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TYPES OF DERIVATIVES



DERIVATIVES

• The basic difference between the commodity derivatives and the financial
derivatives is due to the nature of the underlying instrument or asset.

• In a commodity derivatives, the underlying instrument is a commodity which may
be wheat, cotton, pepper, sugar, jute, turmeric, corn, soyabeans, crude oil, natural
gas, gold, silver, copper and so on.

• In case of a financial derivative, the underlying instrument may be treasury bills,
stocks, bonds, foreign exchange, stock index, gilt-edged securities, cost of living
index, etc. It is to be noted that financial derivative is fairly standard and there are
no quality issues whereas in commodity derivative, the quality of the underlying
instrument matters.



FINANCIAL DERIVATIVES

• There are complex varieties of derivatives already in existence, and
the markets are innovating newer and newer ones continuously.

• For example, various types of financial derivatives based on their
different properties like, plain, simple or straightforward, composite,
joint or hybrid, synthetic, leveraged, mildly leveraged, customized or
OTC traded, standardized or organized exchange traded, etc. are
available in the market. Due to complexity in nature, it is very difficult
to classify the financial derivatives, so in the present context, the basic
financial derivatives which are popular in the market have been
described in brief.



FORWARD CONTRACT

• A relatively simple derivative is a forward contract. It is an agreement to buy or
sell an asset at a certain future time for a certain price. It can be contrasted with a
spot contract, which is an agreement to buy or sell an asset today. A forward
contract is traded in the over-the-counter market—usually between two financial
institutions or between a financial institution and one of its clients .

• One of the parties to a forward contract assumes a long position and agrees to buy 
the underlying asset on a certain specified future date for a certain specified price. 
The other party assumes a short position and agrees to sell the asset on the same 
date for the same price.



FORWARD CONTRACT

• A forward contract is an agreement between two parties to trade in a 
specified quantity of a specified good or underlying asset at a 
specified price on a specified date in the future. 

• The buyer in the forward contract is said to have a long position in 
the contract; the seller is said to have a short position. 

• The good specified in the contract is called the underlying asset or 
simply, the underlying. 

• The date specified in the contract on which the trade will take place is 
called the maturity date of the contract. The price specified in the 
contract for the trade is called the delivery price in the contract.



FEATURES OF A FORWARD CONTRACT
1. Forward contracts are bilateral contracts, and hence, they are exposed to counterparty risk. There is

risk of non-performance of obligation either of the parties, so these are riskier than to futures

contracts.

2. Each contract is custom designed, and hence, is unique in terms of contract size, expiration date, the

asset type, quality, etc.

3. In forward contract, one of the parties takes a long position by agreeing to buy the asset at a certain

specified future date. The other party assumes a short position by agreeing to sell the same asset at

the same date for the same specified price. A party with no obligation offsetting the forward contract

is said to have an open position. A party with a closed position is, sometimes, called a hedger.

4. The specified price in a forward contract is referred to as the delivery price. The forward price for a

particular forward contract at a particular time is the delivery price that would apply if the contract

were entered into at that time. It is important to differentiate between the forward price and the

delivery price. Both are equal at the time the contract is entered into. However, as time passes, the

forward price is likely to change whereas the delivery price remains the same.



FEATURES OF A FORWARD 
CONTRACT

5. In the forward contract, derivative assets can often be contracted from the combination of

underlying assets, such assets are often known as synthetic assets in the forward market.

6. In the forward market, the contract has to be settled by delivery of the asset on expiration date. In

case the party wishes to reverse the contract, it has to compulsory go to the same counter party,

which may dominate and command the price it wants as being in a monopoly situation.

7. In the forward contract, covered parity or cost-of-carry relations are relation between the prices of

forward and underlying assets. Such relations further assist in determining the arbitrage-based

forward asset prices.

8. Forward contracts are very popular in foreign exchange market as well as interest rate bearing

instruments. Most of the large and international banks quoted the forward rate through their

‘forward desk’ lying within their foreign exchange trading room. Forward foreign exchange

quotes by these banks are displayed with the spot rates.



FEATURES OF A FORWARD 
CONTRACT

• As per the Indian Forward Contract Act 1952, different kinds of forward 
contracts can be done like hedge contracts, transferable specific delivery 
(TSD) contracts and non-transferable specify delivery (NTSD) contracts. 
Hedge contracts are freely transferable and do not specific, any particular 
lot, consignment or variety for delivery. Transferable specific delivery 
contracts are though freely transferable from one party to another, but are 
concerned with a specific and predetermined consignment. Delivery is 
mandatory. Non-transferable specific delivery contracts, as the name 
indicates, are not transferable at all, and as such, they are highly specific. In 
brief, a forward contract is an agreement between the counter parties to buy 
or sell a specified quantity of an asset at a specified price, with delivery at a 
specified time (future) and place.



• In essence, a forward transaction typically involves a contract, most
often with a bank, under which both the buyer and holder of the
contract and the seller (or writer) of the contract are obligated to
execute a transaction at a specified price on a prespecified date. This
means that the seller is ‘obligated’ to deliver a specified asset to the
buyer on a specified date in the future, and the buyer is ‘obligated’ to
pay the seller a specified price upon delivery. This specified price is
known as the ‘forward price’



• Spot and forward quotes for the USD/GBP exchange  rate, May 24, 2010 (GBP = British pound; USD = US 
dollar;  quote is number of USD per GBP).  

• TABLE 1

Bid Offer

Spot 1.4407 1.4411

1-month forward 1.4408 1.4413

3-month forward 1.4410 1.4415

6-month forward 1.4416 1.4422



• Forward contracts on foreign exchange are quite significant. Spot traders are trading a foreign 
currency for almost immediate delivery. Forward traders are trading for delivery at a future time.
Let us consider an example ; (J.Hull)

• Forward contracts can be used to hedge foreign currency risk. Suppose that, on May 24, 2010, the
treasurer of a US corporation knows that the corporation will pay £1 million in 6 months (i.e., on
November 24, 2010) and wants to hedge against exchange rate moves. Using the quotes in Table 1,
the treasurer can agree to buy £1 million 6 months forward at an exchange rate of 1.4422. The
corporation then has a long forward contract on GBP. It has agreed that on November 24, 2010, it
will buy £1 million from the bank for $1.4422 million. The bank has a short forward contract on
GBP. It has agreed that on November 24, 2010, it will sell £1 million for $1.4422 million. Both
sides have made a binding commitment.



PAY-OFFS FROM FORWARD 
CONTRACTS

• Let us now consider the position of the Corporation we had considered the example considered earlier:The
forward contract obligates the corporation to buy £1 million for $1,442,200. If the spot exchange rate rose
to, say, 1.5000, at the end of the 6 months, the forward contract would be worth $57,800 = ($1,500,000 -
$1,442,200) to the corporation. It would enable £1 million to be purchased at an exchange rate of 1.4422
rather than 1.5000. Similarly, if the spot exchange rate fell to 1.3500 at the end of the 6 months, the
forward contract would have a negative value to the corporation of $92,200 because it would lead to the
corporation paying $92,200 more than the market price for the sterling.

• The payoff from a long position in a forward contract on one unit of an asset : ST –K where K is the
delivery price and ST is the spot price of the asset at the maturity of the contract .This is because the
holder of the contract is obligated to buy an asset worth ST for K.

• The payoff from a short position in a forward contract on one unit of an asset is K - ST

• These payoffs can be positive or negative.

• It costs nothing to enter into a forward contract, hence, the payoff from the contract is also the trader’s
total gain or loss from the contract.

• In our example , K = 1:4422 and the corporation has a long contract.

• When ST    = 1:5000, the payoff is $0.0578 per £1; when ST = 1:3500, it is - $0.0922 per £1.



PAY-OFF FROM FORWARD 
CONTRACTS



Pay-offs from the forward contract.

• Delivery price = K; price of asset at contract maturity = ST .

• It costs nothing to enter into a forward contract, the payoff from the 
contract is also the trader’s total gain or loss from the contract.

• In the example just considered, K= 1:4422 and the corporation has a 
long contract.

• When ST = 1:5000, the payoff is $0.0578 per £1; when ST = 1:3500, it 
is $0.0922 per £1.


