Trading, Clearing & Settlement In Derivatives Market and Types of Risk
a) Trading, Clearing & Settlement In Derivatives
The Clearing Corporations (NSCCL for NSE and ISCCL for BSE) are responsible for clearing and settlement of all trades executed on the F&O Segment. Clearing refers to calculating the net amount receivable / payable and settlement is ensuring that the credits and debits of cash and stocks are done into TM account. The Clearing Corporation acts as a legal counterparty to all trades on this segment and also guarantees their financial settlement. This guarantee is backed by the settlement guarantee fund (SGF). Clearing and settlement activities are accomplished with the help of Clearing Members and Clearing Banks.
Clearing process begins with calculating open positions and obligations of clearing members. Trading Members (TMs) identify orders as either proprietary (PRO) or client (CLI). Proprietary positions are calculated on net basis (buy - sell) for each contract and that of clients are arrived at by summing together net positions of each individual client.
SEBI has given the stock exchanges the flexibility to offer any of these options:
· Cash settlement (settlement by payment of differences) for both stock options and stock futures; or
· Physical settlement (settlement by delivery of underlying stock) for both stock options and stock futures; or
· Cash settlement for stock options and physical settlement for stock futures; or
· Physical settlement for stock options and cash settlement for stock futures.

No additional net-worth is required for self-clearing members. However, a net-worth of Rs. 300 Lakhs is required for TM-CM and PCM. 
Additional Rs. 25 Lakhs is required for clearing memberships (SCM, TM-CM). In addition, the clearing member is required to bring in IFSD of Rs. 2 Lakhs and CSD of 8 Lakhs per trading member he undertakes to clear and settle.
Settlement of futures : On the F&O expiration day (last Thursday of the month), after close of trading hours, the clearing corporation marks all positions of a clearing member to the final settlement price. The resulting profit or loss is settled in cash. Final settlement loss/profit amount is debited/ credited to the relevant clearing member’s clearing bank account on the day following expiry day of the contract. All long positions are automatically assigned to short positions in option contracts with the same series on a random basis (since longs are equal to shorts).
Settlement of options: All the in the money stock options contracts shall get automatically exercised on the expiry day. All the unclosed long / short positions are automatically assigned to short/ long positions in option contracts with the same series, on the random basis. Profit/ loss amount for options contract on index and individual securities on final settlement is credited / debited to the relevant clearing members clearing bank account on the day after expiry day. Open positions, in option contracts, cease to exist after their expiration day
The 3 principal F&O exchanges in India (BSE, NSE and MSEI) provide a fully automated screen-based trading platform for index futures, index options, stock futures and stock options. The levels of liquidity are different with NSE being the most liquid and MSEI being the least liquid. Their trading systems support an order driven market and also provide complete transparency of trading operations. 
Clearing Members
Broadly speaking there are three types of clearing members
1. Self-clearing member: They clear and settle trades executed by them only, either on their own account or on account of their
2. Trading member–cum–clearing member: They clear and settle their own trades as well as trades of other trading
3. Professional clearing member: They clear and settle trades executed by trading members.
Both trading-cum-clearing member and professional clearing member are required to bring in additional security deposits in respect of every trading member whose trades they undertake to clear and settle.
Trading System 
1. Trading Members: are members of Stock Exchanges (SEBI registered) who are authorized to trade either on behalf of their clients or on their own account (proprietary trades). As per SEBI regulations, every trading member has a unique TM-ID.
 
2. Trading cum Clearing Members (TCM): is a Clearing Member (CM) who is also a Trading Member (TM) of the exchange. Most large brokers are TCMs. Such TCMs can clear and settle their own proprietary trades, their client trades as well as trades of other TMs and even Custodial Participants.
 
3. Professional Clearing Member (PCM): Professional clearing member clears the trades of associate Trading Member and institutional clients. PCM is not a Trading Member of the exchange and hence is not authorized to execute trades; they can only clear. Typically banks or FPI custodians become PCM to clear their client trades
.
4. Self-Clearing Member (SCM): A Self Clearing Member is also a Trading Member on the exchange. Such SCMs can clear and settle their own proprietary trades and their client trades but cannot clear and settle trades of other TMs (unlike TCMs)
 
5. Participants: Participant is a client of a trading member. Clients may trade through various trading members but settle through a single clearing member. Interoperability allows seamless transfer of margins and positions across clearing members.
Clearing Banks :
Funds settlement takes place through clearing banks. For the purpose of settlement all clearing members are required to open a separate bank account with Clearing Corporation designated clearing bank for F&O segment.
Types of orders:
Orders based on time :
· Day order: is an order which is valid for a single day i.e. the day on which it is entered. Day orders not executed during the day are automatically cancelled by the system at the end of the day. 
· Immediate or cancel (IOC) order: has to be executed as soon as the order is released into the trading system. Any unmatched order will be immediately cancelled. At times part of the order is matched and the unmatched portion of the order is cancelled.
Orders based on Prices
· Limit order: is an order to buy or sell a contract at a specified price. The user specifies the limit price while placing the order and the system executes the order at or at better price than the limit price (lower for buy order and higher for sell order). Limit order is a good option when executing orders in a volatile market.
· Market order: is an order to buy or sell at the best available price in the market. Unlike the limit order, the market order gets executed at the best possible in the market subject to availability of volumes. Markets orders work well in trending markets.
 
· Stop-loss order: is an order to buy (or sell) a security once the price of the security moves above (or drops below) a trigger price. The stop-loss order gets activated only when the trigger price is reached / crossed. Stop loss orders are an important means of risk management for short-term traders.
 NSCCL
NSE Clearing Limited (National Clearing) formerly known as National Securities Clearing Corporation Limited (NSCCL), a wholly owned subsidiary of NSE, was incorporated in August 1995. It was the first clearing corporation to be established in the country and also the first clearing corporation in the country to introduce settlement guarantee. NSE Clearing has been recognized as QCCP by SEBI, Third Country CCP (TC-CCP) by European Securities Market Authority, and as TC-CPP by Temporary Recognition Regime of the UK.
NSE CLEARING commenced clearing operations in April 1996.
NSE Clearing Limited (NSE Clearing), has received reaffirmation of its corporate credit rating of 'CCR AAA/Stable' from CRISIL. 'CCR AAA/Stable' rating indicates the highest degree of strength with regard to honouring debt obligations. 
The NCL has been granted renewal of recognition from SEBI and the same is valid till October 02, 2026
The objectives include :
· To bring and sustain confidence in clearing and settlement of securities;
· To promote and maintain, short and consistent settlement cycles;
· To provide counter-party risk guarantee, and
· To operate a tight risk containment system.
CRISIL has assigned its highest corporate credit rating of ‘AAA’ to the NSE Clearing Limited (National Clearing) formerly known as National Securities Clearing Corporation Limited (NSCCL). 'AAA' rating indicates highest degree of strength with regard to honouring debt obligations. NSE CLEARING is the first Indian Clearing Corporation to get this rating. The rating reflects NSE CLEARING’s status as Clearing Corporation for NSE, India’s largest stock exchange. The rating also factors in NSE CLEARING’s rigorous risk management controls and adequate settlement guarantee cover.
NSE introduced for the first time in India, risk containment measures that were common internationally but were absent from the Indian securities markets.
Risk Management for Derivative products is managed with Standard Portfolio Analysis of Risk (SPAN)® is a highly sophisticated, value-at-risk methodology that calculates performance bond/margin requirements by analyzing the "what-if's" of virtually any market scenario.
SPAN ® is a registered trademark of the Chicago Mercantile Exchange, used herein under License. The Chicago Mercantile Exchange assumes no liability in connection with the use of SPAN by any person or entity
NSE Clearing Limited is the clearing and settlement agency for all deals executed on the Derivatives segment. NSE Clearing acts as legal counter-party to all deals on NSE's Derivatives segment and guarantees settlement.

A Clearing Member (CM) of NSE Clearing has the responsibility of clearing and settlement of all deals executed by Trading Members (TM) on NSE, who clear and settle such deals through them.
Custodians are clearing members but not trading members. They settle trades on behalf of their clients that are executed through other trading members. A trading member may assign a particular trade to a custodian for settlement. The custodian is required to confirm whether he is going to settle that trade or not. If the custodian confirms the trade, NSCCL assigns the obligation to the custodian. If the custodian rejects the trade, the obligation is assigned back to the trading member.
Settlement Mechanism 
In the financial market, settlement is the process of delivering and transferring securities from one account to another. This process involves the buyer, the seller, and the custodian. The responsibilities of the custodian include:
a) Receiving securities from the buyer.
b) Sending securities to the seller.
c) Distributing the funds to the buyer and the seller.
The settlement must be in cash and can also be done through a "set-aside" arrangement. There are different types of settlement processes: the traditional settlement and the net settlement. The traditional settlement involves settlement with the delivery of securities and payment on trade date. The net settlement involves cash settlement and settlement with the delivery of securities
 They are as follows: cash settlement, net settlement, gross settlement, and delivery versus payment (DVP). 
Net settlement is the settlement process that occurs when a trader is trying to sell a stock, and they do have it. Gross settlement occurs when a trader is trying to sell a stock, and they do not have it. DVP settlement is the process of receiving stock that you have sold. It's a way of getting the cash and the stock at the same time. Even though DVP settlement is commonly used, it takes nearly a month for the settlement to process.
Rolling settlement is when a trader is able to enter a trade before the futures contract settles. This is very common for futures contracts that are highly traded, like soybeans and corn. Since the price is constantly fluctuating, traders are able to see the new price and adjust their trades accordingly. This is different from the traditional futures contract, where the trader waits until the end of the month to see the outcome.
SEBI Guidelines on clearing of securities
1. All transactions in securities shall be settled through the Clearing Agency, by delivery and payment by the clearing members to the Clearing Agency.
2. All the clearing members, custodians, clearing banks, depositories, depository participants and other persons having beneficial interest in settlement shall comply with the provisions issued by SEBI
3. The Exchange shall maintain a Clearing Agency, which may be a Clearing House or a Clearing Corporation and such Clearing Agency shall be under the control of the Governing Board or Managing Director or Relevant Authority of the Exchange
4. No liability shall attach either to the Exchange or the Governing Board or any member of the Governing Board or any employee of the Exchange or the Clearing Agency by reason of anything done or omitted to be done by the Exchange or Clearing Agency in the course of its operations
5. The Clearing Agency shall be entitled to deliver securities which it has received from a clearing member to another clearing member, who shall be entitled to receive delivery of securities of a like kind
6. The clearing members, custodians, clearing banks, depositories and depository participants shall make available the required information, within such time and in such form, as may be specified by the Exchange or Clearing Agency from time to time.
7. Depositories shall submit information relating to instructions given by clearing members towards completion of their pay-in obligations in an electronic mode to the Exchange or Clearing Agency
8. The Exchange or Clearing Agency may maintain such other accounts with the depositories, as may be deemed necessary for its operations.
9. The clearing members and custodians, if required, shall pay to the Clearing Agency the margin moneys payable by them and the Clearing Agency
10. The clearing members and custodians shall pay to the Clearing Agency the dues for every settlement of their cleared positions and the Clearing Agency shall pay to the clearing members and custodians moneys payable to them for every settlement for their cleared positions based on the information provided by the Exchange or Clearing Agency in such manner and at such time, as may be specified by the Exchange or Clearing Agency in the relevant Regulations from time to time.
TYPES OF RISKS
Value At Risk (VAR)
Value at Risk (VaR) is a financial metric that estimates the risk of an investment. More specifically, VaR is a statistical technique used to measure the amount of potential loss that could happen in an investment portfolio over a specified period of time. Value at Risk gives the probability of losing more than a given amount in a given portfolio.
Advantages of Value at Risk (VaR)
1. Easy to understand
Value at Risk is a single number that indicates the extent of risk in a given portfolio. Value at Risk is measured in either price units or as a percentage. This makes the interpretation and understanding of VaR relatively simple.
2. Applicability
Value at Risk is applicable to all types of assets – bonds, shares, derivatives, currencies, etc. Thus, VaR can be easily used by different banks and financial institutions to assess the profitability and risk of different investments, and allocate risk based on VaR.
3. Universal
The Value at Risk figure is widely used, so it is an accepted standard in buying, selling, or recommending assets. 
Limitations of Value at Risk
1. Large portfolios
Calculation of Value at Risk for a portfolio not only requires one to calculate the risk and return of each asset but also the correlations between them. Thus, the greater the number or diversity of assets in a portfolio, the more difficult it is to calculate VaR.
2. Difference in methods
Different approaches to calculating VaR can lead to different results for the same portfolio.
3. Assumptions
Calculation of VaR requires one to make some assumptions and use them as inputs. If the assumptions are not valid, then neither is the VaR figure
Risk Management Measures
Avoidance: Many times it is not possible to completely avoid risk but the possibility should not be overlooked. For example, at the height of a thunderstorm, Physical Plant may not release vehicles for travel until the weather begins to clear, thus avoiding the risk of auto accidents during severe weather. Some buildings on campus have had repeated water problems in some areas. By not allowing storage of records or supplies in those areas, some water damage claims may be avoided.
Retention: At times, based on the likely frequency and severity of the risks presented, retaining the risk or a portion of the risk may be cost-effective even though other methods of handling the risk are available. For example, the University retains the risk of loss to fences, signs, gates and light poles because of the difficulty of enumerating and evaluating all of these types of structures. When losses occur, the cost of repairs is absorbed by the campus maintenance budget, except for those situations involving the negligence of a third party. Although insurance is available, the University retains the risk of loss to most University personal property.
Spreading: It is possible to spread the risk of loss to property and persons. Duplication of records and documents and then storing the duplicate copies in a different location is an example of spreading risk. A small fire in a single room can destroy the entire records of a department's operations. Placing people in a large number of buildings instead of a single facility will help spread the risk of potential loss of life or injury.
Loss Prevention and Reduction: When risk cannot be avoided, the effect of loss can often be minimized in terms of frequency and severity. For example, Risk Management encourages the use of security devices on certain audio visual equipment to reduce the risk of theft. The University requires the purchase of health insurance by students who are studying abroad, so that they might avoid the risk of financial difficulty, should they incur medical expenses in another country.
Transfer: In some cases risk can be transferred to others, usually by contract. When outside organizations use University facilities for public events, they must provide evidence of insurance and name the University as an additional insured under their policy, thereby transferring the risk of the event from the University to the facility user. The purchase of insurance is also referred to as a risk transfer since the policy actually shifts the financial risk of loss, contractually, from the insured entity to the insurance company. Insurance should be the last option and used only after all other techniques have been evaluated.
Contracts: Often vendors and service providers will attempt through a contract to release themselves from all liability for their actions relating to the contract. These are often referred to as "hold harmless or indemnification" clauses. Due to the complexity of interpreting these provisions, the President has delegated contracting authority for the University solely to staff in Contracts & Procurement. The Office of University Risk Management reviews contracts and agreements as requested by Contracts & Procurement to identify and assess risks, evaluate insurance standards, and review hold harmless and indemnification provisions. The Chancellor's Office requires that the University obtain in most instances not only a Certificate of Insurance, but also an Endorsement. Collecting these documents is often the most time consuming aspect of the contracting process
Types of Margins
· Variation Margin: 
This margin type is based on the daily profit or loss on your open positions. It provides protection by ensuring that the exposures due to market movement between margin calls will be limited. At the end of each trading day, the gains or losses are added or deducted from your account balance, respectively. This process continues daily until you close your position.
· Gross Exposure Margin:
 The gross exposure margin is the total value of all your open positions in the market. This margin type helps control the overall risk in your portfolio by limiting the total exposure.
· Peak Margin :
Peak margin is the highest margin requirement imposed during the trading day to mitigate intraday risks
· Delivery Margin: 
Delivery margin is required for trades intended for settlement by delivery, ensuring sufficient funds or securities are available.
· MTM Margin: 
MTM (Mark to Market) margin involves daily settlement of profits or losses based on the market value of securities.
· ELM (Extreme Loss Margin):
ELM is an additional margin to cover extreme market volatility, providing a buffer against sudden price movements.
 
· VAR (Value At Risk) Margin: 
VAR margin quantifies the potential loss in the value of a security or portfolio under normal market conditions.
SPAN Margins
SPAN, or Standard Portfolio Analysis of Risk is a method that derives its name from the software used to calculate it (SPAN) and is employed to measure portfolio risk. Also commonly referred to as a VaR margin in indian stock markets, the SPAN margin is the minimum margin requirement in order to initiate a trade in the market. 
It is calculated by a standardized form of portfolio analysis of risk for F&O strategies. By employing certain tools one can calculate their margin from multiple positions before they go ahead and place their order. Usually, the SPAN margin is employed by those who are F&O traders who already have ample cover from their margin to cover any potential losses.
For every position in a portfolio, the margin is set by the system to account for the possibility of the worst intraday movement. This is achieved through a calculation of an array of risk factors that are in charge of ascertaining the potential gains and losses for a contract under an array of conditions. Some of the aforementioned conditions include volatility, changes in price as well as a decrease in the deadline
SPAN margins vary from security to security depending on the nature of risk that one has to take on along with the security. For instance, the SPAN margin requirement for a single stock will be higher than the requirement for an Index due to the risk of the portfolio being higher than an Index. Furthermore, a general rule of thumb followed is the lower the volatility the lower the SPAN and subsequently higher the volatility, higher the SPAN requirement. 
The objective of SPAN is to identify overall risk in a portfolio of futures and options contracts for each member. The system treats futures and options contracts uniformly, while at the same time recognizing the unique exposures associated with options portfolios like extremely deep out-of-the-money short positions, inter-month risk and inter-commodity risk.
Because SPAN is used to determine performance bond requirements (margin requirements), its overriding objective is to determine the largest loss that a portfolio might reasonably be expected to suffer from one day to the next day.
In standard pricing models, three factors most directly affect the value of an option at a given point in time:
· Underlying market price
· Volatility (variability) of underlying instrument
· Time to expiration
As these factors change, so too will the value of futures and options maintained within a portfolio. SPAN constructs scenarios of probable changes in underlying prices and volatilities in order to identify the largest loss a portfolio might suffer from one day to the next. It then sets the margin requirement at a level sufficient to cover this one-day loss.
 
 
