A derivative is a product whose value depends on some other underlying asset such as a commodity or a share or a bond or a foreign currency. Contracts are either traded on organized exchanges or agreed directly between two parties in the over-the-counter (OTC) market. Exchange-traded contracts are generally standardized but carry the guarantee of the clearing house associated with the exchange.
There are three main types of derivative product: 
1. forwards and futures; 
2. swaps; 
3. options
A forward is an agreement between two parties to deliver an asset in the future at a predetermined price. Futures are the exchange-traded equivalent. 

A swap is an agreement between two parties to exchange payments on regular dates for an agreed period of time. A swap is composed of a series of forward contracts
The holder of an option has the right but not the obligation to buy (call) or to sell (put) an asset at a pre-set price. The other side of the transaction is taken by the seller or writer of the option contract

Derivatives are used to 
· manage risk, 
· to speculate 
on the prices of assets and to construct risk-free or arbitrage transactions.
Forwards

A forward contract is an agreement made directly between two parties to buy and to sell a commodity or ﬁnancial asset:

· on a speciﬁc date in the future;

· at a ﬁxed price that is agreed at the outset between the two parties.

Forwards are bilateral over-the-counter (OTC) transactions, and at least one of the two parties concerned is normally a bank or some other ﬁnancial institution.

Forwards involve counterparty risk – the risk that the other party to the deal may default on its contractual obligations.

Long Position : Buying Positon. Suppose that a trader agrees today to buy a share in one year’s time at a ﬁxed price of Rs 100.This is a forward purchase of the share, also called a long forward position.

Short Position: The other party to the transaction – the counterparty – has agreed to sell the share to the trader in one year’s time for a ﬁxed price of Rs 100. This is a forward sale, also called a short forward position.

To illustrate the methodology,
Let us suppose that a share is trading at Rs 10 in the Spot market –the market for buying and selling securities for ‘spot’ or immediate delivery. We are contacted by a client who would like to buy the share in exactly one year at a predetermined price. 
How can we determine a fair price for this forward contract? We could take a view on the level at which the share is most likely to be trading at the point of delivery, perhaps by contacting a sample of research analysts or by inspecting charts of the recent price performance of the share and forecasting future movements. The problem is that this is all highly speculative. If we get it wrong and set the forward price – the price at which we will sell the share to the client after one year – at too low a level, the deal could result in substantial losses.

Is there a way of establishing a fair price for the forward contract without having to take this risk? The simple answer is ‘yes’. We borrow Rs 10 and buy the share in the spot market, then hold or ‘carry’ it for one year so that it is available for delivery to our client at that point. Suppose that the one-year interest rate is 6% p.a. and that the share is expected to pay a dividend of Rs 0.20 during the year ahead.
In one year’s time we will have to repay the Rs 10 borrowed plus Rs 0.60 interest, though the funding cost is partially offset by the Rs 0.20 dividend received. The net cash ﬂow in one year’s time arising from carrying the share is minus Rs 10.40
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The net cash ﬂow in one year’s time arising from carrying the share is minus Rs 10.40. Therefore, just to break even on the transaction, we will have to charge the client at least 10.40 to deliver the share through the forward contract. Thus Rs 10.40 is the fair or theoretical forward price.
If we are locked into a forward contract in which we can deﬁnitely sell the share in one year’s time and receive Rs 10.50 from our client, we will make a proﬁt of Re 0.1 per share.
In theory this is risk-free (it is an arbitrage proﬁt). If we can insure ourselves against default of the deal by the other party at a cost of less than Rs 0.1, then we really have achieved an arbitrage proﬁt.
In the above case , the Fwd Price Rs 10.5 is more than the fair value Rs 10.4 , traders will take short position on forward contracts and  buy the share @ Spot
If the forward price (Say 10.3) in the market is below fair value (say 10.4), traders will buy forward contracts and short the share.
Buy Share after one year @ say Rs 10.3 (Fwd Price)(Fwd Contract to buy)
Borrow a share in the market – Sell it @ Spot @ Rs 10 (say Rs 10is spot price of Share)

Invest Rs 10 @ 6% for 1 year = Receive 10.6 @ the end of 1 year 

Buy share @ Rs 10.3 --- Give back the share to the lender of Share

Arbitrage Profit = Rs 10.6 -10.3 = Rs 0.3
When an investor goes long on an investment, it means that he has bought a stock believing its price will rise in the future. Conversely, when an investor goes short, he is anticipating a decrease in share price.

Important terms

1. Long Position in Forward Contract

2. Short Position in Forward Contract

3. Long Position in Shares

4. Short Position in shares

5. Fair Value ( Theoretical)

6. Forward Price

7. Spot Price (Current Market Price)

Principal repayment =  -Rs 10


Interest = -Rs 0.60


Dividend income = Rs 0.20


Net cash flow = -Rs 10.40





Borrow Rs 10 


Buy 1 share cost – Rs 10











