DERIVATIVES MARKET
Meaning , History and Origin
Derivatives are financial contracts that derive their value from an underlying asset such as stocks, commodities, currencies etc., and are set between two or more parties, where the value of the derivative is derived from price or value fluctuations of the underlying assets. Derivatives can be used to hedge a position, speculate on the directional movement of an underlying asset, or leverage holdings.
Derivatives serve a variety of purposes and can be used to fine-tune existing positions and speculate on the future movements of underlying assets. 
Most derivatives are traded over-the-counter (OTC) on a bilateral basis between two counterparties, such as banks, asset managers, corporations and governments. Furthermore, as two private parties agree on the contract, it is susceptible to counterparty risk. This risk refers to the possibility or rather the danger of one of the parties defaulting on the derivative contract.
However, some of the contracts, including options and futures, are traded on specialized exchanges. The biggest derivative exchanges include the CME Group (Chicago Mercantile Exchange and Chicago Board of Trade), the NSE and Eurex.
Derivatives gain their value from underlying assets or securities and operate through two key methods including Over-the-Counter (OTC) and exchange-traded. OTC derivatives involve privately negotiated contracts, which is between two parties and offers flexibility and customization. Exchange-traded derivatives, on the other hand, are standardised contracts traded on organised futures exchanges, providing transparency and accessibility to a broader market. The core principle of derivatives is risk transfer, allowing individuals and businesses to manage and hedge against price fluctuations and other financial uncertainties.
Derivatives can be bought and sold on almost any capital market asset class, such as equities, fixed income, commodities, foreign exchange and even cryptocurrencies.

History
Derivatives are not new financial instruments. For example, the emergence of the first futures contracts can be traced back to the second millennium BC in Mesopotamia. However, the financial instrument was not widely used until the 1970s. The introduction of new valuation techniques sparked the rapid development of the derivatives market. Nowadays, we cannot imagine modern finance without derivatives.
Derivatives are very powerful and complex financial instruments and as such, have been at the heart of various financial crises throughout history, the most recent being the Global Financial Crisis of 2008, where derivatives linked to the U.S. housing market and credit instruments caused the failure of venerable firms Lehman Brothers, Bear Stearns and forced sale of Merrill-Lynch.
The history of derivatives may be mapped back to several centuries. Some of the specific milestones in evolution of the derivatives market worldwide are given below:
· 12th Century – In European trade fairs, sellers signed contracts promising future delivery of the items they sold.
· 13th Century – There are many examples of contracts entered into by English Cistercian Monasteries, who frequently sold their wool up to 20 years in advance, to foreign merchants.
· 1634-1637 – Tulip Mania in Holland: Fortunes were lost after a speculative boom in tulip futures burst.
· Late 17th Century – In Japan at Dojima, near Osaka, a futures market in rice was developed to protect rice producers from bad weather or warfare.
· In 1848, The Chicago Board of Trade (CBOT) facilitated trading of forward contracts on various commodities.
· In 1865, the CBOT went a step further and listed the first “exchange traded” derivative contract in the US. These contracts were called “futures contracts”.
· In 1919, Chicago Butter and Egg Board, a spin-off of CBOT, was reorganised to allow futures trading. Later its name was changed to Chicago Mercantile Exchange (CME).
· In 1972, Chicago Mercantile Exchange introduced International Monetary Market (IMM), which allowed trading in currency futures.
· In 1973, Chicago Board Options Exchange (CBOE) became the first marketplace for trading listed options.
· In 1975, CBOT introduced Treasury bill futures contract. It was the first successful pure interest rate futures.
· In 1977, CBOT introduced T-bond futures contract. In 1982, CME introduced Eurodollar futures contract.
· In 1982, Kansas City Board of Trade launched the first stock index futures.
· In 1983, Chicago Board Options Exchange (CBOE) introduced option on stock indices with the S&P 100® (OEX) and S&P 500® (SPXSM) Indices.
Derivatives are very powerful and complex financial instruments and as such, have been at the heart of various financial crises throughout history, the most recent being the Global Financial Crisis of 2008, where derivatives linked to the U.S. housing market and credit instruments caused the failure of venerable firms Lehman Brothers, Bear Stearns and forced sale of Merrill-Lynch.
As the initial step towards introduction of derivatives trading in India, SEBI set up a 24–member committee under the Chairmanship of Dr. L. C. Gupta on November 18, 1996 to develop appropriate regulatory framework for derivatives trading in India. The committee submitted its report on March 17, 1998 recommending that derivatives should be declared as ‘securities’ so that regulatory framework applicable to trading of ‘securities’ could also govern trading of derivatives. Subsequently, SEBI set up a group in June 1998 under the Chairmanship of Prof. J.R. Varma, to recommend measures for risk containment in derivatives market in India. The committee submitted its report in October 1998. It worked out the operational details of margining system, methodology for charging initial margins, membership details and net-worth criterion, deposit requirements and real time monitoring of positions requirements.
In 1999, The Securities Contracts (Regulation) Act (SCRA) was amended to include “derivatives” within the domain of ‘securities’ and a regulatory framework was developed for governing derivatives trading. In March 2000, the government repealed a three-decade-old notification, which prohibited forward trading in securities.
The exchange traded derivatives started in India in June 2000 with SEBI permitting BSE and NSE to introduce the equity derivatives segment. To begin with, SEBI approved trading in index futures contracts based on Nifty and Sensex, which commenced trading in June 2000. Later, trading in Index options commenced in June 2001 and trading in options on individual stocks commenced in July 2001. Futures contracts on individual stocks started in November 2001. Metropolitan Stock Exchange of India Limited (MSEI) started trading in derivative products in February 2013.

Elements of a derivative contract

The main elements of a derivative contract are
1. Underlying Asset
2. Quantity and lot size
3. Price
4. Expiry date

Factors driving the growth of derivative markets globally
Over the last five decades, the derivatives market has seen a phenomenal growth. Many derivative contracts were launched at exchanges across the world. Some of the factors driving the growth of financial derivatives are:
Price volatility. The factors of demand and supply are constantly interacting in the market causing changes in the price over a short period of time. Such changes in the price are known as ‘price volatility’. This has three aspects: the speed of price changes, the frequency of price changes and the magnitude of price changes. Price volatility is causing uncertainty. Thus investors/ hedgers require instruments for risk mitigation. This price volatility risk pushed the use of derivatives like futures and options increasingly as these instruments can be used as hedge to protect against adverse price changes in commodity, foreign exchange, equity shares and bonds.
Effect of Globalisation. Globalisation has resulted in the markets coming together and it has resulted in huge amount of cross border flow of funds. While on one hand the resources has been evenly distributed between different parts of the world it has also resulted in the markets becoming more competitive and the prices fluctuation has been dependent on geopolitical factors thus the risk in the markets has increased because of globalisation. In Indian context, south East Asian currencies crisis of 1997 had affected the competitiveness of our products vis-Ã -vis depreciated currencies. Export of certain goods from India declined because of this crisis. Steel industry in 1998 suffered its worst set back due to cheap import of steel from south East Asian countries. Suddenly blue chip companies had turned in to red. The fear of china devaluing its currency created instability in Indian exports. Thus, it is evident that globalization of industrial and financial activities necessitates use of derivatives to guard against future losses. This factor alone has contributed to the growth of derivatives to a significant extent.
 Technological Advances. A significant growth of derivative instruments has been driven by technological break through. Advances in this area include the development of high speed processors, network systems and enhanced method of data entry. Closely related to advances in computer technology are advances in telecommunications. Improvement in communications allow for instantaneous world wide conferencing, Data transmission by satellite. At the same time there were significant advances in software programmed without which computer and telecommunication advances would be meaningless. These facilitated the more rapid movement of information and consequently its instantaneous impact on market price. Because of the technological advances the markets has been reacting to price changes and other factors very fast as a result the price volatility has increased sensitivity to the price changes has increased sensitive to different factors are captured very fast also settlement of the contracts has increased and become more secure hence the interest in derivative trading has increased because of the technological advances in the future we are expecting more different types of derivative products to be flooding the market with the advent of newer technology guided by artificial intelligence.
Types of Derivatives

A brief introduction to various derivative instruments such as forwards, futures, options and swaps is given below. 
Forwards
A forward contract is a legally enforceable agreement for delivery of goods or the underlying asset on a specific date in future at a price agreed on the date of contract. Forward contracts can be customized to accommodate any commodity, in any quantity, for delivery at any point in the future, at any place. These contracts are traded on the OTC markets. In a forward contract:
· The terms of the contract are tailored to suit the needs of the buyer and the seller.
· Generally, no money changes hands when the contract is first negotiated and it is settled at maturity.
· Both parties are obliged to fulfil their contractual terms.
· Most of the contracts are held till the expiry date and the contracts can be cancelled only on mutual consent of both the parties as it is a bi-partite agreement.
Two note-worthy features of forward contracts are: (1) Generally, no cash transfer occurs when the contract is signed. The seller of the commodity is obliged to deliver the commodity at maturity to the buyer and the buyer needs to pay money at the same time i.e., the buyer pays no money upfront (except for transaction fees). (2) There is an inherent credit or default risk since the counterparties of the forward transaction may fail either to deliver the commodity or to pay the agreed price at maturity.
Futures
A futures contract is a legally binding agreement between the buyer and the seller, entered on an exchange, to buy or sell a specified amount of an asset, at a certain time in the future, for a price that is agreed today. The buyer enters into an obligation to buy, and the seller is obliged to sell, on a specific date. Futures are standardized in terms of size, quantity, grade and time, so that each contract traded on the exchange has the same specifications.
Commodity Futures contracts are highly uniform and are well-defined. These contracts explicitly state the commodities (quantity and quality of the goods) that have to be delivered at a certain time and place (acceptable delivery date) in a certain manner (method for closing the contract) and define their permissible price fluctuations (minimum and maximum daily price changes).
Therefore, a commodity futures contract is a standardized contract to buy or sell commodities for a particular price and for delivery on a certain date in the future. For instance, if a hotel owner wants to buy 10 tonnes of wheat today, he can buy the wheat in the spot market for immediate use. If the hotel owner wants to buy 10 tonnes of wheat for future use, he can buy wheat futures contracts at a commodity futures exchange. The futures contracts provide for the delivery of a physical commodity at the originally contracted price at a specified future date, irrespective of the actual price prevailing on the actual date of delivery.
Options
Option is one more derivative product which provides additional flexibility in managing price risk. Options contracts can be either standardized or customized. There are two types of option contracts —call options and put options. Call option contracts give the purchaser the right to buy a specified quantity of a commodity or financial asset at a particular price (the exercise price) on or before a certain future date (the expiration date). Put option contracts give the buyer the right to sell a specified quantity of an asset at a particular price on or before a certain future date.
In an options transaction, the purchaser pays the seller (the writer of the option), an amount for the right to buy (in case of “call” options) or for the right to sell (in case of “put” options). This amount is known as the “Option Premium”.
Premium is the cost of the option paid by the buyer to the seller and is non-refundable. Since the buyer is paying the premium to the seller, he has the right to exercise the option when it is favourable to him but no obligation to do so. In case of both call and put options, the buyer has the right but no obligation whereas the seller, being the receiver of the premium, has no right but an obligation to the buyer. We will discuss these in more detail in subsequent units.


Swaps
Swaps are agreements between two counterparties to exchange a series of cash payments for a stated period of time. The periodic payments can be charged on fixed or floating price, depending on the terms of the contract. One of the commonly used commodity swaps is “fixed-for-floating swaps”.
In a “fixed-for-floating commodity swap”, one party known as the “fixed price payer” makes periodic payments based on a fixed price for a specified commodity that is agreed upon at the execution of the swap, while the other party known as the “floating price payer” makes payments based on a floating price for such commodity that is reset periodically. The floating price may be
(a) a spot price for the specified commodity,
(b) the price for a specified nearest futures contract for such commodity, or,
(c) an average price of such spot prices or futures contracts prices calculated over a period.
For example, the floating price for a “fixed-for-floating swap” on oil with monthly payments may be based on the average of the settlement prices for the first nearby month CME WTI Crude Oil Futures for each day of the relevant month. From the perspective of the fixed price payer, an increase in the overall price of the relevant commodity in the market will cause the swap to increase in value, because the fixed price payer’s contractually specified fixed price obligations will be lower than the then-prevailing commodity price in the market. Thus, fixed price payer indirectly has long exposure on actual commodity/underlying prices, while fixed price receiver indirectly has short exposure on actual commodity/underlying prices. Conversely, floating price payer is indirectly having short position on commodity/underlying prices while floating price receiver of the same is indirectly long on the same. Understanding of such exposures help traders and hedgers to hedge, wherever required, considering their natural exposures arising out of their businesses or portfolios.
Swap is a pure financial transaction that is used to lock in the long-term price and there is no physical delivery of the commodity and there is net cash settlement on maturity. Currently, commodity swaps are not allowed in India.


Types of Underlying assets
Underlying asset is an investment term that refers to the real financial asset or security that a financial derivative is based on. Thus, the value of the underlying asset drives the value of the financial derivative. One characteristic that distinguishes underlying financial assets from derivatives is where they are traded. Underlying assets are nearly always available for trading in the cash, or “spot,” markets, while financial derivatives are usually traded only on specialized exchanges, such as futures trading exchanges, privately, or in over-the-counter markets.

Different underlying asset classes are subject to different types of financial risk. Stocks and commodities are subject to market risk and general economic risk. Bonds and other debt instruments are subject to default risk, interest rate risk, and counterparty risk. Currencies are subject to interest rate risk and political risk. The price movements of derivatives are similarly affected by the above mentioned factors.
The concept of underlying assets is important to investment speculators who may seek profits from arbitrage trading of underlying assets and derivatives – that is, making trades designed to generate a profit from temporary market discrepancies between the price of an underlying asset and the price of a derivative based on that asset.
The main underlying assets are 
Stocks : Stocks generally referred to the equity shares data traded in the secondary market. In the primary market they are issued by the companies through IPO, FPO and OFS. Whenever the trades take place they are settled in the spot market. Previously the settlement was T+ 2 It has been reduced to T + 1 and in very short time some of the stocks has been identified for which settlement will be taking place at T +0 which means the day when the stock is traded the settlement or the movement of shares from the D Mat account or money from the savings account will be taking place
Bonds. Monster long term date instruments which are issued by the government generally the tenure is 10 years however bonds has been issued for a period of 40 years and 50 years also. Debentures are the long term debt instruments which have been  issued by private corporations. Generally the tenure of the debentures are from 3 years to five years. They are part of the fixed income markets.
Commodity. Commodity markets cover all type of metals agricultural goods energy etc Commodity markets are the most profound markets. The trading takes place not only in organised markets but also in unorganised sector especially in the villages commodity markets are very old here again the settlement or the movement of the commodities against the payment of the price take place in the spot market only the derivatives are functioning in the future and the forward markets along with options
Currency. Currency market referred to the foreign exchange markets where different currencies of different countries are exchanged against the domestic currency or the home currency in the currency markets. As of now us dollar is the most traded currency in the world US dollar is traded in countries outside USA So for example in London there may be a trade of US dollar and Euro and settlement will be taking place in USA only. Here again spot markets determine the settlement which means the exchange of the two currencies which are traded will be taking place on the 3rd day after the trade day.

Participants Of Derivatives Market:
Considering the high level of advantages available with derivatives trading, several different participants enter the derivatives market with their agenda. The definition of these participants changes based on their objective for derivatives trading:
1. Hedgers
They are the producers, manufacturers, etc., of the underlying asset and generally enter into a derivative contract to mitigate their risk exposure. Simply put, hedgers ensure that they will get a predetermined price for their assets and not incur a loss if the prices go down in the future.
For example, if you hold shares of a company, which are priced at Rs. 120, and you aim to sell these shares in 3 months; you’d ideally not want a fall in market prices to reduce the value of your investment. You also would not want to miss out on profits in case the market value goes up. By adopting a hedging position and paying a slight premium, you can ensure you are profitable if the stocks’ price falls or rises.
2. Speculators
These individuals are actual traders who try to predict the future price of commodities based on various factors and monitor their prices regularly. If these speculators think that the price of a particular asset will go up, they buy a derivatives contract of that asset and sell at the time of expiry to make a profit. For instance, in the above example, wherein you entered into a derivatives contract to protect yourself against the stocks falling, a speculator will bet that the stock price won’t fall. If in the determined period, the stock price does not fall, the speculator can make a profit.
3. Margin Traders
Margin traders are those investors who trade daily and make profits and losses depending entirely upon the day’s market movements. The margin here refers to the minimum amount paid to the broker by the investor to enter the derivatives market. These traders do not use their own money to buy and sell but borrow the amount as a margin from the stockbroker.
4. Arbitrageurs
Arbitrageurs are those traders who buy securities in one market at a lower price and then sell it for a higher price in another market. They can essentially turn a profit through the low-risk market imperfections.
Advantages Of Derivatives:
Here are the advantages of derivative trading:
1. Hedging
A derivative contract is the best way to protect yourself against a bad investment. When you trade-in derivatives in the stock market, you are essentially placing money on the possibility that a certain stock will either rise or fall in price. As a result, if you know that the stocks you have invested in are beginning to drop in value, you could enter into a derivative contract wherein you accurately predict the reduction in the stock value. Once the stock price starts falling, you can make profits in your derivatives contract by hedging your stock market losses.
2. Arbitrage
In Arbitrage trading, a commodity or security is purchased at a low price in one market and then sold at a significantly higher price in another market. Derivatives trading offers an advantage in terms of arbitrage trading to benefit from the differences in pricing in different markets.
3. Mitigating Market Volatility
Investing in derivatives enables you to remain protected from the volatility of other asset classes. For instance, you can buy stocks in the equities market and then enter into a derivatives contract with the same underlying asset. It can safeguard your portfolio health, as either of the investments can hedge your losses against the other.
4. Ideal investment avenue
While most traders enter into the derivatives market to speculate and profit, it is also an ideal way to invest any surplus funds you may have. Your funds will then generate additional profits without touching any of your existing, underlying securities.
Disadvantages
Derivatives are difficult to value because they are based on the price of another asset. The risks for OTC derivatives include counterparty risks that are difficult to predict or value. Most derivatives are also sensitive to the following:
· Changes in the amount of time to expiration
· The cost of holding the underlying asset
· Interest rates
These variables make it difficult to perfectly match the value of a derivative with the underlying asset.
Because the derivative has no intrinsic value (its value comes only from the underlying asset), it is vulnerable to market sentiment and market risk. It is possible for supply and demand factors to cause a derivative's price and its liquidity to rise and fall, regardless of what is happening with the price of the underlying asset.
Finally, derivatives are usually leveraged instruments, and using leverage cuts both ways. While it can increase the rate of return, it also makes losses mount more quickly.
Pros
· Lock in prices
· Hedge against risk
· Can be leveraged
· Diversify portfolio
Cons
· Hard to value
· Subject to counterparty default (if OTC)
· Complex to understand
· Sensitive to supply and demand factors

Current volume of derivative trade in India

NSE is the most important derivative market in India. The volumes can be tracked on a real time basis from below :
https://www.nseindia.com/market-data/equity-derivatives-watch

Turnover & Business Growth
As on 14-Jun-2024 23:55:00 IST ( Commodity Contracts)
	TRADE DATE
	VOLUME(Contracts)
	VALUE(₹ Lakhs)
	OPEN INTEREST(contracts)

	14-Jun-2024
	27,400
	1,77,544.05
	1,204.00

	13-Jun-2024
	32,799
	2,12,506.17
	1,216.00

	12-Jun-2024
	40,510
	2,55,620.73
	1,132.00

	11-Jun-2024
	35,692
	2,26,638.34
	1,015.00

	10-Jun-2024
	37,622
	2,39,533.16
	907.00



Difference between forward and future contract 

Both forward and future contracts are different types of derivatives, both refer to a future date and depends upon an underlying asset price movement .However, there are some basic differences between forward and future contracts is presented in the following tabular form: 

	Parameter
	Forward contract
	Future contract

	Contract type
	Tailor made contract
	Standardized contract

	Traded on
	Over the counter
	Organized stock exchange

	Settlement happens
	On the maturity date
	Daily

	Risk
	High
	Low

	The size of the contract is fixed
	No. It depends on the contract terms
	Yes

	The maturity date is
	Based on the terms of the private contract
	Predetermined

	Zero requirements for initial margin
	Yes
	No

	The expiry date of the contract
	Depends on the contract
	Standardized

	Liquidity
	Low
	High





