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Forward Contract

• Each Forward Contract is a Unique Contract, customized to the
requirements of the contracting parties.

• Such contract are Over-the-Counter (OTC) products & not traded freely.

• Forward Contracts are mostly settled on maturity with the seller delivering
the underlying assets and the buyer paying the specified price.



Issues with Forward Contracts

• Counterparty Risk: As Forward contracts are bilateral relationship between
two parties, unfavourable price movement, may tempt one adversely
affected party to declare itself bankrupt and avoid performance.
→Counterparty risk.

• Illiquidity: Forward Contracts are Custom-designed and situation specific
contracts, involve too much of “flexibility” which makes the contracts non-
tradable. as others might not find those specific terms useful to them.

• Often, forward markets turn into small private clubs of dealers, who earn
high intermediation fees.

• This makes forward markets an illiquid market.



Futures Contract

• Futures contract is an agreement to buy or sell an asset for a certain price at a 
certain future date.

• A Futures contract ISa forward contract, except that it is standardized and hence 
are traded on an Exchange.

• It is characterized by the following:

• Standardization of the Contract

Traded on Exchange means:

• Centralization of Trading

• Enhanced liquidity

• Novation by Clearinghouse

• Mark-to-Market (MTM) margining system



Standardisation of Futures Contract

• Futures Exchange specifies in detail the nature of a Futures contract, 
subject to regulatory approval.

• Futures contract are specified in terms of:

• Underlying asset

• Contract size

• Delivery arrangements

• Delivery month

• Price quotes

• Price & Position Limits







News  

Nifty is trading at 20.6x one year forward EPS – a premium of 15% over the last 10 
years’ average, but 10% cheaper than October’21 highs

Nifty PAT is predicted to have increased by 2.4x. The observation that markets 
reward greater growth is not surprising.
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Linkage between Spot & Derivatives Market

• Arbitrage and the Law of One Price: Arbitrage process ensures that prices of an asset 
would be same across markets.

• Storage Mechanism: Storage is a form of investment which entails risk. Derivatives 
can be used to reduce that risk by providing a means of establishing today, that item’s 
future sale price. 

• Delivery & Settlement: At expiry, a forward / futures contract calls for immediate 
delivery of the underlying asset or cash payment. Thus, expiring forward /futures 
contract is like a Spot transaction. The price of the expiring contract should therefore 
be equal to spot price.

• Hence, Derivative & Spot Markets are inextricably linked. 



Role of Derivatives Markets

• Risk Management: Derivatives are used to reduce risks.

• A wheat farmer sells his harvest (at the time of sowing itself) in the futures market there by reducing the 
price risk, which he faces at the time of harvest.

• Market participants whose wants to reduce their risk are called Hedgers.

• Speculation: Derivatives can serve as investment vehicles. Derivatives can provide away to make bets 
that are highly levered.

• If a Speculator has information about possible upturn in a price, he may go long on the forward market 
instead of the cash market.

• ▪Market participants whose  wants to increase their risk are called Speculators.



Role of Derivatives Markets

• Price Discovery: Forward and futures markets are an important source of information about prices.

• Futures price is a consensus reflecting the spot price of an asset  in the future.

• Operational Advantages:

• Derivative markets entail lower transaction costs, hence makes them easier and attractive to use in lieu 
of spot markets

• Derivatives Markets are usually more liquid (as less investment is required)

• Also allow for short selling of securities (not allowed in some spot markets)

•  Market Efficiency: Through the use of arbitrage, the market efficiency is improved further.



Equity Futures on NSE





Convergence of Futures to Spot Price



Clearing House

• To ensure smooth functioning, each Futures Exchange has a Clearing House (CH) associated with it.

• CH “guarantees” ALL trades on the Exchange.

• This is achieved by CH “adopting” the position of a Buyer for every Seller & “Seller” for every “Buyer”.

• Each trader has obligations only to the CH & hopes that CH will execute its side of the trade as well.

• CH substitutes its own credibility for the promise of each trader.

• CH, however, does not take ACTIVE position but “interposes” itself between all parties to every 
transactions.

• NSE : National Securities Clearing Corporation Ltd (NSCCL)

• BSE : Indian Securities Clearing Corporation Ltd (ISCCL)

• MSEI: MCX-SX Clearing Corporation Limited (MCCL)





Operation of Margins 

• When 2 investors contract, one party may back out or may not have the financial 
resources to honour his commitments. 

• Futures Exchange organizes trades so as to avoid defaults, through a system of margins. 

• Different types of margins are maintained:

✓Initial Margin (IM)

✓Maintenance Margin (MM)

✓Variation Margin (VM)



Operation of Margins

• Initial Margin (IM):Good faith deposit paid by the trader  at the time of entering the contract to 
ensure performance.

• IM may vary from contract to contract & from trader to trader.

• Typically set at 5% of the contract value.

• Trader retains title to the deposit.

• Usually equal to Maximum Daily Price fluctuation limit.

• IM is returned upon proper completion of all the obligations.

• At the end of each day, the initial margin account is adjusted to reflect investor’s gain/loss. 
→daily settlement or Mark–to –market



Operation of Margins

• Maintenance Margin (MM) :(% of the Initial Margin) is the minimum amount of margin below 
which amount in Initial Margin account should NOT fall.  

• MM is used to calculate the third margin –Variation Margin (VM).

• If the Initial Margin account falls below the MM, trader is required to replenish (or top-up) the 
Initial Margin account.

• This additional amount paid by the trader is called Variation Margin.

• Any amount in excess of the IM can be withdrawn by the investor.

• Failure to pay VM leads to the futures position being closed out.



Operation of Margins -An Example

• Suppose Mr X is long on 5 Futures contract on gold at MCX. 
Each contract is for 100 grams. The price quoted is Rs. 
15,550/-per 10 grams. 

• Tick size is Re 1. 

• Initial margin is 4% while maintenance margin of 90% of initial 
margin.







Closing a Futures Position

• Delivery: Delivery of the goods under the contract will automatically close the position.

•  Physical Settlement: Physical delivery of the asset at a certain location at a specified time as 
per the exchange rules.

•  Decision regarding location of delivery is with the seller.

•  If seller decides to deliver the underlying, it would issue a “Notice of intention to Deliver”  to 
the exchange.

•  The exchange will then choose the party with the long position to accept the delivery.

•  Usually, the notice is passed to the party with the oldest long position outstanding.

•  Parties with long positions must accept delivery.

•   Cash Settlement: Traders make payment at expiry of contract to settle any gain or loss. 



Closing a Futures Position

• Offset: Most Futures contracts are settled by “Offsets”, by entering into a exactly reverse trade which 
shall cancel the original trade.

• •The trader, in order to close the contract, should enter into an exactly reverse contract in terms of:

    (a)the underlying assets, 

    (b)No. of contracts & 

    (c)expiry date





Closing a Futures Position (Contd.)

• Exchange for Physicals: Buyer and Seller exchange for cash, the underlying asset outside the exchange 
system.

• EFP vs. Offset: 

• •Under both, the traders have completed their obligations & are now out of the market.

• •Differs from Offsets:

• •Traders actually exchange the physical goods.

• •Futures is not closed by a transaction through the Exchange. 

• •Traders privately negotiate the terms, hence also called “ex-pit”



Open Interest

• ‘Open Interest’ refers to the number of futures contracts outstanding (not squared off) at any point in 
time. It is the total no. of ‘open’ positions waiting to be liquidated before the contract’s maturity.

• OI rises with time as more and more investors enter into new contracts.

• As maturity approaches, investors unwind their positions by entering into reverse trades. Hence, OI starts 
to decline.

• Today’s newspaper carry yesterday’s trading data and day before yesterday’s Open Interest data. 

• ✓Every trade needs a buyer & a seller

• ✓Any trade (long or short) initiated afresh raises OI

• ✓Any trade (long or short) that squares up existing position lowers OI
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