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PrefacePreface

Due to globalisation and liberalisation processes initiated by the states all over the
world, the international trade and financial activities have grown multifold resulting
in rising level of all types of risks for market participants such as market risk, interest
rate risk, foreign exchange risk, inflation risk and price risk. During the last few years,
a number of new financial instruments have assumed significance in the Indian
economy. With rapid globalisation, this trend is likely to accelerate in future. Derivatives
are a kind of financial instruments whose values change in response to the change in
specified interest rates, security prices, commodity prices, index of prices or rates, or
similar variables. Typical examples of derivatives are futures and forward contracts,
swaps and option contracts.

This book shows how to quantify financial risks and manage them. For a firm,
the ability to manage risk is a source of competitive advantage. In particular, firms
that manage risks well are better able to take advantages of growth opportunities.
Derivatives are the instrument of choice to manage financial risks, and it is therefore,
critical for managers to understand how derivatives can be used to manage risks.

 Equity index futures, equity stock futures, equity index options and equity stock
options are traded on some major stock exchanges. For instance, in case of equity
index futures and equity index options, the National Stock Exchange of India Limited
(NSE) and the Stock Exchange, Mumbai (BSE) have introduced trading in S&P CNX
NIFTY index and BSE SENSEX, respectively. In the case of equity stock futures and
equity stock options, NSE and BSE have introduced trading in certain securities specified
by the Securities and Exchange Board of India (SEBI).

 This book deals with accounting treatment of equity index futures, equity stock
futures, equity index options and equity stock options (hereinafter collectively referred
to as ‘Equity Derivative Instruments’) from the viewpoint of the parties who enter into
such contracts as buyers or sellers.

Equity Derivative Instruments are a type of financial instruments, which are
bought or sold with specific motives, e.g., speculation, hedging and arbitrage. The
accounting treatment recommended in this book is applicable to all contracts entered
into for Equity Derivative Instruments irrespective of the motive.

Since the inceptions of Future and Option trading in 2001, it is observed that the
people’s interest and the volume in it are jumping by leaps and bounds. This book has
been written in common man’s language and with exhaustive details.

Second part of this book deals with accounting for financial instruments.
Accounting for financial instruments under IFRS is complex. Entities should take the
time to understand the requirements, including the impact on systems, processes and
documentation. This book provides an overview of revised IAS 39 and IFRS 7 and Ind
AS 39 on financial instruments.



The publication of this book comes at a time of heightened stress in the financial
system and the global economy. The role that financial instruments have played in
recent events is well documented. Write-downs in the value of loans and other asset-
backed securities, extension of financial support to special purpose entities, fair valuation
in less liquid markets, disclosure of undrawn loan commitments, liquidity risk and
exposure to credit risk are to name but a few. A common understanding and consistent
application of the financial reporting requirements in these areas are critical in alleviating
uncertainty and enhancing confidence in reporting financial performance.

This book contains practical approach to understand Futures and Options and
explains how to apply the complex standards on financial instruments.

The views expressed in this book are of author’s own. This book is useful for those
who do business in Futures and Options and Stock Exchanges, and for Brokers. This
book is also useful for practicing Chartered Accountants/Cost Accountants/Company
Secretaries/Professionals/Research Institutions/Companies/Businessmen and C.A. Final
Students. This book is also useful for teachers and students of finance, commerce, and
management like MBA, PGDBM, M.Com., MFC, MBE and MFM. This book is also
useful for derivatives practitioners like equity researchers, portfolio managers, financial
executives, analysts, investors, policymakers and risk managers.

I have taken help of the various International Financial Reporting Standards
(IFRS) and Indian Standards while explaining the comparative position. I have also
taken a few quotes against which I have given proper reference.

I am thankful to Mr. K.N. Pandey, Anuj Pandey and Niraj Pandey and all the
editorial staff of M/s Himalaya Publishing House Pvt. Ltd. for bringing out this first
edition of the book within a very short time.

I will be happy to welcome further suggestions from readers to improve this book.
The readers may send their suggestions on e-mail: arjunsaini@rediffmail.com.

Dated 1st June, 2014 Dr. A.L. Saini
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INTRODUCTION
A variant of secondary market is the forward market, also know as derivatives

market, where securities are traded for future delivery and payment. Pure forward is
however, not in practice in actual derivatives market, the versions of forward that are
traded in derivatives market are futures and options.

In futures market, standardised securities are traded for future delivery and
settlement. These futures can be on a individual securities or the index itself. In the case
of options, securities are traded for conditional future delivery.

As early as seventeenth century Europe, when speculating traders used futures/
forward contracts to trade in agricultural commodities, of course the working was not
at all sophistical, due to that there were frequent collapses in the systems.

But with these the evolution of the system at foward market came into existence.

Later, a group of Chicago businessmen formed the Chicago Board of Trade (CBOT)
in 1848. The main purpose of the CBOT was to provide a centralised location known in
advance for buyers and sellers to negotiate forward contracts. In the year 1865, the
CBOT went one step further and listed the first “exchange traded” derivatives contract
in the US, these contracts were called “Futures Contracts”.

In 1919, Chicago Butter and Egg Board, a spin-off of CBOT, was reorganised to
allow futures trading. Later, its name was changed to Chicago Mercantile Exchange
(CME). The CBOT and the CME remain the two largest organised futures exchanges
(“financial exchanges”), in the world today.

At Kansas City Board of Trade the first index futures contract was traded. Currently
the most popular stock index futures contract in the world is based on S&P 500 index,
traded on Chicago Mercantile Exchange. In the mid eighties, financial futures became

Derivatives Market
in India1
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the most active derivative instruments generating volumes many times more than the
commodity futures. The three most popular futures contracts such as Index futures,
futures on T-bills and Euro-Dollar futures are even traded today.

On September 1984, the Chicago Mercantile Exchange (CME), and the Singapore
International Monetary Exchange (SIMEX) both set electronic link between them to
provide the facility to trade, some contracts interchangeability round the clock to their
traders.

DERIVATIVES MARKET IN INDIA
Till the mid-1990s equity stocks were transacted and they were in two categories,

1. Spot Transactions.
2. Carry forward Transactions (Badla).

Badla system was discontinued somewhere in December 1993. Due to
discontinuation of Badla system of trade volumes fell sharply as existing system was
requiring big amount of cash i.e., liquidity.

Due to fall in trading volumes some alternative system was required to be introduced.
Securities and Exchange Board of India (SEBI) set up a 24-member committee under the
chairmanship of Dr. L.C. Gupta on November, 18 th 1996 to develop appropriate
regulatory framework for derivatives trading in India.

On March 17, 1998 the committee submitted its report prescribing necessary pre-
conditions for introduction of derivatives trading in India. The committee recommended
that derivatives should be declared as ‘securities’ so that regulatory framework applicable
to trading of ‘securities’ could also govern trading of derivatives. SEBI also set up a
group in June 1998 under the Chairmanship of Prof. J.R. Varma, to recommend measures
for risk containment in derivatives market in India. Later, the report, which was submitted
in October 1998, worked out the operational details of margining system, methodology
for charging initial margins, broker net worth, deposit requirement and real-time
monitoring requirements.

Withdrawal of Prohibition on Options

Under the Securities Contracts Regulation Act (SCRA), 1956 as amended by the
Act 1969 all options in securities were prohibited.

In the year 1995, the prohibitions on options were withdrawn under the Securities
Contracts Regulations Act.

Arrival of Derivatives Trading in India

In December 1999, the SCRA was amended-to include the derivatives within the
ambit of ‘securities’ and the regulatory framework was developed for governing
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derivatives trading. The act also made it clear that derivatives shall be legal and valid
only if such contracts are traded on a recognised stock exchange, thus, precluding OTC
derivatives. In March 2000, the government also rescinded the three-decade old
notification, which prohibited forward trading in securities.

In June 2000, derivatives trading commenced in India after SEBI granted the final
approval to this effect in May 2000. SEBI permitted the derivative segments of two stock
exchanges, and approved derivatives contracts commence trading and settlement in
NSE and BSE, and their clearing house/corporation.

To begin with, SEBI approved trading in index futures contracts based on S&P
CNX Nifty and BSE - 30 (Sensex) index. Later, this was followed by approval for trading
in options based on these two indexes and options on individual securities.

In June 2001, the trading in index options commenced and in July 2001 the trading
in options on individual securities commenced. In November 2001 Futures contracts on
individual stocks were launched. Trading and settlement in derivative contracts is done
in accordance with the rules, byelaws, and regulations of the respective exchanges and
their clearing house corporation duly approved by SEBI and notified in the official gazette.

Trading Mechanisms at NSE

The futures and options trading system of NSE, called NEAT-F&O trading system,
provides a fully automated screen-based trading for Nifty futures and options and stock
futures and options on a nationwide basis and an online monitoring and surveillance
mechanism It supports an anonymous order-driven market, which provides complete
transparency of trading operations and operates on strict price-time priority. It is similar
to that of trading of equities in the Cash Market (CM) segment. The NEAT-F&O trading
system is accessed by two types of users. The Trading Members(TM) have access to
functions such as order entry, order matching order and trade management.

Trading Mechanisms at BSE

The Derivatives Trading at BSE takes place through a fully automated screen-based
trading platform called as DTSS (Derivatives Trading and Settlement System). The DTSS
is designed to allow trading on a real-time basis. In addition to generating trades by
matching opposite orders, the DTSS also generates various reports for the member
participants.

ADVANTAGES AND IMPORTANCE OF DERIVATIVES
Derivative is a product whose value is derived from the value of one or more basic

variables, called bases (underlying asset, index, or reference rate), in a contractual
manner. The underlying asset can be equity, forex, commodity or any other asset. For
example, wheat farmers may wish to sell their harvest at a future date to eliminate the
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risk of a change in prices by that date. Such a transaction is an example of a derivative.
The price of this derivative is driven by the spot price of wheat which is the “underlying”.

In the Indian context the Securities Contracts Regulation Act, 1956 (SCRA) defines
“derivative” to include:

1. A security derived from a debt instrument, share, loan whether secured or
unsecured, risk instrument or contract for differences or any other form of
security.

2. A contract, which derives its value from the prices, or index of prices, of
underlying securities. Derivatives are securities under the SCRA and hence,
the trading of derivatives is governed by the regulatory framework under the
SCRA.

Derivatives are important financial instruments and perform a wide variety of
functions. These functions range from hedging and insuring against adverse changes to
ensuring market efficiency. Some of the important advantages that they bestow upon
their users are as follows:

1. Hedging Risk
Derivatives are used to hedge risks. They can be used as hedging devices by retail

investors, portfolio managers and borrowers hedging against interest rate rises. Index
Futures can be used to hedge a portfolio against adverse movement in the stock market.

Through the process of hedging, the buyer of the instrument implicitly transfers
the risk to those who want to assume it, for a consideration. To give an example, a
company is worried that the price of their important raw material, tomatoes, will go up
or fluctuate wildly. To avoid this, they can fix the price of tomatoes in the futures market
now, with delivery to be taken in the future. This relieves the company of the uncertainty.

2. Widening Portfolio
Derivatives enable banks, traders or investors to bet on price movements without

having to deal with actual assets. If the value of the underlying goes up or down, the
difference is simply settled in cash. Derivatives are more flexible than the underlying
products. The value is based on the price of the underlying product, and most contracts
are settled in cash terms. Investors could gamble, for example, on the tobacco crop in
Andhra Pradesh without having to buy a tobacco farm.

3. Leveraging
One of the most important uses of derivatives stems from the fact that they can be

‘leveraged’ i.e., geared up to be worth many times the value of the underlying. For
instance, if the price of the asset moves ` 10, the value of derivative instrument can
change by ` 100. Hence, an investor can put in only a small amount of money for a large
transaction. This is not possible while trading, for instance, equities. Let is take the
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property owner with a mortgage as an example. A person buys a house for ` 1,00,000.
He puts up ` 10,000 and borrows ` 90,000 from the bank. Six months later, the house is
sold for ` 1,50,000. He pays back ` 90,000 to the bank (for these purposes we shall
ignore interest payments, etc.) and keeps ` 60,000 – not bad for an original investment
of just ` 10,000. The principle is exactly the same in many derivatives’ investments –
(Big Bang for a Little Buck.)

4. Facilitating Large International Investments
Another important area where derivatives come in useful is international

investments. International investments often involve huge sums of money. To a large
extent, derivatives make such investment possible. For instance, Japanese insurance
companies fund housing loans in the US by buying into derivatives on real estate in the
US. Without such use of derivatives, investment would be much more difficult.

Derivative users in the Market

1. Hedgers
Hedgers wish to eliminate or reduce price risk to which they are already exposed.

To hedge is to enter into transactions that protect a business or assets against changes in
the underlying commodity. The instruments bought as a hedge, tend to have the opposite
value movements to the underlying asset. Financial and commodity markets are used to
transfer risk from an individual or corporation to someone more willing and able to
bear that risk.

To give an example, consider an American company, which discovers a rich deposit
of oil near the Bay of Bengal. The management is afraid to develop the site because they
are uncertain about the revenues that could accrue. Some of the uncertainties are:

(a) The price of oil could fall
(b)  Interest rates could rise and
(c) Adverse currency movements.

The company does not have to bear all the risks. These risks can be hedged to an
extent. For instance, the oil can be sold in the futures market, thus, providing a fixed
price. The interest rate can be artificially fixed using the Forward Rate Agreement and
interest Futures market. The currency risk can be limited using currency Forwards or
Options.

The above case is a classic example of how risk-averse investors, can overcome
many of the risks and uncertainties by the innovative use of derivatives.

2. Speculators
Speculators willingly take price risks to profit from price changes in the underlying.

In contrast to hedgers, speculators buy or sell derivative contracts in an attempt to earn



8 .................................................................................................... ..................... Practical Derivatives

profits. They are willing to assume the risk of price fluctuations, hoping to profit from
them. In the above case of the American company, they overcame the risk. This risk was
taken over by the speculators. Speculators are essential to the proper functioning of the
Futures market. They absorb the excess demand or supply generated by hedgers. Most
importantly, they assume the risks of price fluctuations that hedgers are so eager to
avoid. Speculators add to the liquidity of the market.

In general, the speculator takes a view on the market and plays accordingly. If one
is bullish on the market, one can buy Futures, and vice versa for a bearish outlook.

3. Arbitrageurs
Arbitrageurs profit from price differentials existing in two markets by simultaneously

operating in two different markets. An arbitrageur makes riskless profits by exploiting
the price differentials on the same instrument or similar assets, often by trading on
different exchanges. He buys the instrument at the lower price and promptly makes a
resale at the higher price. Theoretically speaking, the price ought to be the same on two
markets, but this is not always the case. Opportunities exist whereby one can buy a
derivative instrument in one market, sell it in another and pocket the difference. Arbitrage
plays a role in ensuring market efficiency, in the sense that it helps to eliminate pricing
anomalies. Arbitageurs are on the lookout for market inefficiencies and quickly look to
eliminate them.

All class of investors are required for healthy functioning of the market. Hedgers
and investors provide the economic substance to any financial market. Without them,
the markets would lose their purpose and become mere tools of gambling. Speculators
provide liquidity and depth to the market. Arbitrageurs bring price uniformity and help
price discovery.
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