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Abstract 

Risk is a characteristic feature of most commodity and capital markets. Variations in the prices 

of agricultural and non-agricultural commodities are induced, over time, by demand-supply 

dynamics.  

The past two decades has witnessed the multiple growth in the volume of international trade and 

business due to the wave of  globalization and liberalization all over the world. As a result, the 

demand for the international money and financial instruments increased significantly at the 

global level. In this respect, change in exchange rates, interest rates and stock prices of different 

financial markets have increased the financial risk to the corporate world.  

In the present highly uncertain business scenario, the importance of risk management is much 

greater than ever before. 

Adverse changes have even threatened the very survival of business world. it is, therefore, to 

manage such risk, the new financial instruments have been developed in the financial markets, 

which are also popularly known as financial derivatives. 

Derivatives are contracts between two parties whose price depends upon the price of one or more 

underlying assets. These assets can include equities and equity indices, bonds, loans, interest 

rates, exchange rates, commodities, residential and commercial mortgages, and even catastrophes 

like earthquakes and hurricanes. Future and options are the most common type of exchange 

traded derivative instruments. Derivatives are used as instrument for risk management; they 

facilitate the allocation of risk among market participants. 

 



The most commonly used derivatives contracts are forwards, futures, options and swaps. With 

the introduction of the derivatives, the speculative trades have shifted to a more controlled 

environment with risk containment measures like margining, monitoring ad surveillance of the 

activities of various participants. 

INTRODUCTION 

A derivative is financial instrument whose value is ‘derived’ from another underlying security or 

a basket of securities. Traders can assume highly leveraged positions at low transaction costs 

using these extremely flexible instruments. Derivative products like index futures, stock futures, 

index options and stock options have become important instruments of price discovery, portfolio 

diversification and risk hedging in stock markets all over the world in recent times. With the 

introduction of all the above-mentioned derivative products in the Indian markets a wider range 

of instruments are now available to investors. Introduction of derivative products, however, has 

not always been perceived in a positive light all over the world. It is, in fact, perceived as a 

market for speculators and concerns that it may have adverse impact on the volatility of the spot 

market are neither new nor understudied. Recent research, however, strengthens the argument 

that introduction of these products have not only deepened the markets but have also been 

instrumental in reduction of volatility in the spot markets. The index futures were introduced in 

the Indian stock markets in June 2000 and other products like index options, stock futures and 

options and interest rate futures followed subsequently. The volumes in derivative markets, 

especially in the case of National Stock Exchange (NSE), has shown a tremendous increase and 

presently the turnover in derivative markets is much higher than the turnover in spot markets. 

 

 

Derivatives :- 

A derivative is a financial instrument or contract between two parties that derived its value from 

some underlying asset or underlying reference price, interest rate or index. 

Securities Contract Regulation Act (SCRA) 1956 defines Derivative as:  



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;  

b) “a contract which derives its value from the prices, or index of prices, of underlying 

securities”.  

PARTICIPANTS 

The following three broad categories of participants in the derivatives market:- 

 

HEDGERS 

A hedge is an investment position intended to offset potential losses or gains that may be 

incurred by a companion investment. In simple language, a hedge is used to reduce any 

substantial losses or gains suffered by an individual or an organization. Hedgers are traders who 

wish to protect themselves from the risk involved in price movements. They look for 

opportunities to pass on this risk to those who are willing to bear it. They are so keen to rid 

themselves of the uncertainty associated with price movements that they may even be ready to 

do so at a predetermined cost. Hedgers primarily look at limiting their exposure risk. This is done 

by using derivative tools and “insuring” limited losses in case of unfavorable movements in the 

underlying asset.  

For example, an investor has a portfolio of Rs. 10,00,000 and wants to hedge ahead of an 

important event (something like elections, policy announcements, or even the Budget!). 

Depending on the investor’s requirement; hedging can be done by shorting index futures to make 

his portfolio beta neutral. Alternatively, the investor can buy put options of the index by paying a 

fixed cost referred to as premium. Another case is that of a company due to receive payment in a 

foreign currency on a future date. It enters into a forward transaction with a bank agreeing to sell 

the foreign currency and receive a pre-determined quantity of domestic currency. 

 

SPECULATORS 

 

Speculation is the purchase of an asset (a commodity, goods, shares, bonds or real estate etc.) 

with the hope that it will become more valuable at a future date. In finance, speculation is also 

the practice of engaging in risky financial transactions in an attempt to profit from short term 
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fluctuations in the market value of a tradable financial instrument—rather than attempting to 

profit from the underlying financial attributes embodied in the instrument such as capital gains, 

dividends, or interest. 

Speculators hypothesize expected price movements and take accordant positions that maximize 

profit. Speculators are extremely high risk takers who enter into the market purely for making 

profit by buying or selling the derivatives, they do not have any intention of hedging their 

portfolio or such thing their only aim is to make profit based on their judgment about the stock or 

market. They need to effectively forecast market trends to take positions that don’t in any way 

guarantee safely of invested capital or returns. Speculators rely on fast moving trends to forecast 

possible market moves – these could range from changing consumer tastes to fluctuating rates of 

interest, economic growth indicators coinciding with market timing etc. Speculators can make 

huge profits or an equally huge loss and are typically high net investors looking to diversify 

holding with a view to maximize profits in a short period of time. 

 

If  a  speculator  feels  the  stock  price  of  XYZ  Company  is  expected  to  fall  in  the  next 

two days given some upcoming market developments, he would typically short sell these shares 

in a derivative market without actually buying or owning those shares. Should the stock then fall 

as  expected,  he  would  rake  in  a  sizeable  profit  depending  on  his  holding.  However, 

should the stock buck expectations, he would make a commensurate loss.  

  

ARBITRAGERS 

 

In finance, arbitrage is the practice of taking advantage of a price difference between two or 

more markets: striking a combination of matching deals that capitalize upon the imbalance, the 

profit being the difference between the market prices. When used by academics, an arbitrage is a  

transaction that involves no negative cash flow at any probabilistic or temporal state and a 

positive cash flow in at least one state; in simple terms, it is the possibility of a risk-free profit 

after transaction costs. For instance, an arbitrage is present when there is the opportunity to 

instantaneously buy low and sell high. 

Life is not perfect and capital markets have their share of imperfections too. Sometimes the price 

of a stock in the cash market is lower or higher than it should be, in comparison to its price in the 

derivatives market. Arbitrageurs exploit these imperfections and inefficiencies to their 
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advantage. Arbitrage trade is a low risk trade where a simultaneous purchase of securities is done 

in one market and a corresponding sale is carried out in another market. These are done when the 

same securities are being quoted at different prices in two markets. Arbitrageurs are in business 

to take of a discrepancy between prices in two different markets, if, for, example, they see the 

futures price of an asset getting out of line with the cash price, they will take offsetting position 

in the two markets to lock in a profit. 

 

Margin Traders 

 

In finance, margin is collateral that the holder of a financial instrument has to deposit with 

a counterparty (most often their broker or an exchange) to cover some or all of the credit risk the 

holder poses for the counterparty. This risk can arise if the holder has done any of the following: 

 Borrowed cash from the counterparty to buy financial instruments, 

 Borrowed financial instruments to sell them short, or 

 Entered into a derivative contract. 

The collateral for a margin account can be the cash deposited in the account or securities 

provided, and represents the funds available to the account holder for further share trading. 

Margin traders are speculators who make use of the payment mechanism, which is peculiar to the 

derivative markets. When you trade in derivative products, you are not required to pay the total 

value of your position up front. You are only required to deposit a fraction (called margin) of the 

value of your outstanding position. This is called margin trading and results in a high leverage 

factor in derivative trades, i.e., with a small deposit, you are able to maintain a large outstanding 

position. This leverage factor is a multiplier, which allows the speculator to buy three to five 

times the quantity that his capital investment would otherwise have allowed him to buy in the 

cash market.  

 

FEATURES  OF DERIVATIVES MARKETS 

 

 A derivative instrument relates to the future contract between two parties. It means there 

must be a contract – binding on the underlying parties and the same to be fulfilled in 

future 
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 Value of derivatives depends upon the value of underlying asset and which changes as 

per the changes in the underlying asset prices. 

 Generally, majority of derivatives contracts are cash settled rather than delivery based 

settlement 

 It is easier to take short or long position in derivatives in comparison to other assets or 

securities . 

 Derivatives are mostly secondary market instruments and have little usefulness in 

mobilizing fresh capital . 

 

 

TYPES OF DERIVATIVES 

 

FORWARDS 

 

A forward contract is a non-standardized /customized contract between two parties to buy or to 

sell an asset at a specified time at a price agreed upon today. The party agreeing to buy the 

underlying asset in the future assumes a long position, and the party agreeing to sell the asset in 

the future assumes a short position. A forward contract can be used for hedging or speculation, 

although its non-standardized nature makes it particularly apt for hedging. A forward contract 

settlement can occur on a cash or delivery basis. Forward contracts do not trade on a centralized 

exchange and are therefore regarded as over-the-counter (OTC) instruments. While 

their OTC nature makes it easier to customize terms, the lack of a centralized clearinghouse also 

gives rise to a higher degree of default risk.  

Features of Forward Contract :- 

 They are bilateral negotiated contract between two parties and hence exposed to counter 

party risk 

 Each contract is custom designed and hence is unique in terms of contract size, expiration 

date and the asset type , quality etc. 

 A contract has to be settled in delivery or cash on expiry date. 

 The contract price is generally not available in the public domain. 
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 If the party wishes to reverse the contract, it has to compulsorily go to the same counter 

party, which often results in high prices being charged. 

 No money changes hands until the delivery date reaches, except for a small service fee, if 

there is. 

. 

FUTURES 

A futures contract is a contract between two parties where both parties agree to buy and sell a 

particular asset of specific quantity and at a predetermined price, at a specified date in 

future. The payment and delivery of the asset is made on the future date termed as delivery date. 

The buyer in the futures contract is known as to hold a long position or simply long. The seller in 

the futures contracts is said to be having short position or simply short. The underlying asset in a 

futures contract could be commodities, stocks, currencies, interest rates and bond. 

If you buy a futures contract, you are basically agreeing to buy something that a seller has not yet 

produced for a set price. But participating in the futures market does not necessarily mean that 

you will be responsible for receiving or delivering large inventories of physical commodities - 

remember, buyers and sellers in the futures market primarily enter into futures contracts to hedge 

risk or speculate rather than to exchange physical goods (which is the primary activity of 

the cash/spot market). That is why futures are used as financial instruments by not only 

producers and consumers but also speculators.  

As futures contracts are standardized in terms of expiry dates and contract sizes, they can be 

freely traded on exchanges. The exchange acts as mediator and facilitator between the parties. A 

buyer may not know the identity of the seller and vice versa. Further, every contract is 

guaranteed and honored by the stock exchange, or more precisely, the clearing house or the 

clearing corporation of the stock exchange, which is an agency designated to settle trades of 

investors on the stock exchanges. In the beginning both the parties are required by the exchange 

to put beforehand a nominal account as part of contract known as the margin. Since the futures 

prices are bound to change every day, the differences in prices are settled on daily basis from the 

margin. If the margin is used up, the contractee has to replenish the margin back in the account. 

This process is called marking to market. Thus, on the day of delivery it is only the spot price 

that is used to decide the difference as all other differences had been previously settled 

http://www.investopedia.com/terms/c/cashmarket.asp
http://www.investopedia.com/terms/s/spotmarket.asp
http://www.investopedia.com/terms/f/financialinstrument.asp
http://www.investopedia.com/terms/s/speculator.asp


Here are some  characteristics of futures contracts: 

 Lot/Contract size: In the derivatives market, contracts cannot be traded for a single share. 

Instead, every stock futures contract consists of a fixed lot of the underlying share. The size of 

this lot is determined by the exchange on which it is traded on. It differs from stock to stock. For 

instance, a Reliance Industries Ltd. (RIL) futures contract has a lot of 250 RIL shares, i.e., when 

you buy one futures contract of RIL, you are actually trading 250 shares of RIL. Similarly, the 

lot size for Infosys is 125 shares.* 

 Expiry: All three maturities are traded simultaneously on the exchange and expire on the last 

Thursday of their respective contract months. If the last Thursday of the month is a holiday, they 

expire on the previous business day. In this system, as near-month contracts expire, the middle-

month (2 month) contracts become near-month (1 month) contracts and the far-month (3 month) 

contracts become middle-month contracts. 

 Duration: Contract is an agreement for a transaction in the future. How far in the future is 

decided by the contract duration. Futures contracts are available in durations of 1 month, 2 

months and 3 months. These are called near month, middle month and far month, respectively. 

Once the contracts expire, another contract is introduced for each of the three durations The 

month in which it expires is called the contract month. New contracts are issued on the day after 

expiry. 

 Example: If you want to purchase a single July futures contract of ABC Ltd., you would have to 

do so at the price at which the July futures contracts are currently available in the derivatives 

market. Let's say that ABC Ltd July futures are trading at Rs 1,000 per share. This means, you 

are agreeing to buy/sell at a fixed price of Rs 1,000 per share on the last Thursday in July. 

However, it is not necessary that the price of the stock in the cash market on Thursday has to be 

Rs 1,000. It could be Rs 992 or Rs 1,005 or anything else, depending on the prevailing market 

conditions. This difference in prices can be taken advantage of to make profits. 

Advantages and Risks of Future Contracts:- 

The existence and the utility of a futures market benefits a lot of market participants: 

 It allows hedgers to shift risks to speculators. 



 It gives traders an efficient idea of what the futures price of a stock or value of an index is likely 

to be. 

 Based on the current future price, it helps in determining the future demand and supply of the 

shares. 

 Since it is based on margin trading, it allows small speculators to participate and trade in the 

futures market by paying a small margin instead of the entire value of physical holdings. 

However, you must be aware of the risks involved too. The main risk stems from the temptation 

to speculate excessively due to a high leverage factor, which could amplify losses in the same 

way as it multiplies profits. Further, as derivative products are slightly more complicated than 

stocks or tracking an index, lack of knowledge among market participants could lead to losses. 

Options  

An  option is a contract that confers upon its holder the right, but not the obligation, to buy or sell 

an underlying instrument/asset at an agreed price during a specific time period. The holder ( 

buyer ) of options has right but no obligation, while the writer  ( seller ) of options has obligation 

but no right. 

In other words , an option is a contract whereby one party ( the holder or buyer ) has the right , 

but not the obligation, to exercise  the contract ( the option ) on or before a future date ( the 

exercise date or expiry ) the other party ( the writer or seller ) has the obligation to honour the 

contract. Since the option value gives the buyer a right and the seller an obligation, the buyer has 

received something of value for this the buyer of options has to pay the option premium to the 

seller of the option. 

 

Features of Options  

 Options are traded on all recognized stock / commodity exchanges. 

 The option  is exercisable only by the option holder namely the buyer of the option 

 Owner of option has no voting or dividend rights 

 The option holder has limited liability. 



 Options have high degree of risk to the option writer. 

Types of Options 

(A)  On the basis of Exercisable Style 

1) American Option :- They can be exercised at any time between the date of purchase 

and the expiration date 

2)  European Options :- They can be exercised on the last trading day of the expiry 

month 

( B) On the basis of Structure 

1) Call Option :-It is a contract that gives its owner the right to buy the underlying asset 

at a predetermined price known as the strike price and during a specific time period. 

In such a case, the writer of a call option is under an obligation to sell the asset at the 

specific price, in case the buyer exercises his option to buy .Thus the obligation to sell 

arises only when the option is exercised. 

2) Put Option :-Put option is a contract that gives its owner the right to sell the 

underlying instrument / asset  at a predetermined price i.e., the strike price and during 

a specified period of time. It means the writer of a put option is under an obligation to 

buy the asset at the exercised price provided the option holder exercises his option to 

sell. 

 SWAPS 

Swaps are private agreements between two parties to exchange cash flows in the future 

according to a prearranged formula. They can be regarded as portfolios of forward contracts. The 

two commonly used Swaps are: 

•Interest Rate Swaps :- These entail swapping only the related cash flows between the parties in 

the same currency. 

•Currency Swaps :- These entail swapping both principal and interest between the parties, with 

the cash flows in on direction being in a different currency than those in the opposite direction. 



Conclusion 

Financial derivatives provide risk management tools as well as alternative investment 

opportunities to market participants. Financial derivatives have a long history of use. Over the 

past two decades, derivatives have become increasingly popular tools of finance. At present the 

growth of derivatives market in the world is highest comparing all of the financial market 

segments. Derivatives market can play a pivotal role to strengthen the effect of monetary policy 

and absorb the foreign capital into a country as it helps in bringing stability in the overall financial 

markets. The growth of markets in these instruments, and the widespread application of 

derivative strategies by financial managers, fostered the demand for increased disclosure 

regarding the holdings, and transactions, of these instruments at both the individual transact or 

and the economy level. As a result, several business and national accounting groups have 

developed guidelines for the collection of information regarding derivatives. 

Derivatives are secondary financial instruments whose value depends upon the value of some 

related or underlying primary asset. They developed out of demands for risk-offsetting 

instruments, heightened financial competition, changing geographic patterns of saving and 

investment, globalization of capital markets and technological advancements. Capital market 

participants embraced these innovations because they are useful for hedging, speculation and the 

pursuance of portfolio strategies. In addition, the high degree of leverage on these contracts made 

them cost efficient substitutes for traditional cash market positions. Four broad categories of 

derivatives were identified: futures, forwards, options and swaps. Each of these classes of 

derivatives was shown to have distinct characteristics, such as: degree of contract 

standardization, method of settlement, collateral requirements, underlying assets, initial duration 

to maturity, location of markets, and required payments to initiate contracts. As a result, each of 

these four classes of derivatives require guidelines which will recognize their unique attributes. 

Derivatives market contributes in deepening the capital market by its innate mechanism of risk-

shifting. 

 

 

 


