
DERIVATIVES 
(MARKET INSTRUMENTS) 



• A derivative is a contract between two parties whose value/price is 
derived from an underlying asset. Futures, options, forwards, and 
swaps are the most common types of derivatives. 

• Initially, an underlying corpus is created, which can consist of a single 
security or a combination of securities. 

• The value of the underlying asset is bound to change because the value of the 
underlying assets is constantly changing. 

• For instance, any derivative based on gold would fluctuate based on the change 
in prices accordingly. The derivatives change in prices proportional to the 
underlying asset (gold in this case). 

 



Types of Derivatives 

 Forwards 

• It is a customized contract between two parties to buy or sell an asset, product, 
or commodity at a predetermined price at a later date. 

• forwards are not traded on central exchanges but rather over-the-counter, 
and they are not standardized to be regulated. 

• It is most useful for hedging and risk reduction, even though it does not 
guarantee any kind of profit. 

• Over-the-counter Forwards are also subject to counterparty risk. Counterparty 
risk is a type of credit risk in which the buyer or seller may be unable to meet 
his or her obligations. 

• If the buyer or seller becomes insolvent and is unable to fulfill his end of the bargain, 
the other party may be out of options to save his position. 

 



Futures 
• financial contracts that are fundamentally similar to forwards, with 

the main difference being that features can be traded on exchanges and are 
thus standardized and regulated. They are frequently used in commodity 
speculation. 

• In December 2021, future trading in seven agricultural commodities has been 
outlawed by the Securities and Exchange Board of India (SEBI). Soybean, crude 
palm oil, wheat, rice, chickpea, green gram, rapeseed, and mustard are the 
commodities that are restricted in futures trading. 

 



Options 
• Options contracts are financial contracts in which the buyer or seller has 

the right but not the obligation to buy or sell a security or financial 
asset. 

• Options are similar to futures in that they are a contract or agreement between 
two parties to buy or sell any type of security at a predetermined rate in 
the future. 

• the parties are under no legal obligation to keep their end of the 
bargain, which means that they may or may not decide to sell or buy the 
security at the agreed-upon time. 

• It is literally an option given to reduce risk in the future if the market is 
volatile. 

 



Swaps 
• Swaps are a type of financial derivative used to exchange one type of 

cash flow for another. 

• private agreements between parties that are mostly traded over-the-
counter and are not traded on exchanges. 

• Currency swaps and interest rate swaps are the most common types of swaps. 

• An interest rate swap, for example, can be used by a trader to convert a 
variable interest loan to a fixed interest loan or vice versa. 

 



Advantages 

 
Hedging Risks 

• process of reducing risk in one's investment by making another, and 
derivatives are the best way to do so. 

• Derivatives are used as insurance policies to reduce risk, and they are 
generally used with the goal of minimizing market risk. 

• The corn farmer and buyer derivatives were clearly used to hedge price risk by 
locking in the price of corn in the previous example. 

 

Low Transaction cost 
• When compared to other securities such as stocks or bonds, trading in the 

derivatives markets has a low transaction cost. 

• Derivatives serve as a risk management tool, resulting in lower transaction costs. 

 



Disadvantages 

 
High Risk 
• Because these instruments derive their value from the underlying 

asset, changes in the underlying's value have a significant impact on these 
contracts. 

• The prices of the underlying assets, such as stocks and bonds, 
fluctuate in response to market conditions and are unpredictable. 

Speculative nature 

• Derivatives are a common tool used for profit-making speculation. 
Because of the market's unpredictability, speculation is extremely risky and can 
result in massive losses. 

 


