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Abstract

Derivatives products such as index and single stock futures and options provide certain economic benefits such as risk management or redistribution of risk away from risk- averse investors towards those more willingly and able to bear risk.
This research article outlines how index futures can be used as a tool for hedging, speculation and arbitrage.     
Introduction                                                                                                                                                                                   
Derivatives are financial instruments whose “value” is derived from the value of the underlying. Hence, they are called “derivative” i.e. derive from something else. Common underlying assets for derivatives are:

· Equity Shares

· Equity Indices

· Debt Market Securities

· Interest Rates

· Foreign Exchange

· Commodities

· Derivatives themselves.
Derivatives are like race cars- A derivative needs to be used by professionals. It is like race car, part of the performance comes from the machine and part from the experience and capability of the driver.
In short,
· Derivatives are instruments based on some underlying asset.

· Derivatives can be traded on an organized exchange, which is usually the case of futures and options.
· Derivatives can also be traded as private contracts, as is the case of forwards and swaps.

Understanding index futures
A futures contract is an agreement between two parties to buy or sell an asset at a certain time in the future at a certain price. Index futures are all futures a contract where the underlying is the stock index (Nifty or Sensex) and helps a trader to take a view on the market as a whole.

An index future, as the name suggests, is a future on the index i.e. the underlying is the index itself. There is no underlying security which is to be delivered to fulfill the obligations as index futures are cash settled. The underlying indices are various eligible indices and as permitted by SEBI

In India we have index futures contracts based on S&P CNX Nifty and the BSE Sensex and near 3 months duration contracts are available at all times. Each contract expires on the last Thursday of the expiry month and simultaneously a new contract is introduced for trading after expiry of a contract.
Index futures in NSE
	S&P CNX NIFTY 

	CNX NIFTY JUNIOR 

	CNX IT 

	BANK NIFTY 

	CNX 100 

	S&P CNX DEFTY 

	S&P CNX 500 

	CNX MIDCAP 

	NIFTY MIDCAP 50


Index futures in BSE

	BSE 30 SENSEX FUTURES

	BSE SENSEX MINI FUTURES

	BSE TECK FUTURES

	BSE BANKEX FUTURES

	BSE OIL & GAS FUTURES


Futures Trading Strategies

Strategies are game plans created by an investor. These game plans are based on investor’s expectation of how the market will move. Usually, there are four views that an investor can take on market movements: bullish, bearish, volatile and neutral.  

Bullish: The investor anticipates a price rise.

Bearish: The investor anticipates a price decline.

Volatile: The investor anticipates a significant and rapid movement either in the market or scrip but he is not clear of the direction of the movement.

Neutral: The investor believes that market or scrip will not move significantly in any direction. It is opposite of the volatile view.

 Different strategies are available for different views on market movements. These 

Strategies can be classified into three groups.

· Hedging strategies
· Speculative strategies
· Arbitrage strategies
· Index futures- as a tool of Hedging 

The benefit of trading in index futures is to hedge investors’ portfolio against the risk of trading. Hedging involves protecting an existing asset position from future adverse price movements. In order to hedge a position, a market player needs to take an equal and opposite position in the futures market to the one held in the cash market.
Hedging does not always make money. The best that can be achieved using hedging is the removal of unwanted exposure, i.e. unnecessary risk. The hedged position will make less profits than the unhedged position, half the time.

Illustration:
Mr. Ahmed is bullish about shares of Reliance Industries and purchases 100 shares for Rs. 1000 each in cash market on 1st Feb 2010.However he turns nervous as the market turns volatile two weeks before the budget. He expects the market may fall in short term. In order to hedge his investment, on 15th Feb 2010, he sells 50 Nifty Future for Rs.5000 each. Total contract value is (5000*50) Rs.250000. On 26th Feb 2010 market falls 5% and close at 4750. Reliance Industries shares close at Rs. 930. When Mr. Ahmed squares off his position on  26th Feb 2010, he will make a profit of Rs.  on his future position i.e.

Selling Price: 5000*50            = Rs 2, 50,000

Less: Purchase Cost: 4750* 50 = Rs 2, 37,500
Net gain                                              Rs 12,500
In case of his holding in shares of Reliance Industries in cash market he will make a loss of Rs. 7,000(70*100). Overall his gain is Rs. 5500(12500-7,000).

· Index futures- as a tool of Speculation
Speculators are those who do not have any position on which they enter in futures and options market. They only have a particular view on the market, stock, commodity etc. In short, speculators put their money at risk in the hope of profiting from an anticipated price change. They consider various factors such as demand supply, market positions, open interests, economic fundamentals and other data to take their positions.

Illustration:
Vikas is a trader but has no time to track and analyze stocks. However, he fancies his chances in predicting the market trend. So instead of buying different stocks he buys Nifty Futures.

On May 1, 2010, he buys 100 Nifty futures @ 3600 on expectations that the index will rise in future. On June 1, 2010, the Nifty rises to 4000 and at that time he sells an equal number of contracts to close out his position. 

Selling Price: 4000*100            = Rs 4, 00,000

Less: Purchase Cost: 3600*100 = Rs 3, 60,000
Net gain                                              Rs 40,000
Vikas has made a profit of Rs 40,000 by taking a call on the future value of the Nifty. However, if the Nifty had fallen he would have made a loss. Similarly, if would have been bearish he could have sold Nifty futures and made a profit from a falling profit. In index futures players can have view of the market up to atleast 3 months.

· Index futures- as a tool of Arbitrage strategies
Risk less Profit Making is the prime goal of arbitrageurs. Buying in one market and selling in another, buying two products in the same market are common. They could be making money even without putting there own money in and such opportunities often come up in the market but last for very short timeframes. This is because as soon as the situation arises arbitrageurs take advantage and demand-supply forces drive the markets back to normal.

Arbitrage: Overpriced futures: buy spot, sell futures

Whenever the futures price deviates substantially from its fair value, arbitrage opportunities arise. An arbitrageur, can make riskless profit by entering into the following set of transactions.

1. On day one, borrow funds, buy the security on the cash/spot market at 1000.

2. Simultaneously, sell the futures on the security at 1025.

3. Take delivery of the security purchased and hold the security for a month.

4. On the futures expiration date, the spot and the futures price converge. Now

unwind the position.

5. Say the security closes at Rs.1015. Sell the security.

6. Futures position expires with profit of Rs.10.

7. The result is a riskless profit of Rs.15 on the spot position and Rs.10 on the

futures position.

8. Return the borrowed funds.
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