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ABSTRACT

Options based investment strategies are very popular in investment and portfolio management. An investor
having a long position in a stock might want to modify the risk return profile of his investments without
selling the position. Adding options can be a useful way for a portfolio manager to modify his equity position
as market scenarios change. In recent years, there has been a rising interest in option strategies in the Indian
Derivatives Market. The presence of stock options and other financial derivatives in the Indian Market have
provided an opportunity to apply stock options and derivatives strategies. This paper has analysed the profit
potential of two derivatives options strategies namely,Covered Call Writing and Protective Put in the context
of Indian Derivatives Market. The analysis has been done using actual historical data of National Stock
Exchange's primary index, CNX Nifty 50 for a period of 5 years. The period ranges from April 01,2011 to
March 31, 2016. Monthly returns under both the strategies have been analysed and compared against the buy
and hold strategy in CNX Nifty 50. The findings of the research reveal that the above strategies do not have
earning potential in the Indian Derivatives Market. The main reason behind such result is the high implied
volatility in the Indian Stock Market which drives up the options prices.

INTRODUCTION
Derivatives Defined

A Derivative security is a financial contract whose value is derived from the value of some underlying asset,
such as a stock, a commaodity, an exchange rate, an interest rate, or even an index of prices.

In the Indian context, the Securities Contracts (Regulation) Act, 1956 (SC(R) A) defines "Derivative" to
include-

1. A security derived from a debt instrument, share, loan whether secured or unsecured, risk instrument
or contract for differences or any other form of security.

2. A contract which derives its value from the prices, or index of prices, of underlying securities.

Derivatives are securities under the SC(R) A and hence the trading of derivatives is governed by the
regulatory framework under the SC(R) A.

Derivatives Products— Stock Options
Following is a brief description about Futures and Stock Options and its characteristics
. Futures

A futures contract is a standardized exchange traded forward contract between two parties to buy or sell an
asset at a certain time in the future at a certain price. In futures, the counterparty is derivative exchange and
hence the counterparty risk is negligible. The liquidity of futures is high as it is market traded instrument.

UNNAYAN | Volume-VI | January 2017 77



ISSN No. 2349-7165
. Stock Options

Stock Options are derivative securities which gives the holder right (but not an obligation) to buy or sell the
underlying security at a predetermined price (exercise price or strike price) on or before expiration period.
Characteristics of Stock Options Contract

a. Call Options and Put Options

1. Call Options give the buyer the right but not the obligation to buy a given quantity of the underlying
security, ata given price on or before a given future date.

il. Put Options give the buyer the right, but not the obligation to sell a given quantity of the underlying
security, ata given price on or before a given date.

b. American vs European Options

1. AnAmerican Option can be exercised by its owner at any time on or before the expiration date.

il. A European Option can be exercised by its owner only on the expiration date and not before it.

c. In-the-money (ITM), At-the-Money (ATM) and Out-of-the-Money (OTM) Options

1. A Call Option is said to be ITM if the price of the stock is greater than the exercise price, while if the

stock price is smaller than the exercise price, the Call is said to be OTM. If the Stock price is equal to
the exercise price, then the Call is said to be ATM.

ii. A Put option is said to be ITM if the price of the stock is less than the exercise price, while if the stock
price is greater than the exercise price then the Put is said to be OTM. If the stock price is equal to the
exercise price, then the Put is said to be ATM

Options Strategies

Combining any of the four basic kinds of option trades (Long Call, Short Call, Long Put and Short Put) and the
two basic kinds of stock trades (long and short) allows a variety of options strategies. There are various types
of option strategies such as Covered Call Writing, Protective Put, Money Spread, Time Spread and Calendar
Spread, Butterfly, Box Spread and Combination strategies like STRIPs, STRAPs, Straddle, Strangle etc.

1. Covered Call Writing

Covered Call Writing: The Covered Call Writing is a strategy in which an investor sells (writes) a Call
option on a stock in which he is long. The Call Option which is sold in usually an OTM Call. The Call
would not get exercised unless the stock price increases above the strike price. Till then the investor
in the stock (Call seller) can retain the Premium with him and also gain on his long position in the
stock. This strategy is usually adopted by a stock owner who is Neutral to Moderately Bullish about
the stock.

2. Protective Put Strategy:

Protective Put involves buying one put option for every share of the underlying stock owned. The Put
option bought is usually an OTM Put as it reduces the option premium. This put provides the owner
the right, but not the obligation, to sell the shares at the strike price at the time the option expires, no
matter how low the stock declines in value. It is just like insurance against the downside price
movement for which the investor pays a premium (the purchase price paid for the put). A protective
putis arisk-management strategy that investors can use to guard against the loss of unrealized gains.
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The strategy's upside profit potential is unlimited as long as the price of the underlying stock
continues to rise. However, purchasing a protective put in effect increases the purchase price of the
stock by the premium paid for the option contract.

REVIEW OF LITERATURE

Merton, Scholes and Gladstein (1978) wrote one of the first papers about option strategies. They wanted to
show how investors could benefit from the use of option strategies, which at that time became massively
available. Their purpose was to show the return characteristics of two different option strategies, a fully
covered writing strategy and a buying strategy combining the purchase of options and riskless commercial
paper, and to demonstrate how option strategies can change the risk return patterns of the underlying stocks.
The writers concluded from the following results that the Covered Call strategy will do best when the market
is stable. Furthermore, they conclude that the buying the strategy will do best when the market is very volatile.
They do not give an answer to the question if options strategies deliver higher returns than stocks; however,
this was not the purpose of their paper.

Trennepohl and Dukes (1981) investigated the performance of option writing and buying strategies using
in-the-money (ITM) and out-of-the-money (OTM) options, and found that covered option writing lowers
portfolio standard deviation and improves portfolio mean returns. The study also concluded that OTM
options are more preferred over ITM options by investors. The study suggested that using derivatives options
trading strategies could lead to improved and more stable returns.

Bookstaber and Clarke (1984) compared the performance of protective-put, covered-call, and pure-stock
strategies, and found that call writing is better than put buying in terms of expected return and volatility, but
that the former truncates the right-hand side of a distribution causing undesirable negative skewness, while
put-buying truncates the left-hand side of a distribution causing desirable positive skewness.

Castellano and Giacometti (2001) compared the performance of protective-put and covered-call strategies
to the performance of holding an unhedged currency portfolio and found that the option strategies perform
better than the optimal naked portfolios and the protective-put strategy performs well for different VaR
models.

Isakov and Morard (2001) investigated the performance of a global investment strategy that combines
diversification and option strategies, in particular the Covered Call strategy, and found that the use of option
strategies consistently improves the performance of stock portfolios, even in the presence of transaction
costs.

Pol Verschaeren (2006) tested every single stock on the DOW JONES 30 with different strategies related to
derivatives options. The study concluded that returns on long calls; long puts, long straddles and long
strangles exceed the returns on the underlying stocks.

Abid et al (2006) investigated the performance of option strategies, including writing OTM covered-call and
buying ITM Protective Put, with that of the pure-stock investment, and found that, in general, the buying ITM
protective-put strategy has the best performance, followed by the writing OTM covered-call strategy, both
out-performing the naked stock.

Mclntyre and Jackson (2006) examined the empirical performance of an investment strategy that uses
Covered Call writing to enhance the income from long positions in 27 stocks that are included in the FT-SE
100 Index. Data was collected for the period January 1994—December 1999.Results showed that, contrary to
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theory; in most instances Covered Call positions generate returns that exceed returns generated by buy-and-
hold strategies.

Santa-Clara and Saretto (2009) investigated in the risk and return of option strategies. They used data from
January 1985 to December 2002 on option listed on the S&P 500 and used a lot of different strategies,
involving naked and Covered Calls and puts, with different expiration dates and exercise prices. Their results
show that in general naked calls deliver positive returns but this comes with high volatilities. Covered Call
positions provide the same positive average returns as the underlying stocks but with lower risk than the
underlying stocks. Protective Puts, a long position in the stock and a long position in the put option, have
lower returns than Covered Calls but also have lower volatilities.

Leggio and Lien (2010) researched Covered Call investment in a Loss Aversion Framework. They used S&P
500 Index to create a Covered Call strategy. They presumed that investor buys S&P 500 and sell options. Then
they compare the returns of this portfolio with the returns of simply holding S&P 500. They evaluated the
returns using prospects theory as well as Markowitz mean variance efficient utility. The results for returns in
mean variance framework were mixed. When considering the loss aversion utility function, however the
Covered Call strategy is the superior investment strategy for all investing time frames. They concluded that
the use of a more representative investor utility function justifies the existence of a Covered Call
strategy.Hoffmann and Fischer (2012) presented a study on behavioral aspects of options strategies, focusing
mainly on the 'Covered Call Writing'. The study showed that there exists a positive relationship between risk
aversion and Covered Call preference when profit lines of the Covered Call and stock only positions are
shown on the graphs. They also found out that more preference is given to OTM calls then ITM calls.

Simon David P. (2013) examined Covered Call strategies on QQQ Stock from January 2002 to January 2012.
His findings suggested that downside risk-adjusted returns are attractive both on an absolute basis and
relative to those of long QQQ positions.

Shah (2015) tested the bull call debit spread strategy on Nifty Index Options. The objective of the study is to
back test the Bull Call debit spread strategy for a time period long enough to cover the various practical
scenarios of the capital market

SCOPE OFTHE STUDY

As do the aforementioned studies, this paper evaluates the profit potential of the two derivatives strategies
that is, Covered Call Writing and Protective Put. The literature is extended in the area that this study focuses
on the Indian Derivatives Market. The paper analyses the above strategies in the futures and options segment
of CNX Nifty 50 index of the National Stock Exchange of India.

CNXNIFTY S50 INDEX

The CNX NIFTY 50 index is National Stock Exchange of India's benchmark stock market index for Indian
equity market. Nifty is owned and managed by India Index Services and Products Ltd. (IISL), which is a
wholly owned subsidiary of the NSE Strategic Investment Corporation Limited.

NIFTY 50 Index has shaped up as the largest single financial product in India, with an ecosystem comprising:
exchange traded funds (onshore and offshore), exchange-traded futures and options (at NSE in India and at
SGX and CME abroad), other index funds and OTC derivatives (mostly offshore). NIFTY 50 is the world's
most actively traded contract. The NIFTY 50 covers 22 sectors of the Indian economy and offers investment
managers exposure to the Indian market in one portfolio.
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The NIFTY 50 index is a free float market capitalisation weighted index. The Nifty 50 index tracks the
behaviour of a portfolio of blue chip companies, the largest and most liquid Indian securities. It includes 50
companies listed on the NSE, captures approximately 65% of its float adjusted market capitalization. The
index was initially calculated on full market capitalisation methodology. From June 26, 2009, the
computation was changed to free float methodology. The base period for the CNX Nifty index is November 3,
1995, which marked the completion of one year of operations of National Stock Exchange Equity Market
Segment. The base value of the index was set at 1000, and a base capital was 2.06 trillion.

Trading in derivative contracts based on Nifty 50 The National Stock Exchange of India Limited (NSE)
commenced on June 12, 2000. The futures contracts on the NSE are based on the Nifty 50. The exchange
introduced trading on index options based on the Nifty 50 on June 4, 2001. The CNX Nifty is professionally
maintained and is ideal for Derivatives trading. (source:-www.wikipedia.org)

RESEARCHMETHODOLOGY
Nature of Research

This research is exploratory in nature. The CNX Nifty 50 index has been selected as the sample for this study.
The entire study is based on secondary data.

Collection of Data

For Spot prices, Futures prices, Strike prices and Option prices, the researcher has referred to historical data
section of NSE's official website www.nseindia.com

Period of Study

The paper studies the profit potential of the above mentioned 2 strategies in the above index for a period of 5
years (60 Monthly contracts) starting from April 1,2011 and to March 31,2016.

Methodology

For both the strategies, instead of taking a long position in the spot market, one-month futures contracts are
boughtat the opening price. Buying futures reduces the amount of initial investment as only margin amount is
to be deposited. On the date of expiry of the contract if the settlement price on the futures is more (less) than
the purchase price, the profit (loss) has been duly recorded.

For selecting the strike price for options under Covered Call Writing and Protective Put, following
methodology has been used

For Covered Call Writing—

For Covered Call Writing, on the date when futures are bought, nearest OTM calls are written and the
premium received is duly recorded. The Strike price which is just above the Opening Futures price of the
stock have been selected as the OTM Call. The reason for writing OTM calls instead of ATM or ITM calls is
that OTM Calls enables us to speculate between the price of the stock and the strike price. At the expiry of the
contract, if the call option expires in the money, then our net outflow will be Option payoffreduced by amount
of option premium. If the Call Option expires out of the money then the amount of premium received is our
profit. This strategy is best suited if the price of the stock falls between the spot price at the beginning of the
contract and the strike price of the call option.
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For Protective Put —

For protective put, on the date when futures contracts are bought, nearest OTM puts are bought and the
premium paid is recorded as outflow. The strike price which is just below the opening futures price is selected
as the OTM Put. The reason for buying OTM Put is that OTM Put is less costly then ITM and ATM Put. At the
expiry of the contract, if the PUT expires in the money then the difference between the settlement price and
the strike price is recorded as profit along with the loss on futures contract. If, however, the PUT expires out of
the money, then the option is allowed to expire worthless and profit on futures is recorded.

Lot Size

The actual lot sizes have been used as prevalent in a month.

a. Lotsize of 50 for contracts expiring on April 28,2011 to 30 October, 2014

b. Lotsize of 25 for contracts expiring on November 29, 2014 to October 29,2015
C. Lotsize of 75 for contracts expiring on November 29, 2015 to March 31,2016
Assumptions

Following points are important to understand the results of the analysis

1. The new contract is bought the next working day when the last contract has expired

2. Once a contract expires, it is assumed that on the next working day, one month Call and Put options as
relevant to the strategy are bought or sold and the process continues for all the 60 months covered in
the study.

3. Brokerage has been assumed to be 0.01% of the contract value of options and 0.01% of the contract

value of futures. Also for calculating returns on traditional Nifty investment brokerage has been
assumed to be 0.01% of'the total purchase value.

4. For options that are written (sold), initial margin amount has been assumed to be 10% of the Contract
Value of Option as reduced by the amount of premium received.

5. The interest on margin amount has been calculated at 10% p.a. on monthly basis assuming each
contract is for 30 days and 360 days ina year.

Limitations

1. The study is based on only one index of the National Stock Exchange of India, CNX Nifty 50

2. Only those options which have expiry of one month are bought or sold

3. Options expiring after a period of more than one month have been ignored as steady quotes are not

available for them for the entire period under study

4. Early exercise of options has been ignored to provide simplicity and uniformity in the analysis.
American Options can be exercised early if the option holder wishes so, which can affect the result of
the analysis.

5. During the study, it was observed that on some days, a nearest OTM strike price would have no

opening option prices, therefore on those dates the settlement price has been used instead of the
opening price.
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Return on Traditional Nifty Investment during the period

Ifthe Investor has traditionally invested in Nifty using the same lot sizes as considered during the same period
ofinvestment, then the return earned by him over the 60-month period is computed as follow:

The investment horizon has been divided into 3 periods due to the lot size changes in the futures and options
segment of the CNX Nifty 50. The three periods respectively are

1. Holding period 1 —From April 1,2011 to October 30,2014 (43 Contracts)

2. Holding Period 2 — From October 31,2014 to October 29,2015 (12 Contracts)

3. Holding Period 3 — From October 30, 2015 to March 31,2106 (5 Contracts)

Table 5
Date of Opening | Lot Months | Investment | Date of Exit | Closing | Profit/Loss | Brokerage | Profit/Loss
Entering Spot Size Price Without with
Price Transaction Transaction
Cost Cost

01-04-2011 5,835.00 | 50 43 2,91,750.00 | 30-10-2014 8,169.20 | 1,16,710.00 | 70.03 1,16,639.97
31-10-2014 8,200.80 | 25 12 2,05,020.00 | 29-10-2015 8,111.75 | (2,226.25) 40.78 (2,267.03)
30-10-2015 8,123.55 | 75 5 6,09,266.25 | 31-03-2016 7,738.40 | (28,886.25) 118.96 (29,005.21)
Net Profit/Loss on Traditional Nifty Investment 85,597.50 229.77 85,367.73

Calculation of Compounded Return under Traditional Investment in Nifty (without transaction
Charges)

Holding Period 1 (01-04-2011 t0 26-06-2014)—9.43%

Holding Period 2 (27-07-2014 to 30-07-2015)—(-1.09%)

Holding Period 3 (31-07-2015t0 31-03-2016)—(11.60%)

Total Compounded Return without transaction Charges —5.87%

Calculation of Compounded Return under Traditional Investment in Nifty (with transaction Charges)
Holding Period 1 (01-04-2011 to0 26-06-2014)—9.42%

Holding Period 2 (27-07-2014 t0 30-07-2015)—(-1.10%)

Holding Period 3 (31-07-2015t031-03-2016)—(-11.62%)

Total Compounded Return without transaction Charges —5.85%

CONCLUSION

From the above analysis, we can conclude that Derivative Strategies like Covered Call Writing and Protective
Put do not have earning potential in the Indian Derivatives Market. There is very high volatility in the Indian
Derivatives Market which results in high option prices and thus negative positions for many contracts. The
traditional investment in Nifty on the other hand produced profits during the entire period under study. The
following comparative analysis of the measures of dispersion will present a clear picture of the results
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Table 6
Name of the Statistical | Covered Call Writing | Protective Put Traditional Nifty
Measure Strategy Investment
Standard Deviation of | 1,265.68 1,265.68 1,261.76
Opening Futures/Spot
Positions as relevant to
the strategy
Coefficient of 5.17 5.17 5.19
Variation
Final Position Loss Loss Profit

This table reveals that volatility under both the strategies as well as in spot market is high, but due to high

options prices due to high volatility, the options strategies have resulted in losses. Also, the transaction costs

have increased the magnitude of the losses.

SUGGESTIONS AND IMPLICATIONS

From the above research, we can highlight that

1.

Indian Derivatives market has high implied volatility which affects the options prices and thus the

earning potential of option strategies

Derivatives and Options strategies such as covered call writing and protective put can be a very

useful tool for hedging but their profitability in the Indian Derivatives Market is still speculative.

Indian Derivatives market, as witnessed from the above study, is not ready for systematic speculation

The prices of the options in the Indian Derivatives Market are high compared to the strike prices.

From the above data, we have seen option prices to be close to 2.5% of the strike price which is very

much higher than the normal range.
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