Derivatives

Definition- Derivative is a security or a financial asset which derives its value from some specified underlying asset.

Features of derivatives:
· A derivative does not have any physical existence but emerges out of a contract between two parties.

· It does not have any value of its own but its values, in turn, depend on the value of other physical assets which are called the underlying assets.

· These underlying assets may be shares, debentures, tangible commodities, currencies or short term or long term securities etc.
· The value of derivative may depend upon any of theses underlying assets.

Parties to the contract of derivatives:
The parties to the contract of derivatives are the parties other than the issuer or dealer in the underlying assets.

Example: - A Bombay Stock Exchange share Index, called Sensex, is a Derivative, whose value (index for a particular day depends upon the prices of underlying 30 shares. The weighted average of the prices of 30 shares is the sensex. If the prices of all the shares increase or decrease, the sensex will also increase or decrease. So the sensex (the derivative) derives its value from the market price of 30 shares (the underlying asset). The sensex fluctuates in line with the fluctuation in prices of the shares.
What is the purpose of using derivatives?

The main purpose of using derivatives in the financial markets  is to manage risks attached to the organization.

How the risks are managed

The risks are managed with the help of a tool of derivative called “HEDGING”.

Types of Derivatives

	Commodity derivatives
	Financial derivatives

	1)Sugar
	1)gilt-edged securities

	2)jute
	2)shares

	3)pepper
	3)shares indices

	4)castor seeds
	


	Basic Derivatives
	Complex Derivatives

	These are the derivatives on the underlying assets.

Futures and Options are the basic derivatives.
	Swaps can be classified as complex derivatives.


Futures

A futures contract is a contract to buy or sell a stated quantity of a commodity or a financial claim at a specified price at a future specified date.

Features:
· In a futures contract, the parties fix the terms of the transaction and lock in the price at which the transaction takes place between them at future date.

· The basic motive for futures is not the actual delivery but the hedging for future risk or speculation.

· In certain types of future contracts the physical asset does not exist, which is involved in the transaction.
Example-In case of stock Index futures, the index is the weighted average price and cannot be delivered. So such futures must be cash settled only.
Advantages of futures
· Futures provide a hedging facility.
· Futures help in indicating the future price movement in the market.

· Futures provide arbitrage opportunity to the speculators.

Forward Contracts

A forward contract is an agreement to buy or sell an asset at a certain time in the future for a certain price (the delivery price).  It can be contrasted with a spot contract, which is an agreement to buy or sell immediately.  The typical usage of a forward would be to hedge the value of foreign currency denominated assets and liabilities.  However, forwards can also be used for speculation. 
	Forward contract
	Futures

	1)These are traded off-exchange and are exposed to default risk by either party
	1) These are traded at the exchanges. And have built in safeguards against default risk in the form of clearing house guarantee.

	2)Each forward contract is unique in terms of size, time and types of assets etc.
	2) –d0-

	3)It is to be settled by delivery of the asset on the specified date
	3) These can be settled even by cash payments.



	4)The price fixation may not be transparent and is not publicly disclosed
	4) These contracts are transparent, liquid and tradable at specified exchanges.


Options
Options are contracts which provide the holder, the right to sell or buy a specified quantity of an underlying asset, but not the obligation to buy or sell.ie, the holder of the option can exercise the option at his discretion or may allow the option to lapse.
Types of options-

Call Option: A call option provides to the holder a right to buy a specified asset at a specified price on or before a specified date.

Put Option: A put option provides to the holder a right to sell specified assets at specified price on or before a specified date.  

A specified price at which the option can be exercised is known as the strike price.

How a call option or a put option functions?

· The buyer of the option has to buy the right from the seller by paying an option premium.
· The option premium is not refundable ie. In case, the right is not exercised later, then the premium is not refunded by the option writer.

· On a specified date, the actual price of the underlying asset may be different from the strike price of the option contract.

· The difference between the two gives rise to the profit opportunity to the option holder.

Call option holder (exercises) if actual price > Strike price
Put option holder (exercises) if actual price < Strike price

If actual price > strike price – In the money
If actual price < strike price - Out of money
If actual price = strike price - At the money
Example-The investor buys today, the call option for one month of 100 shares by paying a premium of, say, Rs. 3 per share (strike price Rs.52 per share).So the total premium comes to Rs.300.Now, after 1 month if the actual price is more than Rs.52 per share (say Rs.59), the investor can exercise his option and will make a profit of Rs.400 i.e., [(59-52)100]300. However, if the actual price turns out to be less than RS.52, then he may allow the option to lapse and his loss will be restricted to Rs.300 only.
	Futures
	Options

	Futures involve obligations
	Options involve rights.

	There is no premium payable to buy the futures.
	Here, the option holder has to pay a premium to buy the option.

	Both the parties are exposed to unlimited profit or loss
	Here, the loss of the option holder is restricted to the premium paid but his gains are unlimited. Similarly, the profit of the option writer is limited to the premium received, but he is exposed to unlimited risk.

	Usually the maturity period is longer than options
	Maturity period is shorter than futures.


Options may be classified as

1. American options and European Options:
In the American option, the option holder can exercise the right to buy or sell, at any time before the expiration or on the expiration date. However in the European option, the right can be exercised only on the expiry date and not before.

2. Naked options and Covered options:

A call option is called a covered option if it is covered/written against the assets owned by the option writer. In case of exercise of the call option by the option holder, the option writer can deliver the asset or the price differential. On the other hand, if the option is not covered by the physical asset, it is known as Naked option.[image: image1.png]
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