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Abstract
Derivative market plays a very crucial role in economic development. The paper identifies the various forms of derivative and clarifies the function of derivative. A firm, even country will be able to hedge, manage and transfer the diversifiable and undiversifiable risk through the correct use of derivatives There is no Derivatives Market in Bangladesh yet. But huge opportunity is there for Derivatives Market. Firstly, the study focuses on the idea of the derivative products, participants, and market; secondly, it delivers the support for developing an efficient derivative market in Bangladesh to improve the economic growth.
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[bookmark: _Toc18762454]Introduction
Capital market is the heart of economic growth of any country.  Developed capital market is considered as a valuable asset. The derivative is one of the major parts of the capital market. The derivative market has a long story. First trading started at Venice at 12th century. At that time credit derivative was used a form of loan to fund a ship expedition. The ship was insured by considering that it won’t return. Later in the 16th-century derivative was used in the commodity exchange.  Farmer and merchant were the regular use of derivative then. In 1970 the derivative market gets strong growth due to the contribution of the financial market. In 1971, the demand for derivative grew rapidly to hedge the risk. Derivative market ensured the efficiency of Capital market
A proficient capital market helps in micro level and macro level of economy.The investors get a variety of investment channel for saving through an efficient capital market at the micro-level,. Whenever the firm face any financial needs, it may raise the fund. At the macro level, by allocating the domestic reserves effectively to each public as well as private firm, government get a higher benefit. Besides, the government can also reduce its reliance on foreign reserves to finance its growth by effectively assembling finance from local sources. However, an efficient market is required to implement the above need. Finance Minister AHM Mustafa Kamal said Bangladesh's economy has grown 8.13% this fiscal year. The equity-focused capital market like Dhaka Stock Exchange (DSE) is playing an important role for this. .In recent years, the derivatives market has grown rapidly in developing countries. The derivative market has gained extra attention globally due to the prevention of fraudulent action, reduction of the financial crisis and failure of  market participants. It is high time, Bangladesh should embrace the international normal practice and develop derivatives instrument to promote healthy growth of the economy.





[bookmark: _Toc18762455]Literature Review: 
Greenspan (1997) mentions that― The remarkable improvement and extension of financial derivatives has been the most critical event in Finance during the previous decades.
Sahoo (1997) states that derivatives items first developed to hedge against the volatility of commodity prices and for a long time these types of derivative remained the most important.
Vedenov and Barnett (2004) researched the effectiveness of weather derivatives in producing areas of maize, cotton, and soybean in the United States. They presumed that the efficiency of weather derivatives varies substantially over crops and regions.
Li tian (2005) Provides an overview of how the capital structure and profit-making capacity of Commercial banks will be improved by establishing a derivative market and he also mentioned that it will also retain more international capital into a nation
Bose Suchismita (2006) examines in her study “The Indian Derivatives Market Revisited” that derivative as a risk management tool. She explains that Derivative items give certain significant financial advantages, for example, it transfers risk from risk averse investor to risk-taker. Derivatives help to know the actual price in stock market by creating an efficient market in a nation and simultaneously their misuse also poses a danger to the security of the financial sector and the overall economy.
In Argentina, at the SDI-Bloomberg Seminar it has been illustrated that “The driving force behind the recent growth of derivative was radical technological advancements in computer science”. In the seminar, they also explained the principle elements of derivative- “Derivative provide three important economic functions: (1) risk management, (2) price discovery, and (3) transactional efficiency”.
In the current situation of our country, it is essential to introduce the derivative market.
Saif Rahman and M.Kabir Hassan (2011) have presented in their case study about the necessity of the the financial  derivatives market in Bangladesh. They state that “Due to the recent catastrophic fall of the capital the market, rapid decline in FDI and scarcity of investment opportunities in an equity centric economy, investors of Bangladesh is crying out for an innovative and versatile financial product such as derivative securities for hedging and market expansion”.
Md Nazmul Hasan (2012) presents a case study on ‘The Role of Financial Derivatives in Recent Capital Market Condition of Bangladesh’ states that Introduction of Derivative Market in Bangladesh with a favorable condition has still a far way to go. He explained that Derivative market should be our long-term plan and it will remove the the short-term problem of capital market in our county.
Sk. Shamim Iqbal (2018) explains in a study that investor can protect the risk in their portfolios by implementing the derivative strategies like long, short or neutral that seek to hedge, speculate or increase leverage.
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This Research paper is Qualitative. The information in the research paper is gathered from secondary sources.  The secondary sources include different websites, newspaper articles, research paper made by professionals. Moreover, some Chartered financial analysts in the capital market give valuable information about the importance of the derivative market in Bangladesh. Besides, multiple books related to Derivatives have been used to collect information.
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[bookmark: _Toc18762458]How derivative market works?

First of all, the investor has to understand the meaning of Derivative. 
A derivative is an investment instrument that consists of a contract between parties whose value derives from and depends on the value of an underlying financial asset. As defined above, the value of a derivative instrument depends upon the underlying asset. The underlying asset may assume many forms: 
Commodities like mango juice, wheat, gold, silver which are precious metals,  Different types of Bonds, shares, Currencies, Short term securities.
Secondly, trades need to understand the two types of the derivative market to know how it works. Derivatives can be traded in two different ways. 

1.      Exchange Traded 
2.      Over the Counter (OTC) 

      Exchange-Traded Market:  Investor will get Standardized contract through the Exchanged traded market.  The exchange acts as an intermediary for seller and buyers.  This can avoid counterparty risk.  Traders cannot customize the contract. The contract mentions the timing of trading, expiration date, amount and size. The price is not mentioned in this market which will be determined by the buyers and sellers. There are some advantages of Exchange trade markets.
· Clearing and settlement process:  Clearing means the transactions and participants will be verified by the clearinghouse. Settlement process the transfers of money from buyers to sellers by exchanges.
· More transparent: In the exchange-traded market, all information regarding trade is disclosed to public.
· Liquidity: The market is more liquid as it is standardized.
· Credit guarantee: Clearinghouses guarantee that the buyer or seller who gains will be get paid by establishing a rule for participants to post a margin called margin or performance bonds.

Over the Counter (OTC):  Here, the investor can buy and sell their derivatives contract privately without an exchange. There are be dealers typically banks, linked electronically. OTC market also called Dealer market. Unlike Exchange-traded market, it can be customized. There is no clearinghouse so that the default risk exists.
Moreover, Investors need to know about the derivative participants and products in order to trade in that market.

Participants in the Derivatives Market 
1. Hedgers: To hedge the risk of an investor, Derivative product is used by market participants. Participants include corporations, governments and also investing institutions.
2. Speculators:  Speculators help the market to increase the uses of derivatives.  They enter into the contract and they believe that they can make a profit by the change of prices.
3. Arbitrageurs: Arbitrageurs take advantage of selling the same stock at different prices in a different market and make profit.


Major types of derivative

1.      Forwards: A a contract which is customized and there are buyer and seller who agrees to buy or sell and asset at a specific price at a specific time in the future.
2.      Futures: Future price is a standardized contract and exchanged in the exchange-traded market and its also have a buyer and seller who wants to sell or buy an asset in a specific price at a specific time in the future.
3.      Options: Option contract gives the buyer right but without obligation to buy or sell an underlying asset in a specific price at a specific time. The right to buy is called call option and the right to sell is called put option
4.      Swap: The a swap is a contract between two parties where one party exchanges a fixed cash flow with a party who exchanges floating cash flow. 
As Exchange-traded Market has many advantages, the main focus should be on creating the exchange-traded market in Bangladesh. The OTC market lead investors with speculations so this type of market is risky for Bangladesh. The volatility of the capital market will increase if the OTC market establishes.
 
 
[bookmark: _Toc18762459]Establishing a derivative market in Bangladesh
Derivative Market Structure for Bangladesh:




[bookmark: _Toc18762460]Regulatory framework of Derivative Market in Bangladesh
DSE is one of the most important institutions of the capital market in Bangladesh. The Parliament of Government of Peoples Republic of Bangladesh and Ministry of Finance, including the regulatory authorities regarding the capital market decision makers, are the supervisor of the Functions of DSE. Basically, Ministry of finance controls the SEC and DSE performs it duties as per the Rules and Regulation of Securities and Exchange Commission (SEC)
The committee member of DSE will submit a report recommending essential requirements for introduction of derivatives exchange in Bangladesh to SEC.  SEC will grant the final approval from Ministry of Finance and the Parliament of Government of Peoples Republic of Bangladesh.
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Bangladesh is a developing country and it is growing faster day by day but it will be faster and consistent if the capital market in Bangladesh grows as well. Capital market is small because in Bangladesh there are a commodity market, Derivative market which are the essential instrument of a market all around the world. Because of the small market, the capital market of Bangladesh both in urban and rural needs to expand.
So The the main objective is to establish a Derivative Market which will be a great potential contributor to the economic growth of Bangladesh. Because the capital market is the heart of the economy.
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                                            Figure: Derivative framework for the economic growth

We will focus on two areas of bangladesh :
1. Urban Area
2. Rural Area
Urban areas are increasingly becoming the key drivers of Asia's economic growth. On the other hand, Rural areas in fact have huge potential for economic growth attached to food production and related sectors. In developing nation, urban growth reflects national growth as well as promotes the growth. Rural areas get supportive function from urban areas as well as their growth is directly supported by the agricultural base. Urban areas also provide different income and employment opportunities which supports to upsurge economic growth.

[bookmark: _Toc18762462]Potential Economic growth through market efficiency and foreign currency in Urban:

[bookmark: _Toc18762463]Market Efficiency for economic growth  
“Market efficiency is the degree to which all available and relevant information are reflected by market price. That’s why there are no availability of under- or overvalued securities. So, there is no chance to "beat" the market if the market is efficient.
The economic efficiency has been enhanced by the range of derivative products that has been established in recent years .In the world's leading economies Derivative have become an essential contribution to the financial system. Efficient markets lead the way for secure bid-ask spreads, bulk trading volumes, and higher market liquidity. In the efficient market, the current market price is reflected by those all information which is applicable for defining the value of  product. Financial derivatives are the basic tools which is needed for the procedure of efficient capital market. By decreasing the risk for oil companies , banking interest rate risk and in various ways derivatives help to develop market efficiency.This tools provide cost- effective protection against risk which is related with the price movement of asset so that user can meet the demand. That means, derivative user can hedge against the movement of exchange, equity, interest rate and commodity prices. As a result derivative will decrease the stock volatility in stock market. Thus efficient capital market can lead to higher economic growth.
[bookmark: _Toc18762464]Derivatives emphasize on decreasing stock volatility to increase market efficiency
The nature of capital market is volatile. Sometime this market is considered as a worse market in the world. By forming syndicate big traders can easily manipulate the market. The main cause of syndication, manipulation and ultimate downfalls are the lack of deepening of market. The depth of the market would be higher if the number of buy and sell order is higher at each price. But there is no alternative way to increase the participators as well as financial instrument in the market to deepen the financial market of Bangladesh. So the introduction of derivative market is necessary to bring the innovative instrument such as: forward, futures, options and swaps. This instrument will shift the risk. As a result the number of financial instrument and participators will be increased significantly.
[bookmark: _Toc18762465]Currency Derivative for economic growth
To manage the risk against foreign currency rate, currency derivative in one of the best option.
Currency derivative is the financial contracts between two parties  that involves the exchange of two currencies at a fixed future date, and at a specified rate. The parties who want to reduce the foreign exchange rate risk, Currency Derivatives exchange is suitable for them.
They can use foreign currency derivative to protect against currency risk. For Bangladesh some major currencies are Dollar, Euro, U.K. Pound and Yen. The firms who are more exposed to foreign currency risk during export-import trade, then they use this derivative contract to protect themselves from a certain currency risk and benefit from the Taka’s fluctuations against major foreign currencies. Currency derivative can be traded through brokers. The volume of trading in currency have increased over the years. Currency Derivative will help to increase the Export-import  growth of Bangladesh. As a result it eill increase the economic growth of Bangladesh.

[bookmark: _Toc18762466]Potential Economic growth through commodity and weather derivative in Rural areas:

[bookmark: _Toc18762467]Commodity Derivative exchange for better economy
Commodity exchange market is an organized market where parties buy and sell the enforceable contracts so that commodities like wheat, spices, oil, rice,  gold, or cotton or a financial instrument such as- US Treasury bills or Eurodollars can be delivered at a fixed future date. Bangladesh government is going to take initiative for an commodity exchange market. Our neighboring countries have already established the market. This market transfer the risk to them who want to assume it. It has efficient, dynamic and organized marketing method that decreases the volatility of daily commodity market and creates a well-organized domestic market. If an agro- based commodities derivative market is established in Bangladesh, that will reduce the risk of farmers from price fall and the buyers from price rise. Also it will be helpful for farmers to increase the liquidity or working capital. As a result farmers don’t need to borrow from banks with high interest. In Bangladesh it is observed that agricultural commodities price like paddy and potato drop radically after a bumper harvest. By selling the product in future market , the commodity derivative market can protect this severe fall.  It is assumed that because of the greater capacity of big farmers, they will be capable to enter this market easily whereas the small farmers will have to depend on brokers.. This market will help the government effectively, create competitiveness and bring efficiency in market instrument which will lead to better economic growth.
[bookmark: _Toc18762468]Weather Derivative:
To hedge against the risk of weather-related losses, a special type of derivative is used by individuals which are called weather derivative. To introduce weather derivative in Bangladesh, first people have to know the trading mechanism of weather derivative. The weather contracts rely on the actual inspection of a specific weather station. The structure of weather derivative is same as standard derivative structure. Individuals or the buyers need to pay an option premium to the seller of weather option and the price can vary depending on how risky the contract is. To the success of weather derivatives there should be some important factors to consider. First of all, the bill needs to be passed. For understanding the importance of weather derivatives, proper training and education ought to be imparted to market participants like farmers, consumers and financial institutions, etc. 
Recently, Bangladesh government plans to introduce crop insurance in Bangladesh for the farmers because of unfavorable weather conditions but there are some disadvantages of using crop insurance here simultaneously many benefits of using weather derivative in our country. Insurance protects farmers from only catastrophic damages like Tsunamis and Earthquakes but it is useless in many situations like if monsoons are a month late. Such late occurrences of monsoon leave the small farmers nowhere, who don’t even have a good irrigation system in place, unlike rich farmers. Insurance can help only after the damage is done or the loss has occurred. Insurance companies cannot protect a farmer’s loss before the damage. There has to be proof of loss which is needed in order to get the protection. As a result, claim settlement also takes more time because of investigation. Furthermore, Insurance companies charge a large number of premiums which is a major problem for poor farmers. In India, where the weather condition is similar to Bangladesh, the numerous national insurance schemes launched by the government have not been successful because of those above reasons. In contrast, Weather derivative can be useful for farmers by hedging the risk in an unpredictable climate. For claiming, it does not require a loss to occur. Buying an option, a farmer can decide the strike price and can be benefited with a difference of price. Weather derivative can be temperature, snowfall or rainfall for farmers, it is cost-effective because they have invested few and also there is fewer premium compare to insurance. They can have the option to trade on the exchange and it will make the market larger. As a result, the market will be more efficient and the economic growth will increase Crop Insurance protects farmers with a high risk but low probability events. On the other hand, weather derivatives do the opposite.
[bookmark: _Toc18762469]Problems of introducing a derivative market
Though the contribution of derivate for Bangladesh is huge to describe, there are some shortcomings too. This shortcoming may lead to to negative image of derivative-
· Rather focusing on legitimate use of derivative, the press story of our country may focus on illegitimate abuse of derivative. 
· Investor’s misleading insights and unfamiliar thoughts.
· Access to high quality and credible corporate information remains a major problem in the market
· Finding counterparty is difficult at initial level
· Political instability 

[bookmark: _Toc18762470]Lesson from other country
India has already developed a derivative market successfully.  
National Stock Exchange (NSE) established derivatives contracts, besides it included futures contracts on the Sensex and Nifty index in the year 2000. The number of indexes and underlying stocks has increased over the year. Now India has become vibrant and huge market for derivative. For creating this market, Indian regulators and government has boarded on particular feasibility analysis and planning. This analysis and planning will help as a roadmap for a developing economy like Bangladesh.
China closed out 27 of its 30 exchanges, because it faced some major difficulties in the early 1990s and at present it is only expanding commodity future trading rapidly. In the early 1990s, the Shanghai Stock Exchange as well as Shenzhen Stock Exchanges operated bond futures in huge volumes. Due to the improper risk management procedure one of the leading security firm suffered huge loss. As a result the financial market became unstable which forced govt to shut down the trading of bond future market.  Hence, The failure of Shanghai derivatives has set  an example for other exchanges. So, to develop a strong derivative market in Bangladesh there has to be-
1. A liquid money market where a well-organized derivative has acceptable limit of  volatility.
2. A transparent legal and regulatory structures to lead  the participants of market and well-organized clearing house instrument to make sure negligible counter party risk. 
3.Market elements must be market focused to hedge systemetic risk. If macro features of various economy are artificially regulated, derivative markets will not flourish. 

[bookmark: _Toc18762471]Recommendation for Introducing Derivatives in Bangladesh
To create an Efficient derivate market the following recommendations should be followed.
Recommendation 1: Gather opinions of Stake holders and to build up the public  awareness
Stakeholders such as, Financial institutions and other investors need to understand the usages of derivative market so leaflets, questionnaire have to be created to educate them. As a result, they can share ideas, suggestions.
Recommendation 2: An Advisory Committee need to be formed
To introduce exchange traded derivative market the SEC have to form an advisory committee.
Recommendation 3: Customized training needed to build
Before getting into the trade of such instruments all broker-members, sales persons/dealers should mandatorily have training & should have a approval from SEC certification program. To build up future traders with necessary skills & knowledge to deal in derivatives, a web based objective type test should be taken. As a part of increasing their knowledge seminars also could be of great help.
Recommendation 4: A Central Counterparty (CCP) need to be introduced
A central counterparty needs to be established in order to execute all the clearing and settlement activities of derivative contract and it will make the exchange more transparent.
[bookmark: _Toc18762472]Conclusion
Derivative product are commonly used in developing countries.  financial derivatives provide alternative investment opportunities as well as risk management tools to market participants Study findings suggest that, if derivative market is properly engaged and properly documented, it will definitely help in economic growth of Bangladesh. This research also concludes thatb derivative market leads to economic stability in the capital market which is the main key for the growth of Bangladesh.
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