


Understanding

“Margin Money” in derivatives

— By Prof. Simply Simple ™

Simply ) |
Simple./in;




Let me clarify ‘Margin Money’ in

derivatives to you in this lesson.




‘Margin Money’ is a term

associated with derivative

instrument transactions... /

So what’s margin money?
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Let’s say there are three parties A (Buyer), B (Seller) and C (Broker)

A IS interested in buying a futures contract for Rs 100 as he thinks

Its price would go up by the settlement date

B, on the other hand, wants to sell the futures contract for Rs 100

as he thinks its price will go down by the settlement date

C is the broker who will be executing the deal on behalf of

investors A & B




Now, derivative trading is about taking a ‘call’ on the upward and

downward movement of the scrip.

Hence the subject in question is the movement of price

(upward or down ward) and not the absolute or actual price

of the total contract.




Therefore, the Stock Exchange has to

be hedged by investors (A & B) to the

extent of the expected margin of loss
that the investor might incur. Thus, the
Broker acts as a mediator between the

Exchange & the Investors.




For example in our case, where the cost of futures is Rs 100, in all

likelihood its value would go up or down by say Rs 10 either way

by the settlement date based on expected volatility which is

calculated mathematically.

Hence the margin money sought by the Exchange through the
broker from either party would be 10% of the total value (Rs.10in

the given example).




Please note that irrespective of

price movement, both the investors /
need to maintain 10% of the margin.
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Now let’s say by the settlement date, the scrip would be valued
at Rs. 108.

This means ‘A’ would have made a profit of Rs 8 while ‘B’ would

have incurred a loss of Rs. 8.

The broker hence credits the investor ‘A’s account by Rs 8

along with the margin money of Rs 10.

Hence in total ‘A’ receives Rs 18.




On the other hand ‘B’ who has incurred a loss will debit

Rs. 8 from his margin money which was with the broker and

the remaining Rs. 2 will be transferred to the investor’s account.




Therefore the “funding” that goes to the broker to execute

derivative deals is called “Margin Funding” or “Margin Money”.

Just to appreciate that in case of buy/sell of actual stocks

(spot trading) instead of derivatives trading, the broker would

have needed enough funds to cover the entire cost of the scrip

In order to execute a spot deal.




In the case of derivative trading,

he only needs funds to cover up

the margin movements.




| hope | have been able to explain to you what ‘margin money’

is all about.

Do give me your feedback about my lessons so that | can work

on them and improve them for your better comprehension.




Hope this story succeeded in

clarifying the concept of

‘Margin Money / Margin Funding’.




Thinking of Investment

Contact
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The views expressed in this lesson are for information purposes only and do not construe
to be any investment, legal or taxation advice. The lesson is a conceptual representation
and may not include several nuances that are associated and vital. The purpose of this
lesson is to clarify the basics of the concept so that readers at large can relate and
thereby take more interest in the product / concept. In a nutshell, Professor Simply Simple
lessons should be seen from the perspective of it being a primer on financial concepts.
The contents are topical in nature and held true at the time of creation of the lesson. This
Is not indicative of future market trends, nor is VEcoSys IMF Pvt. Ltd. attempting to predict
the same. Reprinting any part of this material will be at your own risk. vEcoSys IMF Pvt.

Ltd. will not be liable for the consequences of such action.

Mutual Fund investments are subject to market risks,

read all scheme related documents carefully.




