| Introduction to Financial Derivatives and
Risk Management

We are exposed to many risks in our day-to-day life. Nobody can predict what will happen
in the next moment. There may be an accident, calamity, theft, loss due to some other causes
etc. Similarly, business is exposed to many kinds of risks at all times. Risks may arise due to
unexpected change in demand for a product. Similarly, prices of raw materials may increase,
labour rates may go up, govt. may impose certain restrictions on the business. Besides, there
may be natural calamity like earthquake, floods etc. Risk also arises due to change in interest
rates, inflation level, general economic conditions, foreign exchange rates etc. Thus, life is
full of unexpected events. It is true for individuals and business organisations. Our business
ventures encounter many risks that can affect their survival and growth. For certain risks we
have insurance. But there are certain risks which cannot be insured. For example, risk arising
out of change in the value of an asset or liability due to change in the market conditions, is not
insurable. Similarly, if the demand of a product falls due to any reason, a businessman suffers
a loss. Such type of loss is not insurable. It may be noted that managers cannot eliminate
these risks altogether. However, they can take certain actions to minimise the effect of such
risks. Here, arises the relevance of risk management.

Meaning of Risk

The word ‘Risk’ is derived from the Latin word ‘Rescum’. It means ‘danger at sea’ or ‘that which
cuts’. Managing business in a highly volatile environment is like navigating a ship on stormy seas.

Risk can be defined as the effect of uncertainty on objectives. It is the possibility that an
event will occur that adversely affects the achievement of an objective. Taking a decision on
an uncertain event may or may not be successful. This is called risk. ISO 31000 defines risk as
the “effect of uncertainty on objectives”. Risk is the change to either make a gain or a loss. A

risk exists where there is an opportunity for a profit or a loss. Risk is the uncertainty of future
events that might influence the achievement of objectives of an organisation.

John J. Hampton defined risk as, “the chance of future that can be foreseen”. Thus risk
refers to the chance that some unfavourable event will occur. If we engage in skydiving we are
taking a chance with our life, i.e., sky diving is risky. If we bet on horses, we are risking our
money. If we invest in securities we are taking a risk in the expectation of getting more return.
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Risk Management
In the financial market, individuals and organisations deal in financial assets. Financial

assets include shares, bonds, loans, foreign currencies etc. The prices of these financial assets
fluctuate on a continuous basis. These fluctuations create uncertainty in the financial rﬁarket.
The uncertainty is with regard to future prices of these financial assets. This uncertainty gives
rise torisk. The risk has wide economic implications. Due to the risk of price fluctuations, itis
difficult for the businesses to estimate their future production costs and revenues. Risk cre'ates
problems to the individuals as well. Let us take an example. Suppose you hav;e urchased
fs3cl>lrtntehshar.es in thg stock market. Your intention might be selling them at a higher zrice later.
ok r:zkt:tc:)fr;l::;ztsle u.ncc;rtamty reg.ar-ding the future movement of share price in the
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The firm may have excellent technology. It may have skilled labour. It may have market
domination. Still the firm may be out of business in the future if it fails to manage the risks. So

every individual and every organisation wants to cover the risk involved in their financial
transactions. Itis essential for the firms to manage the risks efficiently. Risk managementis a

must for the survival of the business. In short, risk is all-pervasive. No one can escape it. The
best way is to try to manage the risk.

Meaning of Risk Management

'~5i5k management is one of the specialised functions of management. Risk management
simply refers to management of risk. It does not mean risk reduction ;itrefers to maintenance
of risk at a desired level. Risk mManagement is defined as the process of planning, organising,
directing and controlling the resources and activities of an organisation in order to minimise
the adverse effect of potential losses at the least possible cost. Itis the process of making and
carrying out decisions that will minimise the adverse effects of risks on an organisation. In
short, risk management is an important business practice that helps businesses identify,
evaluate, track, and minimise the risks present in the business environment.

Need for Risk Management

Today business firms are confronted with financial and marketing risks. Such risks are
more varied and challenging than ever before. Interest rates, currency values and commodity
prices became more volatile. Risks make it very difficult for managers to forecast future cash
flows. Forecasting future cash flows is essential for making appropriate financial decisions
such as when to finance new investments, how to finance the investments, whether to pay
dividends and so on. Therefore, risk management is very essential to manage the business
operations successfully. The need for risk management arises due to the following factors :

1. Dynamic environment : Business firms are operating in a changing environment. Changes

bring opportunities and threats. If the risk is not properly managed, opportunities cannot
be exploited. In the meantime, threats cannot be eliminated.

2. The objective of maximisation of shareholders’ wealth : The primary objective of any
company is to maximise shareholders’ wealth. The shareholders appoint agents
(managers) who take various financing and investing decisions to achieve the firm'’s
objectives. Maximisation of shareholders’ wealth is possible only by minimisation of

risks. Thus, risk management is needed to attain the objective of maximisation of
shareholders’ wealth.

Survival and growth: All businesses are surrounded by uncertainties. These uncertainties
give rise to risks. Thus, businesses involve risk. If the risks are not managed, the businesses

cannot survive and grow. Thus, risk management is essential for the survival and growth
of a business.
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A4 Re!u?f to management : Risk is always a headache to the management. If there is an
e_ffsu.ent' risk ma.nagement system, the management will be relieved of the task of ‘fire
fighting” every time an adverse event takes place.

5. Minimisation of the impact of external factors : Inflation, technological developments,
social forces such as rising crime rates and claim consciousness, mergers and acquisitions,
legislations such as Consumer Protection Act etc. have increased the magnitude of risk.
Through proper risk management, it is possible to minimise the impact of external factors
on the business. Proper risk management will reduce not only the likelihood of an event
occurring but also the magnitude of its impact.

6. Strategy formulation and implementation: Recently many companies have added risk
management departments to their team. The role of this teamis to identify risk, come up
with strategies to guard against these risks, to execute these strategies, and to motivate
all members of the company to co-operate in these strategies.

_ 7. Better decisions : The ability to manage risk will help managers act more confidently on
future business decisions. Their knowledge of the risks they are facing, will give them

various options on how to deal with potential problems.

8. Itis crucial for successful planning : Success in business ra rely arrives by chance. Success

is a product of meticulous planning and diligent execution. Unforeseen events can affect
the success of your business if you do not have built-in counter measures in your plans.
ness reputation : Having a proper risk management strategyin place
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Thus, risk management isimportantinan organisation because without it, a firm cannot
possibly define its objectives for the future. In the absence of risk management, businesses
would face heavy losses. Risk management is necessary to protect the company’s resources.
In short, without risk management, a firm cannot ensure survival, growth and prosperity.
ems or Challenges of Risk Management)

These days there are a number of risk management issues in business. These issues can
threaten corporate strategy if they are not identified quickly and managed properly. Hence,
the Chief Risk Officers (CROs) must focus their attention on these issues. The key risk
y be briefly discussed as below :
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11. The illusion of control : Risk models can give organsations the false belief that they can
quantify and regulate every potential risk. This may cause an organisation to neglect the

possibility of novel or unexpected risk.

/12. Issues in identification of risks : All the risks will never be identifying. Similarly, when a
fault is identified it is not usually possible to identify all causes.

To conclude, managers do not like risks. They are willing to pay a price to avoid it. But risk
element can be minimised by judicious use of insurance products and hedging with derivatives.
To ensure this, management needs to find solutions for the above mentioned issues.

Risks Management Process (Functions of Risk Management)
Risk management is a continuous process. It involves the following steps :

Step1:

Step2:

Step3:

Step4:

Step5:

Identify the Risk : The first step is to identify the risks that the business is exposed to

in its operating environment.

Analyze the Risk : Once arisk has been identified it needs to be analyzed. The scope of
the risk must be determined. It is also important to understand the link between the

risk and different factors within the organisations.

Evaluate or Rank the Risk : Risk need to be ranked and prioritized. A risk that may
cause some inconvenience is rated lowly, risks that can resultin catastrophic loss are
rated the highest. It is important to rank risks because it allows the organisation to
gain a holistic view of the risk exposure of the whole organisation.

Treat the Risk : Every risk needs to be eliminated or contained as much as possible.
This is done by connecting with the experts of the field to which the risk belongs to. In
2 manual environment, this entails contacting each and every stakeholder and then
setting up meetings so everyone can talk and discuss the issues.

Monitor and Review the Risk : Not all risks can be eliminated - some risks are always
present. Market risks and environmental risks are just two examples of risks that

always need to be monitored.
IN 2
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avoided through portfolio diversification. It can only be hedged.

Types of Market Risk
Following are the different types of market risks :

1. Equity price risk : The prices of equity shares are highly volatile. The price of a security
(shares or stocks) may change very quickly. It causes falling in value of security. This is
known as equity price risk. Thus, equity price risk arises out of the changes in the price of
shares or stock in the financial markets.

2. Interestrate risk: When the interest rate changes, the value of security is likely to change.
This risk is called interest rate risk. Thus, interest rate risk is the risk that arises from
unanticipated fluctuations in the interest rates due to monetary policy measures
undertaken by the Central Bank.

3. Currency or exchange rate risk: This is associated with the ex‘charmg_mﬁfluctuation of
fareign exghquge oninternational transactions. It refers to the potential loss arising out
of changes in exchange rate of rupee against foreign currencies. In short, itis the risk that
arises because of the fluctuations in the exchange rates.

4. Commodity price risk : Commodity price risk refers to the risk of unexpected changesina
commodity price. These commodities may be grains, gold, silver, gas, electricity, oil etc.
Commodity price risk affects not only the multinational companies byt also ordinary people
like farmers, small business enterprises, commercial traders, exporters and Governmmant:
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Introduction to Financial Derivatives

some financial instruments have been developed recently. These financial instruments are
known as derivatives. When the firm reduces its risk exposure by using the derivatives, it is
known as hedging. Hedging offsets the firm’s risk.

The underlying principle behind derivatives is that a risk-averse individual is willing to
paya price to transfer the risk and an individual with higher risk taking ability is willing to bear
the risk for a price.

Meaning and Definition of Derivatives

Mark Rubinstein was perhaps the earliest author to use the word ‘derivative’ in finance.
He used it in an Article published in 1976 in the Journal of Economics. The word ‘derivatives’
was originated in mathematics. It refers to a variable that has been derived from another

variable. In science, a derivative is a substance made from another.

(_/Derivatives are instruments for hedging risk. They are risk transferring instruments. They

are called as derivatives because they derive their value from the value of some other assets.
The other assets are called underlying assets or simply underlyings or bases. The underlying
assets may be interest rate, foreign exchange, commodity or share’or any security. To understand
the meaning of derivative, let us take the example of a commodity, say, wheat. The wheat
farmer expects to sell his produce in three months time. He is uncertain about the price of
wheat at the time of sale in future. Suppose the current market price of wheat is ¥ 20 per kg. The
price of wheat may increase or decrease in future. If the price fallsin the future, he may incura
loss. Thus, he is exposed to risk due to price fluctuations. To avoid this risk, the farmer enters
into an agreement to sell wheat after three months at a price of T 20 per kg. This agreement is
an example of a derivative. Suppose the wheat price falls to ¥ 16 per kg. after three months. Still
the wheat farmer will be able to sell the wheat at the price already agreed upon (i.e., ¥ 20). Thus,
he has eliminated the possibility of incurring a loss (i.e., ¥ 4 per kg.) on account of fall in wheat
price. He has protected himself from the risk through a derivative. If he had not entered into the
derivative contract, he would have been forced to sell the produce at a price of ¥ 16 per kg.
(incurring a loss of T 4 per kg.). Suppose the wheat price increases to X 23 per kg. after three
months. Now the farmer sells the produce at 320 perkg. If he had not entered into the derivative
contract he would have been able to sell the produce at ¥ 23 per kg. In this case he would lose X
3 per kg. But he avoided the uncertainty of price change and he slept well for three months
through the derivative contract. Thus, derivatives are basically instruments used for eliminating
the risk involved in buying, holding, and selling assets whose prices fluctuate.

The value of ‘wheat derivative’ will be derived from the current price of wheat. Thus, the
derivative derives its value from the performance of something else. That “something else” is
the underlying asset. In the above example, the underlying asset is wheat. This implies that
derivatives have no independent value of their own.

The word ‘derivative’ comes from the verb ‘to derive’. It indicates that it has no
independent value. The term derivative may be defined in ordinary language as well as in
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A very simple example of derivativesis curd. Itisa derivative of milk. Milk is the underlying
asset. The price of curd depends upon the price of milk. The price of milk in turn depends
upon the demand and supply of milk.
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] Characteristics of Derivatives

Derivatives are innovative financial products. The essential features of derivatives may
be outlined as below:

1. Underlying asset : Each derivative product has an underlying asset

2. Noindependent value : The value of derivative is derived from the value of underlying
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7. Off-balance sheetinstrument : Derivatives are off-balance sheet instruments. They are
not shown in the balance sheet. The size of the derivative depends upan its notional
amount. The notional amount is the amount used to calculate the pay-off.

8. Secondary marketinstruments: Derivatives are mostly secondary market instruments.
Hence, derivatives are not useful in mobilising fresh capital by the companies.

History and Evolution of Derivatives

Derivatives are not a modern invention. They were used from ancient times. Let us go
back to the Bible. In Genesis Chapter 29, believed to be about the year 1700 B.C., Jacob
purchased an option costing him seven years of labour that granted him the right to marry
Laban’s daughter Rachel. His prospective father-in-law, however, reneged, perhaps making
this not only the first derivative but the first default on a derivative. Laban required Jacob to
marry his older daughter Leah. Jacob married Leah, but because he preferred Rachel, he
purchased another option, requiring seven more years of labour, and finally married Rachel.

A subsequent trace of derivatives in history can be found in Aristotle’s Politics. Aristotle
tells the story of Thales, another philosopher but also mathematician, who lived from around
625to 550 BCin Miletus, which was one of the major cities of Ancient Greece. During wintertime,
Thales predicted an unusually large olive harvest. Therefore, he entered into agreements
with olive press owners before autumn for the exclusive use of their presses. For this, he paid
the deposits in advance with an agreement that he will not demand his money if the harvest
is not good. When the harvest time came, there was plenty of demand for the presses. Since
he had the rights to use them, he hired them out at high prices and made huge money. Though
Thales was not interested in making money, all he wanted was to prove that philosophers can
make money if they so desire. Thales knew well in advance that his maximum losses will be
the advance he paid while his profits depended on what he demanded. This is a primitive
form of derivative.

In the olden days commodities’ prices were almost the sole concern of the business
community. Therefore, it was natural that commodity derivatives were the first to emerge.
Traders were entering into firm price contracts for future delivery to remove the uncertainty
of price. Commodity derivatives naturally were the first amongst all classes of derivatives.

The first exchange for trading derivatives appeared to be the Royal Exchange in London.
It permitted forward contracting. The first futures contracts are generally traced to the Yodoya
rice market in Osaka, Japan around 1650. The farmers were afraid of rice prices falling in the
future at the time of harvesting. To sell the rice at a predetermined fixed price in the future,
the farmers entered into contracts with the buyers. In 1848, the Chicago Board of Trade was
established to facilitate trading of forward contracts on various commodities. Due to its prime
location on Lake Michigan, Chicago was developing as a major centre for the storage, sale, and
distribution of Midwestern grain. It provided the initial platform for buyers and sellers to
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History of Derivatives in India _
Derivatives have a fairly long history in India. The first organised futures market came yp

in 1875 with the establishment of ‘Bombay Cotton Trade Association Ltd". Later in 1893, Bombay
Cotton Exchange Ltd. was established. In 1900 with the establishment of the Guijrati Vypari
Mandali, futures trading in groundnut, castor seed and cotton commenced. Futures trading in -
wheat have existed at several places in Punjab and UP. But the most notable futures exchange
for wheat was the Chamber of Commerce at Hapur, set up in 1913. Futures trading in Bullion
began in Mumbaiin 1920. Calcutta Hessian Exchange Ltd. was established in 1913 for futures
trading in raw jute and jute goods. But organised futures trading in raw jute began onlyin 1927
with the establishment of East Indian Jute Association Ltd. These two associations amalgamated
in 1945 to form the East India Jute and Hessian Ltd. to conduct organised trading in both raw
jute and jute goods.
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On the basis of nature of payoff or nature of contract
On the basis of underlying assets
On the basis of trading mechanism

On the basis of nature of payoff On the basis of nature of payoff, derivatives may be
class:fled into forwards, futures, options, swaps etc. These may be briefly discussed as below:

Forwards: Forward is a contract in which the parties, i.e., buyer and seller, agree to exchange an
asset on a future date at a price agreed at the time of entering into the contract. It is a bilateral
agreement. It does not require an initial payment when signing the contract. Forward contracts are
unstandardised. They are not traded on stock exchanges. They are generally traded on over the
counter (OTC). Forward contract is generally closed with the delivery of the underlying asset.

Futures: A futures contract is an agreement between two parties to buy or sell an asset (or

instrument) at a certain time in the future at a certain price. Futures contracts are traded on

the stock exchanges. Thus, they are exchange-traded forward contracts. The exchange

guarantees and ensures the execution of the contract by both the parties. The value of futures

contracts are marked-to-market everyday. It means that the contract value is adjusted
according to market movements till the expiration date. Futures often are settled in cash or
cash equivalents.

Options: An option refers to the right (but not the obligation) to buy or sell a security or other
assets during a given time for a specified price. The specified price is called strike price. Once
the option is offered, it is the option writer’s obligation to fulfill the contract. If one party has

the right (option), the other party has an obligation. If the buyer does not exercise the option

within the specified period, the option will get expired.

PO ®p

Types of Derivative Contracts

Swaps: Swaps are derivative contracts in which two parties exchange their financial
obligations. The cash flows are based on a notional principal amount agreed between both
the parties without exchanging principal amount. The amount of cash flows is based onarate
of interest. One cash flow is generally fixed and the other is variable. For example, a loan with
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C.  On the basis of trading mechanism: Another classification is based on the way the

derivatives are traded. According to the markets or places the derivatives are traded, they can
be classified into two- exchange traded derivatives and over the counter derivatives.
1. Overthe Counter Derivatives: These are contracts that are traded outside the exchanges
(i.e., over the counter market). These are traded between two traders that know each other
personaliy. They are also traded through an intermediary, usually a large bank. These contracts
are specific to the parties involved. These are not traded in the market or exchange. These are
cust.om.iz_ed to the requirements of counter parties. This means that the terms of OTC contracts
e oo Ty s P

: , contracts that are traded (and privately

negotiated) directly between two parties, without goi
' going throu
OTC derivatives. g through an exchange are known as

Forward contractis an OTC product. Swapi
-swapisalso an OTC product. A ' i
: . .Anoth otic
optuons. OTC products give rise to another risk called counter-party risk Th?r e-ximple iS ex S
with the failure of one of the parties to the contract to Honour the oblig. " is ris (;s cor:(cern
ations ungertaken.

The OTC derlvat:ve§ markfzt is huge. According to the Bank for | '
(BIS), the total outstanding notional amount is Us $298 trillion in 2 nternational Settlements
nin 2005.

Merits of the OTC Derivatives: The merits of OTC derivatiy
. ) . op_ . e :
(a) There is limitless flexibility in contract design s

(b) Theseare customised to the requirements
of Contractij i
Ng parties.
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(c) Theunderlyingasset can be anything, the size of the contract can be of any amount, and
the delivery can be made at any time and at any location.

Demerits of OTC Derivatives: The important demerits of OTC products are:
(a) Itis difficult to find matching parties.

(b) Thereiscreditrisk. It means that one of the parties to the contract may fail to honour the
obligations.

(c) Thereisskewed pricing as two parties are not equally strong.
(d) Transaction cost is high.

2. Exchange Traded Derivatives: These are traded on the organised or regulated exchanges.
The buyer and seller need not know each other. The exchange is the counter-party for both
the buyer and seller. This means that the derivatives exchange acts as an intermediary to all
transactions. It takes initial margin from both sides of the trade to act as a guarantee. Exchange-
traded derivatives are standard products. This means that the parties to the contracts do not
decide the terms of contracts. They merely accept terms of contracts standardized by the
exchange. The specifications or terms are designed by the exchange authorities after taking
into consideration the characteristics of the underlying assets. In short, derivatives that are
traded through derivatives exchanges are known as exchange traded derivatives.

Futures are traded only on exchange. Options can be both exchange traded as well as
OTC. Options on stocks and indices are mostly exchange traded while options on currencies
are mostly OTC.

The world’s largest derivatives exchanges ar« Korea Exchange (on the basis of number of
transactions), Eurex, CME, and CBT. According to BIS, the combined turnover in the world’s
derivatives exchanges totalled US $344 trillion during the fourth quarter of 2005.

In 2017, 25 billion derivative contracts were traded. Trading activity in interest rate futures
and options increased in North America and Europe. Trading in Asia declined due to a decrease
in commodity futures in China. These contracts were worth around $570 trillion.

Merits of Exchange Traded Derivatives: The merits of exchange traded derivatives are:
ta) These are free from counter party risk.
(b) Transaction cost is transparent and nominal.

(c) Investors can enter and exit from derivative positions very conveniently as trading takes
place continuously.

Demerits of Exchange Traded Derivatives: The demerits of exchange traded derivatives are:
(@) They are less flexible.

(b) These are not customised to the requirements of the contracting parties. They have to
accept the rules and regulations of the exchange.
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—

3. Transaction costs are less.

4. The contracts have standardised terms
set by the exchange or the clearing house.

Prices are publically available. 5.
Market traders do not know each other. |6.

The different types of derivatives may be shown in the following chart:

Derivatives
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also known as common derivatives, >Set. Financial derivatives are
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~Féatures of Financial Derivatives

The features of financial derivatives are as follows:

1. Afinancial derivative is a financial instrument or a financial contract.
2. Afinancial derivative is a future contract between two parties.

3. Thevalue of the financial derivatives depends on the value of the financial instruments.
4. Financial derivatives can be undertaken directly between the two parties or through the

particular exchange.

5. Thetrading results through financial derivatives are not shown in the financial statements,
(i.e., financial derivatives are off-balance sheet in nature).

6. Usually in financial derivatives, the taking or making delivery of underlying assets is not
involved (they are mostly settled by taking offsetting positions in the derivatives
themselves).

Types of Financial Derivatives

The following are the different types of financial derivatives:

(a) Currency Derjvatives: Exchange rates between various currencies can form the basis of
derivatives. The currencies can be US Dollar, Canadian Dollar, Singapore Dollar, Euro, Yen etc.
All basic derivatives of forwards, futures, options and swaps based on exchange rates are
actively traded. Currency derivatives came into existence only after 1972 when the fixed
exchange rate regime under Bretton Woods System came to an end. The first derivative on
financial asset was traded on currencies (currency futures) in the International Monetary
Market of the Chicago Mercantile Exchange, USAin 1972.

(b) Interest Rate Derivatives: In the case of interest rate derivatives, the underlying asset is
interest rates. Most common interest rates on which derivatives are traded are London Inter
Bank Offer Rate (LIBOR). Interest rate derivatives are instruments whose value is dependent
upon interest rates on T-bills, treasury bqnds etc.’

(c) Equity Derivatives: The most popular derivatives are equity derivatives. Here the
underlying assets are equity stocks. Futures and options are very widely traded derivatives on
equity stocks. .

(d) stock Indices Derivatives: Derivatives on various stock indices in the stock markets are
more popular now-a-days. This is because of their ability to provide protection from market
risks. Futures and options on stock indices exist all over the world in all major stock exchanges.
In the case of stock index derivatives, delivery of the asset is not possible.

(e) Credit Derivatives: This is a recent innovation. These are derivatives that are based on
the credit rating or credit risk of cash flows such as installment on loans or other forms of
receivables. There are six credit derivatives commonly used. They are credit default swaps,
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total return swa
ducts designed to manage credit
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ownership. Thus, credit derivatives include a range of pro

risk or default risk. there are some oth
(f) Other Types of Financial Derivatives: In addition to the above, the er

types of financial derivatives. Some of them are as follows: |
one year. The majority of options traded

(i) Warrants: Options generally have lives of upto
on options exchanges have a maximum maturity of nine months. But t.here.are also lo'ng-
dated options. Long-dated options are called warrants. Warrant is just like an optlgn
contract where the holder has the right to buy shares of a specified company at. . cenéxn
price during the specified time period. In short, warrants are long term options with
three to seven years of expiration. :

(i) LEAPS:LEAPS means Longterm Equity Anticipation Securities. These are options having

a maturity of upto three years.

Baskets: These are options on portfolios of underlying assets. The underlying asset is usually

a moving average of a basket of assets. Equity index options are a form of basket options.
Note : Financial derivatives may also be classified into forwards, futures, options, swaps,

warrants (already discussed), convertibles, swaptions etc.

(iv) Convertibles: Convertibles are highbrid securities. They combine the basic attributes of
fixed interest and variable return securities. Examples include convertible bonds,
convertible debentures, convertible preference shares. These are also called equity
derivative securities. They can be fully or partially converted into equity shares of the

(iii)

issuing company at predetermined terms.
Difference between Commodity Derivatives and Financial Derivatives

In the case of commodity derivatives, the underlying asset is a commodity. The commodity
may be wheat, cotton, pepper, turmeric, corn, orange juice, crude oil, natural gas, gold and
silver. In financial derivatives, the underlying asset is financial instruments such as bonds,
stocks, stock indices and currencies.

Afinancial derivative is fairly standard. There are no quality issues. On the otherland, in

a commodity derivative, quality of the underlying asset can vary at times. Hence, quality of
the underlying asset matters. !

In the case of financial derivatives, most of the contracts are cash-settled. Even in the
case of physical settlement, financial assets are not bulky. They do not need special facility for
storage. But in the case of commodity derivatives, generally the underlying assets are bulky.
Due to the bulky nature of the underlying assets, physical settlementin ¢ i s
creates the need for warehousing. ommodity derivatives
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Need and Importance of Derivatives (Uses of Derivatives)

" Businesses face risk. Some of the risks are acceptable. This means that a business must
assume some type of risk or there is no reason to be in business. But other types of risks are
unacceptable. If they cannot be eliminated, they should be managed. Business involves mainly
three types of risks. They are price risk, exchange risk-and interest rate risk. Derivatives have
been emerged to manage these risks. Derivatives have arisen from the need to manage the
risk arising from movements in markets beyond our control, such as commodities, securities,
foreign exchange etc. These risks may severely affect the revenues and costs of firms. They
may even threaten the viability of firms. Derivatives are therefore used as means to protect
against key business risks which are beyond one’s control.

Derivatives equip the firms with more effective tools to manage the exposure to interest
rates, foreign exchange rates and commodity prices. When firms are free from these
botherations, they can better focus on their core activities. They can improve the quality of
products. Further, they can reduce the cost of production. This will help to increase the
profitability. These will accelerate economic growth.

Derivatives are an important instrument for risk management. They can be used for
minimizing risks. This means that derivatives can be used for hedging. Hedging through derivatives
is cheaper and more convenient than what could be obtained by using cash instruments. It is so
because, when we use derivatives for hedging, actual delivery of the underlying asset is not at
all essential for settlement purpose. They can also be used to speculate on the movement of
commodity or security prices, interest rates or the levels of financial indices.

All derivative instruments are simple to operate. Further, all derivative products are low
cost products. They can be contracted easily. They offer high liquidity. In today’s uncertain
world, derivatives are increasingly being used to protect assets from drastic fluctuations. At
the same time, they are being re-engineered to cover all kinds of risk.

The uses of derivatives may be briefly outlined as below :
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2. Income generation: The mostcommonuse of deriv: ‘
from trading or investment. Further, derivative trading enhances
{(3z\,‘\ggtion‘((‘.\t‘ This helps to generate maximum income. B i e
3 Trading efficiency : Derivative trading encourages large n‘umber Of P'ayfr:“:” o financial.
This increases trading volume. This facilitates c‘iiss?mination of information 2’; ;ﬁhe fuwre trends,
commodity and derivative markets. Thus, derivatives serve as barometers :
in prices. This results in the discovery of new prices both on the spot and future markets. This
way competitive trading is encouraged, price fluctuations are smoothened out and market
efficiency is improved.

4. Achievement of investment goals : Derivatives help the investors, traders and managers
of large pools of funds to devise strategies so as to achieve investment goals.

S. Reduced transaction cost : Sometimes derivatives provide a lower-cost way to undertake
a particular financial transaction. For example, the manager of a mutual fund may wish to sell
tocks and buy bonds. Using the derivatives may result in lower transaction costs than actually

L]

selling stocks and buying bonds.

6. Financial engineering : Now-a-days, business environment is changing fast. Hence, today’s
business world is very complex. To manage the complexity, financial engineers develop new
exotic (hybrid) derivatives. This is done by combining two or more derivatives to find a better

financial solution.
Economic Functions of Derivative Contracts
Derivative contracts perform a number of economic functions. Important functions may

be outlined as below :
1. Risk management function : This is the primary function of derivatives. Derivatives shift

the risk from the buyer of the derivative products to the seller. Th us, derivatives are very effective
risk management tools. Most of the world’s 500 largest companies use derivatives to lower risks

2. Price discovery function : This refers to the ability to achieve and disseminate price
information. Without price information, investors, consumers, and producers cannot make
informed decisions. They cannot direct their capital to efficient uses. Derivatives are
exceptionally well suited for providing price information, They are the tools that assist
everyone in the marketplace to determine valye The wider th ivati

; F e 8 : e use of deriv i
the distribution of price information. atives, the wider

3. Liquidity function : Derivatives contract improve the liquidity of the underlyin
instruments. They provide better avenues for raising money. They contribute substantiallyy tcg)
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increasing the depth of the markets. Derivative markets often have greater liquidity than the
spot markets. This higher liquidity is at least partly due to the smaller amount of capital
required for participation in derivative markets. Since the capital required is less, more
participants will operate in the market. This leads to increased volume of trade and liquidity.

4. Efficiency function : Derivatives significantly increase market liquidity. As a result,

transactional costs are lowered, the efficiency in doing business is increased, the cost of
raising capital investment is expanded.

5. Portfolio management function : Derivatives help in efficient portfolio management.
With a smaller fund at disposal, better diversification can be achieved. Derivatives provide
much wider menu to portfolio managers who constantly seek better risk-return trade-off.

6. Economic development function : Bright, creative, well-educated people with an
entrepreneurial attitude will be attracted towards the derivative markets. Derivative markets
energise others to create new businesses, new products and new employment opportur. fies.
Derivative markets help increase savings and investment in the long run.

Criticisms and Misuses (Limitations) of Derivatives

Derivatives act like a double-edged sword. When used properly and conservatively, they
are highly effective. When they are not used properly or used with indiscretion, they may
cause miseries. In the poem ‘Fire and Ice’ Robert Frost wrote, “Some say the world will end in
fire, some say in ice”. This is very true in the case of derivatives. Following are the demerits of
derivatives:

1. Increased volatility: A large number of participants are attracted towards the market
with nominal capital available with them. Derivatives give rise to speculative tendencies.
They cause extreme volatilities in the prices.

2. Increased bankruptcies: The use of derivatives may resultin large losses because of the
use of financial leverage or borrowing. Derivatives allow investors to earn large returns from
small movements in the prices of the underlying assets. At the same time, investors may lose
large amounts if the price of the underlying moves against them significantly. Inherent leverage
in derivatives may very easily cause bankruptcies. In short, derivatives are highly leveraged
instruments.

3. Increased regulatory burden : As pointed out earlier that the derivatives create insta bility
in the financial system. As a result, there will be more burden on the government or regulatory
authorities to control the activities of the traders in financial derivatives.

4. Enhancement of risk : Empirical studies on derivatives show that derivatives increase
financial risk in many cases instead of hedging the same. Without a clearly defined risk
management strategy, use of derivatives can be dangerous. It can threaten the accomplishment
of a firm’s long term goals.
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derivatives is that they promote speculative activities In .the marke -d o e fance
primary purpose of derivative is speculation and gambling. In fact, de y
name for gambling. ) .
6. Instability of the financial system : It is argued that derivatives would fr.mcrea;e risk not
only for their users but also for the whole financial system. The malpractices, espir.a.te
behaviour (due to heavy losses) and fraud by the users of derivatives would affect the stability

of the financial markets and the financial system. . .
7. Contract life : The main problem with the derivatives is their limited life. As the time
passes, the value of the derivative will decline and so on. Someone may have chances of
losing completely within that agreed time frame.

Derivatives are the key part of the financial system. They provide a means of managing
risks. However, there are certain contrary views on derivatives. In the words of Warren Buffet,
“Derivatives are financial weapons of mass destructions”. According to R. Viswanathan,
“Derivatives can be highly complex contracts and used with a little or no knowledge of the
implications, can prove extremely destructive”. |

Infact, derivatives are like nuclear materials that can be used for making a bomb that can
destruct many cities or can be used positively to generate electricity that lights up entire
cities. Walter D. Hops said, “Derivatives are nothing more than a set of tools. And just as a saw
can build your home, it can cut off your arm if it is not used properly”.

Risks involved with Derivatives
The following are the five sets of risks posed by derivatives:

derivative trade (buyer or seller or dealer) makes default on the contract. It is also called
credit risk or default risk.

commodity. In short, market risk refers to the general risk in any investment

3. Basisrisk: Basis risk is a type of market risk, It refers to the differenc
market price of the asset being hedged and the derivative’s price

5. Operations risk: This risk arises when inter
transaction.

6. Liquidity risk: Most derivatives are Customised instruments H

able to close out (or finish) a trade prior to Maturity =1ce, investors may not be
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Derivatives give protection against business risks
DERIVATIVE MARKETS

" The derivatives are most modern financial instruments for hedging risk. The individuals and
firms who wish to avoid or reduce risk can deal with the others who are willing to accept the risk for
a price. Acommon place where such transactions take place is called the derivative market.

Meaning and Definition of Derivative Markets

Initially, derivatives started in an unorganised market. But now, there exists an organised
market as well. Unorganised market does not mean undeveloped market. It refers to Over-
the-Counter Market (OTC), in which the buyers and sellers come in contact directly with each
other or through an intermediary. They mutually decide about all the terms and conditions of
the contract and both commit to fulfil and abide by the set of terms. Thus derivative market is
amarket in which derivatives are traded. In short, it is a market for derivatives. The traders in

the derivative markets are hedgers, speculators and arbitrageurs.
Importance of Derivative Markets

Following are advantages of derivative markets:

It increases the volume of transactions.

In derivative markets, the transaction costs are lower.

The risk of holding underlying assets is lower.
it gives increased liquidity for investors.

It leads to faster execution of transactions.

It enhances the price discovery process.

It facilitates the transfer of risk from risk-averse investors (hedgers) to risk takers
(speculators).

N~ o bhhpow K

& Itincreases the savings and investments in the economy.
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To hedge something is to construct a protective fence around |t.. In the CO_ : _
markets, hedging means eliminating the risk in an asset or liability. It 1s 1fe(:hnlque 0 man.agmg
the risk attached to assets including foreign exchanges. In short, hedging means COVETIng or
eliminating or reducing the risk. Hedging is done with derivatives.
Major Players or Participants in the Derivative Markets

The participants or players in the derivative markets can be banks, foreign institutional
investors, corporates, brokers, individuals etc. All of them can be classified into four depending
upon their motives. They are: hedgers, speculators, arbitrageurs and spreaders. They have
different motives.
1. Hedgers: As already stated, hedging (covering against losses) is the prime reason which
led to the emergence of derivatives. Hedgers are those who enter irto a derivative contract
with the objective of covering risk. The motive of hedgers is not to make profit, but to reduce
or eliminate risk. Thus, hedgers use derivatives to reduce or eliminate the risk associated
with price of an asset in the market. Take an example. A farmer growing wheat faces uncertainty -
about the price of his produce at the time of the harvest. Similarly, a flour mill needing wheat
also faces uncertainty of price of wheat. Both the farmer and flour mill owner can enterintoa
forward contract. In this contract, the farmer agrees to sell his produce when harvested at
predetermined price to the flour mill. The farmer fears price fall while the flour mill owner
fears price rise. Both the parties face price risk. A forward contract would eliminate price risk
for bth the par.ties. A forward contract is entered into with the objective of hedging against
the price risk being faced by the farmer as well as the flour mill owner. Such participants in the

derivative -mar.kets are called hedgers. In the example, the contract would be settled by the
farmer delivering the wheat to the flour mill on the agreed date at an agreed price.
Functions of Hedgers: Important functions of hedgers may be outlined as below:
(a) To eliminate the price risk of contracting parties.

(b) To help to increase the trading volume.

(c) Toattract more people into the derivatives market

assumed. They accept risks in the expectation of ret
conditions. After this, they decide the position (long o
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if the forecast is realised. They make forecast about the prices and put their money in these
forecasts. By taking positions, they are betting that a price would go up or they are betting that
it would go down. Depending on their perceptions they may take long or short positions (this
will be discussed later). Thus, their objective is to gain when the prices move as per their
expectation. Let us take an example. The forward price in US dollar for a contract maturing in
three monthsis X 70. If one believes that three months later the price of US dollar would be ¥
72, one would buy forward today and sell later. From such a contract one can make a profit of
X 2 per dollar. On the contrary, if one believes US dollar would depreciate to ¥ 68 in three
months, he would sell now and buy later. Here, the actual delivery of the underlying asset
(i.e., actual buying and selling) does not take place. Instead, the speculator gains from the
differential in price. Speculation is a double-edged sword. It means that there is a possibility
of making a profit (if prediction is correct) or incurring a loss (if prediction is incorrect).

There are three type of speculators (based on duration) : (a) Scalpers (hold for very short
time —in minutes, (b) Day traders (one trading day), and (c) Position traders (long period —
week, month, a year).

Speculators perform an extremely important function. They provide liquidity to the
market. Without speculators in the market, it would be difficult for the hedgers to find matching
‘parties. Similarly, without speculafors,;@-ﬁqi_ggwould not be efficient. Presence of
speculators makes the market competitive, reduces transaction costs, and expands the market
size. They assume risk and serve the needs of hedgers. In short, without speculators, the
derivative market probably would never exist. However, some people think of speculators as
gamblers; they earn too much money and provide no economic value.

Functions of Speculators: The functions of speculators are as follows:
(a) To contribute to market efficiency.

(b) To conduct fundamental analysis and/or technical analysis and collect information to
predict price movements.

(c) To provide liquidity to the market.

(d) To find matching parties for the coﬁtract and help hedgers.

(e) To make the market competitive, and expand the market size.
(f) Toreduce transaction cost.

(8) To expand market size.

3.  Arbitrageurs: Arbitrage is the process of simultaneous purchase of securities or
derivatives in one market at a low price and sale of the same in another market at a relatively
higher price. The traders who are engaged in arbitrage are known as arbitrageurs. Thus,
arbitrageurs purchase securities in one market where the price is low and sell them in another
market where the price is comparatively higher. These are done when the same securities aré
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Arbitrageurs add competitiveness to the market. They helpin the price discovery proceg,

They provide a link between the derivative market and the cash market.

Functions of Arbitrageurs: The functions of arbitrageurs may be summarised as below:

(a) To provide a link between the derivative market and the cash market by synchronising
the pricesin the two.

(b) To make markets efficient by taking riskless positions in different markets.

() To restore the balance and consistency among different markets.

(d) To render competitiveness to the market and help in the price discovery process.

4. Spreaders: Spreaders are the fourth category of traders in the derivative market. Spreading
is a specific trading activity in which offsetting position is involved (i.e., simultaneous long
and short positions on the same derivative). A spreader is a person who believes in lower
expected return at the reduced risk.
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Speculation Arbitrage

1. Buying and selling of financial instru- |1.
ments and derivatives in the hope of
a profit from anticipated changes in
the price of instruments.

Simultaneous buying and selling of securities
or commodities to make profit on the differe-
nces in the prices prevailing in the two
markets.

2. Profit is the differences between 2. Profit is the difference between prices preva-
prices at different times. iling in two different markets.
3. Riskis high. 3. Risk is relatively less (if executed properly).

4. Itis a necessary evil.

5. May or may not hold securities/commo- | 5
dities.

It is a legal way to make money.
Always hold securities/commodities.

Factors Contributing to the Growth of Derivatives / Derivatives Markets

There are several factors that have contributed to the growth of derivatives and
derivatives markets. These factors may be briefly explained as below:

1. Price volatility: Prices of commodities may change. Likewise, the prices of securities and
currencies change frequently. Such changes in price are known as price volatility. Actually the
price volatility is one of the major causes for the growth of derivatives market. The derivatives

can be used as a hedge to protect against price changes in commodities, securities, foreign
exchange etc.

2. Globalisation of markets: Globalisation has increased the size of the markets. It has
enhanced competition. It has also exposed the modern business to risks. Hence, business
people started using derivatives to guard against future losses.

3. Technological development: Technological development is another factor that has
contributed to the growth of derivatives market. New technologies emerge. Technological
advancement includes the development of high-speed processors, network systems, enhanced
method of data entry etc. These technological advancements have been partially responsible
for the growth of derivatives markets. In the meantime, derivatives can help a firm to manage
the risks arising due to the technological advancement.

4. Advancements in financial theories: Advancements in financial theories gave birth to
derivatives. Initially, forward contract in its traditional form was the only hedging tool available.
Option pricing models developed by Black and Scholes in 1973 were used to determine prices
of call and put options. In the late 1970s, the work of Lewis Edeington extended the earlier

work of Johnson and started the hedging of financial price risks with financial futures.

3. Development of sophisticated risk management tools : In certain derivative tradings, @

typical type of risk is emerged. To manage this, sophisticated tools have been developed. This
‘solution to derivative problems” adds further growth in derivative market.
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It should be noted that the trading in commodity derivatives has been concentrated
regionally. This is due to the regional exchanges offered only a single product. For example,
pepper exchange in Kochi trades only pepper, Soya exchange in Indore trades only soya.
Recently, trading in commodity derivatives began through two nation-wide, on-line cornmodity
exchanges, - the National Commodities and Derivatives Exchange (NCDEX) and the Multi
Commodity Exchange (MCX). They started functioning in the last quarter of 2003 with the
introduction of futures contracts on various assets such as gold, silver, rubber, steel etc. These
exchanges were promoted by the major banks and financial institutions in the country.
Business on these exchanges has increased remarkably over the short period of time.

It may be noted that both exchanges are developing a niche for themselves. The primary
source of business for MCX is bullion and energy products. The important source of business
for NCDEX is agri-products. Further, both exchanges are now focusing their attention on
addressing issues like collateral management, warehouse accreditation, quality and quantity

certification of commaoadities, settlement price, methodology etc. Substantial progress has
been made on these issues by these exchanges.

3. Growth of currency derivative markets: India has been trading forward contracts in
currency for the last few years. Recently, the RBI has allowed options in the OTC market. The
OTC currency market in the country is well-developed. However, the business is concentrated
with a limited number of market participants, mainly, banks - both international and local.
The business in currency derivatives is expected to grow in the near future.

4. Growth of interest rate derivative markets: There has been significant progress in interest
rate derivatives in the Indian OTC market. The NSE introduced trading in cash settled interest
rate futures in the year 2003. However, due to some structural issues, the product did not
attract market participants. The trading in interest rate derivatives in India is now growing.

5. Growth of other derivative markets: Credit derivatives, weather derivatives etc. have
been recently introduced in India. They are expected to grow in the coming years.

“To conclude, the growth of derivatives trading in India is quite phenomenal. In a short
span of time the turnover at NSE increased from a mere< 2,365 croresin 2000-01 t031,30,90,478
crores in 2007-08.

\//actors Responsible for the Growth of Financial Derivative Marketsin India

There are a large number of factors that contribute to the growth of financial derivative

markets in India. All such factors may be classified into environmental factors and internal
factors.

A. Environmental or External Factors : Environmental factors contribute to the growth of
financial derivative markets in India. Following are the environmental factors:

1 Price volatility : Price volatility refers to rapid changes in the prices of assets in the
financial markets over a short period of time. Price volatility has three dimensions. They
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India has been fostered by an atmosphere of deregulation of financial sector. Deregulation
has increased the competition and forced industries to become competitive. Deregulation
also cleared the atmosphere for emergence of investment banking. This has promoted the
growth of financial derivative markets in India.

B. Internal Factors: Following are the internal factors that have contributed to the growth
of financial derivative markets in India:

1. Lliquidity needs : Business firms have liquidity needs. Many of the financial innovations
pioneered in the recent past have targeted these needs.
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periods and are settled on a particular day. For instance, the account period on BSE was Monday
to Friday, and on NSE, it was Wednesday to Tuesday. If investors think that the price of a
particular share is expected to go up or down, he could participate in the possible fluctuation
of the share, without giving or taking delivery. In a similar vein, if the investor feels the stock
price will decline, he can go short without owning the security, enter into a badla deal and the
stock lender would lend his stock for a charge. This charge is known as badla.

There is a general agreement on the fact that the leveraging effect inherent in badla
imparts market liquidity. Hence there is a‘need for leveraged products in the market.
Accordingly, SEBl appointed a Committee under the chairmanship of Dr. L.C.Gupta in 1996 to
develop appropriate regulatory framework for the derivatives trading. The Committee had
conducted a wide market survey of brokers, mutual funds, banks/Fls, Flls and merchant banks.
The Committee found that there is all-pervasive recognition of the need for derivatives
products on equity, debt and currency. In March 1998, the Committee submitted its report.
That report strongly favoured the introduction of financial derivatives. At the same time, the
RBI appointed Committee on Capital Account Convertibility (Tarapore Committee). The
Committee also expressed the view that “time is ripe for introduction of futures in currencies
and interest rates to facilitate various users to have access to a wide spectrum of cost-efficient
hedge mechanism than the existing system (of forward contracts). These committee reports
set the stage for the introduction of exchange traded derivatives. Since most derivatives are
cash settled, they could not commence trading immediately.

In India, the exchange-traded derivatives have been emerged with the enactment of
Securities Laws (Amendment) Act 1999. According to this Act, the derivatives are defined as to
include: (a) 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, and (b) a
contract which derives its values from the prices or index of prices of underlying securities.
The Act also clarified that derivatives shall be legal and valid only if such contracts are traded
on a recognised stock exchange in accordance with the rules and bye-laws of such stock
exchange, thereby excluding OTC derivatives.

The first exchange to commence derivatives trading is BSE from June 9, 2000. NSE started
operations in the derivatives segment on June 12, 2000. Initially, only futures contracts on
market index were traded. Subsequently, other derivative products were also introduced.
Now the contracts being traded on the exchanges are: (a) futures on indices, (b) options on
indices, (c) futures on individual securities, (d) options on individual stocks, and (e) interest
rate futures.

On NSE and BSE, only financial derivatives are traded. But recently three exchanges
NCDEX, MCX and NDEX commenced trading in commodity futures. It may be noted that
exchanges themselves do not trade in derivatives but they only facilitate trading. The
respective exchanges will determine the stocks and indices on which futures and options
contracts could be introduced for trading as per the eligibility criteria laid down by SEBI.
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In India, derivatives are traded on organised exchanges as well as on OTC markets,
Derivatives in financial securities were introduced in the National Stock Exchange (NSE) and
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Commodity Exchange (NMCE) and the National Commodity & Derivatives Exchange Ltd
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been made available for index futures trading. The index futures turnover at NSE has grown
from X 2365 crores to X 35,77,998 crores in 2011-12. This shows that index futures have witnessed

a compound ann-ual growth rate (CAGR) of 83.62% in last 12 years in terms of turnover and a
CAGR of 84.61% in terms of number of contracts traded.

(b) Index futures at BSE : The index futures trading at BSE commenced on 09-06-2000 on BSE
sensex. Over a period of time (2000-2012) many indices have been made available for index
futures trading. The index futures turnover at BSE has grown from3 1673 croresto < 1,78,449
croresin 2011-12. This shows that index futures have witnessed a CAGR of 74.55% in 12 years
(2000-2012) interms of turnover and a CAGR of 42.60% in terms of number of contracts traded.

2. Stock Futures or Futures on Individual Securities : Futures on individual securities (i.e.,
single stock futures) were introduced in November 2001. These are cash settled. These do not
involve delivery of the underlying assets. Today, the most preferred product on the exchanges
is single stock futures. This accounts for 55% of total volumes.

(a) Single stock futures at NSE : The trading in individual stock futures started on November
9,2001. The growth of stock futures at NSE has been from¥ 51516 crores to X 40,74,671 crores
in 2011-12. This shows that stock futures witnessed a CAGR of 48.78% in last 11 years (upto
2011-12) in terms of turnover and a CAGR of 49.08% in terms of number of contracts traded. As
of March 2011, there were 223 stocks available for trading at NSE.

(b) Single stock futures at BSE : The trading in individual stock futures at BSE started in 2001.

In 2001-02, the number of contracts traded was 17951 and in 2003-04 it was 128193. At BSE the

stock futures witnessed a CAGR of 30.17% in terms of number of contracts traded and CAGR of
32.77% in terms of turnover from 2001-02 to 2011-12.

3. Index Options : Index options were introduced in June 2001. These are cash settled. This
means that these do not involve physical delivery of the underlying assets. Index options and
individual stock options on 31 selected stocks were added to the derivatives basket, in 2001.
In India options account for approximately 10% of the total business with almost 23rd in
index options and 1/3rd in single stock options.

(a) Index options at NSE : The index options were allowed for trading on S & P CNX Nifty
Index on June 4,2001. Since its inception, index options at NSE has been growing in overall
equity derivative market. The growth of Index options at NSE in terms of turnover has been
from¥ 3,766 crore to % 2,27,20,032 crore in 2011-12. This shows that index options witnessed
a CAGR of 120.62% (upto 2011-12) in trading volume and CAGR of 116.12% in terms of number
of contracts traded. However, index options contributed only 4.19% in terms of number of
contracts traded and 3.69% in terms of trading volume in total derivatives market in 2001-02.
But in the year 2011-12, there was a tremendous growth in index options. The index options
witnessed 70.21% in terms of number of contracts traded and 72.47% in terms of trading

volume in total derivatives market.
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commodity derivatives through two nation-wide, online commodity exchanges -the National
Commodities and Derivatives Exchange (NCDEX) and the Multi Commodity Exchange (MCX).
They started functioning in the last quarter of 2003 with the introduction of futures contracts
on various assets such as gold, silver, rubber, steel, mustard seed, etc. Major banks and financial
institutions in the country (SBI, ICICI, Canara Bank, NABARD, NSE, LIC, etc.) have promoted

both these exchanges. Business on these exchanges has increased remarkably over the short
period of time.

2. Interestrate derivatives: The NSE launched short-term and long-term interest rate futures
in June 2003. However, the trading activity in interest rate futures was very thin. The major
- reason for this‘low volume of trading in interest rate futures is the existence of well-developed
OTC markets for interest rate swaps and forward rate agreements. The NSE had suspended
the interest rate futures contracts in 2006. But new interest rate futures were introduced in
2009. The new futures are long-term interest rate futures on 10-year government bonds, and
they are settled through the delivery of these bonds.

3. Currency derivatives : India has been trading forward contracts in currency, for the last
several years. Recently, the Reserve Bank of India (RBI) has also allowed options in the over-
the-counter market. The OTC currency market in the country is considerably large and well-
developed. However, the business is concentrated with a limited number of market
participants, mainly banks - both international and local as the corporates deal with these
banks for derivative contracts on various currencies.

Currency futures contracts were introduced in the BSE and NSE in August 2008 and in the
Multi-Commodity Exchange in October 2008. The only available contract at that time was the
U.S. dollar to rupee contract. In 2010, futures were also introduced on the Japanses Yen,
British Pound, and Euro.

4. Credit derivatives : Since 2003, the RBI has been looking into the introduction of credit
derivatives, and on May 17, 2007, it allowed banks to enter into single-entity credit default swaps.

Credit derivatives allow lenders to buy protection against default by borrowers. It is the
transfer of the credit risk from one party to another without transferring the underlying.
Credit derivatives are presently not traded on any of the organised exchange in India.

5. Weather derivatives : SEBI is planning to allow trading in weather derivatives. It is a
financialinstrument to reduce risk associated with adverse or unexpected weather conditions,
€.g.,in agricultural sector. Weather derivative was pioneered by Enron in US in 1997.

Apart from these exchange-traded derivatives, a number of derivatives are traded on
OTC markets. The Reserve Bank of India (RBI) allowed the trading of interest rate swaps,
currency swaps, and forward rate agreements on July 7, 1999. Originally, these were a”?WEd
only for resident Indians. But their scope has later been widened to include non-resident
Indians and non-resident financial institutions.
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maximum of 40% of the total members of the governing council. The exchange shall
regulate the‘ sa{es practices of its members and will obtain prior approval of SEBI before
start of trading in any derivative contract.

The exchange shall have minimum 50 members.

The members Of.an gxisting segment of the exchange will not automatically become the
meml?e-rs- 9f derlva.tl.ve segment. The members of the derivative segment need to fulfil
the eligibility conditions as laid down by the L.C. Gupta Committee.

The clearing and settlement of derivative trade shall be through a SEBI approved clearing
corporation/house.

Derivative brokers/dealers and clearing members are required to seek registration from
SEBI. This is in addition to their registration as brokers of existing stock exchanges. The
minimum networth for clearing members of the derivatives clearing corporation/house
shall be X 3 crores. The net worth of the member shall be computed as follows:

Capital + Free reserves — non-allowable assets. The non-allowable assets include : (a)
fixed assets, (b) pledged securities, (c) member’s card, (d) unlisted securities, (e) bad
deliveries, (f) doubtful debts and advances, (g) prepaid expenses, (h) intangible assets,
and (i) 30% marketable securities. :

The minimum contract value shall not be less than Y 2 lakhs. Besides the minimum contract
size, there is a stipulation for the lot size of a derivative contract. The lot size refers to
number of underlying securities in one contract. The lot size of the underlying individual
security should be in multiples of 100 and fractions, if any, should be rounded of to the
next higher multiple of 100.

The initial margin requirement, exposure limits linked to capital adequacy and margin
demands related to the risk of loss on the position shall be prescribed by SEBI/Exchange from
time to time.

The L.C. Gupta Committee report requires strict enforcement of “Know your customer”
rule and requires that every client shall be registered with the derivative broker. The
members of the derivatives segment are also required to make their clients aware of the
risks involved in derivatives trading by issuing to the client the Risk Disclosure Document
and obtain a copy of the same duly signed by the client.

A stock can be included for derivatives trading as soon as it becomes eligible. The eligibility

criteria are as follows:

1.

The stocks should figure in the top 500 stocks in terms of average daily market capitaslisation
and average daily traded value in the previous six months on a rolling basis.

For a stock to be eligible, the median quarter sigma order size over the last six months
should not be less than ¥ 1 lakh. For this purpose, a stock’s quarter sigma order size shall
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required to causea change in the stocy s
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mean the order size (in value tern ) quar

dard deviation.
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3. There are market wide limits also. The market wide p ck ShOUIdn
. ere are me

¥ 50 crores. Since the market wide position hm'tl:n terms of NUmbg, of
ok 'QSS. than * d at the end of every month, the Exchange shall ensure that the Stoc
shares i c.omphl{te ijerion before the introduction of new C‘f’”traCts- Tl?e Market Wide
Con.u?ly \;-”thtt' ':ecr:'ns of number of shares shall be valued taking the Cl(?Slng Prices Of the
S;SC‘::; Itr:; J:derlving cash market on the date of expiry of contract in the Month,

The futures and option contracts on an index can -be issued. only if 80% of the indey
constituents are individually eligible for derivatlv.es trading. However,.no Single
ineligible stock (i.e., stock not qualified for) in the index shall have a Weightage of
more than 5% in the index.

If the stock does not fulfil the eligibility criteria for 3 consecutive months after being
admitted to derivatives trading, then derivative contracts on such a stock woulg be
discontinued.

The SEBI has laid down some eligibility conditions for Derivative Exchange/Segments
and its Clearing Corporation/House. They are as follows:

to the one-qu
i

1. The Derivatives Exchange/Segment shall have online surveillance capability to monitor
positions, prices, and volumes on a real-time basis so as to detect market manipulation.

2. The Derivatives Exchange/Segment should have arrangements for dissemination of
information about trades, quantities and quotes on 3 real-time basis.

3. The Derivatives Exchange/Segment should have arbitration and investor grievances
redressal mechanisms operative from all the four areas/regions of the country.

4. The Derivatives Exchange/Segment should have satisfactory system of monitoring investor
complaints and preventing irregularities in trading.

those members who are Participating in both

value-at-risk shq| b : , : vel 0
initial margins. The initial margins shoulg i € used in calculating required le

e large en loss that
n be encountered on the pociti Ough to cover the one-day
ca Position on 99% of the days,

all establisp, fac
Payments.

The level of initial margin on Index Futyr :
es Contr . sson
the position. The concept of yg| 2¢ts shall be related to the risk of loss" |

8. The Clearing Corporation/House sh

ilit: sfel
(EFT) for swift movement of margin llities for Electronic Funds Tra" .-
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10.

11.

Whena member fails to meet its liabilities, the Clearing Corporation/House shall transfer
client positions and assets to another solvent member or close-out all open positions,

The Clearing Corporation/House should have capabilities to segregate initial margins
deposited by clearing members for trades on their own account and on account of their
clients. The Clearing Corporation/House shall hold the clients’ margin money in trust for
the client purposes only and should not allow its diversion for any other purpose.

The Clearing Corporation/House shall have a separate Trade Guarantee Fund for the
trades executed on Derivatives Exchange/Segment.

Measures Taken by SEBI for the Protection of Investors in the Derivative Market

The SEBI has taken the following measures to protect the money and interest of investors

in the derivative market:

1.

v kA w N P >

Investor’s money has to be kept separate at all levels and is permitted to be used only
against the liability of the investor and is not available to the trading member or clearing
member or even any other investor.

The trading member is required to provide every investor with a Risk Disclosure
Document. This document will disclose the risks associated with the derivative trading
so that investors can take a conscious decision to trade in derivatives.

Investor would get the contract note duly stamped for receipt of the order and execution
of the order. The order will be executed with the identity of the client and without client
identity, order will not be accepted by the system. The investors could also demand the
trade confirmation slip with his identity in support of the contract note. This will protect
him from the risk of price favour, if any, extended by the member.

In the derivative markets, all money paid by the investor towards margins on all open
positions is kept in trust with the Clearing House/Clearing Corporation. In the event of
default of the trading or clearing member, the amounts paid by the client towards margins
are segregated and not utilised towards the default of the member. However, in the
event of a default of a member, losses suffered by the investor, if any, on settled or
closed out position are compensated from the Investor Protection Fund.

QUESTIONS FOR PRACTICE
Short Answer Type (2 weightage)

Define derivatives.

Define financial derivatives.

What are forward contracts?

What do you mean by credit derivatives?
What are weather derivatives?



