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UNIT 01

PORTFOLIO AND DIVERSIFICATION
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1.0

Learning Objectives
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Keywords

1.7
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1.8

Model Questions

1.0

LEARNING OBJECTIVES

After studying this unit, you will be able to know:

1.1



The meaning of portfolio diversification



Pros and Cons of Portfolio Diversification



Different kinds of Diversification

INTRODUCTION

Portfolio diversification is the process of investing your money in different asset classes
and securities to minimize the overall risk of the portfolio. Just imagine what would
happen if you invested all your money in a single security. Everything would be great
as long as the stock’s performance is good. But in case the market takes a sudden Uturn, you could stand to lose your entire investment in a single blow. It is something
like what happens when all the kids in the hide and seek game hide in the same spot.
When the seeker comes looking, everyone gets caught and the game is over.
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Purpose of portfolio diversification
The fundamental purpose of portfolio diversification is to minimize the risk on your
investments; specifically unsystematic risk.

Unsystematic risk (also known as specific risk) is the risk that is related to a specific
company or market segment. Diversifying your portfolio is the risk you hope to cut.
This way, all your investments would not be uniformly affected in the same way by
market events.

1.2

HOW TO DIVERSIFY YOUR PORTFOLIO?

Portfolio diversification is of the core tenets of investing and is crucial for better risk
management. There are many benefits of diversification. However, it must be done with
caution. Here’s how you can effectively diversify your portfolio:


Spread out your investments

Investing in equities is good but that doesn’t mean you should put all your wealth in a
single stock or a single sector. The same applies to your investments in other options
like Fixed Deposits, Mutual Funds, or gold too.

For instance, you might invest in six stocks. But if the whole market suddenly takes a
tumble, you could have a problem. This problem is compounded if the stocks belonged
to the same sector as manufacturing. This is because any news item or information that
affects the performance of one manufacturing stock could as well affect the other stocks
in some way or another.

So, even if you choose the same asset, you can diversify by investing in different
sectors and industries. There are so many different industries and sectors to explore
with exciting opportunities like pharmaceuticals, Information Technology (IT),
consumer goods, mining, aeronautics, energy, and so on.
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Explore other investment avenues

You could also add other investment options and assets to your portfolio. Mutual funds,
bonds, real estate, and pension plans are other investments you can consider. Also,
make sure that the securities vary in risk and follow different market trends. It has been
generally observed that the bond and equity markets have contrasting movements. So,
by investing in both these avenues, you can offset any negative results in one market
with positive movements in the other. This way, you can ensure that you are not in a
lose-lose situation.


Consider Index or Bond Funds

In a sound diversification strategy, adding Index or bond funds to the mix provides your
portfolio with the much-needed stability. Also, investing in Index funds is highly costeffective as the charges are quite low compared to actively managed funds.
At the same time, investing in bond funds hedges your portfolio from market volatility
and uncertainty and prevents gains from being wiped out during market volatility.


Keep Building Your Portfolio

This is another portfolio diversification strategy. You need to keep building your
portfolio by investing in different asset classes, spreading across equities, debt, and
fixed-return instruments. Adopting this approach helps you better ride volatility. Also,
if you are investing in mutual funds, adopting the SIP route is advisable as it helps you
stay invested across market cycles and gain from the concept of rupee cost averaging?


Know When to Get Out

Portfolio diversification also entails knowing the time when you must exit your
investments. If the asset class you have been investing in hasn’t performed up to the
mark for a long period and if there have been any changes in its fundamental structure
that don’t align with your goals and risk appetite, then you must exit.
Also, note that if you have invested in any market-linked instrument, then don’t exit
following short-term volatility.
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Keep an Eye on Commissions

This is another crucial thing to watch out for. If you are taking the services of a
professional, check out the fees you are paying in place of the services availed.
This is essential because commissions can ultimately take a toll on the end returns. A
high commission can eat away at your gains.

1.3

PROS AND CONS OF DIVERSIFICATION

Now that you know the different portfolio diversification strategies let’s look at their
advantages and disadvantages.

Advantages of Diversification


Makes Your Portfolio Better Shock-Proof

This is one of the major benefits of diversification. A well-diversified portfolio can
better absorb the shocks during a market downturn. The risk is well-spread out when
you invest in different asset classes.
Also, the non-performance of one asset class is made up for by a different asset class.
Simply put, with a well-diversified portfolio, you can contain the losses in a better
manner.


Better Weather Market Cycles

Every economy goes through a cycle. During a cycle, markets move up, become
stagnant, come down, and go up again. With portfolio diversification, you can better
weather market cycles and gain from its bullish run.
Also, following a crash when markets move up, it helps you gain from the rally. This is
not the case, however, with a non-diversified portfolio that’s concentrated on one asset
class.


Enhance Risk-Adjusted Returns

This is another significant benefit of portfolio diversification. When two portfolios
yield the same returns, a diversified one will take a lesser risk than a concentrated one.
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The latter will be more volatile than the former. Hence, for better risk-adjusted returns,
it’s vital to have a diversified portfolio investing across asset classes.


Leverage Growth Opportunities Present in Other Sectors

When you invest across different assets in different sectors, you can leverage the
growth opportunity present in them. For instance, of late gold has given spectacular
returns and those having exposure to the yellow metal have made quite significant
gains.
Markets often see a cycle when one sector outperforms the other, and only when you
have the exposure to this sector, you can take its advantage.


Provides Stability and Peace of Mind

Another significant advantage of the diversification strategy is that it gives your
portfolio the much-needed stability and peace of mind as you know, it can better
combat a downturn. With a more predictable return, it cuts out the emotional quotient
from investments, essential for achieving the desired goal.

Disadvantages of Diversification


Go Overboard

Sometimes in the name of portfolio diversification, investors tend to go overboard and
end up investing in too many assets that they don’t even require.
For instance, often investors end up investing in too many equity funds holding the
same stocks. This makes the portfolio bloated and dilutes returns.


Tax Complications

This is another major disadvantage of diversification. The tax structure differs across
asset classes, and buying and selling them can lead to major complications. For
example, the taxation structure of equity mutual funds is different from debt funds.
Similarly, income from bank FDs is taxed differently from that of real estate.
Hence, you need to be aware of the various tax structure while investing in different
asset classes.
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Risk of Investing in an Unknown Asset

Sometimes, in the name of diversification, you can end up investing in an asset that’s
unknown to you. You may get caught off guard if investing in that asset isn’t legal in
the country. Also, investing in an unknown asset may result in losing capital in the long
run, which brings down the returns of your overall portfolio.


Can Make Investments Complicated

When you diversify too much, it can complicate investments. Before proceeding, you
need to understand the structure and working of the asset class, and this can be a task
too much. On the other hand, when you invest in only a few asset classes,
complications tend to be on the lower side.


Missed Windfalls

Another disadvantage of portfolio diversification is that if a single sector witnesses a
spike, you can miss out on leveraging complete gains from it.
Often in the past, investors have regretted that only a small percentage of their holdings
have made profits. Having said that, it’s pretty difficult to predict when that will happen
to an asset class.

What is Portfolio Diversification?
Often one uses the ‘putting all your eggs in the same basket’ analogy to understand this
concept. Here’s something more relatable – in the game of hide-and-seek, the strategy
often adopted is to spread across different places to ensure that all the players who are
hiding are not caught by the person who is seeking. Similarly, portfolio management
ensures that the investments are spread across in such a manner that one unforeseen
event does not jeopardize the entire portfolio. The reason why portfolio diversification
still works is due to its ability to reduce the overall risk. However, it is important to do
it appropriately.
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The importance of not over-diversifying

Just like everything else in life, diversification should also be done in the right measure.
Diversification is used to manage the inherent risk in an asset or portfolio alone and
does not help in eliminating the market risk. The most technical way of conducting the
diversification exercise is to assess the risk of a portfolio and add negatively correlated
assets until the measure of risk reduces considerably. The overall risk of the portfolio
cannot be eliminated, and hence, in this pursuit, one can often end up diversifying the
portfolio. It is important to know when to stop diversification, and this can be gauged
by assessing the units of risk reduced by adding a new asset.

Often, over-diversification not only leads to an unmanageable portfolio but also reduces
the portfolio’s returns without any meaningful risk reduction. It is important to execute
the right quantum of diversification as much as it is important to use the right kind of
diversification.

1.4

DIFFERENT KINDS OF DIVERSIFICATION

There are various methods of portfolio diversification, the choice should depend on the
objective with which one is investing. It also depends on the level of understanding,
knowledge, and experience to implement the right method of diversification.


Industry diversification

Industry diversification refers to adding negatively correlated industries into the
portfolio or sectors with different risk profiles. This will help the portfolio weather
various cycles in the market. This is a part of the top-down view of investing which is
often followed in thematic investing as well. Thematic funds are broader-based than
sectoral funds, they provide diversification across related industries. For example, a
fund with a theme infrastructure can invest in real estate, cement, power, steel, etc.
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Individual Company Diversification

A very popular method of diversification is evaluating investment at an individual
company level. Here, the portfolio manager would gain deeper insight into the
company’s fundamentals and business operations and identify those which are likely to
be negatively correlated. The classic portfolio optimizer strategies such as the variance
model and the expected return use the individual company diversification method.


Asset Class Diversification

It is an ideal proposition to first build a portfolio that includes various asset classes
since different assets react differently to changing economic scenarios and diversify
within each asset class. There has been enough academic and real-world evidence that
equity and gold markets move in opposite directions on many occasions. In an
inflationary environment, commodities including gold and cash tend to outperform
other asset classes. During deflationary trends, long-term bonds and government bonds
with long tenures are preferred. Furthermore, the market cycles for all the assets vary,
while adding different assets enables one to align investments in line with the timelines
of various financial goals. Portfolio management companies initiate the portfolio design
by this method of diversification and then efficiently combine them with other
complementary methods.


Strategy Diversification

There are various strategies adopted to manage portfolios – some of the well-known
strategies are value investing, growth investing, and contra investing. Many companies
which conduct portfolio management in India and across the globe adopt a combination
of these strategies. They may use multiple strategies at a single point in time or align
strategy with the market cycle. There are many new strategy diversification methods
such as factors, smart beta, etc., which are often used by portfolio management
companies.
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Time diversification

The best example of time diversification is a systematic investment plan; this is
considered an ideal method to invest in equity and equity-related instruments such as
mutual funds. The essence of systematic investment is rupee-cost averaging. Portfolio
diversification with ETFs (exchange-traded funds) will offer diversification across
companies. By investing via SIP, one can achieve time diversification as well. This is
one of the many ways in which one can combine multiple diversification methods to
reduce overall risk.


Alternative Asset Diversification

Alternative asset diversification is a relatively new phenomenon, wherein
individuals/portfolio managers seek diversification by investing in instruments
including art, private equity, venture capital, distressed securities, antiques, etc. This
method of diversification is often used when the corpus invested is significantly high.


Geographic Diversification

Country risk and currency risk can be countered effectively by expanding one’s
investment across various countries. By gaining exposure to developed economies and
emerging markets, one can participate in a stable economy and another which provides
faster growth.

1.5

LET US SUM UP

Diversification is a great strategy for anyone looking to reduce risk on their investment
for the long term. The process of diversification includes investing in more than one
type of asset. This means including bonds, shares, commodities, REITs, hybrids, and
more in your portfolio. Investing in several different securities within each asset. A
diversified portfolio spreads investments around in different securities of the same
asset type meaning multiple bonds from different issuers, shares in several companies
from different industries, etc. Investing in assets that are not significantly correlated to
one another, or even negatively correlated. A negative correlation means that when
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some assets go in one direction the other assets go in the other direction. The
magnitude of the move could be different but it ensures that when recession hits and
many assets lose their value, the others could compensate. The idea here is to choose
different asset classes and securities with different behavior toward systematic market
risk to hedge against the impact of any negative conditions that could adversely affect
your portfolio.
1.6

KEYWORDS



Portfolio Diversification: Portfolio diversification is the process of investing
your money in different asset classes and securities to minimize the overall risk
of the portfolio.



Unsystematic Risk: Unsystematic risk refers to risks that are not shared with a
wider market or industry. Unsystematic risks are often specific to an individual
company, due to its management, financial obligations, or location.



Bond Funds: A bond fund or debt fund is a fund that invests in bonds or other
debt securities. Bond funds can be contrasted with stock funds and money
funds.



Stock Market Cycles: Stock market cycles are proposed patterns that
proponents argue may exist in stock markets. Many such cycles have been
proposed, such as tying stock market changes to political leadership, or
fluctuations in commodity prices.

1.7

FURTHER READINGS


Pandian P. – Security Analysis & Portfolio Management – Vikash Publication



Jones, C.P., “Investments Analysis and Management”, Wiley, 8thed.



Prasanna, Chandra. “Investment Analysis and Portfolio Management”, Tata
McGraw Hill.



Vohra, N.D., and B.R. Bagri, “Futures and Options”, McGraw Hill Publishing



Mayo, An Introduction to Investment, Cengage Learning.
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Fundamentals of Investment, Sashi Gupta, Kalyani Publishers, New Delhi,



Fundamentals of Investment, Vandana Dangi, V.K. Globa. Pub. Pvt. Ltd. New
Delhi.

1.8

MODEL QUESTIONS

Q 01: What is Portfolio Diversification? Write the importance of not overdiversifying.
Q 02: What are the advantages and disadvantages of Diversification?
Q 03: What are the basic criteria to invest in Portfolio?
Q 04: Discuss different kinds of diversification.
Q 04: Write short notes on the following


Portfolio Diversification



Bond Funds



Asset Class Diversification
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UNIT 02

PORTFOLIO RISK AND RETURN
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2.1

Introduction

2.2

Principles of Portfolio

2.3

Portfolio Risk and Return

2.4

Portfolio Risk

2.5

Effect of Combining Securities

2.6

Let us sum up

2.7

Keywords

2.8

Further Readings

2.9

Model Questions

2.0

LEARNING OBJECTIVES

After studying this module, you shall be able to


Know the meaning of portfolio



Understand the portfolio principles of diversification and negative correlation



Measure the return and risk of a portfolio



Analyze the effects of combing securities

2.1

INTRODUCTION



What is PORTFOLIO?
A portfolio means a set or combination of different financial assets (or
securities) held at a point of time for investment and not for consumption
purposes. These financial assets (or securities) may include shares, debentures,
bonds, government securities, etc. Different portfolios are designed according to
the investor’s risk tolerance, time frame, and investment objectives.
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Why PORTFOLIO?
Investors aim at maximizing their returns or minimizing their risks. Different
securities carry different degrees of risk. In an attempt to spread their risk, most
investors tend to hold more than one security. Constructing a portfolio or
combination of securities helps to spread risk over many securities.

2.2

PRINCIPLES OF PORTFOLIO

A portfolio is constructed for achieving maximum returns with minimum risk. The
fundamental principles (also called the notion of the portfolio) which are universally
applicable and followed in the creation of a portfolio for either maximization of returns
or minimization of risks are given as follows:


Diversification: Diversification means that a portfolio must contain a large
number of securities across different firms and industry lines that could be
easily managed. It is the strategy of holding more than one security type in a
portfolio for minimizing risk. Generally, a portfolio of 15-20 securities is
considered manageable. This helps in reducing the non- systematic risk of the
portfolio as the poor performance of one security can be offset by the better
performance of another. This is called not keeping all eggs in one basket.



Negative Correlation: Negative correlation means that a change in one
variable is inversely related to the changes in another variable. The notion of
negative correlation denotes that, as far as possible, the securities included in a
portfolio should be negatively correlated. It is a hedging strategy for risk. The
securities with negative correlation also serve the purpose of diversification.
This helps in minimizing the total risk of the portfolio. A perfect negative
correlation among the securities in a portfolio reduces the portfolio risk to zero.
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2.3

PORTFOLIO RETURN AND RISK

Portfolio analysis is based on the expected future return and risk of holding different
combinations of individual securities. Thus we need to calculate portfolio return and
portfolio risk for analyzing the portfolio.

Expected Return of a Portfolio: The expected return on a portfolio is nothing but
simply the weighted average of the expected returns of the individual securities in the
given portfolio. The return on a portfolio is given by the formula:

Where, (𝑅𝑝) = the expected rate of return on the portfolio 𝑊𝑖 =the weight of the
security i in the portfolio 𝐸 (𝑅𝑖) = the expected rate of return of the security i n =
number of securities in the portfolio Here, the weight of the security is the proportion of
portfolio value in that individual security and combined portfolio weight is equal to 1.
[∑ 𝑊𝑖 𝑛 𝑖=1 =1].

Example: Suppose a portfolio consists of three securities A, B, and C with expected
returns of 12 percent, 15 percent, and 18 percent respectively. The proportions of total
investment in these securities are 0.30, 0.40, and 0.30 respectively. Find the expected
return on the portfolio.
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WA = 0.30

E(RA) = 12%

WB = 0.40

E(RB) = 15%

WC = 0.30

E(RC) = 18%

= (0.30*0.12) + (0.40* 0.15) + (0.30*0.18) =0.15 =15%

Therefore, the expected rate of return of the given portfolio of three securities is 15%.
Now, suppose a fourth scrip D is included in the portfolio by partly selling the earlier
investment in B, say about 20% of the total investment. The expected return from D is
20% during the same holding period.

Then the expected return of portfolio of four securities is calculated as follows: E (RP)
= (0.30 *0.12) + (0.20*0.15) + (0.30*0.18) + (0.20*0.20) = 0.036+0.03+0.054+0.04
=0.16 =16%

2.4

PORTFOLIO RISK

The risk of the individual assets/ securities is estimated through standard deviation or
variance. The portfolio risk is calculated using the risk of individual assets, weights of
the assets in the portfolio, and either correlation between the assets or co-variance of
the assets’ return.

2.4.1 Co-variance:

Portfolio risk can be calculated by considering the interactive risk or co-variance. Covariance shows the extent to which the returns of two securities vary or move together.
A positive covariance implies that the rates of return of two securities move in the same
direction and vice versa. The zero value of co-variance shows the rates of return are
independent of each other. Mathematically, co-variance is given by the formula:
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Where the probabilities are equal and, 𝐶𝑜𝑣𝑥𝑦 = Covariance between x and y.
𝑅𝑥 = Return on security x
𝑅𝑦 = Return on security y
𝑅𝑥 ̅̅̅̅̅̅̅̅ = Expected return on security x
𝑅𝑦 ̅̅̅̅ = Expected return on security y
N = Number of observations.

2.4.2 Correlation: The coefficient of correlation is another measure to reflect the
degree of co- movement between two variables. The correlation between two securities
depends upon the covariance between two securities and the standard deviation of each
security. Mathematically, we define correlation as;
Where, 𝑟𝑥𝑦 = Coefficient of correlation between x and y 𝐶𝑜𝑣𝑥𝑦 = Covariance between
x and y 𝜎𝑥= Standard deviation of x
𝜎𝑦 = Standard deviation of y.

The value of the coefficient of correlation between two variables lies between -1 and
+1. The correlation coefficient of -1 between two securities implies a perfect negative
correlation between the securities. A zero correlation coefficient means that the
securities are independent of each other and +1 implies that there exists a perfect
positive correlation among the securities.

2.4.3 Calculation of Portfolio Risk: Now we learn to calculate portfolio risk: Portfolio Risk in a 2- security case is given by the formula:

Where, 𝜎𝑝2 = variance of portfolio return
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𝑤1, 𝑤2 = weights of securities 1 and 2 respectively
𝜎1, 𝜎2 = standard deviation of the returns on securities 1 and 2 respectively.
𝑃12 𝜎1 𝜎2 = covariance of the return on securities 1 and 2

Thus, the portfolio risk in the case of two securities is the sum of the weighted variance
of two securities plus twice the weighted covariance between two securities.

Portfolio risk in n- a security case is given by the formula:

Where,
𝜎𝑝 2= variance of portfolio return
𝑤𝑖, 𝑤𝑗 = proportion of portfolio investment in security i and j respectively.
𝑃𝑖𝑗= coefficient of correlation between the return on security i and j.
𝜎𝑖, 𝜎𝑗= standard deviation of the return on security i and j respectively.

2.5

EFFECT OF COMBINING SECURITIES

Holding two securities together is less risky than holding either of the securities alone.
But, does invest a part of the money in a security that is riskier than any of the
securities held initially would help in reducing the portfolio risk? We try to find the
answer to this from the following example. Given, two stocks X and Y (where Y is
considerably riskier than X), a portfolio of securities X and Y may be less risky than a
portfolio consisting exclusively of the less risky asset X.

Assume the following about stocks X and Y in Table
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*Expected Return: X= (0.5*8) + (0.5*12) = 10; Y= (0.5*14) + (0.5*6) =10 From the
Table 1, it is clear that though both X and Y have same expected return i.e. 10 percent,
Y is riskier than X (standard deviation of 4 versus 2). Further consider that when X’s
return is high, Y’s return is low and vice versa.

Question: Is it possible that a portfolio of X and Y be less risky than exclusively holding
the lesser risky stock X?

To check, we construct a portfolio of two-thirds stock of X and one-third stock of Y.
the expected average return of the portfolio is given by the formula:

Where,
𝑅𝑃= expected return on the portfolio
𝑊𝑖= proportion of total portfolio invested in security i
𝑅𝑖= expected return on security i
N= total number of securities in a portfolio
Therefore, 𝑅𝑃= (2/3*10) + (1/3*10) = 10
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In periods when X’s return is low, 𝑅𝑃 = (2/3*8) + (1/3*14) =10, and similarly when
X’s return is high, 𝑅𝑃 = (2/3*12) + (1/3*6) =10. Investing exclusively in security X
alone, we get a return as high as 12 percent and as low as 8 percent with a standard
deviation of 2 percent. Whereas, holding security of two-thirds of X and one-third of Y,
we can always expect a return of 10 percent, with a standard deviation of zero. Thus we
can reduce the risk considerably by investing a part of the money into the riskier stock
Y. Here, it becomes important to know the interactive risk among the securities apart
from knowing the riskiness of individual securities. For this type of risk hedging, we
need to find two securities that behave inversely and are negatively correlated to each
other.

2.6

LET US SUM UP



The portfolio is a combination of securities held for investment.



Holding a portfolio of securities is preferred over holding single security as it
spreads the risk among different securities of the portfolio.



Diversification and negative correlation are the two fundamental notions of
portfolio construction that help in reducing the risk of the portfolio.



The portfolio return is just the weighted average of the expected returns of the
individual securities in a portfolio. Mathematically,



Unlike portfolio return, portfolio risk is not the weighted average of the standard
deviation of individual securities. We need to find the interactive risk
(covariance) and the correlation between securities for the measurement of
portfolio risk.



Correlation and covariance show the extent to which the returns of two
securities vary or move together. Mathematically, their relationship is expressed
as follows:
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The coefficient of correlation lies between -1 and +1.



Portfolio risk in two security cases:



Portfolio risk in n-security case:



The risk of a portfolio can be reduced by investing a part of the money in the
more risky asset rather than holding a portfolio exclusively consisting of the less
risky asset only.

2.7

KEYWORDS



Portfolio Risk: Portfolio risk is a chance that the combination of assets or units,
within the investments that you own, fails to meet financial objectives.



Negative Correlation: Negative correlation is a relationship between two
variables in which one variable increases as the other decreases, and vice versa.



Covariance: Covariance measures the direction of the relationship between two
variables. A positive covariance means that both variables tend to be high or
low at the same time.



Financial Securities: Financial security is a document of a certain monetary
value. Traditionally, it used to be a physical certificate but nowadays, it is more
commonly electronic.
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2.8

FURTHER READINGS








2.9

Pandian P. – Security Analysis & Portfolio Management – Vikash Publication
Jones, C.P., “Investments Analysis and Management”, Wiley, 8thed.
Prasanna, Chandra. “Investment Analysis and Portfolio Management”, Tata
McGraw Hill.
Vohra, N.D., and B.R. Bagri, “Futures and Options”, McGraw Hill Publishing
Mayo, An Introduction to Investment, Cengage Learning.
Fundamentals of Investment, Sashi Gupta, Kalyani Publishers, New Delhi,
Fundamentals of Investment, Vandana Dangi, V.K. Globa. Pub. Pvt. Ltd. New
Delhi.
MODEL QUESTIONS

Q 01: What is Portfolio Risk and Return? How Portfolio Risk is calculated?
Q 02: What is the effect of combining securities?
Q 03: What are the basic principles of a portfolio?
Q 04: Write short notes on the followings:


Diversification



Portfolio Risk



Financial Securities
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UNIT 03

MUTUAL FUND

Structure
3.0

Learning Objectives

3.1

Introduction

3.2

Meaning of Mutual Fund

3.3

Characteristics of Mutual Fund

3.4

Advantages of Mutual Fund

3.5

Classification of Mutual Fund
3.5.1

Functional Classification

3.5.2

Geographical Classification

3.5.3

Portfolio Classification

3.5.4

Miscellaneous Classification

3.6

Measuring Performance of Mutual Fund

3.7

Methods to determine Risk

3.8

Organisation of Mutual Fund

3.9

Let us Sum up

3.10

Keywords

3.11

Further Readings

3.12

Model Questions

3.0

LEARNING OBJECTIVES

After studying this module, you shall be able to


Understand the meaning, characteristics, and advantages of mutual funds



Learn about different types of mutual fund schemes based on functional and
geographical classification



Identify the mutual fund schemes based on portfolio and other miscellaneous
classifications
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3.1

INTRODUCTION

Investors investing in the securities market desire to earn a maximum return for a given
level of risk. But they do not have the expertise or are not professionally qualified to
undertake investment analysis. Also sometimes their investment amount is so small that
the investment analysis is not worthwhile. In such a case investors can go for indirect
investment instead of investing directly. An indirect form of investing in the securities
market is the mutual fund.

3.2

MEANING OF MUTUAL FUND

A mutual fund is a single, large, and professionally managed investment organization
that pools the savings of individual investors and after making a proper study of the
market and the companies invest it in corporate securities. The returns generated out of
such investments after charging the fees of portfolio managers are distributed among
the investors. The securities and exchange board of India defines a mutual fund as “a
fund established in the form of a trust to raise money through the sale of units to the
public or a section of the public under one or more schemes for investing in securities,
including money market instruments. A mutual fund serves as a link between the
investors and the securities market by mobilizing the savings from the investors and
investing them in the securities market to generate returns. Mutual funds offer an
opportunity to invest in a diversified portfolio despite having fewer funds, service of a
good research team along with transparency therefore it is the most suitable form of
investment for a common man.

3.3

CHARACTERISTICS OF MUTUAL FUNDS

The various features of mutual funds are as follows:


A mutual fund is a non- depository or non- banking financial intermediary.
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Mutual funds mobilize the savings from the people and invest them in a mix of
corporate and government securities.



Mutual funds bring a variety of securities within the reach of the most modest
investors.



Mutual funds create awareness among the urban and rural middle class about
the benefits of investment in capital markets.



Mutual funds are controlled and regulated by SEBI and are therefore considered
to be safe.



A mutual fund is an indirect form of investment i.e the investors invest in
mutual funds and the mutual fund invest in shares, bonds, debentures, and other
securities in the capital market.



3.4

The mutual fund works as the representative of the investors.

ADVANTAGES OF MUTUAL FUND

Mutual funds make the process of savings and investment simple, accessible, and
affordable. Some of the advantages of mutual funds are as follows:


Professional and expert services: The management of the mutual fund is
undertaken by professional managers, who have the requisite skills and
experience to analyze the performance and prospects of various companies.
They provide continuous supervision and analysis, investment consultancy,
judicious investment decisions, and expert, experienced and professional
services at very affordable costs. All these are hardly possible for an individual
investor.



Portfolio diversification: The investors have limited funds to invest therefore
they find it difficult to achieve diversification through direct investment on their
own. Mutual funds provide diversification in the selection of portfolios by
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investing in several companies across various industries and sectors. This
diversification ultimately reduces the riskiness of the investment.


Economies of scale of operations: Mutual funds have more funds to invest
therefore the benefit of economies of scale is available to them.



Less transaction cost: As compared with the cost of investing directly in the
capital market, investment through mutual funds is less expensive as the benefit
of economies of scale ultimately goes to the investors.



Transparency: Mutual funds investment provides transparency to the investors.
Every month mutual funds declare their portfolio and with the help of this, the
investors can know where /her money is being deployed. In case the investors
are not happy with the portfolio, they can withdraw their money at a short notice



Flexibility: Mutual funds offer different types of schemes. Investors have the
flexibility to choose among them or even have the option to transfer their money
from one scheme to other.



Freedom from housekeeping: After purchasing the units from mutual fund
companies an investor should not bother about the various factors that affect the
price of the unit like market behavior, the safety of the money, liquidity, etc.
Mutual Fund Company takes care of all these factors.



Liquidity: Mutual fund units are highly liquid. The fund managers sell the
securities whenever there is a bull operating in the market and on the other hand
they buy securities when a bear is operating in the market. In any other
situation, they just hold the securities.



Well-regulated SEBI well regulates the mutual fund companies. This
regulation protects the interest of the investors and creates their confidence in
the mutual fund industry.
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Spread of risk: Mutual fund companies invest the funds collected in diversified
securities, by this risk gets spread amongst various investors. And hence in case
of any market crash, the loss is being shared by all the investors.



Tax benefits: Various tax benefits are now available to mutual fund investors.



Convenience: As compared to direct investment, investment through mutual
funds is convenient as it reduces paperwork, saves time, and makes investment
easy.

3.5

CLASSIFICATION OF MUTUAL FUND

Mutual funds are classified on the various basis such as functional basis, geographical
basis, portfolio basis, and miscellaneous basis which are discussed as follows:

3.5.1 Functional Classification of Mutual Fund: On a functional basis mutual funds
are classified into open-ended, close-ended, and interval schemes or funds


Open-ended Mutual Fund Schemes: An open-ended mutual fund is one that
continuously offers to sell and repurchase its units at net assets value. The
maturity period of these schemes is not specified. An investor can buy or sell
units at NAV which are declared daily. Thus these funds provide investors the
freedom to enter and exit the scheme at any time during the life of the fund.
Since these schemes have perpetual succession and flexible corpus, these
schemes provide instant liquidity to the investors. Unlike close-ended schemes,
these schemes do not have to be listed on the stock exchange rather they are
transacted by the mutual fund themselves. The fluctuation in stock price causes
the purchase price and sales price of these funds to change daily. Therefore
when it is bearish in the stock market, the NAV of these schemes decreases, and
the transactions of buying and selling can be done at a low price and vice versa.
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The corpus of these schemes is not fixed and goes on increasing or decreasing
depending upon the redemption and purchase of the units by the investors.


Close Ended Mutual Fund Schemes: Close-ended mutual fund schemes have
a fixed corpus, stipulated maturity period, and a specified subscription period.
They are like any other company operating in an industry. The investors are
allowed to the investor in close-ended schemes when it is launched and that too
up to the specified date. Once the initial subscription is over, the units of these
schemes are listed on the stock exchange. As the units are listed on the stock
exchange it provides liquidity to the investors. The shares of close-ended
schemes are often sold at discount because from the point of view of the
investor ended schemes are riskier as compared to the open-ended schemes. It is
worthwhile for an investor to invest in a close-ended scheme only when the
discount is very high.



Interval Schemes: A scheme that combines the features of both the open-ended
and close-ended schemes is called the interval scheme. In this scheme, there are
predetermined intervals during which the sale or redemption of units are open at
the NAV-related prices.

3.5.2 Geographical classification of mutual funds: Based on geographical limits,
mutual funds are classified as domestic and offshore mutual funds:


Domestic Mutual Fund: These funds mobilize the savings of the citizens of a
country within the country. These funds can invest their corpus only in the
securities which are issued and traded in the domestic financial markets.
Therefore the market for such funds is limited and confined to the boundaries of
the country in which it operates.



Offshore Mutual Fund: Such funds attract foreign capital for investment
purposes in the country of the issuing company. These funds can invest in the
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securities of a foreign company. Such funds facilitate the cross-border flow of
funds which is a direct route for getting foreign currency without getting
political interference. Investors investing in offshore mutual funds can expect
high risk and high returns. The first offshore Indian mutual fund was launched
by the unit trust of India in collaboration with US fund manager Merril lynch.
Canbank’s indo-swiz Himalayan fund 1990 and commonwealth equity funds are
an example of offshore mutual funds in India.
3.5.3 Portfolio Classification of Mutual Fund:
Here the basis of classification is the nature and types of securities and the basic
objective of investment. On a portfolio basis, mutual funds are classified into income
funds,


Income Fund: The basic aim of an income fund is to provide safety of
investment and steady income to its subscribers. Therefore such schemes
generally invest in fixed income securities like bonds, debentures of companies
having good credit ratings, government securities, and money market
instruments. That is why the debt fund is the other name given to the income
fund. There is less risk as well as less return in income funds as compared to the
equity funds. These funds do not provide the advantage of capital appreciation.



Growth Fund: The basic aim of a growth fund is to provide capital
appreciation to its subscribers over a long period. Generally, such scheme
invests their corpus in equity shares of the companies having good growth
prospects. Such funds have high risks in comparison to income funds. In these
funds, there is no guarantee or assurance of returns. Such funds are good for
investors seeking appreciation over a long period.



Balanced Fund: Balanced fund aims to provide capital appreciation and regular
income to its subscribers. These funds are an intermediary between income
funds and growth funds. Balanced funds make. Their investment balance by
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investing in equity shares as well as in debt instruments of good companies. The
portfolio of balanced funds comprises companies having a good profit and
dividend track record. The risk and return of these funds are moderate. Thus
these funds are appropriate for investors looking for moderate growth. In
comparison to the pure equity funds, the NAV of such funds is less volatile.
Fluctuations in the share prices in the stock markets also affect the prices of
these funds.


Money Market Fund: The basic aim of such funds is to provide high safety
and liquidity with a low rate of return. Such fund provides complete safety to
the investors but the yields of such funds are not so high. These funds invest in
short-term money market instruments like treasury bills, commercial papers,
and certificates of deposits. These funds are open-end funds for short-term use
and are completely safe for investors.



Tax Saving Fund: The basic aim of such funds is to offer tax rebates to the
investors under various provisions of the income tax act. Generally, such funds
invest in inequities that are growth-oriented and also provide various tax
incentives. Equity-linked saving schemes and pension schemes launched by
mutual funds are an example of tax saving funds. These schemes are closeended schemes and investments are made for a long period.



Gilt Fund: These are the funds that invest their corpus exclusively in
government securities. Since such funds have no default risk, these funds are
preferred by very risk-averse investors. As in the case of income and debt funds,
the NAV of such funds also fluctuates due to changes in interest rates and other
economic factors.



Fund of Funds: Such funds that make their investments in other schemes of the
same fund or other mutual funds are known as funds of funds. Since such funds
spread risk, they provide greater diversification to the investors.
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3.5.4 Miscellaneous Classification of Mutual Fund
The other various remaining classifications of mutual funds are as follows:


Index funds: When the investment by the mutual fund is made according to a
particular index such as the BSE sensitive index, or S&P NSE 50 index such
funds are called index funds. The weights of investment in different securities
are the same as that of the index. The increase or decrease in the index causes
the same percentage increase or decrease in the NAVs of such schemes. Under
such a fund no extra effort is made by the fund manager to identify the stocks
for investment/ dis-investment. The fund manager merely tracks the index on which
it is based. Index funds are very popular outside India.



Sectorial Funds: When the investments are made in specific core sectors like
energy, telecommunications, IT, construction, and transportation the funds are
called the sectorial funds. The performance of the industries determines the
returns of these funds. These funds are considered to be highly risky as
compared to the other diversified funds.



Exchange-Traded Funds: Exchange-traded funds are listed on the stock
exchanges. They are traded like individual securities on the stock exchanges.
Such funds are quite similar to index funds. These funds do not sell their shares
directly to the retail investors for cash, rather shares are offered to the investors
over the stock exchanges. The price of these shares is determined by the
demand and supply conditions and the market value of the shares. An example
of an exchange-traded fund is UTI’s Sunders listed on the Mumbai stock
exchange. Exchange-traded funds are generally preferred because they are listed
on the stock exchanges and also they provide liquidity to the investors. ETFs are
passively managed funds and their value changes with the value of the index.



Load and No-Load funds: Various expenses such as brokerage, marketing
expenses, and communication expenses are incurred by the mutual funds. These
expenses are known as ‘load’ and are covered by the investors at the time of
buying and selling the units. On the other hand, the funds that do not charge any
load or fees at the time of entry or exit are called no-load funds. All the
transactions of sale and repurchase of units are done at NAV in case of no-load
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funds whereas the repurchase is made at a price less than NAV and sales are
made at a price more than NAV in case of load funds. Generally, an entry load
is charged in the case of equity-oriented funds while no loads are being charged
in the case of income funds.

3.6

MEASURING PERFORMANCE OF MUTUAL FUND

The return performance of the mutual fund is one of the important aspects of the mutual
fund selection process. The potential sources of mutual fund return are the level of
dividends paid by the funds, their capital gain, and their capital growth. Such return
information enables the investor to judge its investment behavior and also to compare
the performance of its fund with other funds and investment vehicles. It depends on the
type of the fund and whether the fund gives more income or more capital gain, in the
case of income-oriented funds we would expect much higher dividend income than the
capital gain distributions.

The return on a mutual fund is calculated as:

Return = Dividends + Capital gain + (NAV1-NAV0)/NAV0*100
NAV0 = NAV in the beginning
NAV1 = NAV at the end of the year
NAV1 - NAV0 = Change over the period

NAV is calculated by dividing the net assets of the scheme but the number of units
unsettled on the valuation date. NAV of the mutual fund indicates the value per share.
NAV of the fund is estimated each day and it should be published at least in two daily
newspapers at intervals of not exceeding one week. NAV = Net assets of the scheme/
Number of units outstanding Net assets of the scheme = Market value of the
investment+ receivables+ other accrued income+ other assets- accrued expenses-other
payables-other liabilities.
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Dividend income is derived from the dividend and interest income of the holding
securities. The gross income after deducting all the operating expenses of the mutual
funds is then distributed among the unit holders. Thus the mutual fund gives returns to
the shareholders in three ways; first, they pass the income from dividends or coupon
payments of securities in the form of dividend payments to the shareholders. Secondly,
the capital gain from the sale of securities is distributed to shareholders within the fund.
The third form of return distribution is the mutual fund share price appreciation. As the
market value of the fund’s security increases, the NAV of the fund increases, and
ultimately the shareholders benefit when they sell their mutual fund shares.

3.7

METHODS TO DETERMINE RISK

Risk is inherent in every investment decision. Since mutual funds invest in various
securities their investors are exposed to the business and financial risks that are
normally present in individual securities. In mutual funds, the investment in securities
is well-diversified but still, most of the funds are exposed to a considerable amount of
market risk. Most of the mutual fund portfolio tends to perform much like the market
that is being targeted by the fund, although a few of the funds are defensive. Therefore
in a large number of portfolios market risk is an important behavioral ingredient.

Management practice of the fund is another important aspect of the mutual fund risk.
The risk of the loss in the capital is likely to be much less when the portfolio is
managed conservatively as compared to if the fund is managed aggressively. If the
management practice is very speculative there will be a higher risk of instability in the
net asset value. However, a conservatively managed fund doesn't need to eliminate all
the price volatility. Inflation, interest rate, and general market risks always lie with the
securities in the portfolio. Generally, these risks are reduced or minimized as the
investment objectives and portfolio management practice of the funds become more
conservative.
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Thus we can say that as the mutual fund has a diversification feature it reduces the risk
but does not eliminates it. If anyone decides to participate in the equity market or debt
market through mutual funds, the risk associated with those markets remains with the
mutual fund. It can be possible that the impact of investing through a mutual fund is
less compared to investing directly. There are various methods with the help of which
we can quantify the risk associated with the mutual fund these are:


Alpha: Given the beta of the portfolio alpha is the alteration between the returns
an investor expects from a fund and the return received. A positive alpha means
that the fund has achieved better than its benchmark index on the other hand a
negative alpha indicates underperformance of the fund. The more positive the
alpha, the better is the investor.



Beta: It is a measure of volatility in the returns of the fund. It measures to what
extent the fund’s return is impacted by the market factors. The beta of 1
specifies that the fund will move in the same direction as the benchmark index.
A beta of less than 1 specifies that the fund is less volatile than the benchmark
index and a beta of more than 1 specifies that the fund is more volatile than the
market index. Generally, conservative investors focus on mutual fund schemes
with low beta and aggressive investors opt to invest in schemes that are having
high beta.



Standard deviation: Standard deviation procedures the total risk of the fund. It
conveys how much the return of the fund is deviating from the estimated returns
which are based on its historical performance i.e. it estimates the volatility of
the fund. A higher standard deviation specifies that the NAV of the mutual fund
is more volatile and riskier than that of the fund with a lower standard deviation.

To define the performance of the mutual fund both risk and return aspects are
considered. The management’s performance is measured by comparing the yield of the
managed portfolio with the market index. For this purpose, three popular measure of
performance is employed. These are
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Treynor measure: According to Jack Treynor the appropriate measure of risk
is the systematic risk or beta. This measure relates the excess return on a
portfolio to the portfolio beta. Treynor’s measure= Excess return on a portfolio/
Beta of the portfolio The excess return of the portfolio is the excess of return
earned by the portfolio in comparison to the rate of return on the risk-free
investment. The Beta of the portfolio measures the systematic risk of the
portfolio. Since Trenor uses beta to measure performance, this measure
implicitly assumes that the portfolio is well diversified.



Sharpe measure: This extent employs standard deviation to measure the risk.
Thus this method is quite similar to the Trenor method except that Trenor uses
the beta while Sharpe uses the standard deviation to measure the risk of the
fund. Sharpe measure = Excess return on a portfolio/ Standard deviation of the
return of portfolio Standard deviation measures the total risk of the portfolio.
Hence Sharpe measure shows the excess return earned on a portfolio per unit of
its total risk. The larger the Sharpe index the better the performance of the
portfolio or fund.



Jensen measure: This measure is built on the capital asset pricing model. This
quantity, given the beta of the portfolio, reflects the modification between the
return earned on a portfolio and the return that the portfolio was supposed to
earn. Jensen measure = Average return on a portfolio - (Risk-free return +
Portfolio beta (Average return on market portfolio-Risk-free return)) Most of
the fund evaluation services rely on the Jensen measure as it is a risk-adjusted
measure. If the value of the Jensen measure is positive then the fund is
considered to be of good quality on the other hand if we have a negative Jensen
measure it is considered to be bad. The neutral value specifies that the fund is
performing in the same manner as the market portfolio. In April 2002, SEBI
made benchmarking compulsory for the mutual funds. In every half-yearly
result, the presentation of mutual fund schemes has to be disclosed along with
the presentation of a benchmark index.
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3.8

ORGANISATION OF MUTUAL FUND

A mutual fund is a fund that is recognized in the form of a trust. They raise the money
under different schemes to invest in various securities. A mutual fund is constituted
under the Indian Trust act 1882. The various constituents of a mutual fund structure are
the sponsor, Board of trustees, Assets Management companies, mutual fund, custodian,
bankers, agents, distributors, etc. which are described as under:


Sponsor: A person who creates a mutual fund either alone or in combination
with another body corporate is a sponsor of a mutual fund. A sponsor acts the
same as a promoter of a company. As per SEBI regulations, a sponsor is
responsible to form a trust and appointing the board of trustees. The sponsor
generally appoints the assets management company as a fund manager and also
a custodian to hold the fund assets. A sponsor must retain a sound financial
track record previous to registration and must give at least 40% of the net worth
of the AMC.



Trustees: A mutual fund able to be by the board of trustees or by the trust
company. The Board of trustees is a body of individuals and the trust company
is a corporate body. In India, most of the funds are managed by the board of
trustees. The property of the mutual fund is held by the board of trustees in trust
for the advantage of the unit holders. It is the responsibility of the board to
ensure that the mutual fund is managed by following all the statutory provisions
and the guidelines related to it. However, the board of trustees does not directly
manage the portfolio of securities. The board of trustees is the primary guardian
of the unit holders' units and assets.



Asset Management Company: The asset management company acts as the
investment manager of the trust. It is selected by the promoter or the trustees
and is permitted by the SEBI. The AMC invests in various types of securities
and manages the funds of the mutual fund schemes. The AMC works under the
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supervision of its board of directors and also keeps an eye on the directions of
the trustees and SEBI. As per SEBI regulations, 50% of the directors of AMC
must be self-determining.


Mutual fund: In India, a mutual fund is constituted in the form of a trust under
the Indian Trust act 1882. The fund pools the saving of a large number of
investors through the sale of shares and invests them in various securities. The
assets of the trust are held by the trustees for the benefit of the unit holder.
Under the Indian trust act, the legal capacity of the trust lies with the trustees
and the fund does not have any independent legal capacity. Apart from these
custodians, depositories, banks, transmission agents and distributors are some
other voters of a mutual fund. They are appointed by the board of trustees and
provide various types of financial services to the mutual fund. For the safe
keeping of securities and participation in the clearing system, the custodian is
appointed through an approved depository. The financial dealings of the fund
are handled by the bankers. For issuing and redemption of units of mutual
funds, the transfer agents are responsible. The distributors or brokers sell the
units on behalf of the fund and also serve as the investment advisor.

3.9

LET US SUM UP



Investors do not have the expertise to undertake investment analysis therefore
they go for indirect investment instead of investing directly.



A mutual fund is a professionally managed organization that pools the savings
of individual investors and invests them in corporate securities,



A mutual fund serves as a link between investors and the securities market.



Mutual funds provide various advantages like professional and expert services,
portfolio diversification, economies of scale of operations, less transaction cost,
transparency, flexibility, freedom from housekeeping, liquidity, well regulated,
the spread of risk, tax benefits, and convenience.
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There are four main categories of mutual funds in which it is classified these are
functional, geographical, portfolio, and miscellaneous classifications.



Open-ended funds continuously offer to sell and repurchase their units at NAV
whereas for close-ended funds there is a fixed corpus, stipulated maturity
period, and specified subscription period. An interval scheme is a combination
of open-ended and close-ended schemes.



Domestic mutual funds make their investment in securities that are traded
domestically whereas in offshore funds the investment is made in international
securities also.



The basic aim of an income fund is to provide safety of investment and steady
income to its subscribers whereas a growth fund is to provide capital
appreciation to its subscribers over a long period.



A balanced fund provides both regular income and capital appreciation to its
subscribers.



A money market fund provides high safety and liquidity with a low rate of
return.



Tax saving funds provide various tax rebates to their investors.



The funds that invest their corpus exclusively in government securities are
called gilt funds.



Under the fund of fund scheme, the investments are made in some other scheme
of the same fund or another mutual fund.



When the investments of a fund are made according to a particular index the
fund is called the Index fund.



In sectoral funds, the investments are made in specific core sectors like
telecommunications, IT, construction, etc.



The funds that are listed on stock exchanges are called exchange-traded funds.



The scheme that covers the various mutual fund expenses is called the load fund
whereas the fund that does not cover its expenses from the investors is called
the no-load fund.
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3.10


KEYWORDS
Asset Management Company: An asset management company (AMC) is a
firm that invests pooled funds from clients, putting the capital to work through
different investments including stocks, bonds, real estate, master limited
partnerships, and more.



Load Fund: A load fund is a mutual fund that comes with a sales charge or
commission. The fund investor pays the load, which goes to compensate a sales
intermediary, such as a broker, financial planner, or investment advisor, for his
time and expertise in selecting an appropriate fund for the investor.



Open-Ended Mutual Fund: Open-end mutual funds typically do not limit the
number of shares they can offer and are bought and sold on demand.



Index Fund: An index fund is a mutual fund or exchange-traded fund designed
to follow certain present rules so that the fund can track a specified basket of
underlying investments.
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MODEL QUESTIONS

Q 01: What is a Mutual Fund? What are the Characteristics of Mutual Fund?
Q 02: What are the advantages of Mutual Fund?
Q 03: Explain different methods of determining risk.
Q 04: Discuss the Organisation of Mutual Fund.
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4.0

LEARNING OBJECTIVES

After going through this unit you will be able to know


The meaning of derivative, advantages and disadvantages



Different types of derivatives



Current scenario of derivatives market in India



The structure of the foreign exchange market.
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4.1

INTRODUCTION

The word ‘derivative’ originates from mathematics and refers to a variable, which
means derived from another variable. A derivative could be defined as a financial
instrument whose value depends on the values of an underlying asset. The variables
underlying derivatives are the prices of traded assets. E.g. price of a stock (share), price
of commodities like wheat, rice, pulses, interest rates, currency prices, etc. Derivatives
do not have a value of their own. In finance, the word derivative is used to mean a
contract between dealers of financial assets where value is derived from the value of the
underlying assets that are any financial assets.

The financial assets are dealt with in the financial market. The prices of financial assets
like shares, stock, bonds, foreign currency, the interest rate of loans, etc. always keep
on changing. It creates uncertainty regarding future prices of financial assets and parties
involved are also exposed to market risk. To avoid such risk/ uncertainty from
fluctuation in prices of financial assets parties in the financial market entered into a
contract which is known as a derivative. For example, the investor may purchase shares
to increase the share prices but in reality, share prices may decline. Uncertainty is
involved in the future price of shares which exposed investors to risk. Again importers
and exporters also face similar kinds of risks. An importer while importing goods from
another country may face problems in the time of payment of foreign currency when
payment is due. As foreign currency exchange rates keep on fluctuating the importer
may have to pay more Indian rupee for the purchase of necessary foreign currency if
the value of that particular foreign currency appreciates. Similarly, the exporter is also
exposed to a similar kind of risk and may receive less Indian rupee after due time if the
value of foreign currency depreciates. The importer and exporter would like to protect
the risk that arises due to fluctuation in foreign currency which can be avoided through
derivatives. A financial derivative is a contract between dealers of financial assets. Here
the value is derived from the value of the underlying assets i,e; assets dealt in the
financial market like shares or foreign currency. The most common underlying assets
include stocks, bonds, commodities, currencies, interest rates, and market indexes.
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Dealers entered into a contract to protect themselves or hedge the risk that may arise
from the changes in the value of the financial assets. It is one kind of instrument for the
management of the risk that arises due to uncertainty prevailing in the financial market.
The importance of derivatives is increasing day by day because of the high volatility in
the market.

Financial derivatives are designed to protect dealers of the financial market from the
adverse movement of prices of financial assets in the future. With the help of financial
derivatives, dealers can easily deal in financial assets in the future at a predetermined
agreed rate. Financial derivatives‘ lock in’ the price of a particular financial asset for a
future date. It effectively protects them from future uncertainties.

4.2

ADVANTAGES AND DISADVANTAGES OF DERIVATIVES

The main advantages of derivatives are:


Risk Management: It is a risk management tool for the dealers of the financial
market. They can protect the future uncertainties that arise in the financial
market due to fluctuations in the market.



High Profit: The ability and chances to make huge and extreme profits are high
in derivatives than in primary securities or mutual funds.

Disadvantages of Derivatives
A disadvantage of a financial derivative is the possibility of a loss of money. While
financial derivatives help increase profits and reduce risks they may also lead to losing
out a lot of money or other assets. For example, a cotton farmer enters into a contract
with a weaver. Both the parties need cotton as a resource to continue in their business.
Thus, they can enter into a contract for the benefit of both of them. The cotton producer
may agree on a fixed price to sell the cotton to the weaver at harvest time. This ensures
a fixed income and a sure customer for the cotton farmer. On the other hand, the
weaver is also ensured of a supply of cotton. This agreement could be a disadvantage
when the price of cotton fluctuates. If the price of cotton goes up, the farmer would still
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have to sell the cotton at the earlier agreed cost. This makes the farmer lose out on the
profit. Price fluctuations in the cotton could affect the weaver too. If the price of cotton
goes down, he still has to pay the high cost that was agreed upon in the contract,
regardless of the decrease in cotton’s price or value.

Features of Derivative Market:


Derivatives, by themselves, have no independent value. Their value is derived
from the underlying instruments.



Derivative contracts have a specific lifespan or fixed expiry date.



A derivative requires little or no initial investment because it is an investment
in a change in value rather than an investment in the actual asset or liability.



Derivatives enable price discovery, improve the liquidity of the underlying
asset, serve as effective hedge instruments and offer better ways of raising
money.



Generally, the parties to the contract, the counterparties, are not required to
deliver an asset that is associated with the underlying.

4.3

TYPES OF DERIVATIVES

The most commonly used derivatives contracts are forwards, futures, options, and
swaps. Here we take a brief look at various derivatives contracts that have come to be
used.


Forward: It is the simple and most old form of derivative. Here a contract is
made between parties to sell something in the future at today’s rate. Here the
price is agreed at the present rate but the actual deal takes place in the future. On
the day of the contract time of delivery of the asset, the quality and quantity of
the asset are fixed. Simply it can be said that here the contract is initiated at one
time but actual execution takes place at a later date.
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Forward contracts are informal and it is not traded in an exchange thus it is also known
as Over – the- counter derivative (OTC). These types of contracts are some
commitments between two parties. The assets which are traded in forwarding contracts
include commodities like grain, precious metals, electricity, vehicles, etc. For example,
A farmer is growing 500 tons of wheat. Now, he could sell his wheat next year at that
time rate or he could fix the price now by selling it through a forward contract. The
forward contract binds farmers to sell 500 tons of wheat after the harvest for a fixed
price. By locking the price, the farmer eliminates the risk of falling wheat prices in the
future. But on the other hand, if prices rise later, the farmer will get that price only what
the contract fixes.


Future: A future contract is very similar to a forward contract. The main
similarity is that in both of the contract actual deal is executed at a future date
but the rate is pre-determined. However, futures contracts are listed on the
exchange. Exchange act as an intermediary between dealers. Hence, future
contracts are standard and the agreement cannot be modified in any way.
Exchange contracts come in a pre-decided format, pre-decided sizes, and have
pre-decided expirations. Also, since these contracts are traded on the exchange
they have to follow a daily settlement procedure. An important point that needs
to be mentioned is that in case of a future contract, the buyer and seller do not
agree with one another. Rather both of them agree with the exchange.

Forwards and futures are similar types of financial contracts but there exist some
differences. The main difference between futures and forward contracts is that futures
are standardized contracts that are traded on an exchange. While forwards are some
private transactions that are traded over-the-counter.

Differences between future and forward contracts Following are the main point of
differences between future and forward contracts:
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Forward
1

Future

A forward contract is an agreement A Contract in which the parties agree
between parties to buy and sell the to exchange the asset for cash at a
underlying asset at a specified date and fixed price and a future specific date is
agreed rate in the future.

known as a futures contract.

2

It is a tailor-made contract

It is a standardized Contract

3

It is an over-the-counter contract, i.e. It is an exchange Traded Contract
there is no secondary market.

4

In a forward contract, the risk is high.

In future contracts Risk is low

5

It is a self-regulated contract

It is regulated by the stock exchange

6

Contracts are settled on the Maturity Contracts are settled daily
Date


Option: An Option contract provides choices to the parties to buy/ sell the
assets at a predetermined price before a predetermined time. But unlike
forwarding and future, parties are not under obligation to buy or sell the assets.
Parties can exercise their right or may not, thus it is known as an option
contract. For exercising right the purchasing party must have to bear a cost
which is known as premium. Options can be traded in both the OTC market and
exchange-traded markets.

Options can be of two types - Call and Put. The call option provides a right to buy
the asset at a given price within a pre-determined date. The seller is under obligation to
sell the asset to the buyer if the buyer wants to exercise the right. A put option gives the
right to sell the asset at a given price by a specified date. The buyer is under obligation
to buy the asset from the seller at the price specified in the contract. The price listed in
the contract is called the “strike price”. If the parties do not exercise their rights within
the specified period then remain ‘unexercised’
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Options contracts are often used in securities, commodities, and real estate transactions.
Options help to make a profit from changes in share prices without putting down the
full price of the share. It can also be used to protect from fluctuations in the price of a
share by enabling parties to buy or sell the shares at a pre-determined price for a
specified period. Though it has advantages but trading in options is not as easy as
trading in regular shares.


Swap: Swaps are financial agreements to exchange a series of cash flows
between two parties. Here one party agrees to pay fixed interest payments on a
predetermined date and the other party agrees to return interest payments that
float with the underlying assets. Swaps are used in interest rates, stock indices,
foreign currency exchange rates, and even commodities prices.

The mechanism of swap is different from other forms of derivative contracts like
forwarding, future, and option. Forward, future and option will have one trade at the
end of the contract but the swap will have multiple exchanges during the life of the
contract. Unlike future options, these swap contracts are not traded on exchanges and
thus not regulated. So it involves a higher default risk than an exchange-traded contract.

One of the parties will make a fixed series of payments based on the swap agreement,
but the other party will make payments at a floating rate based on the underlying assets
like foreign currency exchange rate, etc. Types of Swap:

Swaps are generally of the following types:


An interest rate swap is an agreement between two parties where a floating
interest rate is exchanged for a fixed interest rate. This type of contract allows
two parties to exchange fixed and floating cash flows on an interest-bearing
investment or loan. One party makes payment on the fixed-rate which is predetermined at the time of the contract and the other party makes payment on the
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future rate which is the floating rate. Simply it is an agreement to exchange a
series of cash flows.


A currency swap is an agreement to make a currency exchange between two
parties. Here cash flows in one currency are exchanged for cash flows in
another currency. Interest rate swaps and currency swaps are the most popular
swap contracts, which are traded over the counters between financial
institutions.

4.4

TRADERS IN THE DERIVATIVE MARKET

The following three types of traders operate in the derivatives market:


Hedgers: Hedger is someone who faces risk associated with the price
movement of an asset and who uses derivatives as a means of reducing that risk.
Hedgers enter into a derivative contract to cover the risk associated with the
business deal. For example, a farmer growing paddy is not sure about the price
he would get during harvest season. Similarly, a rice mill is not sure about the
price at which it may have to procure the rice in the future. Both the farmer and
the rice meal owner would enter into a forward contract where the farmer agrees
to sell his paddy to the rice mill at a predetermined price. The farmer is
expecting a price fall during harvest season and the rice meal is expecting a
price rise. Hence both the parties face price risk. The forward contract in which
they have entered would eliminate the price risk for both parties. This is called
hedging and the participants are called hedgers.



Speculators: While hedgers enter into derivative contracts for reducing risk,
Speculators enter into derivative contracts to make profits. The speculators have
an independent view of the future price behavior of the underlined asset and
take an appropriate position in derivatives to make a profit later. Speculators
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render liquidity to the market and make markets competitive and expand the
market size.


Arbitrageurs: Arbitrageurs are persons who simultaneously enter into
transactions in two or more markets to take advantage of a price discrepancy
between both markets. The markets could be the physical market and the
commodity exchange. Arbitrageurs constantly monitor the prices of different
assets in different markets and identify opportunities to make a profit that
emanate from the mispricing of products in the different markets. For example,
if the share price of Tata is Rs. 1550/- on National Stock Exchange and Rs.
1570/- in the Bombay Stock Exchange the arbitrageurs will buy at NSE and sell
at BSE simultaneously and pocket the difference of Rs. 20/- per share.

4.5

FOREIGN EXCHANGE MARKET

The foreign exchange market is a market in which currencies are bought and sold
against each other. In other words, a foreign exchange market is the market where the
currency of one country is exchanged for the currency of another country. The market
is an over-the-counter market. There is no single marketplace or an organized exchange
(like a stock exchange) where traders meet and exchange currencies. According to
Kindleberger, “Foreign exchange market is a place where foreign money is bought and
sold.”

The foreign exchange market is the largest financial market. Foreign exchange markets
were primarily developed to facilitate the settlement of debts arising out of international
trade. The largest foreign exchange market is London followed by New York, Tokyo,
Zurich, and Frankfurt. The markets are situated throughout the different time zones of
the globe in such a way that when one market is closing the other is beginning its
operations. Thus at any point in time one market or the other is open. Therefore, it is
stated that the foreign exchange market is functioning 24 hours a day. In India, the
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market is open for the time the banks are open for their regular banking business. No
transactions take place on Saturdays.

There are two foreign exchange markets. Viz. the retail market and the wholesale
market

In the retail foreign exchange market, Retail traders buy or sell currency for their
genuine business/personal requirements. Individuals like tourists, foreign students, and
patients traveling to other countries for medical treatment; small companies, small
exporters, and importers operate in the retail foreign exchange market. Money transfer
companies are also major players in the retail market. The wholesale foreign exchange
market is also called the inter-bank market. In the wholesale market Commercial banks
are the market makers. This market serves to smoothen the excessive purchases or sales
made by individual banks.

4.6

FUNCTIONS OF FOREIGN EXCHANGE MARKET

The foreign exchange market performs the following three functions: a) Transfer
function: The foreign exchange market transfer purchasing power between two
countries. It is the primary function of this market. Various instruments such as
telegraphic transfers, bank drafts, and foreign bills are used for transferring purchasing
power. b) Credit function: Another function of the foreign exchange market is to
provide credit for the promotion of foreign trade. The foreign exchange market
provides credit by discounting bills of exchange arising out of foreign trade. Bills of
exchange, with a maturity period of three months, are generally used for international
payments. Credit is required for this period to enable the importer to take possession of
goods, sell them and obtain money to pay off the bill. c) Hedging function: The third
function of the foreign exchange market is to hedge foreign exchange risk. The
exchange rates (the price of one currency expressed in another currency) under a freemarket situation can go up and down. Under this condition, a person or a firm
undertakes a great exchange risk if there are huge amounts of net claims or net
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liabilities which are to be met in foreign currency. Through hedging, the foreign
exchange market tries to protect the interest of the persons dealing in the market from
any unforeseen changes in the exchange rate.

4.7

DEALERS IN FOREIGN EXCHANGE MARKET

Following are the important dealers of the foreign exchange market in India:


Banks: Commercial banks operate in the foreign exchange market either at the
retail level for individual exporters and corporations or wholesale level in the
interbank market. The banks dealing in foreign exchange maintain substantial
foreign currency balances to serve the need of the customers. These banks
discount and sell foreign bills of exchange, issue bank drafts, make transfers,
etc.



Central Bank: Central banks of the country intervene in the foreign exchange
market to maintain the exchange rate within a certain range. The central banks
also execute the policies of the government.



Brokers: In the foreign exchange market banks do not deal directly with each
other. The brokers bring together the buyers and sellers of foreign exchange. If a
bank wants to buy or sell foreign exchange, it informs the broker of the amount.
If the broker succeeds in carrying out the transaction, he receives a commission
from the selling bank.



Acceptance Houses: Acceptance houses also operate in the foreign exchange
market. They accept bills on behalf of their customers and help with foreign
remittances.
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4.8

EXCHANGE RATE

The rate of exchange is the price of one currency stated in terms of another currency i.e.
the rate at which one currency is exchanged for another. The rate of exchange expresses
the external purchasing power of a home currency. E.g. - If one US dollar can be
exchanged for 60 Indian Rupees, then the rate of exchange is 1US $ = Rs.60 or
Rs.1=1/60 US $=0.017 $. In a foreign exchange market, there exist different types of
exchange rates. Following are some major exchange rates:


Spot Rate: A spot foreign exchange rate is the rate of a foreign exchange
contract (buying and selling of foreign exchange) for immediate delivery. This
rate is also known as the cable rate or telegraphic transfer rate. The spot rate is
quoted differently for buyers and sellers. For example, $1=60.31 for buyers and
$1=Rs60.15 for the seller. This difference arises because of transportation
charges, dealer’s commission, insurance, etc. These costs are to be borne by the
buyers.



Forward Rate: Forward rates are exchange rates for currency exchanges that
will occur at a future date. The forward exchange rate is settled now but the
actual exchange of foreign exchange takes place in the future. Forward dates are
typically 30, 90, 180, or 360 days in the future.



Long Rate: Long rate of exchange is the rate at which the banks purchase or
sell foreign currency bills that are payable at a specific future date.

Exchange Rate Regime: There are two types of exchange rate systems; namely- Fixed
exchange rate systems and flexible exchange rate systems. Fixed exchange rate: Under
a fixed exchange rate system the rate of exchange between two or more countries does
not vary or varies only within narrow limits. Under this system, the government or the
Central Bank intervenes in the foreign exchange market to maintain the exchange rate
stays close to an ‘exchange rate target’. By intervening in the foreign exchange market,
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through the process of buying and selling foreign assets and currencies, Central Banks
keep the exchange rate at the “target fixed level”.

Advantages of Fixed Exchange Rate


Exchange-rate stability promotes global trade and investment by making the
prices of goods involved in trade more predictable.



Since there is no fear of currency fluctuations, a fixed exchange rate creates
confidence in the strength of the domestic currency and there is no fear of the
adverse effect of speculation on the exchange rate.



Since uncertainty and risk of exchange rate volatility are rare in the case of the
fixed exchange rate, hence it promotes long-term capital flows.



A fixed exchange rate serves as an anchor and imposes a discipline on monetary
authorities to follow responsible financial policies within countries.

Disadvantages of Fixed Exchange Rate


A fixed exchange rate may achieve exchange rate stability but at the expense of
domestic economic stability.



In a fixed exchange rate system, the country needs to have significant foreign
exchange reserves and this imposes a heavy burden on the monetary authorities
for managing foreign exchange reserves.



Monetary authorities lose the independence of monetary policy formulation to
maintain exchange rate stability.

Flexible exchange rate: Inflexible exchange rate system value, of one currency in
terms of another is determined through the forces of demand and supply. Under the
flexible exchange rate system, the rate of exchange is allowed to vary to suit the
economic policies of the government. There are no restrictions on buying and selling of
foreign exchange and the exchange rates are free to change according to the change in
the demand and supply of foreign exchange. A currency that uses a floating exchange
rate is known as a floating currency.
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Advantages of Flexible Exchange Rate


The fundamental argument in favor floating exchange rate system is that it
allows a country’s autonomy concerning its use of monetary, fiscal, and other
policy instruments and at the same time external equilibrium is ensured because
of a flexible exchange rate.



Floating exchange rates give the government and monetary authorities
flexibility in determining interest rates. This is because interest rates do not have
to be set to keep the value of the exchange rate within pre-determined bands.



Balance of Payments on current account disequilibrium can automatically be
restored to equilibrium floating exchange rate regime and the scarcity or surplus
of any currency is eliminated under the floating exchange rate regime.

4.9

HISTORY OF DERIVATIVE MARKET IN INDIA

Derivatives 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 futures
trading way back in 1875. 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 favor of an increased role of market-based
pricing and less suspicious derivatives trading. The first step toward the introduction of
financial derivatives trading in India was the promulgation of the Securities Laws
(Amendment) Ordinance, 1995. It provided for the withdrawal of prohibition on
options in securities. The last decade, beginning the year 2000, saw the lifting of the
ban on futures trading in many commodities. Around the same period, national
electronic commodity exchanges were also set up. Derivatives trading commenced in
India in June 2000 after SEBI granted the final approval to this effect in May 2001 on
the recommendation of the L. C Gupta committee. Securities and Exchange Board of
India (SEBI) permitted the derivative segments of two stock exchanges, NSE and BSE,
and their clearinghouse/corporation to commence trading and settlement in approved
derivatives contracts. Initially, SEBI approved trading in index futures contracts based
on various stock market indices such as S&P CNX, Nifty, and Sensex. Subsequently,
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index-based trading was permitted in options as well as individual securities. The
trading in BSE Sensex options commenced on June 4, 2001, and the trading in options
on individual securities commenced in July 2001. Futures contracts on individual
stocks were launched in November 2001. The derivatives trading on NSE commenced
with S&P CNX Nifty Index futures on June 12, 2000. The trading in index options
commenced on June 4, 2001, and trading in options on individual securities
commenced on July 2, 2001. Single stock futures were launched on November 9, 2001.
The index futures and options contract on NSE are based on S&P CNX. In June 2003,
NSE introduced Interest Rate Futures which were subsequently banned due to pricing
issues.

Regulation of Derivatives Trading in India
The regulatory framework in India is based on the L.C. Gupta Committee Report and
the J.R. Varma Committee Report. It is mostly consistent with the IOSCO5 principles
and addresses the common concerns of investor protection, market efficiency, and
integrity and financial integrity. The L.C. Gupta Committee Report provides a
perspective on the division of regulatory responsibility between the exchange and the
SEBI. It recommends that SEBI’s role should be restricted to approving rules, byelaws, and regulations of a derivatives exchange as also as approving the proposed
derivatives contracts before the commencement of their trading. It emphasizes the
supervisory and advisory role of SEBI to permit desirable flexibility, maximize
regulatory effectiveness, and minimize regulatory cost. Regulatory requirements for
authorization of derivatives brokers/dealers include relating to capital adequacy, net
worth, certification requirement, and initial registration with SEBI. It also suggests the
establishment of a separate clearing corporation, maximum exposure limits, mark to
market margins, margin collection from clients and segregation of clients’ funds,
regulation of sales practice, and accounting and disclosure requirements for derivatives
trading. The J.R. Varma committee suggests a methodology for risk containment
measures for index-based futures and options, stock options, and single stock futures.
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The risk containment measures include calculation of margins, position limits, exposure
limits, and reporting and disclosure.

4.10 FACTORS CONTRIBUTING TO THE GROWTH OF DERIVATIVES IN
INDIA

Factors contributing to the explosive growth of derivatives are price volatility,
globalization of the markets, technological developments, and advances in financial
theories.

Price Volatility: A price is what one pays to acquire or use something of value. The
objects having value may be commodities, local currency, or foreign currencies. The
concept of price is clear to almost everybody when we discuss commodities. There is a
price to be paid for the purchase of food grain, oil, petrol, metal, etc. the price one pays
for use of a unit of another person’s money is called the interest rate. And the price one
pays in one’s own currency for a unit of another currency is called an exchange rate.

Prices are generally determined by market forces. In a market, consumers have
„demand‟ producers or suppliers have ‘supply’, and the collective interaction of
demand and supply in the market determines the price. These factors are constantly
interacting in the market causing changes in the price over a short period. Such changes
in the price are known as ‘price volatility. This has three factors: the speed of price
changes, the frequency of price changes, and the magnitude of price changes.

The changes in demand and supply influencing factors culminate in market adjustments
through price changes. These price changes expose individuals, producing firms, and
governments to significant risks. The breakdown of the BRETTON WOODS
agreement brought an end to the stabilizing role of fixed exchange rates and the gold
convertibility of the dollars. The globalization of the markets and rapid industrialization
of many underdeveloped countries brought a new scale and dimension to the markets.
Poor nations suddenly became a major source of supply of goods. The Mexican crisis in
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the southeast -Asian currency crisis of the 1990‟s has also brought the price volatility
factor to the surface. The advent of telecommunication and data processing bought
information very quickly to the markets. Information that would have taken months to
impact the market earlier can now be obtained in a matter of moments. Even equity
holders are exposed to the price risk of corporate shares fluctuating rapidly. This price
volatility risk pushed the use of derivatives like futures and options increasingly as
these instruments can be used as hedges to protect against adverse price changes in
commodity, foreign exchange, equity shares, and bonds.

The Globalization of Markets: Earlier, managers had to deal with domestic economic
concerns; what happened in another part of the world was mostly irrelevant. Now
globalization has increased the size of markets and has greatly enhanced competition .it
has benefiting consumers who cannot obtain better quality goods at a lower cost. It has
also exposed the modern business to significant risks and, in many cases, led to cut
profit margins In the Indian context, the South East Asian currencies crisis of 1997 had
affected the competitiveness of our products vis-à-vis depreciated currencies. Export of
certain goods from India declined because of this crisis. The steel industry in 1998
suffered its worst setback due to the cheap import of steel from South East Asian
countries. Suddenly blue-chip companies had turned into red. The fear of china
devaluing its currency created instability in Indian exports. Thus, it is evident that
globalization of industrial and financial activities necessitates the use of derivatives to
guard against future losses 5. This factor alone has contributed to the growth of
derivatives to a significant extent.

Technological Advances: A significant growth of derivative instruments has been
driven by technological breakthroughs. Advances in this area include the development
of high-speed processors, network systems, and enhanced methods of data entry.
Closely

related

to

advances

in

computer

technology

are

advances

in

telecommunications. Improvement in communications allows for instantaneous
worldwide conferencing, Data transmission by satellite. At the same time, there were
significant

advances

in

software
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telecommunication advances would be meaningless. These facilitated the more rapid
movement of information and consequently its instantaneous impact on market price.

Although price sensitivity to market forces is beneficial to the economy as a whole
resources are rapidly relocated to more productive use and better rationed over time the
greater price volatility exposes producers and consumers to greater price risk. The
effect of this risk can easily destroy a business that is otherwise well managed.
Derivatives can help a firm manage the price risk inherent in a market economy. To the
extent, that technological developments increase volatility, derivatives and risk
management products become that much more important.

Advances in Financial Theories: Advances in financial theories gave birth to
derivatives. Initially, forward contracts in their traditional form were the only hedging
tool available. Option pricing models developed by Black and Scholes in 1973 were
used to determine the prices of call and put options. In the late 1970‟s, the work of
Lewis Edeington extended the early work of Johnson and started the hedging of
financial price risks with financial futures. The work of economic theorists gave rise to
new products for risk management which led to the growth of derivatives in financial
markets

4.11

LET US SUM UP

Financial derivatives are financial instruments the price of which is determined by the
value of another asset. Such an asset, ie the underlying asset, can in principle be any
other product, such as a foreign currency, an interest rate, a share, an index or a
commodity. Financial derivatives include various options, warrants, forward contracts,
futures and currency and interest rate swaps. Derivatives trading requires a good
understanding of the stock market. Knowledge and time to track the stock market
movements are primal for participating in the derivatives market.
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4.12



KEYWORDS

Financial Derivatives: Financial derivatives are financial instruments that are
linked to a specific financial instrument or indicator or commodity, and through
which specific financial risks can be traded in financial markets in their own
right.



Risk Management: Risk management is the process of identifying, assessing,
and controlling threats to an organization's capital and earnings.



Options Trading: Options trading allows you to buy or sell stocks, ETFs,
etc. at a specific price within a specific date. This type of trading also gives
buyers the flexibility to not buy the security at the specified price or date.



Hedges: A hedge is an investment that is made to reduce the risk of adverse
price movements in an asset



Speculators: A person who invests in stocks, property, or other ventures in the
hope of making a profit.



Price Volatility: The term “price volatility” is used to describe the price
fluctuations of a commodity. Volatility is measured by the day-to-day
percentage difference in the price of the commodity.
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4.14

MODEL QUESTIONS

Q 01: What is derivative? Discuss the different types of derivative.
Q 02: Mention the features of derivative market.
Q 03: What is the foreign exchange market? Discuss the participants in foreign
exchange market.
Q 04: What is meant by exchange rate? Discuss the different types of exchange rates.
Q 05: Discuss the fixed exchange rate system.
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