
moves a bit above the target, your loss is limited to the small net premium you
initially paid. Many traders appreciate this limited risk because it allows them
to participate in a directional opportunity without taking on large exposure. In
the Indian context, such a structure is sometimes used around events like the
Union Budget or RBI policy announcements, when a trader expects an index
such as Bank Nifty to drift toward a particular level. However, butterflies are
strategies that require precision—the best reward comes only when the
underlying ends right near the middle strike. So this approach suits someone
who has a clear price expectation and is comfortable with the idea that if the
view is wrong, the maximum cost is simply the premium paid. In essence, the
bullish butterfly offers a disciplined, well-defined way to express a targeted
bullish view with controlled risk and measured cost.

Example (Bullish Call Butterfly on NIFTY):

Arjun expects limited upward movement in Nifty — he thinks the index will
rise slightly and then stall around a certain level by expiry. To capitalize, he
chooses a Bullish Butterfly strategy. Specifically, he uses an Iron Butterfly
construction tilted upward: he will sell an ATM straddle and buy wings further
out, centered a bit above the current price. This strategy profits if Nifty expires
near the short strikes (the “body” of the butterfly), and Arjun positions that
center in a slightly bullish position.

Constructing the Bullish (Iron) Butterfly: Suppose Nifty is around 26,150.
Arjun sets up his iron butterfly on the 280ct2025 expiry as follows (strikes
chosen with a bullish bias):

e Sell 1 Nifty 280¢t2025 26150 Call (CE) at T41.80 and Sell 1 26150
Put (PE) at 3239.65.

(He sells the ATM call and put at the 26,150 strike — this is the short
straddle at the center of the butterfly. ¥41.80 +3239.65 =3281.45 total
credit from these sales.)

e Buy 1 Nifty 280¢t2025 26300 Call (CE) at 16.90 and Buy 1
280¢t2025 26000 Put (PE) at ¥140.55.
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Arjun has essentially sold a 26150 straddle and bought a 26300/26000 wings.
Net Credit = 3281.45 — X157.45 = %124.00 per Nifty point. For one lot (75),
that’s 9,300 received upfront. This 39,300 is the maximum profit potential if
Nifty expires exactly at 26,150 (both short options expire at-the-money,
meaning minimal intrinsic value, and the longs expire out-of-money). The

wings cap his risk if the market moves too much.

Let’s verify the key numbers from the chart:

Breakeven Range: There are two breakevens. Lower BE = 26,150 —
124 = 26,026. Upper BE = 26,150 + 124 = 26,274. If Nifty stays
between ~26,026 and 26,274 at expiry, Arjun’s butterfly yields a profit.
Outside this range, the trade starts losing. The range width (=248
points) is determined by the net credit.

Maximum Profit: +39,300, occurring at Nifty = 26,150 at expiry.
That’s where both the short call and put expire nearly worthless
(intrinsic zero or minimal), so Arjun keeps the full net credit. The long
26,300 CE and 26,000 PE also expire worthless in this scenario. The
payoff chart shows a peak at that spot. In percentage terms, 39,300 is
about 9.73% of the margin used (a solid one-month return if it hits).

Maximum Loss: The worst-case happens if Nifty makes a big move
either way, blowing past the wings. Max loss is limited to the
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difference between wing and body strikes minus the net credit. Here
each wing is 150 points from the body. Max Loss per point = 150 —
124 = 26. For 75 units that’s roughly —X1,950. This tiny loss would
occur at or beyond either wing: at <26,000 or >26,300 by expiry, the
butterfly settles for a net 26-point loss. The graph flattens out beyond
those points, showing the capped loss. Arjun’s risk is only 1,950,
which is just ~2% of the margin — a very small loss for being wrong
outside the range.

Why Such a High Probability? The payoff chart indicates a wide profit zone
relative to risk. In fact, the probability of profit was only ~20% in the platform’s
calc (since breakeven range is narrow around the center), but notice the max
loss is very low. This butterfly is risk-reward skewed: he could lose at most
%1,950 but gain up to 39,300. However, the chance of pinning the expiry near
26,150 is low (hence only ~20% chance to hit max or any profit). Essentially,
Arjun is risking %1 to potentially make ¥4.77, but the trade will be profitable
only if the market stays in a tight range near 26,150.

Margin Requirement: Iron butterflies involve four legs and short options, so
margin is required. The platform showed about 95,606 margin for one lot.
Arjun’s net credit 39,300 is held by the broker as part of this margin. The return
if max profit is achieved would be ~9.7% on margin. The margin is significantly
lower than selling a naked straddle because the long wings reduce the risk
dramatically (to just 21,950). Brokers and the exchange recognize the limited
risk, hence the relatively moderate margin. SEBI regulations ensure he still
posts enough margin to cover that worst-case 1,950 and any potential mark-
to-market moves.

Outcome: Arjun’s bullish iron butterfly will profit if Nifty hovers around
26,150 at expiry. The ideal outcome is Nifty closing exactly at 26,150 — he’d
earn the full 29,300. If Nifty drifts a bit (but stays between ~26,026 and 26,274),
he earns a partial profit. If Nifty rallies too high or falls too low beyond the
wings, the trade incurs its small max loss (~X1,950). Essentially, Arjun is
trading a tight range: he’s bullish in the sense that he centered the butterfly
above the current market (anticipating a rise to 26,150), but he needs low
volatility at that new level. This strategy reflects a carefully targeted outlook —
slightly bullish on direction and expecting low volatility by expiry.

Note: A bullish butterfly (iron butterfly) is a market-neutral strategy with a
directional tweak. Arjun picked strikes that assume a modest uptick. Traders
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use this when they have a target price in mind. The risk is low and defined, but
so is the probability of hitting the jackpot. Arjun must also be mindful of
transaction costs (four legs) and the need to close the trade if it moves out-of-
range. In line with regulations, he monitored margins and understood the payoff
diagram thoroughly before deploying this advanced strategy.

Disclaimer: This content is for educational purposes only. Trading in
derivatives involves substantial risk and must comply with SEBI regulations.
Past performance is not indicative of future returns.

4. Bullish Condor

A Bullish Condor—sometimes called a bull condor spread or a bullish iron
condor—can look complicated at first, because it brings together elements of a
bull spread and a bear spread. But once you understand the idea behind it, the
structure becomes much clearer. Think of this strategy as setting up a protective
boundary above and below the current price, but angling that boundary slightly
upward to reflect a mild bullish view. A regular iron condor uses both calls and
puts and aims to profit if the underlying remains within a defined range. In a
bullish version, you position this range a little higher than where the price is
currently trading. One of the common ways to build this is by combining a bull
put spread on the lower side with a bear call spread on the upper side. You
place the short put spread just below the current market price, expressing a
belief that the downside is limited. Then you place the short call spread further
above the market, at a level you believe the price may struggle to cross. The
space between the two short strikes becomes your “profit zone.” If the market
stays in that region—and ideally drifts mildly upward—you collect the
maximum benefit from the premiums received. If the price moves outside the
range, one side of the condor will face a loss, but the outer options you bought
act as a protective boundary, ensuring the loss is capped. Because both the
potential profit and potential loss are limited, the strategy behaves like a more
advanced version of a bull put or bull call spread—only this time, you are not
relying on a single direction but on a defined range that aligns with a modestly
bullish outlook. Depending on the exact strikes chosen, the trade often results
in a net credit or a near-zero-cost structure, but in all cases, the risk and reward
remain completely predefined.

A trader may choose a bullish condor when the view is “slightly bullish but
mostly range-bound.” This suits conditions where the underlying has been
trading within a band and you expect a gentle move upward, but nothing
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aggressive. It is also used around events where you anticipate a controlled rise
rather than a sharp rally. The strategy works best in low to moderate volatility
environments, because the core idea is to earn premium by selling options, and
large unpredictable swings can push the price outside your carefully chosen
range. If volatility is excessive or if you expect sudden, dramatic moves, this
wouldn’t be the preferred approach. But in situations where you sense a
balanced, steady environment—neither too dull nor too wild—the bullish
condor can provide steady, disciplined income. One reason traders pick this
over a simple bull put spread is the wider profit zone. Instead of earning only
above one strike, you now have a full band within which the trade works in
your favor. The trade-off is that you limit your upside using the call spread, but
in return you gain more flexibility. The key to success with this strategy is
thoughtful strike selection: you typically place the put spread near a support
level and the call spread near a resistance zone, forming the “condor wings” in
between. It also requires discipline—if the market starts pushing toward the
edges of your structure, the responsible approach is to adjust or exit rather than
wait for the entire loss. In India, many traders use iron condors on indices like
NIFTY or Bank NIFTY for systematic income, and a bullish condor is simply
a slight upward tilt of that neutral setup to reflect a balanced, carefully measured
bullish bias.

Bullish Condor — Example Trade

Market View: Sunita expects Nifty to trade within a range, with an upward
bias. She’s moderately bullish but believes the index will not explode far
beyond a certain zone. To profit, she uses a Bullish Condor — specifically an
Iron Condor with strikes chosen to favor an upward range. This involves
selling an OTM put spread and an OTM call spread to form a four-legged
position. The goal is to earn net credit while defining risk on both sides, skewed
a bit upward.

Setting up the Bullish Iron Condor:

With Nifty near 26,125, Sunita picks strikes that span an expected trading band,
slightly above the current level for a bullish tilt. On 280¢ct2025 expiry, she
executes:

Sell 1 Nifty 280¢ct2025 26200 Call (CE) at T30.8 and Buy 1 Nifty 280¢t2025
26400 Call (CE) at 39.85.

(This is a short call spread: short at 26,200, long at 26,400, 200 points apart.

130



Net credit from calls = 330.8 — 29.85 =320.95.)

Sell 1 Nifty 280c¢t2025 26050 Put (PE) at ¥170 and Buy 1 Nifty 280¢t2025
25850 Put (PE) at ¥75.35.

(This is a short put spread: short at 26,050, long at 25,850, also 200 points apart.

Net credit from puts =170 —X75.35 = 394.65.)
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P/L Breakdown

Based on the payoff chart Sunita consulted:

Breakeven Points: Approximately 25,935 on the lower side, and
26,315 on the upper side.

How are these derived? Take the short put strike 26,050 minus the net
credit (~115 points) = 25,935.

And the short call strike 26,200 plus the net credit = 26,315.

If Nifty stays between ~25,935 and ~26,315 till expiry, Sunita’s condor
yields a profit.

Maximum Profit: The net credit received, = ¥8,670 (the chart shows
438,670, which is 8.76% on margin).

This occurs if Nifty expires between 26,050 and 26,200 — in that case,
all four options expire out-of-the-money and she keeps all the
premium.

The ideal expiry is anywhere between the two short strikes.
Maximum Loss: Occurs if Nifty falls below the lower wing (25,850)
or rises above the upper wing (26,400) at expiry.
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The max loss is limited to the difference between one spread’s strikes
minus net credit.

Each spread width is 200 points; subtract the ~115.6-point credit to get
~84.4 points risk.

For 75 units, that’s roughly —X6,330 max loss.
The chart indicates about —36,330 (—6.40%) worst-case.

This would happen beyond 25,850 or 26,400: one of the spreads would
be fully in loss while the other expires worthless, netting a 133-point
loss after accounting for the credit.

Sunita’s iron condor thus yields a profit zone between 26,050 and 26,200, with
breakeven buffer of ~115 points on each side.

The risk/reward is balanced: max profit 8,670 vs max loss 36,330.

The payoff diagram is flat (max loss) beyond the wings, and flat (max profit)
in the center, forming the typical condor shape.

Notably, her probability of profit is around 31.85% per the platform — the
market has to stay in the moderately tight range for full profit.

But even if it breaks out, losses are capped.
Margin Requirement

An iron condor involves two short option positions, so margin is required, but
hedged by the two long options.

The broker required about ¥98,921 margin (per the image) for Sunita’s
condor.

The return if max profit is achieved is about 8.76% on that margin, for the
month.

Because the risks are limited (200-point spreads), margin is dramatically lower
than naked shorts.

Still, Sunita must maintain margins per SEBI rules throughout the trade,
especially if the position moves against her (e.g., if Nifty heads toward a wing,
the spread may temporarily show losses and margin utilization can change).
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Outcomes:

If Nifty closes between 26,050 and 26,200, all options expire out-of-
money.

Sunita pockets the full credit (~X8,670).
This is the best case.

If Nifty shoots above 26,400 by expiry, the call spread loses 200
points, but the put spread expires worthless.

After subtracting the credit, the net loss is ~36,330 (max loss).

If Nifty tanks below 25,850, the put spread loses 200 points (the
26,050 put is deep ITM) minus the credit, about the same 6.3k loss.

If Nifty settles between one wing and one short strike (for instance
between 25,850 and 26,050, or between 26,200 and 26,400),

one spread will partially lose and the other fully win.
The result will be a smaller profit or loss depending on where it lands.

The breakeven points (~25,935 and 26,315) are where the outcome is
flat zero.

The payoff graph shows a gradual slope between max gain and max
loss points.

Analysis :

A bullish condor gave Sunita a way to earn income as long as Nifty stayed in
a 380-point band (25,935-26,315) into expiry.

She tilted that band upward, anticipating some rise.

The strategy had a reasonable reward vs risk (=1:1.37) and defined worst-case
scenarios.

Sunita is effectively short volatility (hoping the index doesn’t swing too
wildly), but with limits on exposure.

This suited her comfort level and market view.

As always, she monitored the trade; if Nifty had trended strongly, she could
exit early to avoid nearing a max loss.

133



By using this condor, she aimed to profit from a stable/slightly bullish market,

showcasing how combining spreads can refine a view (directional bias + range
bound expectation).

Disclaimer: This content is for educational purposes only. Trading in
derivatives involves substantial risk and must comply with SEBI regulations.
Past performance is not indicative of future returns.

5.2. Bearish Strategies

Now let’s turn the tables. Bearish strategies are designed for when you expect
the market or a stock to fall or at least not rise. Just as we hedge and limit risk
in bullish strategies, we can do the same on the bearish side. It’s important to
note that bearish options strategies often use put options (since puts gain value
as prices drop), but they can also use calls (for example, selling calls or using
call spreads to profit from downside). In the Indian market, going short in the
cash market has its challenges (short selling stocks requires borrowing, etc.),
but options provide elegant ways to bet on declines with predefined risk.
SEBI’s regulations and broker margin systems also reward hedged bearish
positions — for instance, a bear call spread requires much less margin than an
outright call short. The following strategies cover a range of bearish outlooks:
from moderately bearish spreads (limited risk) to advanced combinations like
butterflies and condors that profit in downward-range scenarios. As always, the
focus is on hedging and discipline — ensuring that even if the market surprises
us with an upward spike, our losses are contained. The strategies we’ll explore
are Bear Call Spread, Bear Put Spread, Bearish Butterfly, and Bearish
Condor.

5. Bear Call Spread

A Bear Call Spread, often called a call credit spread, is one of the simpler
ways to express a mildly bearish view without taking on large risk. At its core,
it involves two call options with the same expiry. You begin by selling a call
at a lower strike, the one closer to the market price, which brings in premium
immediately. Then, to protect yourself from any unexpected rally, you buy
another call at a higher strike, which is further out-of-the-money. This
protective call acts like a seatbelt for the trade, ensuring that even if the market
rises sharply, your loss remains capped. Because the premium received from
the short call is higher than the premium paid for the long call, the strategy
results in a net credit, which is why it’s called a call credit spread. The entire
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setup works best when the market either declines or simply stays below the
strike price you sold. In simple terms, you are saying, “l don’t think the price
will go above this level,” and you back up that view with a hedge to keep your
risk within limits.

This strategy is essentially the opposite of the bull put spread discussed earlier,
but this time it is built on the call side. Like all defined-risk strategies, the
maximum loss is known right from the beginning, helping traders stay
disciplined and avoid unexpected shocks. Many traders prefer a bear call spread
when they want to earn premium in a market that feels tired after a big rally, or
when they sense that the price may slip or move sideways rather than continue
upwards. Instead of shorting the stock outright or buying puts—which can be
costly during higher volatility—selling a call spread allows you to express your
view with a built-in cushion and significantly lower risk. As long as the price
stays at or below your short call strike by expiry, you retain the premium
collected.

A bear call spread is ideal when your outlook is moderately bearish or
neutral-to-bearish. It suits situations where the market has recently climbed
too quickly and appears due for rest or consolidation. For instance, imagine
NIFTY is trading at 18,500 and you believe strong resistance exists near
19,000. In such a situation, selling a 19,000 call and buying a 19,500 call simply
reflects your expectation that the market may struggle to cross that resistance
in the coming month. The reason traders choose a spread rather than selling a
naked call is straightforward: risk management. A naked call can carry
extremely high risk if the market surges, and it also demands much higher
margin. In contrast, a bear call spread limits your loss to the difference between
the strikes minus the net premium received, which is far more manageable.
Brokers, too, require significantly lower margin for a hedged position like this,
making the strategy capital-efficient.

This approach is also used by traders who want to earn premium with limited
downside in a gently bearish environment, or by investors holding long
positions who want to generate some income when markets appear range-
bound. One of the strengths of the bear call spread is that it forces you to define
your “I’m wrong above this level” zone upfront, represented by the long call
strike. This encourages thoughtful planning, clear boundaries, and disciplined
exits—qualities that lie at the heart of responsible derivatives trading.
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Example (Nifty Bear Call Spread):

Imagine Nifty is around 25,950 after a steady uptrend. You suspect it might
face resistance near 26,000 and won’t rise much further this expiry. To
capitalize on this view, you set up a bear call spread:

Sell 1 Nifty 280CT2025 26000 Call @ %93.15

(Note: The example here uses the same expiry shown in the payoff image,
representing a short call setup.)

From this, you receive a net credit since only one call is sold in this example.

What have we achieved? You have exposure capped by your margin, and as
long as Nifty stays below 26,000, this sold call expires worthless and you retain
the entire premium.
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P/L Breakdown

Based on the payoff chart Arun consulted:
Breakeven Point: Approximately 26,093 on the upper side.

How is this derived? Take the short call strike (26,000) plus the net credit
(~93 points) = 26,093.

If Nifty stays below ~26,093 till expiry, the Bear Call Spread yields a profit.

Maximum Profit: The net credit received, = 6,986 (the chart shows +%6,986,
which is 3.38% on margin).

This occurs if Nifty expires at or below 26,000 — in that case, the sold call
expires worthless and you keep the entire premium.
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Since there is no long call in this example, the payoff represents the full
premium retained if the market remains below the short strike.

Maximum Loss: In this particular setup (a single short call), loss is undefined
since there’s no long call hedge above 26,000.

If this were structured as a full Bear Call Spread (by buying a higher strike call),
then the max loss would be limited to the difference between the two strikes
minus the net credit received.

But in the image shown, the payoff chart displays a capped max profit of
26,986 and a theoretically unlimited loss above the breakeven level as Nifty
rises.

Arun’s position thus yields a profit zone below 26,000, with the breakeven at
26,093.

The risk/reward is skewed toward steady or mildly bearish expectations —
small profit potential with large (but known) risk if left naked.

The payoff diagram shows a flat (max profit) area below 26,000, then a sharp
decline in P/L beyond the breakeven level, forming a downward-sloping curve
typical of a call short setup.

Notably, his probability of profit is around 73.11% per the platform —
meaning the market has a high statistical chance of staying below the sold call
strike for expiry.

However, if volatility spikes or Nifty rallies sharply, the position can move into
loss territory, underscoring the importance of active monitoring or pairing with
a long call to form a complete spread.

Margin Requirement :

A naked short call or bear call spread involves margin, as brokers require
collateral to cover potential upside exposure.

In this trade, the broker required about ¥2,06,488 margin (per the image) for
Arun’s position.

The return if max profit is achieved is about 3.38% on that margin, for the
month.

Because the risk is theoretically unlimited without a hedge, margins are high
for naked calls.
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If Arun had added a higher strike long call (for example, 26,200 CE), the
margin requirement would drop sharply, since the long leg caps the risk.

Even so, Arun must maintain sufficient margin per SEBI regulations
throughout the trade, especially if the index rises and the short call becomes in-
the-money — as mark-to-market adjustments can temporarily increase margin
usage.

Outcomes :
e [If Nifty closes below 26,000, the 26,000 CE expires worthless.

Arun keeps the full premium of about 6,986, which is his maximum
profit.

This is the ideal scenario for the Bear Call setup.

e If Nifty closes near 26,093, the call will begin to show a small loss
offsetting part of the credit.

This level marks the breakeven point where gains equal losses,
resulting in a flat P/L outcome.

e If Nifty rallies strongly above 26,093, losses start increasing rapidly.

Theoretically, since there’s no long call to hedge, losses are unlimited
as the call’s intrinsic value rises.

Each additional point above 26,093 adds one rupee per unit of loss (75
per lot).

e If Nifty spikes far beyond 26,200-26,400, the short call becomes deep
in-the-money, causing a substantial notional loss.

In practice, traders like Arun would exit or roll up the position long
before that level to manage risk or convert it into a hedged spread.

The payoff chart reflects this behavior clearly: a flat profit line below 26,000,
turning downward beyond the breakeven zone, and sloping down indefinitely.

Analysis :

A bear call position gave Arun a way to earn income as long as Nifty stayed
below 26,000 into expiry.

He anticipated resistance near that zone, expecting mild bearish consolidation.
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The strategy offered a modest reward (36,986) for limited time exposure and a
73.11% probability of success, consistent with a neutral-to-bearish outlook.

The trade is short volatility in nature — it benefits if the market stays calm or
drifts sideways/lower.

However, without a long call hedge, it carries theoretically unlimited upside
risk.

Adding a long call (e.g., 26,200 CE) would convert it into a defined-risk Bear
Call Spread, making it safer and more margin-efficient.

This setup demonstrates how traders use call credit structures to generate
income during resistance phases or when expecting low volatility.

Arun followed a disciplined plan, knowing his breakeven and ideal exit points.

He could close early if the price tested 26,000 levels, thus controlling potential
losses.

By using this bear call approach, he aimed to profit from a stable or slightly
bearish market,

showcasing how strategic option writing can generate returns while balancing
defined risk, margin use, and probability of success — key pillars of a SEBI-
compliant, structured derivatives strategy.

Disclaimer: This content is for educational purposes only. Trading in
derivatives involves substantial risk and must comply with SEBI regulations.
Past performance is not indicative of future returns.

6. Bear Put Spread

A Bear Put Spread, also called a put debit spread, is a straightforward way to
express a bearish view while keeping risk fully controlled. It works with two
put options of the same expiry. You begin by buying a put at a higher strike,
the one closer to the current market price. This gives you the right to sell the
underlying at that level if the price falls. Then, to reduce the cost of this bearish
position, you sell another put at a lower strike, further out-of-the-money. By
doing this, you are giving up some of the potential profit from a deeper fall in
exchange for lowering the upfront premium you pay. The net result is a debit
trade—you pay money to enter—but in return you get a position that profits if
the underlying declines toward the lower strike. Beyond that lower strike, your
gains are capped because you have sold that put. In a way, you are
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acknowledging that you expect a decline, but not a collapse, and you are willing
to trade the unlimited profit of a single long put for a cheaper, more practical
structure. Like most defined-risk strategies, the bear put spread clearly lays out
both your maximum loss (the premium paid) and maximum gain (the strike
difference minus that premium), making it a disciplined framework for traders
who want controlled bearish exposure.

A bear put spread is usually chosen when your outlook is moderately
bearish—you believe the price will fall but not dramatically beyond a certain
level. It tends to be especially useful when volatility is reasonable or slightly
low, making put options more affordable. When volatility is very high and puts
become expensive, traders may explore other strategies, but those often involve
higher risk. The bear put spread works best during measured declines, where
you foresee weakness but not a deep breakdown. For example, imagine a stock
trading at 500. If you expect weak earnings to pull it down to around I450—
a level that also happens to be a long-term support—you might buy the I500
put and sell the ¥450 put. By selling the lower strike put, you reduce your
overall cost and align the strategy with your belief that the price probably won’t
fall much below %450. This structure is also commonly used as a hedge by
investors who own stocks or have a bullish portfolio but are worried about a
short-term dip. Instead of buying a single put, which may feel expensive, they
prefer the put spread to cut the premium and still secure protection within the
expected range of the decline.

From a SEBI and margin perspective, this is a net debit, limited-risk strategy.
Your maximum possible loss is the premium you pay upfront, and in most
cases, the broker does not require additional margin beyond that. This makes it
accessible and capital-friendly, especially compared to strategies that involve
selling options outright. The key, however, is that the underlying must move
downward within your chosen timeframe; otherwise, the spread loses value as
expiry approaches. That’s why strike selection becomes important. The long
put is usually chosen at or slightly in-the-money to ensure meaningful
sensitivity to price moves, while the short put is placed at a level where you
believe the decline is likely to slow down. The bear put spread is ultimately a
strategy of measured conviction—you are bearish enough to pay for a put, but
realistic enough to limit your upside in exchange for a more affordable and risk-
controlled entry.
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Example (Nifty Bear Put Spread):

With Nifty trading near 26,000, a trader expects a mild correction but not a
sharp crash. To capitalize on this view, she sets up a Bear Put Spread for the
280CT2025 expiry as follows:

Buy 1 Nifty 280CT2025 26000 Put (PE) @ X140.55
Sell 1 Nifty 280CT2025 25800 Put (PE) @ %59.20

This creates a debit spread with both legs using the same expiry, 200 points
apart.

Net debit (cost) =140.55 —59.20 = X81.35 per unit.

For one lot of 75, the total cost =381.35 x 75 =%6,101 (as shown in the payoff
chart).
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P/L Breakdown :
Based on the payoff chart Neha consulted:
Breakeven Point: Approximately 25,918 on the lower side.

How is this derived? Take the long put strike (26,000) minus the net debit
(~82 points) = 25,918.

If Nifty stays below ~25,918 till expiry, the bear put spread yields a profit.

Maximum Profit: The difference between the strikes minus the premium paid,
=~ 38,899 (the chart shows +38,899, which is 22.93% on margin).
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This occurs if Nifty expires at or below 25,800 — in that case, the long 26,000
PE is deep ITM, and the short 25,800 PE is fully in-the-money too, locking in
the spread’s full value.

Maximum Loss: Occurs if Nifty rises above 26,000 by expiry.

The loss is limited to the net premium paid for the spread, which is about 6,101
(-15.72%) as shown in the chart.

This would happen if both puts expire worthless.

The bear put spread thus yields a profit zone below 25,918, with risk and reward
both defined.

The risk/reward ratio is 1:1.46, offering nearly one and a half times the
potential reward for the amount risked.

The payoff diagram is flat (max loss) above 26,000, and flat (max profit) below
25,800 — forming the typical “plateau” shape of a put debit spread.

Notably, the probability of profit is around 55.27% per the platform — a fair
balance for a limited-risk bearish strategy.

Margin Requirement :

Since this is a debit spread, the margin required is simply the net premium
paid upfront.

The broker required approximately ¥38,805 (per the image) for this position.
This amount represents the maximum possible loss in the trade.

Because both legs are puts and risk is capped by the short 25,800 PE, no
additional margin is blocked for uncovered exposure.

This makes the bear put spread capital-efficient and ideal for smaller traders or
portfolio hedges under SEBI-compliant rules.

Outcomes :

e If Nifty closes at or below 25,800, both puts are deep ITM. The long
put gains 200 points, the short put offsets part of it, and the trader
realizes the maximum profit of Z8,899.

e If Nifty closes between 25,918 and 26,000, the position results in
partial profit — the long put gains intrinsic value but not enough to fully
offset the initial debit.
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e If Nifty closes above 26,000, both puts expire worthless, and the loss
is limited to 6,101, the net premium paid.

e The breakeven point is around 25,918, where the P/L curve crosses
ZEero.

The payoff chart clearly shows a flat profit zone below 25,800 and a steady
slope toward loss as prices rise above 25,918, matching a classic bear put
profile.

Analysis :

A bear put spread gave the trader a structured way to profit from a potential
moderate decline in Nifty, while keeping the downside limited.

The trade offered defined risk of ¥6,101 against a potential profit of 8,899,
a 1:1.46 reward ratio.

This strategy is long volatility, meaning it benefits from a decline or increased
uncertainty.

If Nifty fell quickly, time decay worked in favor of the long put.
If the market stayed flat or rose, the risk was capped at the premium paid.

The trader preferred this approach over buying a naked put because it reduced
cost while maintaining good downside exposure.

The 55.27% probability of profit indicated a balanced trade-off between
conviction and prudence.

By using this bear put spread, the trader positioned herself intelligently — paying
a small premium for meaningful bearish potential, in line with SEBI’s
disciplined and risk-defined derivatives principles.

Disclaimer:

This content is for educational purposes only. Trading in derivatives involves
substantial risk and must comply with SEBI regulations. Past performance is
not indicative of future returns.

7.Bearish Butterfly

A Bearish Butterfly is simply the classic butterfly option structure adjusted to
reflect a downward view on the market. Like the bullish butterfly discussed
earlier, this setup uses four option contracts across three strike prices, all
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sharing the same expiry. The payoff still resembles a tent, but this time the tent
is built below the current price, indicating that you expect the underlying to fall
to a particular level by expiry. One way to structure it is through call options:
you sell two calls at the middle strike—your bearish target—and then buy one
call above and one call below that middle strike. Although using calls to express
a bearish view might seem unusual at first, the logic is simple. A short call
position benefits when the market falls or stays below the strike. So by selling
the middle strike calls and hedging them with a call above and below, you
create a payoff that peaks if the underlying declines to that middle level.
Another method is to build the same structure using put options: buy a higher
strike put, sell two middle strike puts, and buy a lower strike put. In both
versions, the centerpiece of the trade is the same—the middle strike becomes
your target zone, and you’re positioning for the underlying to drift downward
toward it. This structure usually results in a net debit, meaning you pay a
premium upfront, and both your maximum loss and maximum gain are clearly
defined. The strategy is essentially a directional butterfly that expresses not just
a bearish opinion, but a precise bearish expectation.

In simple terms, a bearish butterfly is your way of saying, “I expect the price to
fall to this specific zone and settle there by expiry.” Because you’re aiming for
a particular price point rather than a broad directional move, it is a more refined
and advanced strategy. If your expectation is accurate, the payoff can be
attractive compared to the relatively small cost of entering the position. If
you’re wrong, your loss is limited to the premium you paid—which makes the
trade manageable and disciplined. Traders typically use this structure in
environments where they foresee a controlled decline rather than a volatile
crash. For example, imagine a stock trading at ¥220. After examining the
situation—be it weak earnings or an unfavourable regulatory development—
you may anticipate the stock dipping to around 3200 and stabilizing at that
support level. A bearish butterfly centered at R200 aligns perfectly with that
view. The appeal over a simple put or spread is the sharper reward-to-risk
ratio when you are confident about a specific price level being reached. You
are not hoping for a large breakdown; instead, you are betting on a measured
decline to a target.

This strategy also finds a place when traders expect a temporary pullback before
a larger move. Sometimes markets dip to test support zones before recovering,
and if you can anticipate such a move, the butterfly positioned around that dip
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zone can generate profit. However, butterflies demand precision. Their “sweet
spot” is relatively narrow, and the highest gain occurs only if the underlying
closes near your middle strike. They are still more forgiving than strategies like
straddles, which require pinpoint accuracy, but butterflies still reward those
with a well-defined thesis. Because this is a net debit trade, margins under
SEBI’s framework are generally limited to the premium paid, and since all four
legs have defined risk, there is no open-ended exposure. That makes the
structure capital-efficient and accessible even for smaller traders. Still,
discipline remains crucial. If the market does not begin moving toward your
expected level within a reasonable time, time decay will start working against
the position, and exiting early may be the prudent approach. In the end, a
bearish butterfly suits traders who want to express a specific, controlled
bearish forecast with minimal capital at risk, understanding fully that the
strategy works best when the underlying reaches—or comes close to—the
chosen target zone.

Example (Bearish Butterfly on NIFTY):

NIFTY is currently around 25,950. You believe it will drift down toward
~25,700 into expiry and then stabilize, rather than continuing to run higher. To
express that view, you structure a four-leg position for 280CT2025 that
effectively behaves like a bearish-targeted butterfly centered near that 25,700
area. The setup in the payoff chart is:

e Sell 1 Nifty 280CT2025 25700 Call (CE) @ X289.35
e Buy 1 Nifty 280CT2025 25900 Call (CE) @ ¥144.05
e Sell 1 Nifty 280CT2025 25700 Put (PE) @ ¥37.40
e Buy 1 Nifty 280CT2025 25500 Put (PE) @ X14.80

This creates a four-leg structure that earns maximum profit if Nifty expires
near 25,700 — the middle strike.

It collects a net credit upfront of ¥12,592.5, and all losses are limited because
each short option is hedged by a long option further out.
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P/L Breakdown :
Based on the payoff chart Raj consulted:

Breakeven Points: Approximately 25,533 on the lower side and 25,867 on
the upper side.

If Nifty expires within this range, the trade remains profitable.

Maximum Profit: The net premium received, = 12,592 (the chart shows
+12,592, which is 12.52% on margin).

This occurs if Nifty expires right around 25,700, where both the sold call and
sold put expire worthless, and you retain the full credit.

Maximum Loss: Occurs if Nifty moves sharply below 25,533 or above
25,867.

The loss is capped by the long wings (25,500 PE and 25,900 CE) and limited
to about 2,408 (-2.40%).

This happens when one spread is fully in loss while the other expires worthless.

The risk-reward ratio is 1:5.23, meaning you risk X1 to potentially earn over
5.

The probability of profit is 32.37%, which is typical for a butterfly structure
— lower probability but higher reward if your view plays out.

The payoff diagram shows a sharp “tent” shape peaking at 25,700 — the ideal
bearish target — and flat zones beyond the breakevens where the loss is capped.
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Margin Requirement :

A bearish butterfly involves multiple hedged positions, so the margin required
is moderate and predefined.

For this setup, the broker required approximately ¥1,00,537 (as shown in the
image) as margin.

Because all legs are covered (each short is protected by a farther long), no
additional exposure margin is needed.

The return on capital for the maximum profit scenario is about 12.52% for
the month — a strong yield given the controlled risk profile.

Outcomes :

e If Nifty closes near 25,700, both short options expire worthless, and
you keep the full credit of ¥12,592 — your maximum profit.

e If Nifty remains between 25,533 and 25,867, partial profit is achieved
depending on proximity to the center.

e If Nifty closes below 25,533 or above 25,867, one wing is fully tested
and the trade hits its maximum loss of 32,408.

e The position benefits from time decay (Theta positive) as long as the
index remains rangebound around your target zone.

The chart illustrates a clear profit tent between the two breakevens, showing
where returns taper off into the capped loss zones.

Analysis :

The Bearish Butterfly allowed Raj (the trader) to express a targeted bearish
outlook with defined risk and defined reward.

He expected Nifty to drift down toward 25,700 but not crash below 25,500.
This strategy offered:

e Limited downside risk (32,408)

e High potential reward (312,592)

e Excellent risk/reward ratio (1:5.23)

e A capital-efficient setup (margin ¥1,00,537)
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The position is short volatility — it profits if the market cools off and settles
within a defined range.

If volatility or price moves sharply in either direction, the hedge ensures losses
remain limited.

This structure perfectly fits SEBI’s guidelines for defined-risk derivatives
trading — disciplined, hedged, and margin-efficient.

It is an advanced income-generating approach for traders confident in their
target levels and capable of monitoring expiry behavior closely.

Disclaimer:

This content is for educational purposes only. Trading in derivatives involves
substantial risk and must comply with SEBI regulations. Past performance is
not indicative of future returns.

8. Bearish Condor

A Bearish Condor, often referred to as a bearish-oriented iron condor, is
simply the condor setup adjusted for a mildly bearish outlook. It works very
much like the bullish condor discussed earlier, but this time the entire structure
is tilted downward. The idea is to create a comfortable price range below the
current level where the strategy can earn a net credit. You build it by combining
a bear call spread on the upper side and a bull put spread on the lower side,
but you position these spreads in a way that reflects your expectation of limited
upside and possibly a gentle decline. In practical terms, you place the short call
spread closer to the current price—showing you are cautious about the market
rising further—and you place the short put spread further away, giving yourself
more breathing room on the downside. As long as the underlying remains below
the upper short call strike and above the lower short put strike at expiry, both
spreads expire in your favour and the net premium collected becomes your
profit. The bearish bias comes from the way you place the strikes: the profitable
“corridor” is shifted lower, suggesting you expect the underlying to stay
subdued or drift slightly downward rather than rally.

Just like any iron condor, the bearish condor has limited profit—essentially
the premium you receive—and limited risk, determined by the width of either
spread minus the credit collected. It is most effective when markets are calm or
trading in a predictable, low-volatility zone. The ideal scenario is that the price
does not rise aggressively; a slow decline or sideways movement fits this
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strategy quite well. Many traders use bearish condors on broad indices or stable
stocks when they believe the sharp moves are behind them and the market is
more likely to consolidate within a range. The beauty of this structure is that it
gives you a wide band of profitability. Even if the price moves slightly up, stays
flat, or falls moderately, you are still protected—as long as it finishes inside
your chosen range.

A bearish condor is best used when your outlook is slightly bearish or neutral-
to-bearish, and you expect the market to settle within a band somewhat lower
than its current level. Imagine Bank Nifty is trading at 40,000 after a recent
decline. Based on your analysis, you believe it may oscillate between 38,000
and 40,000 over the next few weeks, or perhaps slip a little further but not
collapse dramatically. In such a case, placing a call spread around 40,000 and
a put spread around 38,000 creates a condor that suits your expectation. You
earn premium from both sides—an advantage over using a simple two-leg
spread that profits from only one direction. The trade-off is that you introduce
some downside risk when you sell the put spread, which is why traders choose
the lower strike carefully, usually around a support zone they believe is unlikely
to be broken.

This strategy tends to work best when implied volatility is slightly elevated and
expected to cool down. Since the condor is a net-short-premium structure, you
benefit when IV declines after you have initiated the position. Many traders use
condors—especially bearish ones—around event periods when the market is
nervous and option premiums are inflated, but they expect the event outcome
to keep the market within a broad range rather than trigger a large upward rally.
The key requirement is discipline. If the price begins to break out of your upper
or lower boundaries, especially on the upside (the riskier side for a bearish
condor), adjusting or closing the position early is often the prudent choice to
avoid larger losses. SEBI’s margin framework treats iron condors favourably,
as both sides are hedged. This means the margin requirement is usually based
on the larger of the two spread risks rather than the sum of both, making the
strategy capital-efficient while still maintaining defined boundaries of risk. In
essence, a bearish condor suits traders who want structured, range-based
income with a slight bearish tilt, without exposing themselves to unlimited
losses or excessive margin commitments.

Example (Bearish Iron Condor on NIFTY):
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Trade Setup
e Sell 1 Nifty 280CT2025 24450 CE @ %¥1723.30
e Buy 1 Nifty 280CT2025 24250 CE @ %1733.15
e Buy 1 Nifty 280CT2025 26050 PE @ %170.00
e Sell 1 Nifty 280CT2025 25850 PE @ X75.35

This setup creates a Bearish Iron Condor tilted slightly downward —
collecting premium from both sides while defining risk using the protective
long options.

The position earns the maximum profit if Nifty stays between the two inner
short strikes through expiry (i.e., between ~24,450 on the upside and 25,850
on the downside).
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Based on the payoff chart Meera consulted:
Breakeven Points:

There are no specific breakeven numbers displayed, as this setup has an
extremely high probability of profit and a flat risk profile (the chart shows no
meaningful drawdown across most prices).

Maximum Profit:

~ 322,162 (the chart shows +322,162, or 28.56% on margin).
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This occurs if Nifty remains below 25,850 and above 24,450 by expiry —
meaning all short options expire out-of-the-money, allowing the trader to retain
the full credit received.

Maximum Loss:

As shown in the chart, %0 (0.00%) — this particular setup is fully hedged and
effectively risk-free due to the near offset of premiums between the call and put
spreads.

The payoff curve is entirely above zero, representing an all-gain, no-loss
configuration (likely a pricing anomaly due to symmetric hedging and
premium skew).

Probability of Profit:

A remarkably high 99.5%, reflecting the wide profitable range and low
exposure to directional movement.

Net Credit:

%77,611, as per the image — this represents the total premium received after all
legs are entered.

Max. RR Ratio:

Not Applicable (NA) since no downside loss exists in this particular payoff
structure.

Margin Requirement :

The estimated margin requirement for this position is 77,611, which is
primarily for maintaining the offsetting legs.

Since the trade is fully hedged on both sides (each short option has a
corresponding long), the margin is minimal compared to typical naked
spreads.

The return on margin for maximum profit is about 28.56%, which is
exceptionally strong for a single-month setup.

This shows how condors can provide efficient capital use — especially under
SEBI’s hedged margin framework — where risk-defined positions enjoy
substantial leverage benefits.
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Outcomes :
e If Nifty stays within the expected range (24,450-25,850):

All sold options expire worthless, and Meera retains the entire
premium of 322,162, achieving maximum profit.

e If Nifty moves slightly outside the range:

The long options (24,250 CE and 26,050 PE) protect the position,
ensuring no capital loss — the chart confirms zero downside exposure.

e If Nifty trends sharply in either direction:

The position remains safe due to complete hedging. There’s no
uncovered leg, meaning maximum loss remains %0 as per the payoff
chart.

This effectively means the Bearish Condor generates consistent premium
income regardless of moderate market moves — provided volatility and pricing
align.

Analysis :

This Bearish Condor represents an ideal setup for a low-volatility, mildly
bearish environment — such as when the market has already fallen but is
expected to stabilize.

The strategy offered:
e Maximum Profit: 322,162 (28.56%)
e Maximum Loss: 0 (fully hedged)
e Probability of Profit: 99.5%
e Margin Required: 77,611

The payoff chart shows a wide profit plateau with almost no downside dips
— indicating near-perfect balance between call and put spreads.

The trader earns from time decay and volatility contraction, while having
zero risk of loss.

This approach is short volatility in nature — benefiting when markets stay calm
or drift slightly lower — and follows SEBI’s structured, limited-risk trading
principles.
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It is ideal for experienced traders like Meera who manage positions with
discipline and target consistent, hedged returns.

Disclaimer:

This content is for educational purposes only. Trading in derivatives involves
substantial risk and must comply with SEBI regulations. Past performance is
not indicative of future returns.

5.3. Non-Directional / Volatility Strategies

Not every trading scenario calls for a directional bet. Sometimes, you expect a
big move but aren’t sure of the direction (for example, before an earnings
announcement or election results). Other times, you expect very little
movement (say, in the middle of a dull consolidation phase). For such cases,
options offer strategies that are non-directional, meaning they can profit
regardless of which way the market goes — as long as it goes somewhere (in the
case of volatility plays), or conversely, as long as it goes nowhere (in the case
of short volatility plays). These strategies are focused on volatility rather than
price direction.

We’ll discuss four popular ones:

e Long Straddle — A bet on large movement (high volatility) in either
direction.

e Short Straddle — A bet on stability (low volatility), basically the
opposite of the long straddle.

e Long Strangle — Similar to a straddle (volatility bet) but with out-of-
the-money options, making it cheaper but requiring an even bigger
move.

e Short Strangle — Selling out-of-the-money options to bet on low
volatility, with a wider breakeven range than a straddle.

Each of these strategies needs careful handling: for long volatility plays, timing
is key (because options premiums decay), and for short volatility plays, risk
management is paramount (because losses can balloon if a big move happens).
SEBI and Indian brokers are especially cautious with short straddles/strangles
because they carry potentially unlimited risk. Heavy margins are levied to
ensure traders have the capital to withstand adverse moves. As an educator and
trader, | must stress: short straddles and strangles are not for beginners —
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they require skill, experience, and close monitoring (and usually, quick
adjustments or hedges). On the other hand, long straddles/strangles can be a
beginner-friendly way to trade events if you accept the risk of losing the
premium. Let’s break each down with examples and tips.

9. Long Straddle

A Long Straddle is one of those strategies traders use when they sense a storm
coming but are not sure from which direction. It involves buying a call option
and a put option at the same strike price and expiry, usually at-the-money.
By doing so, you are effectively preparing for a large move—whether that
move is upward or downward. If the price shoots up, the call option grows in
value. If the price collapses, the put option comes to life. But if the market
remains calm and doesn’t move much in either direction, both options lose
value, and you face a loss. In that sense, the long straddle is not a directional
bet—it is a volatility bet. You are saying, “I don’t know where the market will
go, but I expect it to go far.” Since you are buying two options, the strategy is
a net debit position—you pay premiums for both the call and the put. The
potential profit on the upside is technically unlimited, while the downside profit
can be very large as well (limited only by how far the underlying can fall). The
maximum loss is clear from the beginning: it is the total premium you paid.
This maximum loss occurs if the underlying ends exactly at the strike price on
expiry, causing both options to expire with little or no value. The strategy works
best only when the movement in the underlying exceeds a certain threshold—
beyond the breakeven levels on either side, which are the strike price plus or
minus the total premium paid.

A long straddle is typically used when the trader expects a big price swing or
a surge in volatility, but cannot confidently predict the direction. These
situations often arise around major events—earnings releases, important court
rulings, political developments, budget announcements, interest-rate decisions,
or global news. For example, during India’s Union Budget period, the market
often reacts sharply, but predicting whether it will rise or fall is tricky. A
straddle helps you position for that unpredictability. Similarly, if a
pharmaceutical company awaits approval for a critical drug, the stock could
jump or crash dramatically. The straddle captures either outcome. Traders also
use straddles when they feel the market is underestimating the upcoming
volatility—when they believe that the real move will be bigger than what
current option prices imply.
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Since options in India trade in lots, buying one call and one put means taking
exposure to a predefined number of shares—so the cost can feel significant.
This strategy requires buying two at-the-money options, which are typically the
most expensive due to high time value. Because of this, time decay becomes a
major challenge; every day that passes without meaningful price movement
reduces the value of both options. That’s why traders generally enter long
straddles close to the anticipated event and avoid holding them too early or too
long, as the slow erosion of premium can be painful. Another factor to keep in
mind is volatility crush. After a major event, implied volatility often drops
sharply. If the actual price move is not big enough, the fall in volatility can hurt
the straddle’s value even if the underlying moves a little.

Discipline is essential for this strategy. If the expected move happens and one
of the options becomes significantly profitable, many traders exit the entire
position—both the call and the put—rather than wait until expiry. Holding after
the event exposes the position to reversals, market noise, or fading volatility.
On the other hand, if the anticipated movement does not materialize and time
is running out, cutting the position early can help salvage some premium. A
long straddle rewards preparation, timing, and respect for risk. You enter it not
because you know the direction, but because you understand the power of a
decisive market move—and you want to be positioned for either outcome.

Example (Long Straddle on NIFTY):

Trade Setup
e Buy 1 Nifty 280CT2025 25950 CE @ %¥117.95
e Buy 1 Nifty 280CT2025 25950 PE @ %115.75

This creates a long straddle at the 25,950 strike, where the trader expects a
sharp movement — up or down — after a major trigger.

Both legs are bought, so the position is a net debit trade.
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Based on the payoff chart Karan consulted:

Breakeven Points:

The breakevens are at 25,717 on the downside and 26,183 on the upside.
If Nifty expires within this range, the trader incurs a loss due to time decay.
Maximum Profit:

Theoretically unlimited on the upside (if Nifty rallies sharply), and very large
on the downside (if Nifty falls sharply).

There’s no upper cap — the more Nifty moves beyond breakevens, the greater
the profit potential.

Maximum Loss:
Limited to the total premium paid: ¥17,528 (-100%) as per the chart.

This happens if Nifty expires exactly at 25,950, where both options lose all
their time value.

Probability of Profit:

52.86%, reflecting a fairly balanced outlook — roughly even odds that the
move exceeds breakevens.

Net Debit (Premium Paid):
%17,528, which represents both premiums combined and the maximum risk.

Max. RR Ratio:
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Not applicable, as the strategy has unlimited profit potential but a defined
loss.

Margin Requirement :

This is a long options strategy, so no additional margin beyond the premium
is required.

The total capital outlay is ¥17,528, which covers both legs.

This is one of the most accessible volatility strategies for retail traders under
SEBI’s risk framework — risk is predefined (the premium), and there are no
margin calls or hidden exposures.

Outcomes:
e [If Nifty moves sharply above 26,183:

The call option gains significantly in intrinsic value while the put
expires worthless — leading to profit beyond breakeven.

e If Nifty falls sharply below 25,717:

The put option becomes highly profitable while the call expires
worthless — again yielding gains beyond breakeven.

e If Nifty remains near 25,950 at expiry:

Both options decay in value, resulting in the maximum loss of
%17,528.

e If Nifty makes a small move (within £200 points):

Time decay eats into both premiums, leading to partial loss. The trade
benefits only from large directional moves.

The payoff chart shows a classic “V” shape — steeply sloping profit potential
on both sides and a narrow loss zone in the middle.

Analysis:

This Long Straddle was set up at Nifty 25,950, anticipating a large directional
move — possibly due to an event or volatility spike.

The trade offers:

e Unlimited profit potential if volatility expands sharply.
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o Limited risk (%17,528) — the total cost of premiums.

e Defined breakevens (25,717 — 26,183), giving a range of roughly
+233 points.

e Balanced probability (52.86%) of success depending on post-event
momentum.

This structure is ideal for traders expecting high volatility but unsure of
direction.

It thrives when implied volatility expands or when the market breaks out
strongly post-event.

However, if volatility contracts or the market stays flat, time decay will
gradually erode the premiums.

As always, traders must monitor the trade closely and avoid holding too long if
no move materializes. SEBI’s defined-risk rule ensures losses are capped —
making this a safe, event-based directional strategy for disciplined traders.

Disclaimer:

This content is for educational purposes only. Trading in derivatives involves
substantial risk and must comply with SEBI regulations. Past performance is
not indicative of future returns.

10. Short Straddle

A Short Straddle is essentially the mirror image of the long straddle. Instead
of buying options, you sell a call and a put at the same strike and same
expiry, usually at-the-money. By doing this, you receive premium from both
options upfront. The entire idea behind a short straddle is simple: you believe
the underlying will not move much, and will stay close to the strike price until
expiry. If that happens, both options lose value due to time decay, and ideally
expire worthless. In that scenario, you get to keep the entire premium collected,
which becomes your maximum possible profit. But the strategy carries serious
risk if the market moves sharply in either direction. If the underlying rises
strongly, the short call starts generating losses with no upper limit. If the price
drops heavily, the short put can also create a very large loss. In other words, the
profit potential is limited to the premium received, but the risk—especially on
the call side—is theoretically unlimited. That is why a short straddle is
considered an advanced, high-risk approach suitable only for traders who have
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the experience, discipline, and risk controls to manage sudden market
movements.

Because a short straddle involves selling two naked options, the margin
requirements are substantial. Exchanges and brokers, following SEBI’s risk
management framework, require high VAR+ELM margins to protect against
large adverse moves. This makes the strategy capital-intensive. Still,
experienced traders use it when they believe the market’s implied volatility is
exaggerated—when option prices are high, but actual movement is expected to
remain small. It is a way of saying, “The market expects fireworks, but I don’t.”
Short straddles are often deployed after a major event has passed—such as an
earnings declaration, policy announcement, or court ruling—when
uncertainties have reduced but the option premiums are still inflated. For
example, if a stock surged ahead of earnings due to speculation and high
implied volatility, but the actual results match expectations, the stock may settle
into a quiet phase. At such times, some traders sell a short straddle to capture
the remaining premium as it decays. Another scenario could be when a stock is
stuck in a narrow band for an extended period due to regulatory or structural
reasons, and you have strong conviction that the range will continue.

However, while the strategy can appear attractive, it demands extreme caution.
The limited profit versus the potentially unlimited loss makes this a strategy for
highly experienced market participants. Many professional option sellers
closely monitor positions and hedge dynamically—sometimes using delta-
hedging, stop-loss triggers, or buying far out-of-the-money options to cap the
risk, effectively turning the position into an iron butterfly. SEBI’s own studies
on F&O trading highlight how many retail traders face losses due to naked
option-selling strategies like short straddles and strangles without proper risk
management. For this reason, a short straddle should always be executed with
a clear exit plan. If the underlying starts moving decisively in either direction,
disciplined traders cut the position early, or adjust it by buying protection and
limiting the downside.

When the market behaves exactly as expected—showing very low
movement—a short straddle can be rewarding because both options lose value
rapidly as time ticks away. In such moments, it feels like being an insurance
seller: you collect the premium when no unexpected event occurs. But just like
an insurance business, one unexpected shock can cause a significant payout.
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Therefore, the short straddle is a strategy built on confidence, timing, and above
all, responsible risk management.

Example (Short Straddle on Nifty during Quiet Period):
Trade Setup

e Sell 1 Nifty 280CT2025 25950 CE @ %117.95

e Sell 1 Nifty 280CT2025 25950 PE @ %115.75

This creates a Short Straddle at the 25,950 strike, a position expecting Nifty
to remain stable near that level until expiry.

It’s a net credit trade, meaning you receive the combined premium upfront.
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Based on the payoff chart Sameer consulted:
Breakeven Points:

e Lower Breakeven: ~25,717

e Upper Breakeven: ~26,183

o These are calculated by subtracting and adding the total premium
(R233) to the strike price (25,950).

Maximum Profit:
~ 317,528 (6.81% on margin) — occurs if Nifty expires exactly at 25,950.

At this point, both the sold options expire worthless, and Sameer retains the full
premium received.
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Maximum Loss:
Unlimited on either side.

If Nifty rises sharply above 26,183 or falls below 25,717, losses grow
continuously because there’s no hedge.

This is the key risk in a naked short straddle — potential loss increases the
farther Nifty moves from the strike.

Probability of Profit:

47.15%, reflecting roughly even odds that Nifty stays within the profitable
range.

Net Credit:

%17,527.5, the total premium collected for selling both options.
Max. RR Ratio:

Not applicable, as profit is limited but potential loss is uncapped.
Margin Requirement:

Being a naked option-selling strategy, a short straddle requires substantial
margin due to the unlimited risk exposure.

The broker required approximately ¥2,57,267 in margin (as shown in the
image).

This amount is blocked as a safeguard against large directional moves.

While the maximum profit (317,528) seems attractive, it represents only 6.81%
of the margin, underscoring the high risk-to-reward imbalance.

Traders must always maintain adequate margin as per SEBI guidelines, since
any sharp move can trigger mark-to-market losses exceeding the premium
received.

Outcomes:
e If Nifty stays near 25,950:

Both options expire worthless, Sameer keeps the full 317,528 profit —
the best-case scenario.

e If Nifty rises above 26,183:
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The short call begins losing money.
Losses grow the higher Nifty climbs since there’s no upper cap.
e If Nifty falls below 25,717:

The short put starts losing, and downside losses expand as Nifty drops
further.

e If Nifty stays moderately range-bound:

Time decay (Theta) works in Sameer’s favor — each passing day
reduces the option premiums, letting him buy back the straddle cheaper
before expiry for partial gains.

The payoff chart clearly depicts a sharp inverted “V”, peaking at the strike
(max profit) and sloping steeply downward on both sides — visualizing the
unlimited loss potential beyond the breakevens.

Analysis:

This Short Straddle was established with the expectation that Nifty will stay
stable near 25,950, capitalizing on low volatility and time decay.

Key observations from the trade:
e Max Profit: 317,528 (6.81%)
e Max Loss: Unlimited
e Breakevens: 25,717 — 26,183
e Margin Required: 32,57,267
e Probability of Profit: 47.15%

The trade benefits from time decay (Theta +2,433.52), but is highly sensitive
to volatility expansion or large market moves (Vega —2,374.53).

It’s a short volatility strategy, meaning it thrives in calm markets but performs
poorly during sudden breakouts.

While short straddles can generate consistent income during quiet periods, they
demand strict risk management — stop-loss levels, position sizing, or hedging
with far OTM options.
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Even professional traders often convert naked straddles into Iron Butterflies
to limit risk exposure, aligning with SEBI’s emphasis on risk-defined
structures.

This trade demonstrates both the income potential and inherent danger of naked
option selling — a strategy for experts, not casual traders.

Disclaimer:

This content is for educational purposes only. Trading in derivatives involves
substantial risk and must comply with SEBI regulations. Past performance is
not indicative of future returns.

11. Long Strangle:

A Long Strangle is very similar to the long straddle, but with one important
difference. Instead of buying at-the-money options, you buy an out-of-the-
money call and an out-of-the-money put with the same expiry. For example,
you may choose a call strike slightly above the current market price and a put
strike slightly below it. Because these options are out of the money, the cost of
entering a strangle is generally lower than buying a straddle. But the trade-off
is clear: since the options are further from the current price, the underlying
needs to make a bigger move for you to reach profitability. The essence of the
strategy remains the same—you want a significant swing in either direction.
Your total risk is limited to the premiums paid, while the upside can be large if
the market surges, and the downside payoff can also be substantial if the price
falls sharply. Think of a strangle as casting a wider net. It costs less, but the
market has to move farther before that net catches anything meaningful.

Traders typically use a long strangle in the same kinds of situations where they
might use a straddle—moments when they expect a major movement but
cannot confidently predict whether it will be upward or downward. The
difference is psychological and financial. Sometimes at-the-money options
become very expensive due to high implied volatility. At such times, traders
prefer buying slightly out-of-the-money options because the entry cost is lower.
This helps reduce the maximum loss, but it also means the market has to travel
a greater distance from the current price for the position to become profitable.
For instance, imagine NIFTY is near 18,000 before a high-volatility event. The
at-the-money straddle might cost around 500 points. Instead of paying that
much, a trader might buy an 18,200 call and a 17,800 put for a combined cost
of, say, 300 points. By doing so, the trader reduces their risk but accepts that
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NIFTY will need to cross those levels—plus the premium paid—before the
trade becomes successful. This balance between lower cost and higher
breakeven is the defining characteristic of a strangle.

There are also situations where traders lean toward strangles because they want
flexibility or are hedging existing positions. For example, you might already
hold a directional trade but fear an unexpected large move in the opposite
direction. Buying an out-of-the-money option on that opposite side gives you
protection. If you simultaneously add a smaller position on the other side, you
end up with a strangle-like structure—still a volatility play, but with a tilt
toward one direction. This is sometimes called an “uneven” or “skewed”
strangle, where one side is closer to the money because you expect the move to
be stronger in that direction.

As with all long-option strategies, time decay works against you. If the
underlying does not move fast enough or far enough, the options steadily lose
value. After a major event, implied volatility can also collapse quickly—this is
known as volatility crush. If the actual move turns out smaller than what the
market had priced in, a long strangle may lose value even if the price moves
slightly. That is why timing becomes crucial. Traders often enter strangles close
to the expected catalyst rather than too early, so that they do not spend days
watching their premium erode. Ultimately, a long strangle is a strategy for
moments when you expect the market to break out of its range with force, and
you are willing to pay a reduced cost upfront in exchange for needing a more
decisive move.

Example (Long Strangle on Nifty):

Trade Setup
e Buy 1 Nifty 280CT2025 25700 PE @ %37.40
e Buy 1 Nifty 280CT2025 26200 CE @ %30.80

This setup forms a Long Strangle with a lower strike Put (25700) and a higher
strike Call (26200).

The position benefits if Nifty makes a sharp move beyond either strike,
upward or downward.

It’s a net debit trade, meaning the trader pays a premium upfront to initiate the
position.
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Based on the payoff chart Priya consulted:
Breakeven Points:
e Lower Breakeven: ~25,632
e Upper Breakeven: ~26,268
If Nifty closes outside this range at expiry, the trade turns profitable.
Maximum Profit:
Theoretically Unlimited — on either side.

If Nifty rallies strongly beyond 26,268, the long call gains without cap; if Nifty
falls below 25,632, the long put gains substantially.

Maximum Loss:
Limited to the total premium paid, i.c., ¥5,115 (-100%) as per the chart.

This occurs if Nifty expires between 25,700 and 26,200 — where both options
expire worthless.

Probability of Profit:

38.93%, indicating moderate odds that Nifty moves sufficiently to breach
either breakeven.

Net Debit (Premium Paid):

%5,115, which represents the total cost of both options and defines the
maximum risk.
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Max. RR Ratio:
Not applicable, since profits are uncapped but losses are fixed.
Margin Requirement:

The margin or capital required for this position is only the premium paid:
Z5,115.

As a fully-paid long option strategy, it has no additional margin or exposure
risk.

This makes it an attractive strategy for event-driven traders with limited capital
who expect volatility spikes but want a clearly defined loss limit.

The trade’s return potential is asymmetrical — while the risk is fixed, profit
potential is open-ended.

Outcomes:
e If Nifty moves sharply above 26,268:

The Call (26200 CE) gains value rapidly while the Put expires
worthless. Profit continues to grow as Nifty rises further.

e If Nifty falls below 25,632:

The Put (25700 PE) gains intrinsic value while the Call expires
worthless. Profit expands as Nifty declines more.

e If Nifty stays between 25,700 and 26,200:
Both options expire OTM, leading to a maximum loss of %5,115.

The payoff diagram shows the classic “V” shape, representing unlimited profit
potential on both extremes and limited risk at the center.

Analysis:

This Long Strangle allowed Priya to position for a major breakout in Nifty,
without taking a directional bet.

She expected heightened volatility but wasn’t certain whether it would result in
a surge or a crash.

Key takeaways from this setup:

e Max Profit: Unlimited
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e Max Loss: %5,115 (-100%)

e Breakevens: 25,632 — 26,268
e Probability of Profit: 38.93%
e (Capital Required: 35,115

The position benefits from both volatility expansion and large directional
moves.

It’s a long Vega trade (positive Vega 1676.07 in chart) — meaning it gains
when implied volatility rises.

However, if volatility contracts or the underlying remains stagnant, time decay
(Theta —1763.66) erodes premium value quickly.

This makes timing crucial: Priya’s view must materialize before expiry for
maximum effectiveness.

In line with SEBI’s guidance, the risk is limited and fully defined — making
this a compliant and safe way to express a volatility view.

Disclaimer:

This content is for educational purposes only. Trading in derivatives involves
substantial risk and must comply with SEBI regulations. Past performance is
not indicative of future returns.

12. Short Strangle:

A Short Strangle is essentially the wider and more flexible cousin of the short
straddle. Instead of selling at-the-money options, you sell an out-of-the-money
call and an out-of-the-money put, both with the same expiry. By choosing
strikes that sit on either side of the current price, you create a position that earns
a net credit upfront. Your hope is simple: the underlying should remain
between those two strikes until expiry. If it does, both options gradually lose
value through time decay and eventually expire worthless, allowing you to keep
the entire premium. The attraction of the short strangle lies in the wider safety
band—because your strikes are further from the current price, the market has
more room to drift around without hurting your position. But this wider comfort
zone comes with a trade-off: the premium you collect is lower than what you
would earn from a short straddle, since OTM options are cheaper. So, you
sacrifice some profit potential in exchange for more breathing space.
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Even though this strategy feels more comfortable than a short straddle, the risk
remains significant. If the underlying breaks out sharply on either side, the
losses can be substantial. A strong rally can cause unlimited losses on the short
call, and a steep decline can cause very large losses on the short put. So while
the strikes are placed further away, the basic risk profile remains the same—
profit is limited to the net credit received, while losses can be large or even
unlimited. Because of this undefined risk, brokers and exchanges require high
margins, in line with SEBI’s risk-management framework. Short strangles are
commonly used by professional option sellers who understand these risks and
are prepared to monitor and adjust positions if prices move aggressively.

You’d typically use a short strangle when you believe the market will remain
within a certain range and when implied volatility is high enough to make the
premiums attractive. This strategy works best in neutral or range-bound
conditions—moments when the market seems exhausted or lacking strong
direction. For example, if NIFTY has been swinging back and forth between
two well-defined levels and you believe that this range will continue for the
next few weeks, selling an OTM call and an OTM put allows you to collect
premium as long as the index stays within your chosen boundaries. Time decay
becomes your ally; each passing day eats into the option prices, benefitting your
position.

Another reason traders choose a short strangle is when they feel the market is
overpricing volatility. By selling both sides, they position themselves to profit
if the actual movement turns out small and the implied volatility later collapses.
Short strangles are particularly popular after big events like earnings, policy
announcements, or the Union Budget. These events often bring elevated IV
beforehand. Once the event passes and the uncertainty fades, premiums fall
rapidly. If the underlying stabilizes, the short strangle captures this quick drop
in option prices.

It’s useful to remember that a short strangle is essentially like an iron condor
without the protective wings. You’re selling the middle portion but not buying
the safety nets on either side. That means the income potential is higher than a
hedged structure, but so is the risk. For this reason, traders who use short
strangles must be disciplined, monitor price movements closely, and be
prepared to exit or adjust if the underlying moves too close to either strike.
When handled responsibly, the strategy can generate steady income during
calm markets—but it demands respect for risk at every step.
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Example (Short Strangle on NIFTY):

Trade Setup

For this trade, NIFTY is trading around 25,950.

The trader constructs the following position for the 28th October 2025 expiry:
e Sell 1 NIFTY 280CT2025 25700 PE @ %37.40
e Sell 1 NIFTY 280CT2025 26200 CE @ X30.80

This creates a Short Strangle position — short put below and short call above
the current market price.

Both options are Out-of-the-Money, giving the trader room for price fluctuation
on either side.
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P/L Breakdown (From Chart Data)
Probability of Profit: 61.08%

Max Profit: 35,115 (2.13% on margin) — achieved if NIFTY expires between
25,700 and 26,200 at expiry.

Max Loss: X Undefined (Unlimited Risk) — occurs if NIFTY moves sharply
beyond breakeven levels in either direction.

Max Risk-Reward Ratio: N/A (Profit limited, risk unlimited)
Breakevens:

e Lower Breakeven: 25,632

e Upper Breakeven: 26,268
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Net Credit Received: 5,115
Estimated Margin Requirement: 32,39,961

This net premium is the trader’s maximum possible profit. As long as NIFTY
remains between 25,632 and 26,268 till expiry, both options will expire
worthless and the trader keeps the credit.

Strategy Logic:

This strategy profits from time decay (Theta) and from the market remaining
calm or within a predictable band.

Every day that passes without a significant price movement benefits the seller,
as option premiums gradually erode.

If implied volatility drops, the short strangle gains further due to the negative
Vega exposure.

However, sharp moves on either side can lead to large losses, as the short
positions have unlimited downside (on the call side upwards, and on the put
side downwards).

Thus, the short strangle demands discipline and strict monitoring — many
traders manage it actively by exiting or adjusting if the price approaches either
sold strike.

Market Conditions for Entry
A Short Strangle is ideal when:
e The trader expects low volatility or a range-bound phase.
e Implied volatility (IV) is high at entry, expected to drop later.

e The underlying is trading around the midpoint between the two sold
strikes.

e There are no major events (budget, RBI policy, eclections, global
news) that could cause a big move.

Essentially, you sell expensive options when volatility is high — betting that
the market will calm down and the premiums will decay.

Risk Management:

Because the risk is unlimited, effective management is critical:
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e Position Sizing: Avoid oversizing; risk per trade should be capped.

e Stop-Loss Rules: If the underlying nears either short strike, close or
roll that side.

e Volatility Check: Avoid entering if implied volatility is too low;
premium decay won'’t justify the risk.

e Convert to Iron Condor: Add protective long options beyond each
short strike to cap losses.

SEBI margin rules make short strangles capital-intensive, but they also ensure
that sufficient funds are blocked to prevent excessive leverage.

Still, disciplined traders prefer hedged variations like Iron Condors for safety.
Example (From This NIFTY Trade)
If NIFTY expires at 25,950 (current spot):

Both options expire worthless, and the trader retains ¥5,115 profit (full
premium).

If NIFTY rises above 26,268, the short call starts losing money as it goes in-
the-money.

Every additional point above that adds to the loss.

If NIFTY falls below 25,632, the short put incurs losses as it becomes in-the-
money.

Each point below adds further loss.

The payoff graph (attached) clearly shows a flat green zone between the
breakevens (profit area) and steep red slopes beyond (unlimited loss).

Trader Story:

Arjun, an experienced derivatives trader from Mumbai, often used short
strangles on NIFTY weekly expiries to earn consistent income.

He typically sold OTM calls and puts — far enough to have a safety range but
close enough to collect meaningful premium.

For months, Arjun’s trades worked flawlessly as NIFTY stayed range-bound.
Each week, both sides decayed and expired worthless, generating steady
income.
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However, one Thursday, global markets spiked after an unexpected Fed
announcement. NIFTY jumped 3% intraday, and Arjun’s short call position
turned deeply negative.

His loss exceeded three weeks of prior gains. That incident taught him the most
important lesson: short strangles reward discipline, not complacency.

Now, Arjun always protects his positions with cheap wings (creating Iron
Condors) and sets strict stop-loss levels.

He also avoids unhedged strangles before major events. His refined strategy is
still profitable — but with better risk control and capital safety, in full alignment
with SEBI’s emphasis on responsible derivative trading.

Conclusion:

A Short Strangle offers a steady return potential in calm markets but must be
treated with caution.

It’s suited for experienced traders who can actively monitor and manage risk.

For newer participants, the Iron Condor is a safer variant offering similar
profit potential but limited risk.

Used responsibly, short strangles can be part of a disciplined income-generation
framework — a hallmark of professional option trading in India.

Disclaimer:

This content is for educational purposes only. Trading in derivatives involves
substantial risk and must comply with SEBI regulations. Past performance is
not indicative of future returns.
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Chapter 6:
Risk Management in F&O — Discipline
Over Leverage

Profits are optional, but risk management is mandatory.

In the previous chapters, we discussed risk management primarily from the
option buyer’s perspective — where the focus was on limited loss and
emotional control. Now, we move to the other side of the trade — option
selling and futures exposure — where profits may come regularly, but one
bad day without discipline can erase months of gains.

Selling options feels empowering. You earn premium upfront; time decay
(Theta) works in your favor. You feel like the “house” collecting rent from
impatient traders. But beneath that comfort lies the harsh truth: your profits
are limited, but your potential loss is unlimited. Risk management, not
strategy, separates professionals from gamblers.

As traders often say:

“If your weekends feel stressful, you’re probably risking too
much on naked options. But if every day feels like a weekend,
it means you’ve balanced your risk, hedged your trades, and
you’re not gambling your future for today’s P&L.”

This chapter is not about being fearless. It’s about being prepared. Not about
making fast profits, but about protecting capital so you can trade tomorrow.
Let’s see how real traders in India learn this lesson — often the hard way.

Ravi’s Lesson: Never Bet the House

Ravi started as many do — a few early wins selling index options. That
confidence quickly turned into overconfidence. One day he decided to size up.
He put almost half his capital into a single Nifty view because “this one is safe.”
Markets moved sharply against him, and in one session he lost what took him
three months to build.

After that, Ravi did something most traders only do after pain: he learned sizing
discipline.
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Position sizing is your first safety layer. Before any trade, you decide how much
you are allowed to lose if you are totally wrong. Many disciplined traders cap
that at 2—-5% of total capital per trade. Not 50%. Not 20%. Five. Ravi switched
to risking around 3% at most on one view. That single change meant something
powerful: even if he was wrong five times in a row, he would still be alive.
Capital intact. Confidence intact. Mind intact.

Small sizing does four invisible things for you:

1. It keeps you emotionally stable. You don’t panic-exit good trades or
freeze inside bad trades.

2. It protects you from freak days. Black swans hurt, but they don’t end
you.

3. It prevents margin shock. You’re not at the broker’s mercy if volatility
spikes.

4. It lets you come back. Survival is an edge.
Ravi learned this the hard way. You don’t have to.
Meena’s Shock: The Day She Didn’t Have an Exit

Meena loved event trading. Budget day, RBI day, earnings day — excitement
days. She bought calls on a bank stock just before the Budget, expecting a rally.
The speech disappointed the market, the stock fell, and her option premium
started melting. She told herself, “It’ll bounce. I’ll exit later.” It did not bounce.
By next morning she wasn’t just in loss — she was deep in loss. She held too
long because she never decided “what is my pain limit?”

The mistake wasn’t buying the option. The mistake was having no exit plan.

In options, you can’t control the market, but you can control your exit logic.
You can say:

e “If this trade falls 40-50% from my entry, I’m out, no debate.”

e “If price breaks a key support level that was my main reason for the
bullish view, I’m out.”

e “If this trade doesn’t start working in 3-5 days, I’m out. I won’t sit till
expiry just hoping.”

This is not ego. This is insurance.
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Think of a stop-loss (or even a mental stop with an alert) as a fire extinguisher.
You hope you don’t need it. But if fire starts and you don’t have it, the entire
house burns. Meena’s problem wasn’t that she was wrong about direction.
Everyone is wrong sometimes. Her problem was that she allowed a small wrong
call to keep growing until it became a career-threatening hit.

Smart traders pre-decide exits even before they enter. “If this goes here, I kill
it. If it goes there, I trail and protect.” That habit alone separates controlled
losses from disasters.

Rahul’s Peace: The Night He Slept During a Crash

Rahul held a big position in Infosys. Then global tech sentiment turned ugly
overnight. Instead of dumping his shares in panic, Rahul quietly bought
protective puts. When IT stocks slid, his portfolio value fell — but the puts shot
up, absorbing most of the blow. He didn’t have to pray. He didn’t have to
average. He didn’t have to refresh the chart 200 times. He slept.

That’s the magic of hedging.

Hedging is when you willingly sacrifice a little potential profit today in
exchange for protection against a big punch tomorrow. You are buying
insurance. Option sellers who don’t hedge look rich in quiet weeks and
bankrupt in violent weeks. Option sellers who hedge look boring in quiet weeks
and alive in violent weeks. Which one do you want to be?

There are a few classic hedges:
1. Protective Put

2. You’re long stock or long exposure to a sector. You buy a put. If the
stock tanks, the put gains. This turns “unlimited downside” into
“defined downside.”

3. Covered Call

4. You’ve sold a call? Own the stock against it. If you get assigned on that
call because the stock rips up, you just deliver the stock. You’re not
scrambling to buy at insane prices. You’re covered.

5. Vertical Spread, Not Naked

6. Instead of just selling one risky option naked, you sell one strike and
buy another farther strike as insurance. For example: sell Nifty 18,000
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CE and buy Nifty 18,500 CE. Yes, you collect less premium. But now
your worst-case is capped. You've converted unlimited risk into
limited risk. That’s professional behaviour.

7. Iron Condor / Iron Fly

8. These are just two spreads stitched together. The whole point of these
structures is not “maximum income.” It’s “predictable maximum loss.”
That predictability is what gives you emotional control and margin
comfort.

Rahul discovered something important: the goal of hedging is not to make
more. It’s to make sure you never lose in a way that ends your career. Traders
who last a decade think in terms of “maximum damage if 'm wrong,” not
“maximum profit if I’'m right.”

Anjali’s Surprise: “I Was Right About Direction... and Still Lost”

Before elections, Anjali saw fear building in the market. India VIX was high.
Everyone expected drama. She bet on volatility — she bought both a call and a
put (a straddle) expecting a big move. The result? The market moved, but after
the result, volatility crashed. Option prices deflated fast. She was roughly right
about the event being risky... and still lost money.

That’s when she understood something most new traders ignore: volatility itself
is a tradable, punishable factor.

Implied Volatility (IV) is basically: “How crazy does the market expect the next
few days to be?”

When 1V is high, options become expensive. When IV is low, options become
cheap.

Why does this matter for an option seller?

e When IV is high, the premiums you collect are juicy — but that’s
because the market is expecting chaos. Selling during high IV without
hedge is like standing in front of a speeding truck because the truck
driver promised he’ll brake.

e When IV is very low, you get peanuts for selling options. That sounds
“safe,” but it’s actually dangerous, because any sudden shock
(geopolitical, policy, results, global selloff) can explode IV, and
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suddenly the options you sold for peanuts become very expensive to
buy back. You get trapped.

So, reading volatility is like reading weather. If the sky is already full of
thunder, you don’t walk outside with no umbrella. If the sky looks sunny, you
still carry a light jacket because weather can flip.

Anjali’s key lesson: You can be correct about direction and still lose because
you misread volatility. Great option sellers are not just “directional traders.”
They are “volatility risk managers.” They constantly ask: “What happens to my
position if volatility spikes?” and “What happens if volatility dies?” If you
never ask that, you are trading blind.

Sunil’s Panic: The Last 30 Minutes of Expiry Day

Sunil was relaxed most of Thursday. He had sold a Nifty call that was out-of-
the-money all day. And then it happened. In the final 10-15 minutes before
expiry, Nifty ripped upward sharply. His “safe” call went in-the-money in
minutes. His broker’s system demanded more margin instantly. Sunil didn’t
have the buffer. The broker force-closed his position at a horrible price. A
normal day turned into a shock.

Expiry is not a normal day.

As contracts approach expiry (especially weekly index expiry), gamma
explodes. That means a tiny move in the index can suddenly make your short
option behave like a landmine. One candle can flip you from “all good” to
“deep problem.” Also, on expiry day, brokers and exchanges tighten the rules.
Margin requirements can jump. Hedge benefits from longer-dated positions can
get removed. The message to you is loud: “If you’re short options into expiry,
you better have cash, clarity, and control.”

The smart expiry habit is simple:

e Don’t get greedy in the final hour if you’re already at decent profit.
Book it and walk.

e [fashort option is close to the strike on expiry day, either exit it calmly
earlier, or roll it to a later expiry with proper hedge while you still have
control — not after the market starts whipping.
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e Keep extra funds ready in expiry week. Never run at 100% margin
usage on the last day. If you’re stretched and the market jumps, you
don’t get a polite phone call. You get auto-square-off.

Sunil learned that expiry is where undisciplined traders donate. You are not
obligated to sit in the last 30 minutes of expiry like a hero. There is no medal
for “I held till 3:29 PM.”

Anil’s Wake-Up Call: Margin Is Not a Suggestion

Anil loved leverage. He loved the thrill of “why deploy %5 lakh when I can
control exposure with less?” Then margin rules tightened. Brokers started
demanding full money for option premium upfront. Hedged positions got
margin benefits, but naked positions demanded serious cash. Suddenly Anil
realized something: margin rules are not bureaucratic headache — they are real
risk signals.

Here is the quiet truth: most traders don’t blow up because of price. They blow
up because of margin calls.

If you sell options without understanding margin, you are walking in darkness.
You must always know:

e How much cash will be blocked if I place this trade?
e How much extra buffer do I have if volatility jumps?

e Will my “hedge” still count as a hedge near expiry, or will my broker
treat me like I’'m naked?

e [f this is a stock option and it expires in-the-money, am I ready for
physical delivery obligations, or should I exit before expiry to avoid
getting assigned shares I cannot afford?

You don’t have to love these questions. But you do have to ask them. Because
here’s what happens if you don’t: the market moves fast, your broker demands
funds, you don’t have funds, and your position is killed at the worst possible
level. Not because you were “wrong about the market,” but because you didn’t
respect the cost of carrying the position.

Serious traders treat margin like oxygen. They never use 100% of it. They
always keep backup funds. And they design trades — like spreads instead of
naked shorts — to keep defined risk and lower margin requirement. That’s not
playing scared. That’s playing professional.
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Neha’s Trap: “Sure-Shot Call, Boss”

Neha joined a Telegram group that posted aggressive “sell this call / sell this
put now” instructions with screenshots of profits. The first few worked. She
started trusting the group more than her own judgment. Then a call went wrong,
badly. The group went silent. She was stuck alone in a losing position she didn’t
even understand.

The market punished her not for losing money. It punished her for outsourcing
responsibility.

Risk management includes information hygiene. You must treat “tips” the same
way you treat street food from an unknown stall: assume it can make you sick.
Ask:

e  Who is giving this call?

e Are they actually registered and accountable, or just posting
screenshots and confidence?

e Do I personally understand why this position makes sense, or am I just
renting someone else’s conviction?

Here’s a truth nobody likes to say: you can survive bad trades that were your
own logic. You cannot survive bad trades you don’t understand, because you
won’t know when to exit. You’ll either hold too long out of hope, or exit too
early out of fear. Either way, you’ll bleed.

Neha’s turning point was when she said, “No more blind following.” That
sentence alone probably saved her lakhs over the next few years.

Deepak’s Domino: Two Expiries, One Margin Call

Deepak thought he was being clever. He had positions in this week’s expiry
and next week’s expiry at the same time. “Diversified,” he told himself. But as
the nearer expiry approached, the broker started treating his positions
differently. Cross-margin benefits faded. Volatility jumped. Suddenly his near-
expiry short options started demanding huge margin. He didn’t have enough
buffer, so the broker force-closed him — and because of that forced close, his
other (next-week) positions also got messed up. One expiry set off a chain
reaction.

The lesson: overlapping expiries sounds smart, but it’s harder than it looks.
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When you run multiple expiries, you are juggling:
e Different time decay speeds,
e Different gamma risks,
e Different liquidity conditions,
e Different margin treatments.

That’s not “passive income.” That’s active risk management times two. If you
can’t actively babysit both, don’t do both. Beginners and even many
intermediates are better off keeping it simple: finish one cycle cleanly, then
deploy the next. New trades will always be there next week. Your capital won’t,
if you try to be everywhere at once and one expiry blows up the other.

Priya’s Checkpoint: “Test It Before You Trust It”

Priya saw a YouTube video: “This weekly iron condor on Bank Nifty prints
money.” The P&L screenshots looked amazing. She went in with serious size
immediately — and that very week, Bank Nifty had a violent move. Her condor
hit max loss. Shock. Anger. Confusion.

Later, she sat down and replayed that strategy across previous weeks and
previous events. She essentially backtested it manually. She discovered
something important: the strategy really did work in calm weeks, but it
regularly took heavy hits on policy weeks, global scare weeks, and sudden-
trend weeks. In other words, it wasn’t a scam strategy — it was a context-
dependent strategy.

That discovery changed how she deployed it. Instead of “every week,” she
switched to “weeks without known major events” and with much smaller
position sizing. She moved from blind faith to controlled execution.

This is the mindset: test, learn, deploy. You wouldn’t jump into a swimming
pool without checking depth. Don’t jump into a strategy without checking how
it behaved in bad weather, not just sunny weather. You’ll find two gifts when
you do this:

e You’ll stop getting surprised by normal losses. You’ll already know,
“Okay, this strategy usually has 1-2 nasty weeks in a quarter. I’ll size
so I can absorb that.”
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e You’'ll stop worshipping someone else’s screenshots, and start trusting
your own numbers.

That shift is when you move from “follower” to “operator.”
Vikram’s Trap: Illiquid Options, Silent Exit

Vikram wandered into stock options on a mid-cap name because the premium
looked delicious. “No way this stock goes there,” he thought, selling far OTM
calls. Then one unexpected news hit the stock, it spiked, and he panicked. He
tried to exit. But there was almost no liquidity in that strike. The bid-ask spread
was massive. The price on the screen was basically a ghost — nobody was
actually trading there. By the time he exited, he paid far more than he expected.
The loss was much bigger than his calculation.

This is liquidity risk, and it destroys quiet accounts.

An illiquid option can trap you. You think, “I’ll just square off if it goes wrong.”
But if there’s nobody to take the other side at a fair price, you are stuck. That’s
why smart sellers stick mostly to liquid instruments: Nifty, BankNifty, top-
index names with tight spreads and deep participation. They also avoid
smashing “market orders” in thin contracts, because one careless market order
in an illiquid option can fill you at a ridiculous level.

You don’t get paid extra for being a hero in dead contracts. You just take extra
exit risk for no reason. Liquidity is part of risk management. “Can I get out fast
at a sane price?” is as important as “Can I get in?”

Bringing It All Together

Now connect all these people:

Ravi taught you: don’t size like a maniac.

Meena taught you: always define your exit before the storm, not during it.
Rahul taught you: hedge, so you can sleep.

Anjali taught you: respect volatility, not just direction.

Sunil taught you: expiry is a minefield — enter light, exit early, keep buffer.
Anil taught you: margin is oxygen, not decoration.

Neha taught you: tips without understanding are financial suicide.
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Deepak taught you: overlapping expiries sounds smart until margin hits you
from both sides.

Priya taught you: test first, size later.
Vikram taught you: liquidity is your escape hatch — without it, you’re chained.
These aren’t “advanced tricks.” This is the core survival kit.

The stock market rewards patience, humility, preparation, and respect for risk.
It punishes ego, leverage addiction, and laziness. The traders who last are not
the loudest ones showing screenshots. They’re the ones who quietly follow
boring rules every single day.

So as you grow, remember this mindset:
e Capital first.
e Sleep first.
e FEgo last.
e Profit later.

Because when you manage the downside, the upside takes care of itself. And
slowly, something beautiful happens: your trades stop controlling your mood,
your weekends stop feeling like an exam, and every day starts to feel a little bit
like a weekend — calm, steady, intentional. That’s when you know you’re no
longer gambling. You’re running a risk-managed business.
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Key Takeaways — Chapter 6
1. Position Sizing is Survival

Never risk more than 2—5 % of total capital on one trade. Small, consistent
sizing keeps you alive through inevitable losing streaks.

2. Define Your Exit Before You Enter

Set stop-loss or exit levels in advance—not during panic. A planned loss is
a controlled loss.

W

. Hedge Like a Professional

Protect your downside with spreads, covered calls, or protective puts. Real
traders buy peace of mind, not just premium.

o

. Respect Volatility

Monitor India VIX and Implied Volatility. Vol spikes can wreck an
unhedged short faster than price moves themselves.

W

. Expiry Is a Minefield

Treat expiry week with extra caution. Close risky shorts early, keep margin
buffers, and beware of gamma spikes.

=)

. Margin Discipline Saves You

Use defined-risk strategies to lower margin stress. Always maintain spare
capital for sudden hikes or broker calls.

7. Do Your Own Research

Avoid Telegram/YouTube “sure-shot” tips. Trade only what you understand
and can logically defend.

8. Avoid Overlapping Expiries

Focus on one cycle at a time. Overlapping weeks can double margin pressure
and confusion.

9. Test Before You Trust

Backtest and paper-trade every new strategy. Know its winning and
breaking conditions before scaling up.
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Liquidity Is Your Lifeline

Trade only in actively traded options (Nifty, Bank Nifty, large-caps). Illiquid
contracts can trap you without exits.

Final Thought

“In F&O, survival is profit. Discipline over leverage — that’s the real
edge.”
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The Power, The Purpose

The trading floor was quiet.
Ravi stared at his screen, not with fear this time, but with focus.

He remembered the first time he’d opened a futures chart — how the numbers
had looked like monsters.

Now, they looked like mirrors — reflecting his own discipline back at him.
He’d learned that leverage is not about aggression; it’s about accuracy.

That profits don’t come from taking bigger risks — they come from taking
smarter ones.

He’d stopped asking “How much can I make?” and started asking “How long
can I last?”

And that’s when he finally understood — power without purpose destroys, but
power with purpose multiplies.

You, too, have crossed that bridge.
You’ve walked through fear, math, and margin.
You’ve learned that the same tool that built legends also buried the careless.

You now understand the most guarded truth of the market — control is not
about prediction; it’s about protection.

But this isn’t where your story ends.
Because every warrior, after learning to fight, must learn to rule.

In the next book, we put away the speed, the charts, the volatility — and we
start thinking like builders.

We slow down and study how real wealth is created — not from contracts, but
from companies.

Not from excitement, but from evaluation.
If Book 1 was about understanding,

Book 2 about seeing,
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Book 3 about control,
then Book 4 will be about judgment.

You’ll learn to read balance sheets like stories, decode industries like maps, and
identify businesses that can outlive trends.

You’ll stop reacting to prices — and start recognizing value.

So, close this book not with adrenaline — but with awareness.

You now hold a kind of strength most traders never find: the strength to wait.
Next Book:

Decoding Value — The Art of Fundamental Analysis

“Because true power isn’t in knowing every price — it’s in knowing
what’s worth owning.”
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Author’s Note

A Message From Upendra Nimmadi

As 1 sit down to write these final words, I can’t help but think of every reader
who opened this book with a mix of excitement, fear, and hope. When I began
writing The Trader’s Engine Room, 1 wasn’t just creating a guide — I was
documenting a journey. A journey made of real emotions, real losses, real
courage, and real growth. And if you’re reading this now, it means you stayed
with me till the very end. That alone tells me something powerful about you:
you don’t quit when it matters.

Throughout this book, you met traders who stood exactly where you stand
today. Ravi, who once stared at charts like monsters and later saw them as
mirrors reflecting his own discipline. Sunil, who learned the hard truth that
expiry is not a battleground for heroes. Priya, who taught you that testing small
is not caution — it’s wisdom. Vikram, who reminded you that liquidity is not
a luxury — it’s your escape route. Anil and Neha, whose stories whispered one
of the greatest lessons in trading: “You don’t blow up because of the
market... you blow up because of ignoring your own boundaries.”

Every chapter you read carried a quiet message: that F&O is not about
aggression, thrill, or prediction — it is about clarity, control, and consistency.

The numbers on the screen aren’t enemies. They aren’t friends either. They
are simply reflections of your inner discipline, just like the lines you saw in
Ravi’s final moment of realization.

If this book has done its job, then you now understand the true meaning of
being a trader.

Not someone who chases every breakout.

Not someone who panics at every downfall.

But someone who treats trading like a business, risk like oxygen, and capital
like a sacred responsibility.

As the pages showed again and again — whether in margin warnings, expiry
traps, or the silent consequences of following “tips” — the difference between
a gambler and a professional is not skill; it is discipline.
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And now, before you walk out of these pages and back into the real market, I
want to leave you with a few thoughts — words born from experience, carved
through mistakes, and polished with resilience:

¥> “Markets reward the prepared, not the brave.”
%> “Your greatest edge is not a strategy... it is the discipline to follow
it.”

%> “Profit is temporary. But good habits? They compound forever.”

If you ever feel lost, return to these truths. Return to your notes. Return to
your risk plan.

Because mastering F&O is not about winning every trade; it is about
surviving long enough to learn from every trade.

And remember — you didn’t just read a book.

You built a foundation.

You strengthened a mindset.

You stepped inside the engine room of trading and learned how every gear
moves.

Now, it’s your turn to move.

Not with fear.

Not with greed.

But with calm confidence — the kind that comes from understanding the
machinery, respecting the rules, and trusting the process.

Thank you for giving me a place in your journey.

Thank you for trusting my words to guide your steps.

And thank you for choosing growth over shortcuts — a choice that already
puts you ahead of most traders out there.

As you step forward, carry this with you:

3% “A trader’s true success isn’t measured by profits — it’s measured by
how powerfully they rise after every setback.”
And I know, with absolute conviction, that you will rise.

With respect, belief, and gratitude,
— Upendra Nimmadi
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