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Options trading is luring a lot of inexperienced traders who are looking for
supernormal gains.

However, most of them end up losing money as they aren't familiar with the basics
yet.

8 basics you must know before placing your next trade m:

Collaborated with @AdityaTodmal

1/ Option Premium consists of two things:

i) Intrinsic value which represents how much money the option would be worth if it were to expire right now.

i) Time value represents the premium you pay since the option does not expire right now.

2/ Intrinsic value:

«lt is the difference between the strike price and the asset's current market price when the difference is positive.

eIntrinsic value for ITM calls> 0.

*Positive payoff for the buyer.
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> A CE option of 1500 on a stock trading at 1550 would be Rs. 50 In the money

Intrinsic Value of an option

> If the buyer exercised the above option he would be able to buy the stock at
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3/ Example of identifying ITM options:

1500 and subsequently sell it at 1550 (ignoring all the transaction cos
nature of option) thereby capturing a neat profit of Rs. 50
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Option Chain (Equity Derivatives)
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4/ Time value aka Theta:

« Theta represents the time value decline of an options contract.

*Time value is the additional amount over & above Intrinsic value.
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*Time value on an option with 20 days to expiry > Time value on an option with 2 days to expiry.

~ Time value of an optibn

lue to-'ie very
he option to inerease
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5/ Time decay is non-linear:

*Means the rate of change increases as the options contract approaches expiration.

*Hence option contracts are very volatile on the day of expiry.

*An option buyer doesn't want the options to expire worthless & vice versa for an option seller.




Swimming against the tides of time

®  The longer the time frame, the higher the chances for a contract
to move ITM

®" However after buying an OTM option, time is working against Slow Time Decay
you, so for a buyer to make money the move in the market/scrip .
has to be big enough in the buyers favor to offset the time value
of the option

FastTime Decay mmp-
= However if it fails to give that move prior to expiry all that OTM

option is made up of is time value which goes to 0 at expiry

Days Remaining Until Expiration

®=  So essentially if one has bought the option at the beginning of a
series and the small move happens at the fag end of the series = SPEED | RADE!

the buyer doesn’t benefit much
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6/ How theta/time decay affects you?

*After buying an option if the stock moves in your favor & again retraces to the level where you bought option, the value of
the option gets eroded.

*Hence traders complain of not able to make money despite the favorable stock movement.

Option Buyers dilemma

®  So when people say TCS moved up, but why did my Call position went
down???

®  |ts because the OTM option was bought earlier and the move in the stock
happened at the fag end of the series

®  The move in the scrip wasn’t good enough to offset the premium decay in
the OTM option

®  Soits important to decide on exit conditions as well
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7/ Perils of buying deep OTMs:

» Many retail traders (unskilled) buy options worth Rs. 20-50 on expiry days expecting that it will quickly double (Hero ya
Zero) without following any rules.

» Even though they might be lucky once or twice they can't replicate it every time.

. Wh‘g Intrinsic Value & Time Value
Matters? Contd.
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8/ Liquidity:

« Trading in stock options which has less liquidity will have wide spreads, which means your position is likely to start out in
the red.

*Go for options that have high liquidity as they have tight spreads.

If you enjoyed this thread, here's another one which might be helpful:

https://t.co/OfmuhhJfPf

99% of the newbie traders fail terribly in stock market.

Over the last 310 days | explored how one can systematically work on becoming a successful trader.

Here are the 10 proven ways that will make make you profitable in your trading journey\UO001f9f5:

— Nikita Poojary (@niki_poojary) June 4, 2022
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Hope you discovered something new (because that's the point!)

If you did, share it with a friend

Hop back up to retweet the first tweet

See past threads here:

@AdityaTodmal

&
@niki_poojary


https://twitter.com/AdityaTodmal
https://twitter.com/niki_poojary

	Options trading is luring a lot of inexperienced traders who are looking for supernormal gains.However, most of them end up losing money as they aren't familiar with the basics yet.8 basics you must know before placing your next trade 🧵:Collaborated with @AdityaTodmal

