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Abstract: There is a general perception that whenever a Sjoek down, traders in that stock are
doomed. This was probably true before 2001, whaivaléves were not introduced in the Indian
Stock Markets. Nowadays, there are many strategmyedable in the derivatives segment, which
either make huge amounts of money for the tradéenaver the market goes down, or there is Zero
risk on the downside. One such strategy in optgegment of derivatives is Ratio spread with Calls.
This strategy has Zero Risk on the downside (withsen strike prices and entry time), and if the
Market is mildly bullish, profits can also be maaole the upside. This Research paper examines the
results of Ratio spread with Calls as applied oftyNn 42 monthly F&O series, with the aim to
create a Zero Downside Risk Strategy which cands#lyeunderstood by even a beginner in Stock
Market.
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1. Introduction

Ratio Spread with Calls is a mildly bullish strateghich involves buying In the
Money Calls, and recovering their cost by sellingthe Money or Out of the
Money calls with the same expiry date. Since premaf In the Money Calls is
more than At the Money or Out of the Money Callsrenquantity of At the
Money or Out of the Money Calls is required to bielgdhan In the Money Calls so
as to recover the cost. When the premium of Call$ is more than or equal to the
Calls Bought, there is Zero downside risk, irresppecof the level of fall in the
stock. There is a general myth about Stock Matkat whenever there is a fall in
the Stock Market, traders are doomed. Year 2008esged the worst recession as
well as the worst Bear phase globally. Indian Infikto almost to 1/8 level in a
span of only 10 Months. It's true that Investorstlie Cash Segment of Stock
Market were almost wiped off. Many Investors lostnast their whole life
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earnings. However, had they invested in Ratio spreih Calls, they wouldn’t

have lost a single penny. As a matter of fact, they have been sitting on exciting
profits. By following this strategy, Investors/ dexs can trade without fearing
about unforeseen/unfavourable events in the Globedl Markets, or negative
events related to the specific stocks.

The Key word here islownside risk A word of caution is that there can be
unlimited upside risk. However, it has been obsgéroger years that resistance
levels of the stocks are stronger than the suppoels i.e. there are more chances
of irrational selling in the stock rather than froaal buying. Moreover, by
choosing the right strike price, and by enteribg point in an F&O Series which
gives optimum premiums for creating this strateggyd which creates an optimum
probability of F&O Expiry happening in the profilabrange, upside risk can be
managed to a greater extent (in case the tradatisred on expiry).

Profit/ Loss (On Expiry) from this Strategy Expiry value of calls bought-
Premium of calls bought + Premium of Calls Shortédpiry Value of Calls
shorted

Maximum Profiton expiry is realized when expiry occurs at thekstprice on
which the calls are shorted. Upside losses camlited.

Breakeven Points achieved when Difference between the expirpeadf calls
sold and bought is equal to the difference betwemium of calls sold and calls
bought.

A research was conducted on Nifty to empiricallyifyethe results of a 1x2
(Number of Calls sold = Twice the number of Caltught) Ratio spread with
shorted strike price as At the Money Strike prexed Long Strike price as first In
the Money Strike Price. Entry point chosen for tt@search was first working day
of the week before monthly F&O expiry. Aim of thissearch was to create a Zero
Downside Risk strategy for traders which coverribk of ever looming downside
risk in Stock Market because of unforeseen events.

2. Need of the Research

Stock Market behaviour is dependent upon huge nuwibéynamics. Many such
dynamics are unforeseen events. More often, thef@maseen events result in a
steep fall in Stock Market valuations. Large andf&ssional investors manage
such uncertainties with their skill and knowledgat small investors, who often
trade with their limited knowledge, end up losihgit hard earned money because
of panic. There is a strong need to introduce @irtcainstrument to small (retail)
investors, which takes care of the market downsidesause of unforeseen
situations, is easy to understand, and is systeraatl scientific in nature.
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3. Objectives of Researc
Following isthe summary of major objectives of Reses

* To create a trading instrument for small invesighsch is risk free if the
Market falls down (thus insulating the small inwstin panic situation

* To test such a trading instrument in terms of yafedie of use and dece
returns

* To create the trading instrument in such a marimegrdmall investors ce
trade/invest in a systematic manner without wogyimuch about th
market dynamics.

* To explain the benefits and limitations of suchling instrumen

4. Review of Literature

Sharepundit.com (promoted by Expedient Consultanteading Research firm
Options segment of Stock Market) write in theire@sh report released in Janu
2011 that opening time of first working day of aekebefore expiryof monthly
F&O series is the ideal time to enter many optiwatsgies like Ratio Spread wi
Calls, Long Call Butterfly, Bull Call Spread. Theasons given by them in thi
report are:

a) Premiums of Options start depreciating at a&fgsice from th time frame.

b) This entry point serves as an optimum time pbath in terms of proximity t
expiry as well as quantum of premiums to be sho

In their other report, released in March, 2011 rapandit.com conclude that the
is a strong need tpromote systematic trading plans in options amaogigill
investors so that they can trade every month safety profitably in a scientifi
manner without worrying about fast changing dynanat stock market. They at
that knowledge of options among ril investors is below average, and there
strong need to present various options strategidsm in a simplified mann

National Stock Exchange (nseindia.com) of Indigrgactive in educating sm:
investors throughout India. They keep on orging investor camps throughc
India. They always advocate the idea of systeniaiesting to small investor

Frederick, RandyTiming your Butterfly TradeFutures34, 13 (Oct 2005),pp. 3
38. writes thafTiming the trades in the options segment is exthgrimeportant.
Also important are the choice of strike prices arious options strategies. In tl
Research , strike prices have been chosen in suolnmer that shorted stri
prices amount to maximutime value.
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Fortune financial (ffsil.com) write in one of thekport sent to their clients (May
2011) that Ratio spread with calls is a comparbtiveafer strategy for small
investors if entered at an appropriate time andain appropriate Market
environment.

5. Research Design

Stock chosen for Research was Nifty. Time periooseh for Research was from
January, 2008 (F&O series) to June 2011 (F&O gerlesnvolved a total of 42
F&O Series. Nifty was at its peak of around 6200anuary 2008. In the next ten
month, it fell to around 2250 (intra-day) in Octot#908 in Just a matter of 10
months. It was probably the worst Bear phase otliStdarket. Thereafter, Bull
phase started in May 2009, and Nifty again readtsegeak in later half of 2010.
Spirit of our research is to create a strategyirivestors/ Traders which has Zero
Downside Risk. Also, Ratio spread with calls hadrdrerent Upside Risk. As the
time period chosen saw both Bear phase and Bullephihis strategy was tested for
both the extremes.

Opening time of first working day of a Week befonenthly F&O series Expiry
was chosen as entry point of this strategy, andrigxime was chosen as exit point
for this strategy. At this entry point, it was obsal that in a majority of cases in
the recorded monthly F&O series, Premium inflowefRium of Calls sold) was
more than Premium Outflow (Premium of Calls Bought)

Table 1. Ratio of premiums of In the Money Call (Bying Strike Price) & At the
Money Call (Selling Strike Price) at the Entry Time

S.no Series Inthe | Atthe Money| Ratio of Inthe

Money Call | Call Premium| Money and At

Premium (Rs) the Money Call
(Rs) Premium
1. June11 116 60 1.93:1
2. May-11 155 100 1.55: 1
3. Apr-11 164 95 1.73: 1
4. Mar-11 167 108 1.55: 1
5. Feb-11 163 98 1.66: 1
6. Jan-11 182 114 1.60: 1
7. Dec-10 165 84 1.96: 1
8. Nov-10 140 85 1.65: 1
9. Oct-10 130 75 1731
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10. Sept-10 135 65 2.08: 1
11. Aug-10 90 33 2731
12, July-1C 110 49 2241
13. June-10 160 97 1.65: 1
14. May-10 160 99 1.61: 1
15. Apr-10 152 80 1.9:1
16. Mar-1C 146 80 1.83:1
17. Fet-10 176 109 1.61:1
18. Jar-10 161 85 1.89: 1
19. Dec-09 132 79 1.67:1
20. Nov-09 180 107 1.68: 1
21. Oct-09 106 51 2.08: 1
22, Sep-09 158 110 1.44: 1
23. Aug-08 175 119 1.47:1
24, July-08 175 129 1.36:1
25, June08 215 150 1.43:1
26. May-09 219 157 1.39: 1
27. Apr-09 156 95 1.64:1
28. Mar-09 135 70 1.93:1
29. Fet-09 163 101 1.61:1
30. Jar-08 162 94 1.72:1
31. Dec-08 155 100 1.55: 1
32. Nov-08 220 165 1.33:1
33. Oct-08 205 148 1.39:1
34. Sept-08 177 115 1.54:1
35. Aug-08 175 114 1.54: 1
36. July-08 210 150 14:1
37. June08 135 82 1.65: 1
38. May-08 160 99 1.62: 1
39. Apr-08 190 138 1.38:1
40. Mar-08 180 125 1.44: 1
41. Feb-08 210 175 1.2:1
42. Jan-08 210 155 1.35:1

In the above Table 1, it can be seen that in 3B®#2 F&O series, Ratio of In the
Money Call Premium and At the Money Call Premiumswass than 2:1.
Whenever this Ratio is less than or equal to 2:4 X2 Ratio spread with Calls,
there is a Zero downside Risk. This can be expthime the fact that two At the
Money calls are sold for every In the Money Calugbt. Thus, Buying Premium
will be lesser that the Premium Sold. On Expiry, avfStock price is lesser than
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the Strike price on which a Call is bought or sdlte Call becomes Out of the
Money, and its Intrinsic Value is Zero. Since opiey, the time value is also Zero,
it's Market/ Settlement price is Zero. When Buyimgmium is less than or equal
to the Premium sold, profit on the sold calls isrenthan or equal the loss on
bought calls. There is either a Net profit from thede (in case Premium sold is
more) or there is a breakeven situation (when bbagt sold premiums are equal).
Even before expiry, it is observed that in thigigy, if the stock falls below entry
level, there is Zero Downside Risk. There are te@asons for the same. Firstly,
there are two At the money Calls shorted for ong¢hk Money Call Purchased.
Also, in case of a fall, At the Money Call will bmoe Out of the Money, and Out
of the Money Options depreciate more than In thendjoCalls since they have
more Time value. During our Research period, tlvegee 38 instances in which
there was an absolute Zero Downside Risk, and tivere 4 instances (Sept 2010,
August 2010, July 2010 & October 2009) where theas theoretically a limited
downside risk potential (From Table 1). It should inted that a Zero Downside
Risk strategy could also have been created in tfseinstances by moving one
step In the Money for both bought and Sold strikieeplevels. However, it could
have given a more potential upside risk as comparether instances.

The chosen Entry point was just 11 Calendar daysydvom Expiry (7 Calendar

days on an average of week before expiry, and éndal days of expiry week as
F&O expiry happens on last Thursday of a Month). éutry point more near to
expiry was not chosen as ratio of premiums of la thoney calls and At the
Money Calls beyond this point was not enough t@ glero downside risk. Farther
entry points from expiry gave a better ratio, ling probability of expiry happening
in the profitable Zone was lesser. At the Moneikstprice was chosen for selling
the calls, and first In the Money strike price veagsen for buying the Calls. In the
1x2 Ratio spread, one In the Money Call was purethand two at the money calls
were shorted. At the Money call was chosen foiirgglas it gives maximum time

Value.

Table 2. Nifty Entry/ Exit Levels, Strike Prices Closen, & Difference between Nifty
closing level and Buying Strike Price

S.no Series Nifty Nifty In the At the Difference
Futures at| Futures Money Money between

Entry on Expiry Strike Strike Price| Nifty Expiry

Point (Exit Price (Selling) level and In

Point) (Buying) the Money

Strike Price

1 June-11 5374 5647 5300 CKE 5400 CE 347
2l May-11 5534 5412 5400 CHE 5500 CK 12
3 Aprll 5832 5785 5700 CE 5800 CE 85
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4 Mar-11 5410 5834 5300 CE 5400 Ck 534
5 Feb-11 5346 5263 5200 CE 5300 CE 63
6 Jan-11 5640 5604 5500 CE 5600 CE 104
7 Dec-10 5900 6102 5800 CE 5900 CEE 302
8 Nov-10 6089 5800 6000 CE 6100 Ck -200
9 Oct-10 6075 5988 6000 CHE 6100 CE -12
1 Sept-10 5945 6030 5800 CE 5900 CE 230
1 Aug-10 5453 5478 5300 CE 5400 Ck 178
1 July-10 5376 5409 5300 CHE 5400 CE 109
1 June-10 5138 5321 5000 CE 5100 CE 321
1 May-10 5018 5004 4900 CH 5000 Ck 104
1 Apr-10 5200 5254 5100 CE| 5200 CE 154
1 Mar-10 5122 5260 5000 CE 5100 Ck 260
1 Feb-10 4838 4860 4700 CH 4800 CE 160
1 Jan-10 5239 4867 5100 CE 5200 CE -233
1 Dec-09 4990 5201 4900 CH 5000 CEE 301
2. Nov-09 5041 5006 4900 CH 5000 Ck 106
2 Oct-09 5163 4751 5100 CE 5200 CE -349
2 Sept-09 4811 4987 4700 CE 4800 CE 287
2 Aug-09 4500 4688 4400 CH 4500 CE 288
2| July-09 4442 4571 4300 CHE 4400 CE 271
2 June-09 4542 4242 4400 CE 4500 CE -158
2 May-09 4290 4337 4200 CH 4300 CE 137
2 Apr-09 3400 3478 3300 CE| 3400 CE 178
2 Mar-09 2713 3082 2600 CE 2700 Ck 482
2|  Feb-09 2917 2788 2800 CE 2900 CE -12
3 Jan-09 2815 2824 2700 CE 2800 CE 124
3 Dec-08 2970 2918 2900 CH 3000 CEE 18
3 Nov-08 2833 2758 2700 CH 2800 Ck 58
3 Oct-08 3121 2697 2900 CHE 3000 CE -203
3 Sept-08 4092 4111 4000 CE 4100 CE 111
3 Aug-08 4418 4214 4300 CH 4400 CE -86
3 July-08 4134 4333 4000 CHE 4100 CE 333
3 June-08 4555 4316 4500 CE 4600 CE -184
3 May-08 5118 4836 5000 CH 5100 Ck -164
3 Apr-08 4694 5000 4600 CE| 4700 CE 400
4 Mar-08 4582 4830 4500 CH 4600 CE 330
4 Feb-08 5306 5285 5200 CE 5300 CE 85
4 Jan-08 5691 5137 5600 CE 5700 CE -463

Two strike prices were chosen as follows:

1) At the money point for shorting two calls wasosén with reference to the
opening futures price of the entry point. If foisiance opening futures price of
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Nifty was between or equal to 6000 and 6049, 60@6 whosen as at the money
strike price. If for instance it was between or &oio 6050 and 6100, 6100 was
chosen as at the money strike price. This was stamgifor all the entry points.

2) One strike price before At the money strike @nieas chosen as In the money
strike price for buying the Call Option.

Margin required for shorting (selling) one Calleégual to the margin required for
buying / selling 1 Lot of Nifty futures. On an asge, 10% margin is required for
the same. For instance if Nifty is at 5000, andslae of Nifty is 50, Rs 25000 was
required as Margin, Money (10% of 5000x50). If anthe Money Call is bought
and another call is sold (as in our case), Brolerst charge Margin for Purchase
of In the Money Call, and charge only 50% of thergiia required for shorting

additional call. Thus, in our example, total margaguired for creating a Ratio
spread comes out to be Rs 25000 + 50% (Rs 25088)37500.

It was assumed that the Trader had Rs 50,000 (Beaih the basis of margin
required in the beginning of research period, a§ agekeeping an excess margin
of around Rs 7500) in the beginning, and he createdlot of this strategy every
month. Excess Margin was kept to finance any kindsses emerging on Monthly
basis. It was decided in the beginning of resetlrahin case of deficit in Margin
for a particular month (i.e. the cumulative amobeing less than the margin
required to invest in one lot ), deficit amount Wbibe shown as an additional
investment, and profitability would be calculateithvadjustments made for this
deficit amount. In case there is no deficit margirgfitability would be calculated
on Rs 50,000. On an average, 11 calendar daysimawed as investment period
each month (total of 462 calendar days in the whedearch period), and hence net
annualized return was adjusted accordingly. It assumed that the trader either
invested his amount in some other mode duringeh®aming period of the month,
or kept this investment with him/her.

Brokerage & Taxes are accounted for in the calmrat@ Rs 25/ Lot. At entry

point, Brokerage & Taxes are charged on all theethwall options of the strategy.
However, on expiry, Brokerage & Taxes are charged dnly in the money

Options (at the time of expiry). Traders need n@freise out of the money options
and can let them expire without paying Brokerag€akes.
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6. Tabulation of Results

Table. 3. Profitability calculated for each Monthly series/ Annualized Return/Margin
Requirement

S.n¢ Serie! Margin Profit/ Cumulative Amour Deficit
RequJ;;()ed (In Loss (At the end of F&O Margin

(In Rs) Series) (In Rs)*
1.| Junell 4030¢ -730C 9570( None
2. | May-11 4150¢ 275(C 10300( None
3. Apr-11 4374( 545( 10025( None
4. Mar-11 4057¢ -1440( 9480( None
5. Felk-11 4009¢ 470C 10920( None
6. Jar-11 4230( 695( 10450( None
7. Dec-1C 4425( -510C 9755( None
8. Nov-10 4566¢ 142t 10265( None
9. Oct-10 4566: 92t 10122¢ None
10/ Sep-10 4458¢ -190c 10030( None
11) Aug-10 4089¢ 260( 10220( None
12] July-1C 4032( 380C 9960( None
13| June10 3853t -450C 9580( None
14| May-10 3763t 655( 10030( None
15/ Apr-1C 3900( 405( 9375( None
16/ Mar-1C 3841t -245(C 8970( None
17| Fel-10 3628t 395( 9215( None
18| Jar-10 3929: 37t 8820( None
19 Dec-08 3742¢ -390C 8782t None
20] Nov-09 3780¢ 625( 9172t None
21] Oct09 3872 -27E 8547t None
22| Sep-09 3608: -140C 8575( None
23] Aug-09 3375( -140c 8715( None
24| July-09 3331t 45C 8855( None
25] June09 3406¢ 417t 8810( None
26] May-09 3217 575( 8392t None
27)  Apr-08 2550( 205( 7817¢ None
28] Mar-09 2034¢ -1400( 7612t None
29) Fel-09 2137¢ 187% 9012¢ None
30] Jar-09 2112¢ 495( 8825( None
31] Dec-08 2227t 300C 8330( None
32] Nov-08 2124¢ 830C 8030( None
33] Oct-08 2340¢ 447¢ 7200( None
34| Sep-08 3069( 695( 6752 None
35] Aug-08 3313t 257¢ 6057¢ None
36] July-08 3100¢ -230C 5800( None
37] June08 3416: 137¢ 6030( None
38] May-08 3838t 182¢ 5892t None
39] Apr-08 3520¢ -585(C 5710( None
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40/ Mar-08 3436t -315C 6295( None
41| Fel-08 3979¢ 1120(¢ 6610( None
42| Jar-08 4268: 490C 5490( None
43| Total 4570(
44, Adjusted Annualized Return (¢

72.21%

(* Initial amount was Rs 50,000. Profit/Loss wasded to/subtracted from this amount
after every month’s expiry. Cumulative amount wesriet amount left with Trader at the
end of every month’s expijy

7. Findings and Conclusions

Net annualized return from this strategy was 72.21Phis is an

unbelievable return considering there is an addticadvantage of Zero
Downside risk in this strategy. This is much mdrart any safe mode of
investment (varied from 7 to 12% in the researchopg available to a
trader/ investor.

Out of 42 F&O series, there were 11 instances @ apin which Nifty fell
below the In the Money Call level at which thisastigy was created.
However, in all except one of these instances,etlvesis a comfortable
profit. One such instance was October 2009 wherto Rd entry level
premiums of In the Money and At the Money Calls wasre than 2:1.
Although Nifty fell by 349 points (from Table 2)dm the In the Money
Strike Price used for Buying Calls, yet the loss\Waited to only Rs 275.
Traders can either ignore such limited minor lossescan re-adjust the
entry level strike prices so as to create a ratipremiums of Buying and
selling strike price lesser that 2:1. This way ytlean convert this strategy
to Zero Downside Risk strategy. Thus, we can safalythat this indeed is
a Zero Downside Risk Strategy. Theoretically, theese four series (from
Table 1, Ratio more than 2:1) in which there wdisngded downside risk.
There were losses in two of such series VIZ Sep&eriB10, and October
2009. We have already discussed October 2009, @sxlih September
2010 was because of upside movement of Nifty.

Out of 42 F&O Series, there were only 14 loss mgkimonths, which

means that this strategy was profitable in 66.676ftims. Thus, a trader
can show persistence with this strategy month aftenth, even if there
are a few loss making months

From January 2008 to October 2008, when Nifty fielm 6200 to 2250,
i.e. almost to about one third, investment frons gtrategy became almost
1.5 times. Thus, this strategy showed excellentli®é Bear Phase. It's a
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myth that this is strategy gives excellent resuita mildly bullish market.

It can give excellent results even in a bearishketaTraders can actually
convert this strategy in to a Bearish strategy bgosing the Ratio of
premiums of Buying and Selling strike prices muesskr than 2:1.

Huge losses were made from this strategy in Ma@f®2March 2011 and
June 2011. In the first two cases, Nifty ralliedrenthan 450 points from
the entry level. In June 2011, although Nifty edlionly about 347 points
(From Table 2) from the entry level, Premiums discevere low because
of extremely low Implied Volatility. In low impliedolatility, premiums of
options are lesser, and with lesser premiums dlaiffr shorting At the
Money calls, upside profit making range is reducEdrther research
should be conducted to calculate the exact implbhplied Volatility on
this strategy.

There was not a single month in which there was argM Deficit.
However, traders should always keep some spareimiargompensate for
potential losses in highly Bullish Months.

In bear phase, when there is a high chance of acehort covering rally,
traders should avoid entering this strategy atngtreupport levels of the
Stock. Otherwise, they may be caught on the upside.

Majority of gains from this strategy were made he first 14 months of
this strategy, when the outlook was extremely Isbarin Subsequent
period, which witnessed a mildly bullish to extrdyndoullish phase,
returns were average. Bearish phase gave net asuiatturns of 222%,
whereas the subsequent period gave net annuakterhs of only 13%
(although returns could have been higher, almosabldo had the excess
funds been re-employed to create more lots ofstnegegy). We can easily
conclude that this strategy can be one of the toeding strategies in bear
phase of the Market. It should also be noted thailied Volatility is
extremely high in Bear phase, and high Volatilitplgably works positive
for this strategy. It should further be noted tinabigh volatility, premiums
of options are more, which created a wide profitgbirange in this
strategy.

An Investor in Cash segment gets 85% limit of hisestment from leading
Brokerage houses to trade in Options. For suchnaestor, this strategy
will be available at Zero additional Investmentshpside risk will also be
fully hedged if his investment is in the same staokl such an investment
is equal to or more than (in terms of quantity)dxposure in this strategy.

As the time for entry and exit of this strategyixed, and also fixed is the
mechanism in which entry needs to be made, tratlaraise this strategy
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as a Simple and Systematic trading plan. Even #@begin the Stocl
Market can understand and take this trade profitaBigce there is n
particular need to track or trade the Stock onydbasis, and also r
further analysis is required, part time traders/estors busy in othe
professions can enter this strategy 'out investing much of their precio
time.
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