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‘Starting froma conirolled sconoms. |

day. The introduction ofrisk management instruments in India gained momentum in tre astfew
Jears duto iberalization process and Reserve Bari of Indias (RBI)offorts n croating curtency
Torward market.Derivatives are aninteqral partof boralzation procoes omanagerisk.

Everyone talks about dervativesthese days. Dervative products have been around oralong tme.
Do you Anow derivatives first came about in Japanesa rce markels? Yos, as early as the 16505,
ealings resembing presan day derivative markot lransactions were seen in ice markets in
‘Osaia, Japan. The s leap fowards an organized derivatives market came in 1848, when the
Chicago Board of Trade, the argest dervative cxchange in the world, was estabished. Today,
aauiy and commodity dervative markets are rapily gaining n size n India. nterms of populariy
00, hese markels aré caching o like aforest o, So,wha arethese markets all bout? Wha are
the producis hat they trado n? Why do people fee the need o radein such products and wh sorl
oftraders benelft from such trades?

Do thoss markets noid scope for retil nvestors (007 And if S0, how exacly can you go about
radinginthem?

Classification and development of derivative marketn India;

Derivatives have probably been around or s long a5 people have boen trading wih one another:
Fomward conlracing dates back atleast o the 121 century,and may well nave been around belore
then, Merchanis entered Info confracs with one anoiher fo future delvery of specified amount of
Commoies at specified price, Aprimary motialion for pre-arranging a buyer o selleror a stock of
Commodites in earyforward coniracts was to lessen the possibity that arge swings would innibit
marketing the commodityafteraharvest

Derivatives markets broadly can be classifled info two catogories, thoso that are traded on the
‘exchange andthoss traded one o one or ovar he counter. They arehence known as

Exchange Traded Derivatives
OTC Derivaives (Over The Courter)
OTC Equiy Derivatives

Traditionally equity dervatives have a long Nstory in ndia n the OTC market. Options of varous
Kinds (callet Tej and Mandi and Faiak) in n-organized markets were traded s earty as 1900 in
Mumbai. The SCRANowaver banned ai ind ofoptions n 1956.

“The profibiton on options n SCRA was removed in 1995. Foreign currency options n currency
pairs otner than Rupee were the rs options permitod by RBI. The Reserve 8ank of Inda has
permitied oplons, ntarest rate swaps, currency swaps and oiher sk reductions OTC derivaive
Broducts. Besides the Fonward market n curencios has been a vibrant market n India forseveral
Gocados.

The torm “Derivative" indicatesthatt has no indapendent value Le. s value s eniely “derived”
fom the value of the underlying asset. The underlying assol can be securies, commoies,
balion, curency, ive stock or anything el In othor words, Derivatve means a forward, fuu
option or any other hybrid coniract o pro delermined fixed duraton, inked for the purpose of
Contractflfimenttothe valua ofa specifiod eal oriancia asset o oan ndex of securles.




[image: image4.jpg]provisions of the Securiios
of indaAct 1652.

o regulatory framework fordervative
rading i Inda. SEBI has siso framed suggestve byo-aw or Doraive Exchanges/Segments
ndthelr Clearing Corporation/House which ay's down the provisions forrading and setementof
ervative contracts The Rules, Bye-laws & Requiatons of the Dervaiive Segment of the
Exchanges and ther Giearing Corporation/House have (0 be framed n ine wilh the suggestive
Bye-laws, Sebl has akso laid the elgbilty conilions for Derivalive Exchange/Segment and i
Clearing Corporalion/House. The eligihilty conditions have boen framed (o ensure tht Derivaive
Exchangel/Segment & Clearing CorporationHouse provide a transparent trading envionmen.
Safety & integrity and provida faciiie forredressal of investorgrievances.

Why derivatives market?

‘The derivatives market performs a number o economic functions
1.They halpin ransfering isks fom ik averse people orisk rented poople

2. Thoy holpin the discovery of futuro as wellas curront pricos:

3 Thay catalyzo antreproncural aciviy

& They incraase the volume traded in markets bocause of partcipation o fisk averse people in
greatornumbers

5.Theyncrease savings andinvestmontinthelong un

‘The participants ina derivatives market

Hedgers use futures o options markets {0 reduce or eiminate the risk associated with price ofan
assel

‘Speculators use futures and oplions conlracts 10 got extra loverage i betting on fuure
movements nthe pice ofan asset. They can ncrease both he potential gains and polenta losses:
by usage of dervaiives ina speculaiive venture.

‘Arbitrageurs are in business to lake advantage of adiscrepancy betweon prices n two diferent
markets I, for example, they seethefuuresprice of an assot getting ot of ine with the cash price,
they il iakeoffetting positonsn the two markets olockinaproft.

Typos of Derivatives

Forwards : Aforward conlract s a customized conract between two eniles, where seftiement
takes place on a specific date  the fuure atioday s pre-agreed prce.

Futures A futures conlract is an agreement betwoen o partes fo buy or selan asset at &
certain tme n the fulure at a cortan price. Futures conlracts are special types of
forward coniracts i the sense that the former are standardized exchange-raded
contracts

Options: Options are of two types - cals and puis. Calls give the buyer the right but not e
obligaion o buy agiven quaniy of o underlying assot atagiven priceon o baforoa
given future date. Puts give the buyer the righ, but o the obigaton to sel a given
uaniiyofthe underlyingasset atagiven price on rbefore agiven date.

Warrants :Options generaly have ves of pto on yoar. the majortyof options aded on optins
‘exchanges having a maximum maturty of nine months. Longer-dated option are
called warrants and are genorally lraded over-the-counter.
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Swaps:  Swaps are private agreemens between two partes to exchange cash flows in the
future according to a prearranged formula. They can be regarded as portiolos of
forward contracts. The two commonly used swapsare:

Interest rate swaps : These entail swapping only the intorest related cash flows between the.
partiesinthe same currency.

Currency swaps : These entail swapping both principal and nterest between the partes, with the
cashflows in one direction being in a dilerent currency than those in the opposite
direction.

Factors driving the growthof financial dervatives

1. Increased volatity n asset prices infinancial markets,

2 Increasedntegration o national financial markets with the inernational markels,

3. Markedimprovementin communicatio facifies and sharp dedline ntheircosts,

4.Developmentof more sophisticated risk management tools, providing economic agents a wider
choice of sk management sirategies, and

5.Innovations n the derivatives markets, which optimally combine the risks and returns overa
large number of financial assets leading fo igher returns, educed risk as well as ransactions.
costs as compared toindividual financialassets

Continuedfor Accounting & Taxation o derivatives.

The uthor s 2 member of ICAL & can e reachedat vivek_sgi@yahoo.com
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140309
on corporate Govemance
200309 | Lecture Metingointy with | CARavi Agrawal NIL
T Bar Associaton, Raipur.
24,0309 | Seminar on Bank Audit CAAI Bhedia
(Central Gounci Member) | 3rs.
(GAManoj Fadis
(Central Council Member)
200300 | Toleconference Program
on Bank Audt
23,0409 | Teloconference Program 2Hs.
on Gorporate Govermance
16.05.09 | Teleconference Program 2Hrs,
on Corporate Governance.
150509 | Lecture Meting ointly with | CAB. Subramaniyam L
T Bar Association, Raipur
230509 | Locture Meting CAKM. Deshpandey 3.
31.0500 | Full Day Seminary on Tax | Or. Gish Auja & N
Planning & Wr Peton Jointy Mr. SR Rao
with IT Bar and CG IT Bar
FORTHCOMING EVENTS
Date Dotails of programe | _ Faculty/GuestOther Details | CPE Hours.
27,0509 | National Seminar on s
Diroct Toxt
07,0700 | ISAPT Classes.

Tentaiive
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