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Introduction

Financial sector has seen significant developments especially towards the end of twentieth century. The collapse of the Bretton Woods system of fixed exchange rates in 1971, thereafter progress in financial liberalisation paved the way for growth of international financial transactions. This new era of financial globalisation came along with numerous kinds of financial innovations and risk management strategies. Financial derivative was one of them. The developing countries like India opened up their economies and allowed prices to vary with market conditions. Price fluctuations made it almost impossible for the corporate sector to estimate future production costs and revenues. The derivatives provided an effective tool to the problem of risk and uncertainty due to fluctuations in interest rates, exchange rates, stock market prices and the other underlying assets. The derivative markets have become an integral part of modern financial system in less than three decades of their emergence.
Derivative: Definition
A derivative is an instrument whose value is ‘derived’ from another security or economic variable. The dependence of the derivative’s value on other prices or variables makes it an excellent vehicle for transferring and managing risk. 

According to John C. Hull, “A derivative can be defined as a financial instrument whose value depends on (or derives from) the values of other, more basic underlying variables.” 

Also defined by Robert L. McDonald “A derivative is simply a financial instrument (or even more simply an agreement between two people) which has a value determined by the price of something else.” 
  Derivative is a product whose value is to be derived from the value of one or more basic variables called bases (underlying assets, index or reference rate). The underlying assets can be Equity, Forex, and Commodity.

The underlying has a marketable value which is subject to market risks. The importance of underlying in derivative instruments is as follows:

· All derivative instruments are dependent on an underlying to have value.

· The change in value in a forward contract is broadly equal to the change in value in the underlying.

· In the absence of a valuable underlying asset the derivative instrument will have no value.

· On maturity, the position of profit/loss is determined by the price of underlying instruments. If the price of the underlying is higher than the contract price the buyer makes a profit. If the price is lower, the buyer suffers a loss.

Main users of Derivative s are as follows:

	Users
	Purpose

	Corporation


	To hedge currency risk and inventory risk.



	Individual Investors


	For speculation, hedging and yield enhancement.



	Institutional Investor
	For hedging asset allocation, yield enhancement and to avail arbitrage opportunities.

	Dealers
	For hedging position taking, exploiting inefficiencies and earning dealer spreads.


Difference between Cash and Derivative Market

(i) In cash market tangible assets are traded whereas in derivative market contracts based on tangible or intangible assets like index or rates are traded.
(ii) In cash market, we can purchase even one share whereas in Future and Options minimum lots are fixed.

 (iii) Cash market is more risky than Futures and Options segment    because in “Futures and Options" risk is limited up to 20%.

Types of Derivatives

The derivatives can be classified in a number of ways. 

One way of classifying derivatives is as, 
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1. Commodity Derivatives 
These deals with commodities like sugar, gold, wheat, pepper etc. thus, futures or options on gold, sugar, pepper, jute etc. are commodity derivatives. 

2. Financial Derivatives 
Futures or options or Swaps on currencies, gilt edged securities, stocks and shares, stock market indices, cost of living indices etc. are financial derivatives. 
Another way of classifying Derivatives is 
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3. Basic Derivatives 

They are forward / futures contracts and option contracts.
4. Complex Derivatives 
Other derivatives, such as SWAPS are complex ones because they are built up from either forward / future contracts or options contracts or both. 

Generally derivatives can be classified as follows:
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5. Futures 
A futures contract is a contract to “buy or sell a standard amount of or predetermined grades of certain commodity (i.e. commodity futures) or financial instruments or currency (that is financial futures) on a predetermined future day at an agreed price.” 

6. Forwards 
It is “an agreement between two parties to buy or sell a commodity or financial instrument at a predetermined future date at a price agreed when the contract is a made”. The forward contracts are normally traded outside the exchanges. Forward contracts are very useful in hedging and speculation. 

7. Options 
They are the second, most important group of derivative securities, first being futures. It is “a contract between two parties where by one party acquires the right, but not the obligation to buy or sell a particular commodity or financial instrument at a specified date”. Options are of two types 

(a) Call option (b) Put option 

(a) Call Option: Call option gives the holder the right but not the obligation to buy an asset by a certain date for a certain price. 

(b) Put Option: Put option gives the holder the right but not the obligation to sell an asset by a certain date for a certain price. 

8. Complex Derivatives 
Using futures and options it is possible to build number of complex derivatives. IT is designed to suit the particular needs and circumstances of a client. Example: SWAPS, Credit Derivatives 

9. Weather Derivatives 
This is a new tool for risk management. This is a contract between 2 parties that stipulate how payment will be exchanged between parties depending on certain meteorological conditions during the contract period. They are based on data such as temperature, rainfall, snowfall etc. The primary objective of this derivative is to initiate the volume risks, which will influence the Balance Sheet and Profit and Loss figures.
Characteristics of Derivatives 

The important characteristics of derivatives are as follows: 
–Derivatives traded on exchanges are liquid and involves the lowest possible transaction costs. 
– Derivatives can be closely matched with specific portfolio requirements.
 –The margin requirements for exchange-traded derivatives are relatively low,   reflecting the relatively low level of credit-risk associated with the derivatives.
 – Derivatives are traded globally having strong popularity in financial markets.     

– Derivatives maintain a close relationship between their values and the values  of underlying assets. 
– The change in values of underlying assets will have effect on values of derivatives based on them.
Participants in the Derivatives Market 

1. Hedgers use futures or options markets to reduce or eliminate the risk associated with price of an asset. 
2. Speculators use futures and options contracts to get extra leverage in betting on future movements in the price of an asset. They can increase both the potential gains and potential losses by usage of derivatives in a speculative venture. 
3. Arbitrageurs are in business to take advantage 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 positions in the two markets to lock in a profit.
