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ABSTRACT
          Globalization and liberalization have resulted in enormous growth in the volume of international trade and business. This has necessitated more demand for international money and financial instrument increased significantly at global constant changes in exchange rates, interest rates and stock prices of different financial markets have increased the financial risk to the corporate world and even have threatened the very survival of business world. It is, therefore, to manage such risk the new financial instruments have been developed in the financial markets, which are also popularly known as financial derivatives. The basic purpose of these instruments is to provide commitments to prices for future dates for giving protection against adverse movements in future prices. Today, the financial derivatives have become increasingly popular and most commonly used in the world of finance. This has grown with so phenomenal speed all over the world that now it is called as the derivatives revolution. In India, the emergence and growth of derivatives market is relatively a recent phenomenon. Since its inception in June 2000, derivatives market has exhibited exponential growth both in terms of volume and number of contract traded. The market turnover has grown from Rs.2365 Cr. in 2000-2001 to Rs.16807782.22 Cr. in 2012-13. Within a short span of twelve years, derivatives trading in India has surpassed cash segment in terms of turnover and number of traded contracts. In India, the Accounting Standards Board (ASB) of the Institute of Chartered Accountants of India (ICAI) issued AS-11(Revised) Accounting for the effects of Changes in Foreign Exchange Rates which will ease the functioning of derivatives. The present paper tries to expand the uses of derivatives and its important in trading.
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1. INTRODUCTION

     With the opening of the economy to multinationals and the adoption of the liberalized economic policies, the economy is driven more towards the free market economy. The complex nature of financial structuring itself involves the utilization of multi currency transactions. It exposes the clients, particularly corporate clients to various risks such as exchange rate risk, interest rate risk, economic risk and political risk. With the integration of the financial markets and free mobility of capital, risks also multiplied. For instance, when countries adopt floating exchange rates, they have to face risks due to fluctuations in the exchange rates. Deregulation of interest rate cause interest risks. Again, securitization has brought with it the risk of default or counter party risk. Apart from it, every asset—whether commodity or metal or share or currency—is subject to depreciation in its value. It may be due to certain inherent factors and external factors like the market condition, Government’s policy, economic and political condition prevailing in the country and so on. In the present state of the economy, there is an imperative need of the corporate clients to protect their operating profits by shifting some of the uncontrollable financial risks to those who are able to bear and manage them. Thus, risk management becomes a must for survival since there is a high volatility in the present financial markets.

     The present study attempts to discuss the genesis of derivatives which occupy an important place as risk reducing machinery. Derivatives are useful to reduce many of the risks discussed above. In fact, the financial service companies can play a very dynamic role in dealing with such risks. They can ensure that the above risks are hedged by using derivatives like forwards, future, options, swaps etc. Derivatives, thus, enable the clients to transfer their financial risks to the financial service companies. This really protects the clients from unforeseen risks and helps them to get their due operating profits or to keep the project well within the budget costs. To hedge the various risks that one faces in the financial market today, derivatives are absolutely essential. 
In recent years there have occurred major changes in relation to the accounting and disclosure of forex transactions, especially derivatives contracts. The relevant Accounting Standards are AS 11, AS 16 and AS 30.
2. REVIEW OF LITERATURE
   In one of the earlier theoretical models with practical implications, Smidt (1971) argued that, in addition to what Demsez (1968) had modelled, the market-maker, in her quest to constantly bring her inventory up or down to a desired level, would influence price, thus making it depart, during the course of a day or sometimes even over a longer period, from the true value. But, it is

Garman (1976) who formally modeled the relation between dealer’s quote (or bid-ask spread) and the inventory level. One of the model’s implications is that a dealer having a sizeable long position in inventory would not go for addition unless there is a drastic price reduction. Models by Stoll (1978) and Amihud and Mendelson (1980) reflect the intuition of the Garman model.
     Mayhew (2000) made a more focused, though quite detailed, review of theoretical and empirical work on the effect of introduction of derivative on the underlying cash market, including PD. He points out that a simple way to analyze PD is to look at the led-lag relationship between spot and derivative market of an asset.
 Kawaller, Koch, and Koch (1987) took one-minute-interval spot and 20-45 minutes, with longer lead in the more active nearer term contracts, but the spot market leads only by a maximum of two minutes. Realizing that asynchronous trading could be showing the spot-market as lagging, many authors try to overcome the problem. 
Harris (1989) examined the S&P-500 spot and futures data in five-minute-intervals ten days around the US stock-market crash of 1987 and concluded that, though the extreme movements in the cash futures basis was caused due to infrequent-trading, even after correcting for that, the futures market still led the cash (or spot) market. Also using five-minute-interval data from April 1982 to March 1987, Stoll and Whaley (1990) overcame the infrequent-trading problem by making the spot return pas through an ARMA filter; they also found that the futures market leads by 5-10 minutes and sometimes cash market also leads, but the incidence of the latter effect is diminishing over time. 
Chan (1992) looked at the 20-share MMI index, which is less subject to infrequent trading, and both MMI and S&P-500 futures contracts. He also found strong support for futures leading spot and weak support for the reverse. In fact, he also observed that the index-futures led even the most-active component-stocks that are a part of the index. He also highlighted that the lead-lag relationship is not affected whether good or bad news is received or whether market activity is high or low. In an insightful paper, Wahab and Lashgari (1993) pointed out that earlier empirical works were misspecified, because they failed to recognize that the spot and derivative prices were co integrated. Futures data for S&P-500 index for 1984-85 and found that the futures leads the spot market.
        As mentioned, such studies have been carried out all over the world. Kenourgios (2004) analyzes the relative movements in Greece’s FTSE/ASE-20 index and the three-month futures on it and finds two-way causality.

3. OBJECTIVE OF THE STUDY:
      The present study has the following objectives:

1) To understand the concept of derivatives

2) To examine the evolution of derivative market in India.

3) To study the benefit of derivatives instruments.

4. Why Derivative are used??

   Adding some of the wide variety of derivative instruments available to a traditional portfolio of investments can provide global diversification in financial instruments and currencies, help hedge against inflation and deflation, and generate returns that are not correlated with more traditional investments. The two most widely recognized benefits attributed to derivative instruments are price discovery and risk management. 
4.1 Price Discovery
Futures market prices depend on a continuous flow of information from around the world and require a high degree of transparency. A broad range of factors (climatic conditions, political situations, debt default, refugee displacement, land reclamation and environmental health, for example) impact supply and demand of assets (commodities in particular) - and thus the current and future prices of the underlying asset on which the derivative contract is based. This kind of information and the way people absorb it constantly changes the price of a commodity. This process is known as price discovery.

· With some futures markets, the underlying assets can be geographically dispersed, having many spot (or current) prices in existence. The price of the contract with the shortest time to expiration often serves as a proxy for the underlying asset.

· Second, the price of all future contracts serve as prices that can be accepted by those who trade the contracts in lieu of facing the risk of uncertain future prices.

· Options also aid in price discovery, not in absolute price terms, but in the way the market participants view the volatility of the markets. This is because options are a different form of hedging in that they protect investors against losses while allowing them to participate in the asset's gains.
As we will see later, if investors think that the markets will be volatile, the prices of options contracts will increase. This concept will be explained later.

4.2 Risk Management
 This could be the most important purpose of the derivatives market. Risk management is the process of identifying the desired level of risk, identifying the actual level of risk and altering the latter to equal the former. This process can fall into the categories of hedging and speculation. 
Hedging has traditionally been defined as a strategy for reducing the risk in holding a market position while speculation referred to taking a position in the way the markets will move. Today, hedging and speculation strategies, along with derivatives, are useful tools or techniques that enable companies to more effectively manage risk. 
4.3 They Improve Market Efficiency for the Underlying Asset
For example, investors who want exposure to the S&P 500 can buy an S&P 500 stock index fund or replicate the fund by buying S&P 500 futures and investing in risk-free bonds. Either of these methods will give them exposure to the index without the expense of purchasing all the underlying assets in the S&P 500.
If the cost of implementing these two strategies is the same, investors will be neutral as to which they choose. If there is a discrepancy between the prices, investors will sell the richer asset and buy the cheaper one until prices reach equilibrium. In this context, derivatives create market efficiency. 
4.4 Derivatives Also Help Reduce Market Transaction Costs
 Because derivatives are a form of insurance or risk management, the cost of trading in them has to be low or investors will not find it economically sound to purchase such "insurance" for their positions.
5. Historical development of derivative market in India 
     Derivative markets in India have been in existence in one form or the other for a long time. In the area of commodities, the Bombay Cotton Trade Association started future trading way back in 1875. This was the first organized futures market. Then Bombay Cotton Exchange Ltd. in 1893, Gujarat Vyapari Mandall in 1900, Calcutta Hesstan Exchange Ltd. in 1919 had started future market. After the country attained independence, derivative market came through a full circle from prohibition of all sorts of derivative trades to their recent reintroduction. In 1952, the government of India banned cash settlement and options trading, derivatives trading shifted to informal forwards markets. In recent years government policy has shifted in favour of an increased role at market based pricing and less suspicious derivatives trading. The first step towards introduction of financial derivatives trading in India was the promulgation at the securities laws (Amendment) ordinance 1995. It provided for withdrawal at prohibition on options in securities. The last decade, beginning the year 2000, saw lifting of ban of futures trading in many commodities. Around the same period, national electronic commodity exchanges were also set up. The more detail about evolution of derivatives are shown in table No.1 with the help of the chronology of the events. This table is presenting complete historical developments.

6. DISCUSSION
6.1 Concept of Financial Derivatives 
   At present the Indian stock markets are not having any risk hedged instruments that would allow the investors to manage and minimize the risk. In industrialized countries apart from money market and capital market securities, a variety of other securities known as ‘derivatives’ have now become available for investment and trading. The derivatives originate in mathematics and refer to a variable which has been derived from another variable. A derivative is a financial product which has been derived from another financial product or commodity. The derivatives do not have independent existence without underlying product and market. Derivatives are contracts which are written between two parties for a easily marketable assets. Derivatives are also known as deferred delivery or deferred payment instruments. Since financial derivatives can be created by means of a mutual agreement, the types of derivative products are limited only by imagination and so there is no definitive list of derivative products.

6.2 Definition of financial derivatives

   The term derivatives can simply be understood as those items that do not have their own independent values, rather they have derived values. Derivatives have a significant place in finance and risk management. A derivative is a financial instrument whose pay-off is derived from some other asset which is called an underlying asset.

D.G. Gardener defined the derivatives as “A derivative is a financial product which has been derived from market for another product.”
6.3 Types of Derivatives:

I. Forward Contract: A forward is an agreement between two parties a buyer and seller to purchase or sell something at a later date at a price agreed upon today. Forward contract, sometimes called forward commitments are very common in everyone’s life. Any type of contractual agreement that calls for  the future purchase of a good or service at a price agreed upon today & without the right of cancellation is a forward contract.
II. Future Contract: A future contract is an agreement between two parties a buyer & a seller to buy or sell something at a future date. The contract trades on a future exchange procedure. Future contract evolved out of forward contract & posses many of the same characteristics unlike forward contract future contract trade on organized exchanges, called future contract.
III. Option Contract: Option is a right to buy or sell an asset at a specified price at a specified period of time. 
     Here, Two types of options and they are:

i) Calls Option: Calls give the buyer the right but not the obligation to buy a given quantity of the underlying asset at a given price on or before a given future date,
ii) Put Option: Puts give the buyer the right but not the obligation to sell a given quantity of the underlying asset at a given price on or before a given date.
IV. Swaps: Agreement between two parties of cash flows for a set period of time.
       Two types of swaps are:

i) Interest rate swaps: These involve swapping only the interest related cash flows between the parties in the same currency.
ii) Currency swap: These entail swapping both principle & interest b/w the parties, with the cash flows in one direction being in a different currency than those in the opposite direction.  
       7.  Important provision of Accounting Standard AS-11
        AS-11 is applicable in the following issues:           
     In accounting for transactions in foreign currency and 

i)   In translating the financial statement of foreign operations

The Standard defines the various terms used the most important ones are as follows:
i) Fair value is the amount for which an asset be exchanged, or a liability settled, b/w knowledge, willing parties in an arm’s length transaction.

ii) Foreign currency is a currency other than the reporting currency of an enterprise.

iii) Integral Foreign operation is a foreign, the activities of which are an integral part of those of the reporting enterprise.

iv) Monetary Items are money held and assets & liabilities to be received or paid in fixed or determinable amounts of money.

v) Non-Monetary items are assets & liabilities other than monetary items.

vi) Reporting currency is the currency used in presenting the financial statement.
Accounting Standard (AS 11) – The Effects of changes in foreign exchanges rates the main objective of these accounting is enterprises carrying on activities involving foreign exchange transaction in foreign currencies ($) Foreign operations to translation of $ into the enterprise’s reporting currency to include in the financial statements of enterprises
8. Derivatives Market in India 
   In India, there are two major market namely National Stock Exchange (NSE) and Bombay Stock Exchange (BSE) along with other Exchanges of India are the market for derivatives. Here we may discuss the performance of derivatives products in Indian market. 

 8.1 Derivative products traded at BSE
   The BSE started derivatives trading on June 9, 2000 when it launched “Equity derivatives (Index futures-sensex) first time. It was followed by launching various products which are shown in table no.2. They are index options, stock options, single stock futures, weekly options, stocks for: Satyam, SBI, Reliance Industries, Tata Steel, Chhota (Mini) Sensex, Currency futures, US dollar-rupee future and BRICSMART indices derivatives. The table No.2 summarily specifies the derivative products and their date of introduction at BSE.
8.2 Derivative products traded at NSE 
    The NSE started derivatives trading on June 12, 2000 when it launched “Index Futures S & P CNX Nifty” first time. It was followed by launching various derivative product which are shown in table no.3. They are index options, stock options, stock future, interest rate, future CNX IT future and options, Bank Nifty futures and options, CNX Nifty Junior futures and options, CNX100 futures and options, Nifty Mid Cap-50 future and options, Mini index futures and options, Long term options. Currency futures on USD-rupee, Defty future and options, interest rate futures, SKP CNX Nifty futures on CME, European style stock options, currency options on USD INR, 91 days GOI T.B. futures, and derivative an global indices and infrastructures indices. The table no.3 presents a description of the types of derivative product traded at NSE and their data of introduction at NSE. Merely specifies the derivative products and their date of introduction at BSE.
8.3 AS 11:”The Effects of changes in Foreign Exchange rate”
      Accounting Standard (AS 11) (revised 2003) lays down the principles for the accounting of the effects of changes in foreign exchange rates. This standard became mandatory from 1st April 2011, with the introduction of AS 30.

 Recent Changes: In terms of a notification dated 31st march 2009, the Ministry corporate Affairs has added a new paragraph, which means that, until March 31st, 2011, reporting enterprises have the option to account for “exchange differences”.
9. SUGGESSION & CONCLUSION
      Financial derivatives have earned a well deserved and extremely significant place among all the financial instruments (products), due to innovation and revolutionized the landscape. Derivatives are tool for managing risk. Derivatives provide an opportunity to transfer risk from one to another. Launch of equity derivatives in Indian market has been extremely encouraging and successful. The growth of derivatives in the recent years has surpassed the growth of its counterpart globally.
    Today's sophisticated international markets have helped foster the rapid growth in derivative instruments. In the hands of knowledgeable investors, derivatives can derive profit from: 
· Changes in interest rates and equity markets around the world

· Currency exchange rate shifts
· Changes in global supply and demand for commodities
· Such as agricultural products, precious and industrial metals, and energy products such as oil and natural gas.

  India is one of the most successful developing counties in terms of a vibrate market for exchange-traded derivatives. In future, the equity derivatives market is playing a major role in India. Finally it may be concluded that there is big significance and contribution of derivatives to financial system and Accounting Standard.
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Table: 1 A Chronology of events : Financial Derivatives in India.

	S. No. 
	Progress Date 
	Progress of Financial Derivatives 

	1 
	1952 
	Enactment of the forward contracts (Regulation) Act. 

	2 
	1953 
	Setting up of the forward market commission. 

	3 
	1956 
	Enactment of SCRA 

	4 
	1969 
	Prohibition of all forms of forward trading under section 16 of SCRA. 

	5 
	1972 
	Informal carry forward trades between two settlement cycles began on BSE. 

	6 
	1980 
	Khuso Committee recommends reintroduction of futures in most commodities. 

	7 
	1983 
	Govt. ammends bye-laws of exchange of Bombay, Calcutta and Ahmedabad and introduced carry forward trading in specified shares. 

	8 
	1992 
	Enactment of the SEBI Act. 

	9 
	1993 
	SEBI Prohibits carry forward transactions. 

	10 
	1994 
	Kabra Committee recommends futures trading in 9 commodities. 

	11 
	1995 
	G.S. Patel Committee recommends revised carry forward system. 

	12 
	14th Dec. 1995 
	NSE asked SEBI for permission to trade index futures 

	13 
	1996 
	Revised system restarted on BSE. 

	14 
	18th Nov. 1996 
	SEBI setup LC Gupta committee to draft frame work for index futures 

	15 
	11th May 
	LC Gupta committee submitted report 

	16 
	1st June 1999 
	Interest rate swaps/forward rate agreements allowed at BSE 

	17 
	7th July 1999 
	RBI gave permission to OTC for interest rate swaps/forward rate agreements 

	18 
	24th May 2000 
	SIMEX chose Nifty for trading futures and options on an Indian index 

	19 
	25th May 2000 
	SEBI gave permission to NSE & BSE to do index futures trading 

	20 
	9th June 2000 
	Equity derivatives introduced at BSE 

	21 
	12th June 2000 
	Commencement of derivatives trading (index futures) at NSE 

	22 
	31st Aug. 2000 
	Commencement of trading futures & options on Nifty at SIMEX 

	23 
	1st June 2001 
	Index option launched at BSE 

	24 
	Jun 2001 
	Trading on equity index options at NSE 

	25 
	July 2001 
	Trading at stock options at NSE 

	26 
	9th July 2001 
	Stock options launched at BSE 

	27 
	July 2001 
	Commencement of trading in options on individual securities 

	28 
	1st Nov. 2001 
	Stock futures launched at BSE 

	29 
	Nov. 2001 
	Commencement of trading in futures on individual security 

	30 
	9th Nov. 2001 
	Trading of Single stock futures at BSE 

	31 
	June 2003 
	Trading of Interest rate futures at NSE 

	32 
	Aug. 2003 
	Launch of futures & options in CNX IT index 

	33 
	13th Sep. 2004 
	Weekly options of BSE 

	34 
	June 2005 
	Launch of futures & options in Bank Nifty index 

	35 
	Dec. 2006 
	'Derivative Exchange of the Year by Asia risk magazine 

	36 
	June 2007 
	NSE launches derivatives on Nifty Junior & CNX 100 

	37 
	Oct. 2007 
	NSE launches derivatives on Nifty Midcap -50 

	38 
	1st Jan. 2008 
	Trading of Chhota (Mini) Sensex at BSE 

	39 
	1st Jan. 2008 
	Trading of mini index futures & options at NSE 

	40 
	3rd March 2009 
	Long term options contracts on S&P CNX Nifty index 

	41 
	NA 
	Futures & options on sectoral indices ( BSE TECK, BSE FMCG, BSE Metal, BSE Bankex & BSE oil & gas) 

	42 
	29th Aug. 2008 
	Trading of currency futures at NSE 

	43 
	Aug. 2008 
	Launch of interest rate futures 

	44 
	1st Oct. 2008 
	Currency derivative introduced at BSE 

	45 
	10th Dec. 2008 
	S&P CNX Defty futures & options at NSE 

	46 
	Aug. 2009 
	Launch of interest rate futures at NSE 

	47 
	7th Aug. 2009 
	BSE-USE form alliance to develop currency & interest rate derivative markets 

	48 
	18th Dec. 2009 
	BSE's new derivatives rate to lower transaction costs for all 

	49 
	Feb. 2010 
	Launch of currency future on additional currency pairs at NSE 

	50 
	Apr. 2010 
	Financial derivatives exchange award of the year by Asian Banker to NSE 

	51 
	July 2010 
	Commencement trading of S&P CNX Nifty futures on CME at NSE 

	52 
	Oct. 2010 
	Introduction of European style stock option at NSE

	53 
	Oct. 2010 
	Introduction of Currency options on USD INR by NSE 

	54 
	July 2011 
	Commencement of 91 day GOI trading Bill futures by NSE 

	55 
	Aug. 2011 
	Launch of derivative on Global Indices at NSE 

	56 
	Sep. 2011 
	Launch of derivative on CNX PSE & CNX infrastructure Indices at NSE 

	57 
	30th March 2012 
	BSE launched trading in BRICSMART indices derivatives 


Table 2: Derivative products of BSE.
	No. 
	Introduction date 
	Derivative Products 

	1 
	9th June 2000 
	Equity derivatives (Index futures - Sensex) 

	2 
	1st June 2001 
	Index options launched (Index options –sensex) 

	3 
	9th July 2001 
	Stock options launched (Stock option on 109 stocks) 

	4 
	9th Nov. 2002 
	Stock futures launched (Stock futures on 109 Stocks) 

	5 
	13th Sep. 2004
	Weekly options on 4 Stocks 

	6 
	1st Jan. 2008 
	Chhota (mini) sensex 

	7 
	NA 
	Futures options on sectoral indices (namely BSE TECK, BSE FMCG, BSE metal, BSE Bankex & BSE oil & gas) 

	8 
	1st Oct. 2008 
	Currency derivative introduced (currency futures on US Dollar) 

	9 
	30th March 2012 
	Launched BRICSMART indices derivatives 

	
	
	Table 3: Derivative products of NSE


	Sl. No.
	Introduction date
	Derivative Products

	1
	12th June 2000
	Index futures – S&P CNX Nifty

	2
	4th June 2001
	Index Options – S&P CNX Nifty

	3
	2nd July 2001
	Stock options – on 233 stocks

	4
	9th Nov. 2001
	Stock futures on 233 stocks

	5
	23rd June 2003
	Interest rate futures – T. Bills & 10 years Bond

	6
	29th Aug. 2003
	CNX IT futures & options

	7
	13th June 2005
	Bank Nifty futures & options

	8
	1st June 2007
	CNX Nifty Junior Futures & Options

	9
	1st June 2007
	CNX 100 futures & options

	10
	5th Oct. 2007
	Nifty midcap – 50 futures & options

	11
	1st Jan. 2008
	Mini index futures & options – S&P CNX Nifty Index

	12
	3rd March 2008
	Long term options contracts on – S&P CNX Nifty Index

	13
	29th Aug.
	Currency futures on US Dollar


	
	
	

	
	
	

	
	
	

	
	
	

	
	
	


