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Financial markets are, by nature, extremely volatile and hence the risk factor is major concern for financial agents. Often, 
in financial markets, volatility is measured and reported (statistically) as annualized value of standard deviation of natural 
logarithms of daily returns generated over a fixed number of days, on rolling basis. As uncertainty about future goes down 
volatility is expected to go down, however as mentioned as earlier as response/ reaction time becomes shorter, volatility is 
expected to increase. However in the equilibrium, a state of final turbulence could prevail. To reduce the risk, the concept of 
derivatives comes into picture. Last decade was one of the eventful decades in the international markets
This study attempts to discuss the genesis of derivatives trading by tracing its historical developments, types of traded 
derivatives products, regulation and policy developments, trend and growth, future prospects and challenges of derivative 
market in India. 

ABSTRACT

INTRODUCTION 
Capital market is one of the most important sectors of the 
financial system of any country as it has a direct impact on the 
development of the country. Risk is the main feature of any 
capital market as well as commodity market. The complex na-
ture of financial structuring has exposed corporates to newer 
types of risks such as exchange risk, interest rate risk, market 
risk, inflation risk etc. Business activities are increasing day 
by day and are resulting in increase magnitude and frequency 
of above mentioned risks. 

The biggest challenge that Indian corporates are facing today 
is to protect their operating profits from these risks. Hence 
risk management has become very essential for corporate 
houses in order to survive. Derivatives have emerged as an 
important tool for risk management in developed nations. 
Their extraordinary growth has been one of the remarkable 
developments in the financial markets. Derivatives are the 
financial instruments that derive their value from some un-
derlying variable. This study attempts to discuss the genesis 
of global derivative industry by tracing its historical develop-
ments, types of traded derivatives products, regulation and 
policy developments, trend and growth, future prospects and 
challenges of derivative market in India.

OBJECTIVES OF THE STUDY
1.	 To trace the historical developments in derivative market 

in India. 
2.	 To study the types of derivatives traded in Indian markets. 
3.	 To assess the regulations and policies framed in regard of 

developments of derivative market in India. 
4.	 To know the future prospect and challenges of derivative 

markets in India. 

CONCEPT OF DERIVATIVE 
General definitions (a) Derivative as a function: the result of 
mathematical differentiation; instantaneous change of quan-
tity relative to another; df(x)/ dx. 

(b) Derivative as an instrument: Derivatives are the instru-

ments whose values are derived from one or more basic vari-
ables called bases. These bases can be underlying assets, 
bases or reference rates. For example, wheat farmers may 
wish to sell their harvest at a future date to eliminate the risk 
of change in prices by that date. 

UNDERLYING ASSETS IN A DERIVATIVE CONTRACTS 
The value of derivative instrument depends upon the underly-
ing asset. 

Commodities including grain, coffee beans, orange juice etc. 
Precious metals like gold silver, diamond etc. 
Foreign exchange rates or currency. 
Negotiable debt instruments like bonds, debentures etc. 
Share and share warrants of companies listed in stock ex-
change. 
Short term securities such as T-Bills, and 
Over- the counter money market instruments like loan and 
deposits etc. 

TYPES OF DERIVATIVES 
All derivatives can be classified based on the following fea-
tures; 

(a)	 Nature of contract: Based on the nature of contract, de-
rivatives can be classified into three categories, Forward 
Rate Contracts and Futures, Options, and Swaps. 

(b)	 Underlying Asset: Most derivatives are based on one of 
the following four types of assets:

Foreign Exchange, 
Interest bearing financial assets,
Commodities, and 
Equities. 

(c)	Market Mechanism 
OTC products, and 
Exchange Traded products
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PARTICIPANTS IN DERIVATIVE MARKETS 
While participants can be banks, FIs, Corporates, Brokers, 
Individuals, etc., all of these can be classified into three cat-
egories: 

Hedgers: They use the derivatives for the purpose of either 
plummeting or eliminating the risk associated with the price 
of an asset. 

Speculators: They use derivatives to get extra leverage by 
laying a bet on the future movements in the price of an asset. 
These types of people voluntarily accept what hedgers want 
to avoid. 

Arbitrageurs: They use the derivatives primarily for the pur-
pose of taking the advantage of inconsistency between the 
prices of an asset prevailing in two markets, by taking the 
opposite positions. 

Economic Functions of Derivative Market 
The Derivative market perform a number of economic func-
tions which are listed below: 

They help in transferring risks from risk adverse people to risk 
oriented people. 

They help in the discovery of future as well as current prices. 

They catalyze entrepreneurial activity. 

They increase the volume traded in markets because of par-
ticipation of risk. 

They increase savings and investment in the long run Adver-
tisement. 

Types of Derivative Instruments Available in India 
There are many derivative products which are traded in In-
dian stock exchanges either in BSE or in NSE. Basically fol-
lowing derivative instruments are available for trading in India: 

Forwards: It is customized contract between two parties, 
where the settlement takes place on a specific date in the 
future at the contract price. 

Futures: It is agreement between two parties to exchange 
commodity or financial asset for a certain consideration after 
a specified period. These types of contracts are exchange- 
traded. 

Options: It is type of contract which provides the buyer the 
right but not the obligation, to buy or sell a specific asset or 
commodity at a specific price, on or before any time prior to 
the specific date. 

Warrants: Options with longer maturity are referred to as war-
rants.

Baskets: These are the options on portfolio of underlying as-
sets. 

Swaps: It is a contract whereby the parties agree to exchange 
a predetermined series of payments, or exchange interest 
payments or one set of interest payment for a specified time. 

DEVELOPMENT OF DERIVATIVE MARKET IN INDIA 
In May 2000, SEBI finally gave approval for derivative trading 
in India and June 2000 trading in derivatives formally started 
at the NSE and BSE. CNX Nifty and BSE Sensex launched 
Index futures in the year 2000. June 2001 witnessed trading 
in derivatives on individual securities. Futures contracts on 
individual stocks came in November 2001.

RBI had appointed the OP Sodhani committee for develop-
ing guidelines for synthetic derivatives in forex market. The 
committee submitted its report in 1995 However, speculative 

trading is not permitted in Forward Rate agreements. Banks 
are not permitted to take a position which is not backed by 
any underlying trade transaction. Derivatives are making an 
effort to fill the gap in the Indian market which lacks alterna-
tive margining or shorting or carry forward products. Trade 
volumes on exchange traded derivatives are growing with a 
robust speed. 

SEBI has adopted a liberalized policy with respect to the crite-
ria for selection of It is really very interesting to note that retail 
participants account for a major share in derivative market 
and this 40% comes from Mumbai. Institutional participation 
has also shown good performance with an average of more 
than Rs. 400 cr. per day (as on march 2005). Although institu-
tions account for only 3 to 4% of total volumes they account 
for 15 to 20% of the open interest. The reason behind it is that 
the turnover from institutions tends to be lower than that from 
non institutional participants. So we can say that derivative 
markets in India have a long history from its origin to current 
position as shown in Table 1 whereas Table 2 and Table 3 
show the continuous increase in turnover in derivatives trad-
ed in NSE and BSE respectively, which indicates the tremen-
dous growth in derivative markets in India. In addition to this 
figure 2 shows product wise turnover of Futures and Options 
traded in NSE from 2000 to 2009 in which index futures are 
the major part in aggregate turnover.

Derivative in India: A Chronology Date
Date Progress 
14 December, 
1995 

NSE asked SEBI for permission to trade 
index futures 

18 November 
1996 

SEBI set up L.C. Gupta committee to draft 
a policy framework index futures 

11 May, 1998 L.C. Gupta committee submitted report. 

7 July, 1999 RBI gave permission for OTC forward rate 
agreements and interest 

May, 2000 SIMEX chose Nifty for trading futures and 
options on an Indian index. 

25 May, 2000 SEBI gave permission to NSE and BSE to 
do index future trading. 

9 June, 2000 Trading of BSE Sensex futures 
commenced at BSE. 

12 June, 2000 Trading of Nifty futures commenced at 
NSE. 

31 August, 
2000 

Trading of futures and options on Nifty to 
commence at SIMEX. 

June 2001 Trading of Equity Index Options at NSE. 
July 2001 Trading of Stock Options at NSE. 
November 9, 
2002 Trading of Single Stock Futures at BSE. 

June 2003 Trading of Interest Rate Futures at NSE. 
Sept. 13, 2004 Weekly Options at BSE. 
January 1, 
2008 Trading of Chhota (mini) Sensex at BSE. 

January 1, 
2008 

Trading of Mini Index Futures and Options 
at NSE. 

August 29, 
2008 Trading of Currency Futures at NSE. 

October 2, 
2008 Trading of Currency Futures at BSE. 

November 27, 
2008 

A clearing and settlement arrangement 
on a non-guaranteed basis was put in 
place for the OTC interest rate derivatives 
trades. 

March 2009 
13 members participated in the non-
guaranteed settlement of OTC rupee 
interest-rate derivatives. 

January 8, 
2010 

SEBI standardizes lot size for equity 
derivatives. 

March 6, 2010 SEBI for physical delivery in equity 
derivatives segment. 
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August 10, 
2010 Currency futures opened for NBFCs. 

September 20, 
2010 USE to begin currency futures trading. 

Source: Compiled from BSE and NSE

Challenges and Opportunities in Indian Market 
In India, there has been a phenomenal growth in derivative 
market in the last few years. However, there is still a long way 
to go. Institutional participation is still very low for a number of 
reasons, the prime one amongst them is the position limit cap 
imposed by the regulator on FIIs. Each FIIs gross exposure 
in an index product is restricted to a max of 15% of the open 
interest or Rs. 100 cr. The limit for single stock product is 20% 
of the market wide limit or Rs. 50 cr., whichever is lower. 

Since an FII having a large exposure to Indian market can 
only hedge a portion of his exposure because of restrictive 
limit specified many FII prefer not to hedge their exposure at 
all rather than hedge a small position of their portfolio. These 
restrictive limits were laid down in 2002, which need to be re-
vised since market conditions have changed a lot. Trading in 
options, which has remained relatively low will also increase. 
FII investment in spot equities will also move up if they get 
the confidence of hedging their positions in a liquid derivative 
market. 

Indian debt markets are used to trading on a YTM basis 
whereas interest rate futures are settled on the basis of zero 
coupon yield curve. It is because of this reason that interest 
rate futures have not become popular till date. Banks, which 
are major players in fixed income market, have been permit-
ted to use futures only for hedging. This poses a restriction on 
their participation. Also, there is a need for clarity regarding 
accounting and taxation.

RECOMMENDATIONS & SUGGESTIONS 
1.	 Contract size should be minimized because small inves-

tors cannot afford this much of huge premiums. 

2.	 RBI should play a greater role in supporting derivatives. 

3.	 Derivatives market should be developed in order to keep 
it at part with other derivative markets in the world. 

4.	 Speculation should be discouraged. 

5.	 There must be more derivative instruments aimed at indi-
vidual investors. 

6.	 SEBI should conduct seminars regarding the use of de-
rivatives to educate individual investors. 

CONCLUSION
A development in the derivative markets is still in an ascent 
stage and there is great scope for further development. But 
there are serious doubts about secular developments as Indi-
an markets are still very narrow, shallow and rely more on the 
mercy of manipulators and speculators. In order to achieve 
good derivative market operations regulators and exchanges 
in consultation with market participants should come up with 
necessary regulatory changes, which are friendly to all. Well-
developed indices are some other areas, which need atten-
tion. International experiences have popularized these prod-
ucts. India has just begun its voyage in the derivative arena 
and one hope that it will outperform other markets in the years 
to come.
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