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1 Evolution and features of Derivatives

• Imagine you have a delicious mango. Now, imagine you have a piece of
paper that represents that mango and its future price. That piece of paper
is like a derivative.

• In finance, a derivative is a financial contract whose value is derived from
an underlying asset, or group of assets. Think of it like this: the value of the
"mango paper" depends on the actual mango's price.

• Underlying assets can be almost anything:

• Stocks: Shares of a company

• Bonds: Debt instruments

• Commodities: Raw materials like oil, gold, wheat, coffee, etc.

• Currencies: Different national currencies (e.g., US Dollar, Indian Rupee)

• Interest Rates: The cost of borrowing money

• Market Indices: A group of stocks, like the Nifty 50 or Sensex.



• Evolution of Derivatives: A Journey Through Time

• Derivatives aren't a new invention; their basic concept dates back 
centuries, evolving from simple agreements to complex financial 
instruments:

• Ancient Times (Risk Management):
• Mesopotamia (around 1750 BC): Farmers used early forms of forward contracts to 

lock in future prices for their crops, protecting themselves from price drops.
• Ancient Greece: The philosopher Thales predicted a large olive harvest and 

negotiated the right to use olive presses in advance, securing a future resource.
• Japan (17th Century): The Dojima Rice Exchange in Osaka developed rice futures, 

allowing samurai (often paid in rice) and merchants to hedge against volatile rice 
prices. These were some of the first organized futures markets.

• Medieval & Early Modern Period (Facilitating Trade):
• European Trade Fairs (12th-13th Centuries): Sellers would sign contracts for future 

delivery of goods.
• Renaissance Italy & Holland (16th Century): Contracts for future delivery of 

securities became more common, and even futures trading for tulips emerged 
(leading to the infamous "Tulip Mania" bubble).



• 19th Century (Formal Exchanges):
• Chicago Board of Trade (CBOT) in 1848: This marked a significant step with the establishment 

of a formal exchange for commodity forward contracts.
• Futures Contracts (1865): CBOT introduced the first "exchange-traded" derivative contracts, 

known as futures.

• Mid-20th Century to Present (Financial Derivatives & Innovation):
• 1970s: The collapse of the Bretton Woods system (fixed exchange rates) led to increased 

currency volatility, creating a demand for financial derivatives. 
• 1972: The Chicago Mercantile Exchange (CME) introduced currency futures.
• 1973: The Chicago Board Options Exchange (CBOE) launched, making options trading accessible. The 

groundbreaking Black-Scholes Model for option pricing was also published, revolutionizing how options 
were valued.

• 1980s-1990s: Rapid expansion driven by technology and globalization. 
• Swaps: Interest rate swaps and currency swaps emerged, allowing companies to manage these risks 

more effectively.
• Over-the-Counter (OTC) Market Growth: Customized derivative products grew outside of formal 

exchanges.

• 21st Century: Derivatives became integral to global finance, with continued innovation in 
products like credit default swaps and even environmental derivatives. Electronic trading 
platforms have significantly increased accessibility and liquidity.

• In essence, derivatives evolved from simple agreements to manage agricultural 
risk to sophisticated financial instruments used for a wide range of purposes in 
today's global markets.



Key Features of Derivatives:

• Derived Value: This is the most fundamental feature. A derivative's value is not 
independent; it always comes from the price movements of an "underlying 
asset." If the underlying asset's price changes, the derivative's value also changes.

• Contractual Agreement: Derivatives are contracts between two or more parties. 
These contracts specify the terms, such as the underlying asset, quantity, price, 
and expiration date.

• Leverage: Derivatives allow you to control a much larger position in the 
underlying asset with a relatively small initial investment (called "margin"). This 
can amplify both potential profits and potential losses. It's a "double-edged 
sword."

• Example: You might put down 10% of the value of an oil futures contract, but your profits or 
losses will be based on the full value of the oil.

• Hedging: This is a primary use of derivatives. Businesses and investors use 
derivatives to reduce or offset risk from price fluctuations in their underlying 
assets.

• Example: An airline company can use derivatives to lock in the price of fuel for future 
months, protecting itself from sudden increases in oil prices. A farmer can sell futures 
contracts on their crops to lock in a selling price, regardless of what the market price is at 
harvest time.



• Speculation: Derivatives also allow traders to bet on the future direction of an 
underlying asset's price, aiming to make a profit from those price movements. 
This involves taking on risk in the hope of higher returns.

• Arbitrage: Derivatives can be used to exploit price discrepancies for the same 
asset in different markets. If a derivative is priced differently in two places, an 
arbitrageur can buy low in one market and sell high in another to make a risk-free 
profit. This helps keep markets efficient.

• Price Discovery: The trading activity in derivative markets provides valuable 
information about the future expected prices of the underlying assets. This helps 
in efficient price discovery for both the derivative and the underlying asset.

• No Immediate Ownership of Underlying Asset: When you buy a derivative, you 
don't actually own the underlying asset directly. You own the right or obligation
related to that asset.

• Expiry Date: Most derivative contracts have a specific expiration date, after which 
they cease to exist.

• Market Types:
• Exchange-Traded Derivatives (ETDs): These are standardized contracts traded on organized 

exchanges (like futures and options). They have lower counterparty risk due to 
clearinghouses.

• Over-the-Counter (OTC) Derivatives: These are customized contracts negotiated directly 
between two parties. They offer flexibility but carry higher counterparty risk (the risk that the 
other party might default).



2 Types of Derivatives

• Derivatives come in many forms, but the four most common and 
fundamental types are:

• Forwards

• Futures

• Options

• Swaps

• Let's explore each one:



1. Forwards

• What it is: A customized contract between two parties to buy or sell an
asset at a specified price on a future date.

• Key Features:
• Customized: Terms (asset, quantity, date, price) are tailor-made for the specific

needs of the two parties.
• Over-the-Counter (OTC): Traded privately, not on an exchange. This means less

regulation and more counterparty risk (the risk that the other party might not fulfill
their end of the agreement).

• No standardized terms: Each contract is unique.
• Settlement at maturity: The actual exchange of the asset or cash equivalent happens

only at the expiration date.

• Example: An Indian importer needs to pay $100,000 to a US supplier in
three months. They can enter into a forward contract with a bank today to
lock in an exchange rate for converting INR to USD in three months,
protecting themselves from a sudden depreciation of the INR.



• 2. Futures

• What it is: A standardized contract between two parties to buy or sell an 
asset at a predetermined price on a future date. It's essentially a 
standardized forward contract.

• Key Features:
• Standardized: Terms (asset quality, quantity, delivery date, etc.) are fixed by the 

exchange. This makes them easily tradable.

• Exchange-Traded: Traded on organized exchanges (like the NSE or MCX in India). This 
significantly reduces counterparty risk because a clearinghouse guarantees the trade.

• Mark-to-Market: Profits and losses are settled daily, meaning your margin account is 
adjusted each day based on the market price of the futures contract.

• High Liquidity: Because they are standardized and exchange-traded, it's easy to buy 
and sell futures contracts.

• Example: A farmer growing wheat expects to harvest in three months. To 
protect against a fall in wheat prices, they can sell wheat futures contracts 
today, locking in a selling price for their future harvest. Similarly, a biscuit 
manufacturer might buy wheat futures to lock in their raw material cost.



3. Options

• What it is: A contract that gives the buyer the right, but not the obligation, to 
buy or sell an underlying asset at a specified price (called the "strike price") on or 
before a certain date (the "expiration date"). The seller of the option has the 
obligation to fulfill the contract if the buyer chooses to exercise their right.

• Key Features:
• Right, not Obligation: This is the defining feature. The buyer has the choice to exercise the 

option or let it expire worthless.
• Premium: The buyer pays a non-refundable upfront fee (called the "premium") to the seller 

for this right. This is the maximum loss for the option buyer.
• Two Types:

• Call Option: Gives the buyer the right to buy the underlying asset. Buyers profit if the underlying asset's 
price rises above the strike price.

• Put Option: Gives the buyer the right to sell the underlying asset. Buyers profit if the underlying asset's 
price falls below the strike price.

• Versatility: Used for hedging, speculation, and income generation.

• Example: You think the price of a particular stock (e.g., Reliance Industries) will go 
up. You can buy a "call option" on Reliance at a strike price of say, INR 3,000, 
expiring in two months. If Reliance's stock price goes above INR 3,000, you can 
exercise your right to buy it at INR 3,000 and sell it in the market for a profit. If 
the price falls, you simply let the option expire, losing only the premium you paid.



4. Swaps

• What it is: A customized agreement between two parties to exchange 
future cash flows or other financial instruments based on a 
predetermined underlying asset or rate.

• Key Features:
• Exchange of Cash Flows: The core of a swap is the periodic exchange of 

payments.

• Customized & OTC: Like forwards, swaps are typically customized and traded 
directly between parties (OTC market).

• Longer Term: Swaps generally have longer maturities than futures or options.

• Risk Management: Primarily used by institutions and corporations to manage 
various financial risks, especially interest rate and currency risks.



3 Features of Forward Contracts
• A forward contract is a fundamental type of derivative. Imagine it as a 

handshake agreement, formalized on paper, between two parties to buy or 
sell an asset at a predetermined price on a future date.

• Here are its primary features:

• Customized/Tailor-Made:
• No Standardization: Unlike futures, forward contracts are highly flexible. The terms 

of the contract (the underlying asset, its quantity, the exact delivery date, and the 
price) are negotiated and customized to meet the specific needs of the two parties 
involved.

• Direct Negotiation: There's no exchange involved in setting the terms.

• Over-the-Counter (OTC) Market:
• Private Agreement: Forwards are traded "over-the-counter," meaning they are 

private agreements made directly between two parties (e.g., a company and a bank, 
or two companies).

• No Central Exchange: They are not traded on a regulated exchange like the NSE or 
MCX.



• Counterparty Risk (Default Risk):
• Higher Risk: This is a significant feature and a major disadvantage. Since there's no central 

clearinghouse or exchange guaranteeing the trade, there's a risk that one of the parties might 
default on their obligation (i.e., fail to deliver the asset or make the payment).

• Reliance on Trust: The performance of the contract relies on the creditworthiness and good 
faith of the counterparty.

• No Margin Requirement (Generally):
• No Daily Settlement: Unlike futures, where gains and losses are settled daily (mark-to-

market), forward contracts generally do not require an initial margin payment or daily margin 
calls.

• Full Settlement at Maturity: The entire transaction (delivery of asset or cash settlement) 
typically occurs only on the maturity date. This means there's a larger sum due at the end.

• Lack of Liquidity:
• Difficult to Offset: Because they are customized and private, it's difficult to sell or transfer a 

forward contract to another party before its maturity. If one party wants to exit the contract, 
they typically have to negotiate with the original counterparty to terminate or reverse the 
position.

• Limited Market Access: Not easily accessible to individual investors; primarily used by 
institutions and corporations.

• Binding Obligation:
• Mandatory: Both parties to a forward contract have a firm obligation to fulfill their side of 

the agreement on the specified future date, regardless of how the price of the underlying 
asset has moved. This is unlike options, where the buyer has a right but not an obligation.



• No Intermediary:
• Direct Relationship: There are no brokers or clearinghouses facilitating the 

transaction or guaranteeing its performance. The two parties deal directly 
with each other.

• Primary Use: Hedging:
• Risk Management: Forwards are very commonly used for hedging (reducing 

risk). For example, exporters/importers use them to lock in exchange rates for 
future transactions, or businesses use them to lock in the future price of a 
commodity they need or will sell.

• Potential for Price Discovery:
• While not as transparent as exchange-traded futures, large-scale forward 

markets (like the forex forward market) do provide some indication of future 
expected prices for the underlying asset.



4 Major commodities traded in derivatives 
exchange in India

• India has a vibrant commodity derivatives market, with the Multi
Commodity Exchange (MCX) and the National Commodity and Derivatives
Exchange (NCDEX) being the two primary dedicated exchanges. The
National Stock Exchange (NSE) and Bombay Stock Exchange (BSE) also offer
commodity derivatives trading.

• Here are the major categories and specific commodities commonly traded
on derivatives exchanges in India:

• 1. Bullion (Precious Metals)

• These are among the most popular and actively traded commodities, often
considered safe-haven assets.

• Gold: Traded in various forms (e.g., Gold, Gold Mini, Gold Petal).

• Silver: Traded in various forms (e.g., Silver, Silver Mini, Silver Micro).



• 2. Energy

• These commodities are crucial for industrial and domestic 
consumption, and their prices are influenced by global supply, 
demand, and geopolitical factors.

• Crude Oil: A highly liquid and volatile commodity.

• Natural Gas: Increasingly important as India transitions towards 
cleaner energy.

• 3. Base Metals (Industrial Metals)

• These metals are essential for manufacturing, construction, and other 
industries, reflecting the overall health of the economy.

• Copper, Aluminium, Zinc, Lead

• Nickel



• 4. Agricultural Commodities

• NCDEX primarily focuses on agricultural commodities, playing a 
crucial role in price discovery and risk management for farmers and 
agri-businesses.

• Cereals and Pulses: Wheat, Maize, Chana (Chickpea), Moong, Tur.

• Oilseeds and Oils: Soybean, Mustard Seed, Castor Seed, Refined Soy 
Oil, Crude Palm Oil.

• Spices: Jeera (Cumin), Turmeric, Coriander, Pepper.

• Fibres: Cotton.

• Other agricultural products: Mentha Oil, Cardamom.



• Major Exchanges and their Focus:

• Multi Commodity Exchange (MCX): The largest commodity 
derivatives exchange in India. It primarily deals in bullion (gold, 
silver), energy (crude oil, natural gas), and base metals. It also 
offers trading in select agricultural commodities like Cotton and 
Mentha Oil.

• National Commodity and Derivatives Exchange (NCDEX): This 
exchange is exclusively dedicated to agricultural commodities. It 
provides a platform for trading in a wide range of cereals, pulses, 
oilseeds, spices, and other agri-products.

• National Stock Exchange (NSE) & Bombay Stock Exchange (BSE):
While primarily equity exchanges, they have also ventured into 
commodity derivatives, offering contracts in bullion and base 
metals.



5 Application Of Market Index

• A market index, like the Nifty 50 or Sensex in India, is far more than just a 
number you see on the news. It's a powerful tool with a wide range of 
practical applications for investors, analysts, fund managers, and even the 
general public.

• Here are the major applications of a market index:
• Barometer of Market Performance/Economic Health:

• "Pulse of the Economy": This is arguably the most common and intuitive application. A 
rising index generally indicates a growing economy and positive investor sentiment, 
while a falling index suggests economic slowdown or pessimism.

• Quick Snapshot: It provides a quick and easy way to understand how the overall stock 
market (or a specific segment of it) is performing over a period.

• Benchmark for Fund Managers and Investors:
• Performance Measurement: Fund managers (of mutual funds, ETFs, etc.) often use a 

relevant market index as a benchmark to assess their own performance. If a fund aims 
to outperform the large-cap segment, its returns will be compared against the Nifty 50 
or Sensex.

• "Beat the Index": Many active fund managers strive to "beat the index" (generate 
higher returns than the benchmark), while passive funds (like index funds and ETFs) 
aim to replicate the index's performance.



• Creation of Index Funds and Exchange Traded Funds (ETFs):
• Passive Investing: Indices are the foundation for passive investment vehicles.
• Index Funds: These mutual funds invest in all the stocks that make up a particular

index, in the same proportion, aiming to track its performance.
• ETFs (Exchange Traded Funds): Similar to index funds but traded like stocks on an

exchange throughout the day. They provide investors with a simple, cost-effective
way to get diversified exposure to an entire market segment.

• Derivatives Trading (Futures and Options):
• Risk Management and Speculation: Indices are underlying assets for a huge volume

of derivatives trading.
• Index Futures: Allow investors to take a position on the future direction of the entire

market or a segment without buying individual stocks. Used for hedging portfolio risk
or speculating on market movements.

• Index Options: Provide the right, but not the obligation, to buy or sell the value of
the index at a specific price. Used for more sophisticated hedging or speculative
strategies.

• Economic Indicator and Forecasting:
• Leading Indicator: Stock market indices are often considered leading economic

indicators, meaning their movements can sometimes predict future economic
activity. A consistent rise in the index might signal future economic growth, while a
sustained fall could precede a recession.

• Sentiment Gauge: They reflect investor confidence and overall market sentiment,
which can influence consumer spending and business investment.



• Portfolio Diversification and Asset Allocation:
• Broad Exposure: Investors can use index-linked products (like ETFs) to get diversified 

exposure to a broad market or a specific sector without having to research and buy 
individual stocks.

• Strategic Allocation: Understanding different indices (e.g., large-cap, mid-cap, small-
cap, sectoral indices) helps investors allocate their assets strategically across different 
segments of the market based on their risk appetite and investment goals.

• Academic Research and Analysis:
• Studying Market Behavior: Researchers use historical index data to study market 

efficiency, correlations between different asset classes, the impact of economic 
events, and long-term investment trends.

• Developing Models: Indices are crucial inputs for developing and testing financial 
models related to risk, return, and portfolio optimization.

• Media and Public Information:
• Simplifying Complexity: Indices simplify complex market movements into a single, 

understandable number, making it easier for the public and media to grasp general 
market trends.

• News Reporting: They are a staple of financial news reporting, providing context for 
daily market activities.



6 Futures Contract, Types and Functions

• What is a Futures Contract?

• A futures contract is a standardized legal agreement to buy or sell a
specific quantity of an underlying asset at a predetermined price on a
specified future date. It's essentially a formal, exchange-traded
version of a forward contract.

• Think of it like this: If you agree today to buy 100 barrels of crude oil
in three months at ₹6,000 per barrel, you've entered into a futures
contract. Both parties (buyer and seller) are obligated to fulfill their
side of the agreement.



Key characteristics of futures contracts:

• Standardized: The quantity, quality, and delivery dates of the underlying
asset are fixed by the exchange. This standardization makes them highly
liquid and tradable.

• Exchange-Traded: Futures contracts are traded on organized exchanges
(like MCX, NSE, NCDEX in India, or CME, ICE globally).

• Clearinghouse Guarantee: A central clearinghouse stands between the
buyer and seller, guaranteeing the performance of the contract. This
significantly reduces counterparty risk (the risk that one party might
default).

• Mark-to-Market: Profits and losses on futures positions are settled daily
(or even multiple times a day). This means your trading account is debited
or credited daily based on the day's price movements.

• Margin Requirement: To enter a futures contract, both buyers and sellers
must deposit an initial margin (a percentage of the contract value) with the
exchange. This margin acts as a performance bond.



Types of Futures Contracts (Based on Underlying Asset)

• Futures contracts are categorized based on the underlying asset they 
represent. Here are the major types:

• Commodity Futures:
• Underlying: Raw materials like agricultural products, metals, and energy 

products.

• Examples:
• Agricultural: Wheat, Corn, Soybeans, Cotton, Sugar, Spices (e.g., Jeera, Turmeric in India).

• Metals: Gold, Silver, Copper, Aluminium, Zinc.

• Energy: Crude Oil, Natural Gas.

• Purpose: Primarily used by producers and consumers of commodities for 
hedging (e.g., a farmer selling wheat futures to lock in a price, or a airline 
buying crude oil futures to manage fuel costs). Also used by speculators.



Financial Futures:
• Underlying: Financial instruments rather than physical goods.
• Types of Financial Futures:

• Stock Futures (Single Stock Futures):
• Underlying: Individual company shares (e.g., Reliance Industries futures, TCS futures).
• Purpose: Speculation on individual stock price movements, or hedging against a single stock's price 

fluctuation in a portfolio.

• Index Futures:
• Underlying: Stock market indices (e.g., Nifty 50 Futures, Sensex Futures).
• Purpose: Hedging against overall market risk, speculating on the broader market direction, or for 

portfolio diversification.

• Currency Futures:
• Underlying: Exchange rates between two currencies (e.g., USD-INR futures, EUR-INR futures).
• Purpose: Used by importers/exporters to hedge against currency fluctuations, or by speculators betting 

on exchange rate movements.

• Interest Rate Futures:
• Underlying: Interest-bearing financial instruments like T-Bills, government bonds, or specific interest 

rates (e.g., LIBOR).
• Purpose: Hedging against changes in interest rates (e.g., a bank might use them to manage the risk of 

rising interest rates on its bond portfolio).



Functions of Futures Contracts
• Futures contracts serve several critical functions in financial markets:

• Risk Management (Hedging):
• Primary Purpose: This is one of the most important functions. Businesses and investors use futures to reduce 

or eliminate the risk associated with adverse price movements in the underlying asset.
• How it works:

• Selling Futures (Short Hedge): A producer (e.g., a farmer expecting a harvest) can sell futures contracts today to lock in a 
selling price for their future production, protecting themselves from a fall in prices.

• Buying Futures (Long Hedge): A consumer/buyer (e.g., a biscuit manufacturer needing wheat) can buy futures contracts today 
to lock in a purchase price for a future requirement, protecting themselves from a rise in prices.

• Price Discovery:
• Future Expectations: The prices of futures contracts reflect the market's collective expectation of the future 

spot price of the underlying asset. This "forward price" provides valuable information to producers, 
consumers, and policymakers.

• Transparency: Because futures are traded on exchanges, their prices are transparent and widely 
disseminated, aiding in efficient price discovery.

• Speculation:
• Profit from Price Movements: Speculators take on risk by buying or selling futures contracts with the aim of 

profiting from anticipated future price changes. If they believe the price will rise, they buy futures; if they 
believe it will fall, they sell.

• Leverage: Futures offer significant leverage, meaning a relatively small capital outlay (margin) can control a 
large value of the underlying asset. This amplifies both potential profits and losses.



• Arbitrage:
• Exploiting Price Discrepancies: Arbitrageurs look for temporary price

inefficiencies between the futures market and the spot (cash) market, or
between different futures contracts. They simultaneously buy the
undervalued asset and sell the overvalued one to lock in a risk-free profit.

• Market Efficiency: Arbitrage activities help to ensure that prices in different
markets remain aligned, contributing to overall market efficiency.

• Capital Formation:
• Risk Transfer: By providing a mechanism for hedging and speculation, futures

markets facilitate the transfer of risk from those who wish to avoid it
(hedgers) to those who are willing to bear it for potential profit (speculators).
This makes investing in and producing the underlying assets less risky,
encouraging more capital formation.

• Investment & Portfolio Management:
• Diversification: Futures, particularly index futures, allow investors to gain

exposure to broad market movements or specific sectors without buying
numerous individual stocks.

• Asset Allocation:



7 Forward Market in India

• The forward market in India, while not as widely discussed in the
public domain as the futures market, is a significant component of the
financial system, primarily operating in the Over-the-Counter (OTC)
segment. It's largely dominated by the forex (foreign exchange)
forward market and also exists for certain commodities.

• Here's a breakdown of the forward market in India:

• 1. What is the Forward Market in India?

• At its core, the forward market in India involves customized, privately
negotiated contracts between two parties to buy or sell an asset at a
specified price on a future date. Unlike futures, these contracts are
not exchange-traded and thus lack standardization and the backing of
a clearinghouse.



2. Key Segments of the Forward Market in India:

• a) Foreign Exchange (Forex) Forward Market (Most Prominent)

• Participants: Primarily Indian commercial banks, corporates (importers,
exporters), and financial institutions.

• Purpose: The main objective is hedging currency risk. Indian businesses
that have future foreign currency receivables (like exporters) or payables
(like importers) use forward contracts to lock in an exchange rate today for
a transaction that will occur in the future. This protects them from adverse
currency fluctuations.

• Mechanism: An Indian exporter, expecting to receive USD in three months,
can enter into a forward contract with a bank to sell those USD for INR at a
pre-agreed rate. Similarly, an importer expecting to pay USD in six months
can buy USD forward from a bank to lock in the INR cost.

• Regulation: Regulated by the Reserve Bank of India (RBI).



Key Features:

• Customization: Contracts can be tailored for specific amounts and odd dates
(e.g., 47 days, 130 days).

• OTC Nature: Bilateral agreements, carrying counterparty risk (though with
banks, this risk is generally considered low).

• No Margin Calls: Unlike futures, there are generally no daily mark-to-market
adjustments or margin calls. Settlement happens at maturity.



• b) Commodity Forward Market (Less Formalized, but Exists)

• While futures dominate organized commodity trading in India, a less 
formalized commodity forward market exists, particularly in 
agricultural produce.

• Participants: Farmers, traders, processors, and sometimes local 
mandis (wholesale markets).

• Purpose: To lock in prices for future buying or selling of agricultural 
goods. A farmer might agree with a local trader to sell a certain 
quantity of wheat at a fixed price after harvest.

• Challenges:
• Lack of Standardization: Contracts are not standardized.
• High Counterparty Risk: Since there's no central exchange or regulator, the 

risk of default by either party is significant.
• Information Asymmetry: Less transparency compared to exchange-traded 

markets.
• Limited Scale: Less formal and organized compared to the forex forward 

market or commodity futures market.



c) Interest Rate Forwards (Less Common for Retail)

• While less common for retail participants, larger financial institutions
and corporates might engage in forward rate agreements (FRAs)
which are a type of interest rate forward. These are used to lock in an
interest rate for a future borrowing or lending period.



8 Distinction Between Futures and Forward Contract

The terms "futures" and "forwards" are often used interchangeably in
casual conversation, but in finance, they refer to two distinct types of
derivative contracts with significant differences. While both involve an
agreement to buy or sell an asset at a future date for a
predetermined price, their structure and trading environments differ
fundamentally.



FEATURE FUTURES CONTRACT FORWARD CONTRACT

Nature Standardized legal agreement
Customized/Tailor-made private 
agreement

Trading Venue
Exchange-traded (e.g., MCX, NSE, 
CME, LME)

Over-the-Counter (OTC); traded directly 
between parties

Regulation
Highly regulated by authorities (e.g., 
SEBI in India, CFTC in US)

Less regulated; terms agreed bilaterally

Counterparty Risk
Virtually eliminated by a central 
clearinghouse (exchange acts as 
middleman)

Significant (risk that one party might 
default on their obligation)

Margin 
Requirement

Required (initial margin, 
maintenance margin, daily mark-to-
market settlements)

Generally not required (full settlement at 
maturity)

Mark-to-Market
Daily settlement of gains/losses; 
accounts are adjusted daily

No daily settlement; entire gain/loss 
realized at maturity

Liquidity
High (easy to buy/sell due to 
standardization and exchange 
trading)

Low (difficult to offset or sell before 
maturity due to customization and 
private nature)



9 Introduction to Options, Hedging with Currency 
Options

• Let's explore options, starting with a general introduction and then diving into how they can be used for 
hedging with currency options, especially relevant in the Indian context.

• Introduction to Options

• An option is a financial derivative contract that gives the buyer the right, but not the obligation, to buy or 
sell an underlying asset at a specified price (called the strike price) on or before a specific date (the 
expiration date). The seller of the option, on the other hand, has the obligation to fulfill the contract if the 
buyer chooses to exercise their right.

• For this right, the buyer pays a non-refundable upfront fee to the seller, known as the premium. This 
premium is the maximum amount an option buyer can lose.

• Key Components of an Option:

• Underlying Asset: The asset on which the option is based (e.g., stocks, indices, commodities, currencies, 
interest rates).

• Strike Price (or Exercise Price): The predetermined price at which the buyer can buy (call) or sell (put) the 
underlying asset.

• Expiration Date (or Maturity Date): The last date on which the option can be exercised. After this date, the 
option expires worthless if not exercised.

• Premium: The price the buyer pays to the seller for the option. This is the seller's maximum profit and the 
buyer's maximum loss.



Two Basic Types of Options:

• Call Option:
• Right to Buy: Gives the buyer the right to buy the underlying asset at the strike price.

• Buyer's Expectation: The buyer of a call option expects the price of the underlying
asset to increase significantly above the strike price before expiration.

• Seller's Expectation: The seller of a call option expects the price to fall, stay flat, or
not rise above the strike price significantly, so the option expires worthless.

• Put Option:
• Right to Sell: Gives the buyer the right to sell the underlying asset at the strike price.

• Buyer's Expectation: The buyer of a put option expects the price of the underlying
asset to decrease significantly below the strike price before expiration.

• Seller's Expectation: The seller of a put option expects the price to rise, stay flat, or
not fall below the strike price significantly, so the option expires worthless.



• Why are Options Used?

• Leverage: Options can provide significant leverage. A small premium can 
control a large amount of the underlying asset.

• Flexibility: The "right, not obligation" feature offers flexibility, allowing 
buyers to profit from favorable price movements while limiting their 
downside risk to the premium paid.

• Versatility: They can be used for a wide range of strategies, including pure 
speculation, hedging (risk management), and generating income.



Hedging with Currency Options (Indian Context)

• Hedging with currency options is a crucial strategy for Indian businesses 
(importers, exporters) and individuals who face foreign exchange risk due 
to cross-border transactions. It allows them to protect themselves from 
adverse currency rate fluctuations while retaining the potential to benefit 
from favorable movements.

• Scenario: An Indian company, "XYZ Exports," has exported goods to the 
USA and expects to receive USD 100,000 in three months. Their primary 
concern is that the USD might depreciate against the INR (i.e., USD/INR 
rate falls), meaning they would receive fewer Indian Rupees for their 
dollars.

• How XYZ Exports can Hedge with Currency Options (using a Put Option):

• To protect against a fall in the USD/INR rate, XYZ Exports can buy a USD-
INR Put Option.

• Identify the Risk: Risk is a fall in the USD/INR exchange rate (e.g., from 
83.50 to 82.00).



• Choose an Option: XYZ Exports buys a USD-INR Put Option with:
• Underlying: USD/INR exchange rate.

• Notional Amount: USD 100,000 (or equivalent lots available on the exchange,
e.g., 1000 USD per lot).

• Strike Price: Let's say INR 83.00 (the rate at which they want to ensure they
can sell their USD).

• Expiration Date: Three months from now (or a date close to their expected
receipt).

• Premium: They pay a premium (e.g., INR 0.50 per USD) for this option. So,
100,000 USD * INR 0.50 = INR 50,000 (total premium paid).



Outcomes at Expiration (3 Months Later):

• Scenario 1: USD Depreciates (Favorable for Put Option Buyer)
• Spot Rate on Expiration: USD/INR falls to, say, INR 82.00.
• XYZ Exports' Decision: The spot rate (82.00) is lower than their strike price (83.00). They will exercise their 

Put Option.
• Benefit: They get to "sell" their USD at the strike price of INR 83.00, even though the market rate is 82.00.
• Net Realization: (100,000 USD * 83.00 INR/USD) - Premium (INR 50,000) = INR 8,300,000 - 50,000 = INR 

8,250,000.
• Without Hedge: If they hadn't hedged, they would have received 100,000 USD * 82.00 = INR 8,200,000.
• Hedging Benefit: INR 50,000 (after accounting for the premium).

• Scenario 2: USD Appreciates (Unfavorable for Put Option Buyer, but that's okay!)
• Spot Rate on Expiration: USD/INR rises to, say, INR 84.50.
• XYZ Exports' Decision: The spot rate (84.50) is higher than their strike price (83.00). They will not exercise 

their Put Option (it's "out-of-the-money" and worthless).
• Benefit: They can sell their USD in the open market at the more favorable spot rate of INR 84.50.
• Net Realization: (100,000 USD * 84.50 INR/USD) - Premium (INR 50,000) = INR 8,450,000 - 50,000 = INR 

8,400,000.
• Without Hedge: They would have received 100,000 USD * 84.50 = INR 8,450,000.
• Cost of Hedging: INR 50,000 (the premium paid for protection). They sacrificed some upside potential for 

downside protection.



• Advantages of Hedging with Options over Forwards/Futures for
Exporters/Importers:

• Downside Protection, Upside Participation: This is the key benefit.
Options protect against adverse price movements while allowing the
hedger to benefit if the exchange rate moves favorably.

• Flexibility: The "right, not obligation" means no mandatory
settlement if the market moves against the strike price.

• Known Maximum Loss: The maximum loss for the option buyer is
limited to the premium paid, which is known upfront.

• Disadvantage:

• Cost (Premium): The premium paid is a cost that reduces profits if the
option is not exercised or if the market moves significantly in a
favorable direction beyond the premium amount.



10 Use of different option strategies to mitigate 
the risk
• Options strategies are incredibly versatile tools for risk mitigation (hedging),

speculation, and income generation. The "right, but not obligation" feature of
options allows for tailored risk-reward profiles.

• Here, we'll focus on using different option strategies primarily to mitigate risk,
especially in the context of an existing stock portfolio or anticipated transactions.

• Before we dive into strategies, let's recall the basics:

• Call Option: Right to BUY (bet on price going UP).

• Put Option: Right to SELL (bet on price going DOWN).

• Long Position: Buying an option.

• Short Position: Selling an option.

• Core Risk Mitigation Strategies (for a Single Stock/Asset)

• These are the most fundamental strategies for protecting an existing position.



1. Protective Put (Long Put)

• Purpose: To protect against a potential downside in a stock you own (a long 
position in the underlying asset). It acts like an insurance policy.

• Strategy: Buy a put option on the stock you own.
• Risk Mitigation:

• Maximum Loss: Limited to (current stock price - strike price) + premium paid. Below 
the strike price, your loss on the stock is offset by gains on the put option.

• Unlimited Upside: You still benefit if the stock price rises, minus the premium paid.

• Example (Indian Context): You own 100 shares of Reliance Industries (RIL) 
at ₹2,900. You're worried about a short-term correction but don't want to 
sell your shares. You buy a Put option on RIL with a strike price of ₹2,800 
for a premium of ₹30 per share. 

• If RIL falls to ₹2,700: Your RIL shares lose ₹200. But your put option gains (₹2,800 -
₹2,700) = ₹100. Net effect on option: ₹100 - ₹30 (premium) = ₹70 profit. Your overall 
loss is significantly reduced.

• If RIL rises to ₹3,000: Your put option expires worthless (you lose ₹30 premium), but 
your RIL shares gain ₹100. Your overall profit is still there.



2. Covered Call (Short Call on Owned Stock)

• Purpose: To generate income from an existing stock position while providing 
limited downside protection (equal to the premium received) and sacrificing 
some upside potential.

• Strategy: Own the underlying stock and simultaneously sell (write) a call option 
on that same stock.

• Risk Mitigation (Limited):
• Downside Protection: The premium received provides a small buffer against a fall in the 

stock price. If the stock falls, you keep the premium, reducing your loss.
• Profit Ceiling: Your maximum profit is capped at the strike price plus the premium received.

• Example (Indian Context): You own 100 shares of Infosys at ₹1,500. You don't 
expect a huge jump but want to earn some income. You sell a Call option on 
Infosys with a strike price of ₹1,550 for a premium of ₹20 per share. 

• If Infosys stays below ₹1,550: The call option expires worthless. You keep the ₹20 premium 
per share, adding to your existing holding's value or cushioning any small fall.

• If Infosys rises to ₹1,600: Your call option will be exercised. You sell your shares at ₹1,550 (the 
strike price) even though the market price is higher. Your profit is capped, but you kept the 
premium. Your opportunity cost is the foregone profit beyond ₹1,550.



3. Bear Put Spread

• Purpose: To profit from a moderate decline in an underlying asset's price, 
while limiting both potential profit and potential loss. It's a cheaper way to 
hedge than buying a naked put.

• Strategy: Buy a put option with a higher strike price and simultaneously sell 
a put option with a lower strike price (both on the same underlying asset 
and expiration date).

• Risk Mitigation:
• Cost-Effective: By selling a lower strike put, you offset some of the cost of buying the 

higher strike put, reducing the overall premium paid (or even resulting in a net 
credit).

• Defined Risk: Both maximum profit and maximum loss are known upfront.

• Example: You are bearish on the Nifty 50. You buy a Nifty 50 Put option 
with a strike of 22,000 (premium ₹150) and sell a Nifty 50 Put option with a 
strike of 21,800 (premium ₹80). Net cost: ₹70. 

• If Nifty falls to 21,800: Your long put is in profit, your short put is at money. Max 
profit is (22,000-21,800) - 70 = ₹130.

• If Nifty stays above 22,000: Both options expire worthless. You lose ₹70.



4. Bull Call Spread

• Purpose: To profit from a moderate rise in an underlying asset's price, 
while limiting both potential profit and potential loss.

• Strategy: Buy a call option with a lower strike price and simultaneously sell 
a call option with a higher strike price (both on the same underlying asset 
and expiration date).

• Risk Mitigation: Similar to the bear put spread, it's a cost-effective way to 
express a bullish view with defined risk.



5. Collar Strategy

• Purpose: To protect against a sharp downside in a long stock position while 
simultaneously generating income and capping upside potential. It combines a protective 
put with a covered call.

• Strategy: Own the underlying stock, buy a protective put option, and sell a covered call 
option. Often implemented as a "zero-cost collar" where the premium received from 
selling the call equals the premium paid for buying the put.

• Risk Mitigation:
• Defined Risk: Your maximum loss is capped at the difference between the stock purchase price 

and the put strike price (minus/plus net premium).
• Income Generation: The sold call generates income to offset the cost of the put.
• Limited Upside: Your profit is capped at the call strike price.

• Example: You own 100 shares of TCS at ₹3,800. You're worried about a fall. You buy a Put 
option at ₹3,700 (cost ₹50) and sell a Call option at ₹3,900 (receive ₹50). 

• If TCS falls below ₹3,700: Your put protects you. Your max loss is effectively capped at ₹100 per 
share (3800 - 3700).

• If TCS rises above ₹3,900: Your call gets exercised. Your profit is capped at ₹100 per share (3900 -
3800).

• If TCS stays between ₹3,700 and ₹3,900: Both options expire worthless, and you maintain your 
position.



6. Long Straddle / Long Strangle (for Volatility Risk)

• Purpose: Not strictly a direct "hedging" of a long position against a 
directional move, but rather a hedge against uncertainty or volatility. 
You profit if the price moves significantly in either direction.

• Strategy:
• Straddle: Buy a call and a put with the same strike price and expiration date.

• Strangle: Buy a call and a put with different (out-of-the-money) strike prices
but the same expiration date.

• Risk Mitigation (Volatility): You're protecting against not knowing 
which way a major event (e.g., earnings report, budget 
announcement) will move the price, but you expect a big move.

• Risk: Limited to the total premium paid.

• Reward: Unlimited if the move is significant enough.



Considerations when using Options for Risk Mitigation:

• Cost: Options involve paying premiums, which is a direct cost to your 
strategy.

• Expiration Date: Options have a limited lifespan (time decay).

• Volatility: Option prices are heavily influenced by implied volatility.

• Market View: Your choice of strategy depends on your specific view 
on the underlying asset's future price movement and volatility.



11 Introduction to Commodity Markets, History 
and Commodity Market Indices

• Introduction to Commodity Markets
• A commodity market is a marketplace where raw materials or primary

agricultural products are bought and sold. These raw materials are known
as commodities. Unlike manufactured goods, commodities are largely
interchangeable, meaning one unit of a commodity (e.g., a barrel of crude
oil, a bushel of wheat, an ounce of gold) is essentially the same as another
unit of the same commodity.

• Commodities can be broadly categorized into:
• Hard Commodities: Natural resources that are mined or extracted.

• Energy: Crude Oil, Natural Gas, Coal
• Metals: Gold, Silver, Platinum, Copper, Aluminum, Zinc, Lead, Nickel

• Soft Commodities: Agricultural products or livestock.
• Agriculture: Wheat, Corn, Soybeans, Rice, Coffee, Sugar, Cotton, Spices (e.g., Jeera,

Turmeric)
• Livestock: Live Cattle, Lean Hogs



• Why do Commodity Markets Exist

• Price Discovery: They help determine the fair market price of 
commodities based on supply and demand dynamics.

• Risk Management (Hedging): Producers (e.g., farmers, miners) and 
consumers (e.g., airlines, food manufacturers) use commodity 
markets to protect themselves from adverse price fluctuations.

• Speculation: Investors and traders attempt to profit from anticipated 
price movements.

• Investment Diversification: Commodities can offer portfolio 
diversification as their prices don't always move in sync with stocks or 
bonds.



• History of Commodity Markets

• The concept of commodity trading is arguably as old as civilization 
itself, evolving from simple bartering to sophisticated financial 
markets.

• Ancient Origins (Barter & Early Contracts):
• Pre-historic Times: Basic bartering of goods was the earliest form of 

commodity exchange.

• Ancient Mesopotamia (around 1750 BC): Evidence suggests early forms of 
written contracts, where farmers agreed to sell their crops at a 
predetermined price and time, effectively the genesis of forward contracts. 
This was crucial for planning and managing agricultural risk.

• Ancient Greece & Rome: Trade in grain, olive oil, and wine involved similar 
forward-looking agreements.

• Medieval Europe: Trade fairs and local markets saw agreements for future 
delivery of goods.



• Early Formalization (East Asia - 17th Century):
• Japan (Dojima Rice Exchange - Osaka, 1697): This is often cited as the first 

organized futures market. Samurai, often paid in rice, and merchants used 
rice futures to hedge against volatile rice prices. This exchange allowed for 
trading in "rice tickets" representing future delivery of rice, establishing a 
secondary market for these contracts.

• Industrial Revolution & Modern Exchanges (19th Century):
• United States (Chicago - Mid-19th Century): As agricultural production 

expanded rapidly in the US Midwest, farmers needed ways to sell their crops 
before harvest, and merchants needed guaranteed supplies. 

• Chicago Board of Trade (CBOT - 1848): Established initially as a central marketplace for 
grain and other commodities.

• Standardized Futures Contracts (1865): CBOT introduced the first standardized "futures 
contracts," which were distinct from traditional forwards as they were exchange-traded 
and guaranteed by the exchange. This standardization made them highly liquid and 
attractive to a wider range of participants.



20th Century & Beyond (Financialization & Globalization):

• Expansion beyond Agriculture: While agricultural commodities dominated 
early exchanges, the 20th century saw the inclusion of metals (e.g., London 
Metal Exchange - LME) and energy products (e.g., NYMEX - New York 
Mercantile Exchange for oil).

• Increased Sophistication: Development of electronic trading platforms, 
complex derivatives (options on futures), and the entry of more diverse 
participants (institutional investors, hedge funds).

• Globalization: Commodity markets became increasingly interconnected 
globally, with price movements in one region quickly impacting others.

• India's Journey: India has its own rich history of commodity trading, which 
was regulated and then banned at various points. The modern, organized 
commodity derivatives market in India re-emerged in the early 2000s with 
exchanges like MCX and NCDEX, playing a crucial role in price discovery and 
risk management for Indian producers and consumers.



• Commodity Market Indices

• Just like stock market indices (e.g., Nifty 50, Sensex) track the
performance of a basket of stocks, commodity market indices track
the performance of a diversified basket of commodity futures
contracts. They provide a broad measure of the overall health and
direction of the commodity market.

• How they are constructed:

• They typically include a mix of energy, metals (precious and base),
and agricultural commodities.

• The weight of each commodity in the index is determined by factors
like global production, trading liquidity, or economic significance.

• They are usually "excess return" indices, meaning they reflect the
return from holding the underlying futures contracts, without
accounting for the yield from holding the collateral backing the
futures.



Key Applications of Commodity Market Indices:

• Benchmark for Performance:
• Fund Performance: Fund managers (especially those managing commodity-focused

funds) use these indices as benchmarks to measure their own investment
performance.

• Investment Vehicles:
• ETFs (Exchange Traded Funds) and ETNs (Exchange Traded Notes): Many ETFs and

ETNs are designed to track commodity indices, allowing investors to gain diversified
exposure to the commodity market without directly trading individual futures
contracts. This makes it easier for retail investors to participate.

• Economic Indicator:
• Inflation Gauge: Broad commodity indices are often considered leading indicators of

inflation, as rising commodity prices tend to feed into higher consumer prices.

• Academic Research and Analysis:
• Researchers use historical index data to study commodity market cycles, the

relationship between commodities and inflation, and their role in portfolio
construction.



Popular Commodity Indices (Global Examples):

• S&P GSCI (Goldman Sachs Commodity Index): One of the oldest and most
widely followed commodity indices, heavily weighted towards energy
products.

• Bloomberg Commodity Index (BCOM - formerly Dow Jones-UBS
Commodity Index): Designed to be more diversified across energy, metals,
and agriculture.

• Rogers International Commodity Index (RICI): Another diversified index.

• While specific commodity indices in India are not as globally prominent,
Indian commodity exchanges often track and report on sub-indices for
specific segments (e.g., Bullion Index, Base Metal Index) which serve
similar benchmarking and analysis purposes within the domestic market.
For broader commodity exposure, Indian investors often look at global
indices via international funds or invest directly in major Indian commodity
futures (Gold, Silver, Crude Oil) on MCX.



12 Types of Swaps 
• Swaps are derivative contracts where two parties agree to exchange

cash flows or liabilities from two different financial instruments over a
specified period. They are customized, over-the-counter (OTC)
agreements, primarily used by institutions and corporations for risk
management, speculation, and arbitrage.



• 1. Interest Rate Swaps (IRS)

• This is the most common and widely traded type of swap.
• Purpose: To manage interest rate risk, allowing parties to exchange a fixed interest rate 

payment for a floating interest rate payment (or vice-versa) on a "notional" principal 
amount. The principal amount itself is never exchanged.

• Mechanism:
• Party A agrees to pay Party B a fixed interest rate payment.
• Party B agrees to pay Party A a floating interest rate payment (often linked to a benchmark like LIBOR 

or MIBOR in India).

• Why use it?
• Hedging: A company with floating-rate debt can swap it for fixed-rate payments to stabilize its 

interest expenses. Conversely, a company with fixed-rate debt might swap for floating if they expect 
interest rates to fall.

• Speculation: Parties might enter an IRS if they have a strong view on the future direction of interest 
rates.

• Arbitrage: Exploiting differences in borrowing costs in fixed vs. floating markets.

• Example (Indian Context): An Indian company has borrowed at a floating rate linked to 
MIBOR. It fears MIBOR might rise. It enters an IRS where it pays a fixed rate (say, 8%) to 
a bank, and the bank pays the company MIBOR. If MIBOR rises above 8%, the company 
benefits; if it falls below 8%, the company pays more than it receives, but it has 
achieved certainty of interest costs.



2. Currency Swaps
• Purpose: To exchange principal and/or interest payments in different currencies. Used 

to manage foreign exchange risk or to obtain financing in a foreign currency more 
cheaply.

• Mechanism:
• At the start, the two parties typically exchange equivalent principal amounts in different 

currencies.
• Throughout the life of the swap, they exchange interest payments (fixed or floating) in their 

respective currencies.
• At maturity, they re-exchange the original principal amounts at the initial exchange rate.

• Why use it?
• Hedging: An Indian company needing to borrow in USD but having better access to INR funding can 

swap INR debt for USD debt with another party.
• Arbitrage: Exploiting comparative advantages in borrowing in different currencies.
• Currency Risk Management: Locking in exchange rates for future principal or interest payments.

• Example: An Indian company needs USD financing, and a US company needs INR 
financing. They can agree to swap principal amounts (e.g., INR 700 Crores for USD 100 
Million at a 70 INR/USD rate) and then swap interest payments in their respective 
currencies over the swap's life. At maturity, they swap the principals back at the same 
initial exchange rate.



3. Commodity Swaps

• Purpose: To exchange a floating (market) price for a commodity for a fixed 
price over a specified period.

• Mechanism: One party pays a fixed price per unit of a commodity, and the 
other party pays a floating (spot) price for the same amount of the 
commodity. Only the difference in cash flows is exchanged.

• Why use it?
• Hedging: An airline can use a commodity swap to lock in a fixed price for aviation 

fuel, protecting against rising crude oil prices. A miner can lock in a selling price for 
its future metal production.

• Speculation: Betting on the direction of commodity prices.

• Example: An Indian power plant is a large consumer of coal. To stabilize its 
fuel costs, it enters a coal swap with a bank. The power plant agrees to pay 
a fixed price for coal (e.g., ₹5,000 per ton) for the next year, while the bank 
pays the power plant the prevailing market price of coal. If the market price 
goes above ₹5,000, the bank pays the difference to the power plant, 
effectively keeping its cost at ₹5,000.



4. Credit Default Swaps (CDS)

• Purpose: To transfer credit risk from one party to another. It's essentially 
an insurance contract against the default of a borrower.

• Mechanism:
• The buyer of the CDS (the protection buyer) pays periodic premiums to the seller of 

the CDS (the protection seller).
• In return, if a specified "credit event" (like bankruptcy, failure to pay) occurs on a 

"reference entity" (the borrower whose debt is being insured), the protection seller 
pays the buyer the par value of the defaulted bond or delivers the defaulted bond for 
its par value.

• Why use it?
• Hedging Credit Risk: A bank holding a large bond portfolio can buy CDS to protect 

against the default of those bond issuers.
• Speculation: Investors can buy CDS if they believe a company is likely to default, or 

sell CDS if they believe it's creditworthy and the premium is attractive.

• Regulation (India): CDS markets in India are more nascent and tightly 
regulated by the RBI, primarily for banks and financial institutions, given 
their role in the global financial crisis.



5. Equity Swaps

• Purpose: To exchange the returns of an equity (or a basket of 
equities/index) for a fixed or floating interest rate payment, or for the 
returns of another equity.

• Mechanism: One party pays a fixed or floating interest rate (based on 
a notional principal), and the other party pays the total return (capital 
appreciation/depreciation plus dividends) of a specified stock or stock 
index.

• Why use it?
• Gaining Exposure: Investors can gain exposure to a stock or index without 

actually owning the underlying shares (e.g., avoiding taxes, regulatory 
hurdles, or large capital outlay).

• Hedging: Hedging equity risk or interest rate risk.
• Arbitrage: Exploiting pricing differences between equity markets and fixed 

income markets.



13 Derivatives v/s Swaps
• Derivatives (The Broad Category)

• A derivative is a financial contract whose value is derived from an underlying asset, or 
group of assets. Think of it as an umbrella term.

• Key characteristics of ALL derivatives:

• Derived Value: Their price is dependent on the price of an underlying asset (stocks, 
bonds, commodities, currencies, interest rates, indices, etc.).

• Future Agreement: They involve an agreement to buy or sell something, or exchange 
cash flows, at a future point in time.

• Leverage: They often involve a small initial investment controlling a larger underlying 
value.

• Risk Management (Hedging): Used to reduce financial risk.

• Speculation: Used to profit from anticipated price movements.

• The four fundamental types of derivatives are:

• Forwards: Customized, OTC agreements for future delivery.

• Futures: Standardized, exchange-traded agreements for future delivery.

• Options: Give the buyer the right, but not the obligation, to buy or sell.



• Swaps: Agreements to exchange cash flows.

• So, when you talk about "Derivatives vs. Swaps," you're really talking about "Derivatives 
(in general) vs. Swaps (a specific type of derivative)."

• Swaps (A Specific Type of Derivative)

• As discussed previously, a swap is a customized agreement between two parties to 
exchange future cash flows or other financial instruments based on a predetermined 
underlying asset or rate.

• Key distinguishing features of swaps (compared to other derivatives):

• Exchange of Cash Flows: Their core mechanism is the periodic exchange of payments, 
rather than a single future delivery (like futures or forwards) or the right to buy/sell (like 
options).

• Customization: They are typically highly customized and traded in the Over-the-Counter 
(OTC) market.

• Longer Term: Swaps generally have longer maturities (often years) compared to most 
futures or options contracts.

• Notional Principal: Payments are calculated on a "notional" (or imaginary) principal 
amount, which itself is usually not exchanged (except for the initial and final principal 
exchanges in a currency swap).

• Primary Use: Heavily used by large corporations and financial institutions for managing 
interest rate risk, currency risk, and other exposures.



Feature Derivatives (General Term) Swaps (Specific Type of Derivative)

Relationship
The overarching category of financial 
contracts.

A specific type of derivative contract.

Core Mechanism
Can involve future delivery 
(futures/forwards), right to buy/sell 
(options), or exchange of cash flows (swaps).

Always involves the exchange of cash flows
over a period.

Common Types Futures, Forwards, Options, Swaps.
Interest Rate Swaps, Currency Swaps, 
Commodity Swaps, Credit Default Swaps, 
Equity Swaps.

Standardization
Can be standardized (futures, exchange-
traded options) or customized (forwards, 
swaps, OTC options).

Typically customized and OTC.

Primary Use
Broad: hedging, speculation, arbitrage, price 
discovery.

Primarily hedging complex risks (interest 
rate, currency, credit) for institutions.

Duration Varies widely (short-term to long-term). Often longer-term agreements.



14 Currency Swaps Interest Rate Futures and Financial Swaps

• 1. Currency Swaps

• What it is: A specific type of swap where two parties agree to
exchange equivalent amounts of principal and/or interest payments
in different currencies.

• Key Characteristics:

• Underlying: Two different currencies (e.g., USD and INR, EUR and
JPY).

• Mechanism:
• Initial Exchange: Often involves an initial exchange of principal amounts at

the prevailing spot rate.
• Periodic Interest Payments: Over the life of the swap, each party makes

interest payments (fixed or floating) in the currency they received at the start.
• Final Exchange: At maturity, the original principal amounts are re-exchanged,

usually at the same initial spot rate, or a pre-agreed rate.



• Purpose:
• Hedging Currency Risk: Protecting against adverse fluctuations in exchange rates for

future principal and interest payments.
• Obtaining Cheaper Funding: A company might have better credit access in its

domestic currency but needs funds in a foreign currency. It can borrow domestically
and then swap the cash flows with another party who has cheaper access to the
foreign currency.

• Asset-Liability Management: Managing currency mismatches on balance sheets.

• Trading Venue: Primarily Over-the-Counter (OTC), meaning they are
customized bilateral agreements, usually arranged through banks.

• Example (Indian Context): An Indian company needs to raise $100 million
for a US expansion. It can borrow ₹8,300 crores in India (assuming an 83
INR/USD exchange rate). Simultaneously, a US company needs ₹8,300
crores for an Indian project and can borrow $100 million cheaply in the US.
They can enter a currency swap:

• Initial: Indian co. pays ₹8,300 Cr to US co.; US co. pays $100 M to Indian co.
• Periodic: They exchange interest payments in their respective received currencies.
• Maturity: They swap the principals back ($100 M for ₹8,300 Cr). This locks in the

exchange rate for the principal repayment.



• 2. Interest Rate Futures

• What it is: A standardized, exchange-traded futures contract whose
underlying asset is an interest-bearing financial instrument or an
interest rate benchmark (like LIBOR, SOFR, or MIBOR).

• Key Characteristics:

• Underlying: An interest rate, a bond, or a debt instrument (e.g., T-
bills, government bonds).

• Mechanism: Parties agree to buy or sell a specific debt instrument at
a predetermined price on a future date, or to settle based on the
future level of an interest rate.

• Standardized: Contract specifications (size, maturity dates,
underlying) are fixed by the exchange.



• Exchange-Traded: Traded on regulated exchanges (e.g., NSE in India offers
futures on government bonds and short-term interest rate benchmarks).

• Clearinghouse Guarantee: Reduces counterparty risk.

• Mark-to-Market: Daily settlement of gains and losses.

• Purpose:
• Hedging Interest Rate Risk: Protecting bond portfolios from rising interest rates (by

selling futures) or future borrowing costs from rising (by buying futures).

• Speculation: Betting on the future direction of interest rates.

• Price Discovery: Providing information on market expectations of future interest
rates.

• Example (Indian Context): A bond fund manager in India holds a portfolio
of government bonds. They are concerned that interest rates might rise in
the near future, which would cause their bond prices to fall. To hedge, they
can sell Interest Rate Futures contracts (e.g., futures on 10-year G-Secs). If
interest rates indeed rise, the value of their existing bond portfolio falls,
but they profit from their short futures position, offsetting the loss.



• 3. Financial Swaps (Broad Category)

• What it is: "Financial swaps" is a broad category of swap agreements 
where the exchange of cash flows is linked to financial variables or 
instruments, as opposed to physical commodities.

• Key Characteristics:

• Underlying: Interest rates, currencies, equities, credit events, or other 
financial benchmarks.

• Customized & OTC: Like all swaps, they are typically tailor-made 
bilateral agreements.

• Purpose: Primarily for sophisticated risk management by large financial 
institutions and corporations, also for speculation and arbitrage.



Types of Financial Swaps :

• Interest Rate Swaps (IRS): As discussed, exchange fixed for floating
interest payments. This is the most common financial swap.

• Currency Swaps: As discussed, exchange principal and/or interest
payments in different currencies.

• Equity Swaps: Exchange returns on an equity (or index) for a
fixed/floating interest rate payment.

• Credit Default Swaps (CDS): Transfer of credit risk where one party
pays premiums for protection against a credit event on a reference
entity.

• Total Return Swaps (TRS): Exchange total return of an asset (including
capital gains/losses and income) for a fixed/floating rate.



Key Differences and Relationships

• Hierarchy: Financial Swaps is a broad category. Interest Rate Swaps and 
Currency Swaps are types of financial swaps.

• Standardization & Trading Venue:
• Interest Rate Futures are standardized and exchange-traded.
• Currency Swaps and other Financial Swaps are generally customized and OTC-

traded.

• Mechanism:
• Futures involve a contract for future delivery or cash settlement based on a 

price/rate. Daily mark-to-market is typical.
• Swaps involve periodic exchanges of cash flows based on different underlying 

variables. Full settlement typically happens at maturity (though net payments are 
often exchanged periodically).

• Counterparty Risk:
• Futures: Low counterparty risk due to clearinghouse.
• Swaps (OTC): Higher counterparty risk, as it's a direct agreement between two 

parties. However, in interbank markets, this risk is mitigated by strong credit lines 
and netting agreements.


