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Abstract 

Since 1991, due to  liberalizat ion o f economic po licy, the Indian economy 

has entered an era in which Indian companies cannot  ignore global 

markets.  Before the ninet ies,  pr ices o f many commodit ies,  metals and 

other assets were controlled. Others,  which were not  controlled, were 

largely based on regulated pr ices o f inputs.  As such there was limited 

uncertainty,  and hence, limit ed vo lat ility o f pr ices.  But  after 1991, 

start ing the process o f deregulat ion, pr ices o f most  commodit ies are 

decontrolled. It  has also  resu lted in part ly deregulat ing the exchange 

rates,  removing the t rade cont rols,  reducing the int erest  rates,  making 

major changes for the capital market  entry o f foreign inst itut iona l 

investors,  int roducing market  based pr icing o f government  secur it ies,  etc.  

All t hese measures have increased the vo lat ilit y o f pr ices o f var ious g oods 

and services in India to  producers and consumers alike.  Further,  market  

determined exchange rates and interest  rates also created vo lat ilit y and 

instabilit y in port fo lio  values and secur it ies pr ices.  Hence, hedging 

act ivit ies through var ious der ivat ives emerged to different  r isks.   This 

paper will study the capital market  in India with reference to  Der ivat ives.  
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1. Introduction to Capital Market  

Capita l Market  is  the market  for long term finance with the matur it y 

per iod more than one year.  The Capital Market  deals with the stock 

markets which provide financing through the issuance o f shares or 

common stock in the pr imary market ,  and enable the subsequent  t rading in 

the secondary market .  Capital Markets also deals with Bond Market  which 

provide financing through issuance o f Bonds in the pr imary market  and 

subsequent  trading thereo f in the secondary market
1
. 

Financia l system is a complex set  up for any county, which inc ludes 

financial inst itut ions like banks,  NBFCs (Non Banking Financia l 

Companies),  regu lators,  products etc.  Broadly the Indian Financia l System 

can be classified in to  two heads,  viz,  the inst itut ions and regulators in 

the filed o f banking and allied services and the inst itut ion and regulators 

in the filed o f financial market .  Banking sector inst itut ions include 

Reserve Bank o f India,  Pubic Sector Banks, Pr ivate Sector Banks, Co -

operat ive Banks, and Foreign Banks. NBFCs and organizat ions like LIC, 

GIC etc also play a major role in the financial system.  

The past  decade has witnessed the mult iple growths in the vo lume o f 

int ernat ional t rade and business due to the wave o f globalizat ion and 

liberalizat ion all over the wor ld.  As a result ,  the demand for the 

int ernat ional money and financial inst ruments increased significant ly at  

the global level.  I n this respect ,  changes in the interest  rates,  exchange 

rates and stock market  pr ices at  the different  financial markets have 

increased the financial r isks to  the corporate world.  Adverse changes have 

even threatened the very survival o f t he business wor ld .  It  is,  therefore,  to  

manage such r isks; t he new financial inst ruments have been developed in 

the financia l markets,  which are also  popular ly known as financia l 

der ivat ives.  The basic purpose o f these inst ruments is to  provide 

                                                
1
 Bharati, Pathak, Indian Financial Systems, (Delhi, Pearson Education, 2008), pp. 42-45. 
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commitments to  prices for fu ture dates for giving protect ion against  

adverse movements in future pr ices,  in  order to reduce the extent  of 

financial r isks.  Not  only this,  they also provide opportunit ies to  earn 

profit  for those persons who are ready to go for higher r isks.  In other  

words,  these inst ruments,  indeed, facilitate to  t ransfer the r isk from those 

who wish to  avo id it  to  those who are willing to  accept  the same.   

 

2 Objectives and Research Methodology  

Objectives of study:  

1.  To explore the evo lut ion of Capit al Market  in India.  

2.  To assess performance of Indian Der ivat ive Market .  

3.  To analyze the factors contr ibut ing towards the growth o f 

Der ivat ive Markets.  

Research Methodology  

It  is always important  to  be cr it ical o f the informat ion presented in  

sources,  especia lly since the mater ial might  have been gathered to address 

a different  problem area.  Moreover,  many secondary sources do not 

clear ly descr ibe issues such as the purpose o f a study, how the data has 

been gathered, analysed and interpreted making it  difficult  for the 

researcher  to  assess their usefulness.  In order to  address this problem I  

have t r ied to  t riangulate the secondary data by using numerous 

independent  sources.   

The informat ion about  the problem is collected from the Research 

Journals,  Trade Magazines,  Annual Reports of Banks and the Internet .  For 

evaluat ing „Evolut ion o f der ivat ives and important  factors! ‟,  I  have 

focused on as recent  mater ial as possible.  In order to  get  access to  the 
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latest  developments in this area I have used a number o f art icles published 

in academic journals and t rade magazines.  We have also used secondar y 

informat ion from Internet  based discussion forums.  

3. Findings and Discussions  

Since 1991, due to  liberalizat ion o f economic po licy, the Indian economy 

has entered an era in which Indian compa nies cannot  ignore global 

markets.  Before the ninet ies,  pr ices o f many commodit ies,  metals and 

other assets were controlled. Others,  which were not  controlled, were 

largely based on regulated pr ices o f inputs.  As such there was limited 

uncertainty,  and hence, limit ed vo lat ility o f pr ices.  But  after 1991, 

start ing the process o f deregulat ion, pr ices o f most  commodit ies are 

decontrolled. It  has also  resu lted in part ly deregulat ing the exchange 

rates,  removing the t rade controls,  reducing the int erest  rates,  making 

major changes for the capital market  entry o f foreign inst itut iona l 

investors,  int roducing market  based pr icing o f government  secur it ies,  etc.  

All t hese measures have increased the vo lat ilit y o f pr ices o f var ious goods 

and services in India to  producers and consumers alike.  Further,  market  

determined exchange rates and interest  rates also created vo lat ilit y and 

instabilit y in port fo lio  values and secur it ies pr ices.  Hence, hedging 

act ivit ies through var ious der ivat ives emerged to different  r isks.    

 Futures trading  o ffer a r isk-reduct ion mechanism to the farmers,  

producers,  exporters,  importers,  investors,  bankers,  t rader,  etc.  which are 

essent ial for any country.  In the words of Alan Greenspan, Chairman o f 

the US Federal Reserve Board, "The array o f de r ivat ive products that  has 

been developed in recent  years has enhanced economic effic iency. The 

economic funct ion o f these contracts , is to  allow r isks that  former ly had 

been combined to be unbundled and t ransferred to  those most  willing to 

assume and manage each r isk components." Development  o f futures 

markets in many countr ies has contr ibuted significant ly in terms o f 
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invis ible earnings in the balance o f payments,  through the fees and other  

charges paid by the foreigners for using the markets.   

Further,  economic progress o f any country,  today, much depends upon the 

service sector as on agr iculture or industry.  Services are now backbone o f 

the economy o f the future.  India has already crossed the roads o f 

revo lut ion in industry and agr iculture sector and has  allowed the same 

now m services like financial futures.  India has all the infrast ructure 

facilit ies and potent ial exists for the whole spectrum of financial futures 

t rading in like stock market  indices,  t reasury bills,  gilt -edged secur it ies,  

foreign currencies,  cost  of living index, stock market  index, etc.  For all 

these reasons,  t here is  a  major potent ial for the growth o f financia l 

der ivat ives markets in India.  

3.1 EVOLUTION OF DERIVATIVES IN INDIA  may be t racked  start ing 

from a controlled economy, India  has moved towards a wor ld where pr ices 

fluctuate every day. The introduct ion o f r isk management  inst ruments in  

India gained momentum in the last  few years due to  liberalisat ion process 

and Reserve Bank o f India‟s (RBI) effor ts in creat ing currency forward  

market .  Der ivat ives are an int egral part of liberalisat ion process to 

manage r isk.  NSE gauging the market  requirements init iated the process 

of set t ing up der ivat ive markets in India.  In July 1999, der ivat ives t rading 

commenced in India.
2
 

Evolution of Derivatives 

14 December 1995  NSE asked SEBI for permission to  t rade index 

futures.  

18 November 1996  SEBI setup L. C. Gupta Commit tee to  draft  a  

policy framework for index futures.  

11 May 1998  L. C. Gupta Commit tee submit ted report.  

                                                
2
  Susan, Thomas (ed), Derivative Markets in India ,( New Delhi, Tata McGraw-Hill, 2003), pp. 45-67.   
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7 July 1999  RBI gave permission for OTC forward rate 

agreements (FRAs) and int erest  rate swaps  

24 May 2000  SIMEX chose Nift y for t rading futures and 

opt ions on an Indian index.  

25 May 2000  SEBI gave permission to  NSE and BSE to do 

index futures t rading.  

9 June  2000 Trading of BSE Sensex futures 

commenced at  BSE.  

12 June 2000  Trading o f Nifty futures commenced at  NSE.  

31 August  2000  Trading o f futures and opt ions on Nifty to 

commence at  SIMEX.  

June 2001  Trading o f Equity Index Opt ions at  NSE 

July 2001  Trading o f Stock Options at  NSE 

NSE November 9,  2002  Trading o f Single Stock futures at  BSE 

June 2003 Trading o f Interest  Rate Futures at  NSE 

September 13, 2004  Weekly Opt ions at  BSE 

January 1,  2008  Trading o f Chhota(Mini) Sensex at  BSE  

January  1,  2008  Trading o f Mini Index Futures & opt ion at  

BSE 

NSE August  29,2008 Futures at  

NSE 

Trading o f Currency 

October 2,2008 Futures at  BSE  Trading o f Currency 

 

 Commodit ies futures t rading in India were init iated long back in 1950s; 

however,  the 1960s marked a per iod o f great  decline in futures t rading.  

Market  after market  was closed usua lly because different  commodit ies ' 

pr ices increases were at t ributed to speculat ion on these markets.  

According ly,  the Central Government  imposed the ban on t rading in  

der ivat ives in 1969 under a not ificat ion issue. The late 1990s shows this 
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signs of opposite t rends-a large scale  reviva l o f futures markets in  

India28, and hence, the Central Government  revoked the ban on futures 

t rading in October,  1999. The Civil Supplies Minist ry agreed , in pr inciple 

for start ing o f futures t rading in Basmat i r ice,  further,  in 1996 the 

Government  granted permission to  the Indian Pepper and Spice Trade 

Associat ion to  convert  it s Pepper Futures Exchange into an Internat iona l 

Pepper Exchange. As such,  on No vember  17, 1997, India 's  first  

int ernat ional futures.  Exchange at  Kochi,  known as the India Pepper and 

Spice Trade Associat ion-Internat ional Commodity Exchange (IPSTA-ICE)  

was established.    

 S imilar ly,  the Cochin Oil Millers Associat ion, in June 1996, de manded 

the introduct ion o f futures t rading in coconut  oils.  The Central Minister  

for Agr iculture announced in June 1996 that  he was in favour o f 

int roduct ion o f futures t rading both domest ic and internat ional.  Further,  a  

new coffee futures exchange (The Co ffee Futures Exchange o f India) is  

being started at  Bangalore.  In August ,  1997, the Central Government  

proposed that  Indian companies with commodity pr ice exposures should 

be allowed to use foreign futures and opt ion markets.  The t rend is not 

confined to  the commodity markets alone, it  has init iated in financia l 

futures too.    

 The Reserve Bank o f India set  up the Sodhani Expert  Group which 

recommended major liberalizat ion o f the forward exchange market  and 

had urged the set t ing up o f rupee based der ivat iv es in financia l 

inst ruments.  The RBI accepted several o f its recommendat ions in August ,  

199629. A landmark step taken in this regard when the Secur it ies and 

Exchange Board of India (SEBI) appo int ed a Commit tee named the Dr.  

LC. Gupta Commit tee (LCGC) by it s resolut ion, dated November 18, 1996 

in order to  develop appropr iate regulatory framework for der ivat ives 

t rading in India.  While t he Commit tee's focus was on equity der ivat ives 

but  it  had maintained a broad perspect ive of der ivat ives in general.  
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 The Board of SEBI, on May 11, 1998, accepted the recommendat ions o f 

the Dr.  L C.  Gupta Commit tee and approved introduct ion o f der ivat ives 

t rading in India in the phased manner
3
.  The recommendat ion sequence is 

stock, index futures,  index opt ions and opt ions on st ocks.  The Board also  

approved the 'Suggest ive Bye-Laws' recommended by the Commit tee for  

regulat ion and control of t rading and set tlement  o f der ivat ives‟ contracts 

in India.  Subsequent ly,  the SEBI appo inted J.R. Verma Commit tee to  look 

into the operat ional aspects o f der ivat ives markets.  To remove the road -

block o f non- recognit ion of der ivat ives as secur it ies under Secur it ies 

Contract  Regulat ion Act ,  the Secur it ies Law (Amendment) Bill,  1999 was 

introduced to br ing about  the much needed changes.  Accordingl y,  in  

December,  1999, the new framework has been approved and 'Der ivat ives ' 

have been accorded the status o f 'Secur it ies ',  however,  due to  certain 

complet ion o f formalit ies,  the launch o f t he Index Futures was delayed by 

more than two years.  In June, 2000,  the Nat ional Stock Exchange and the 

Bombay Stock Exchange started stock index based futures t rading in  

India.  Further,  the growth o f this market  did not  take off as” ant icipated.  

This is  mainly at t ributed to  the low awareness about  the product  and 

mechanism among the market  players and investors.  

3.2 FACTORS CONTRIBUTING TO THE GROWTH OF 

DERIVATIVES: Factors contribut ing to  the explosive growth o f 

der ivat ives are pr ice vo lat ilit y,  globalizat ion of the markets,  techno logical 

development s and advances in the  financial theor ies.  

Price Volatility:  A pr ice is  what  one pays to  acquire or use something o f 

value.  The objects having value maybe commodit ies,  local currency or 

foreign currencies.   The concept  of pr ice is clear to almost  everybody 

when we discuss commodit ies.  There is  a pr ice to  be paid for the purchase 

of food grain,  o il,  petrol,  metal,  etc.  the pr ice one pays for use o f a unit  o f 

another persons money is called int erest  rate.  And the pr ice one pays in  

                                                
3
  Reforms in Secondary Markets in India, Working paper from National stock exchange (NSE), India, (2000) 
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one‟s own currency for a unit  o f another currency is  called as an exchange 

rate. 

 Pr ices are generally determined by market  forces.  In a market ,  consumers 

have „demand‟ and producers or suppliers have „supply‟,  and the 

co llect ive interact ion o f demand and supply in t he market  determines the 

pr ice.  These factors are constant ly int eract ing in t he market  causing 

changes in the pr ice over a short  per iod of t ime.  Such changes in t he pr ice 

are known as „pr ice vo lat ilit y‟.  This has three factors: the speed o f pr ice 

changes,  the frequency o f pr ice changes and the magnitude o f pr ice 

changes.
4
 

The changes in demand and supply influencing factors culminate in 

market  adjustments through pr ice changes.  These pr ice changes expose 

individuals,  producing firms and governments to  significant  r isks.  The 

break down o f the BRETTON WOODS agreement  brought  and end to the 

stabiliz ing ro le o f fixed exchange rates and the go ld convert ibilit y o f the 

dollars.  The globalizat ion o f the markets and rapid industrializat ion o f 

many underdeveloped countr ies brought  a  new scale and dimens ion  to  the 

markets.  Nat ions that  were poor suddenly became a major source o f 

supply o f goods. The Mexican cr is is in  the south east -Asian currency 

cr isis o f 1990‟s has also brought  the pr ice vo lat ilit y factor on the surface.  

The advent  o f telecommunicat ion and  data processing bought  informat ion 

very quickly to  the markets.  Informat ion which would have taken months 

to  impact  the market  ear lier can now be obtained in mat ter of moments.  

Even equit y ho lders are exposed to  pr ice risk o f corporate share fluctuates 

rapidly.  This pr ice vo lat ilit y r isk pushed the use o f der ivat ives like 

futures and opt ions increasingly as these inst ruments can be used as hedge 

to  protect  against  adverse pr ice changes in commodity,  foreign exchange, 

equity shares and bonds.  

                                                
4
  Pati, Pratap Chandra and Padhan, Purna Chandra, “Information, Price Discovery and Causality in the Indian 
Stock Index Futures Market”, Journal Of Financial Risk Management, VI, 3 & 4, (2009), 7-10. 
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Globalisation of Markets:  

 Ear lier,  managers had to  deal with domest ic economic concerns; what  

happened in other part  of the wor ld was most ly irrelevant .  Now 

globalizat ion has increased the size o f markets and as great ly enhanced 

compet it ion . it  has benefit ed consumers  who cannot  obtain bet ter qualit y 

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 Indian 

context ,  south East  Asian currencies cr is is o f 1997 had affected the 

compet it iveness o f our products vis-à-vis depreciated currencies.  Export  

of certain goods from India declined because o f this cr is is.  Steel industry 

in 1998 suffered its worst  set  back due to  cheap import  of steel from south 

East  As ian countr ies.  Suddenly blue chip  companies had turned in to  red. 

The fear o f china devalu ing its  currency created instabilit y in Indian 

exports. Thus, it  is evident  that  globalizat ion of industr ial and financia l 

act ivit ies necessit ates use of der ivat ives to  guard against  future losses
5
.  

This factor alone has contributed to  the growth of der ivat ives to  a 

significant  extent .  

Technological Advances:  

 A significant  growth of der ivat ive inst ruments has been dr iven by 

techno logical break through.  Advances in t his area inc lude the 

development  o f high speed processors,  network systems and enhanced 

method of data entry.  Closely related to  advances in computer techno logy 

are advances in telecommunicat ions.  Improvement  in communicat ions 

allow for  instantaneous wor ld wide conferencing,  Data t ransmission  by 

satellite.  At  the same t ime there were significant  advances in so ftware 

programmed without  which computer and telecommunicat ion advances 

                                                
5
  Hansda, Sanjiv K. and Partha Ray , ‘BSE and Nasdaq: Globalisation, Information Technology and Stock 
Prices,’ Economic and Political Weekly, VII, 5, (February 2, 2002), 459-67. 
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would be meaning less.  These fac ilitated the more rapid movement  o f 

informat ion and consequent ly it s instantaneous impact  on market  price.  

 Although pr ice sensit ivity to  market  forces is benefic ial to  the economy 

as a who le resources are rapid ly re located to  more product ive use and 

bet ter rat ioned overt ime the greater pr ice vo lat ilit y exposes producers and 

consumers to  greater price r isk.  The effect  of this r isk can easily destroy a 

business which is otherwise well managed. Der ivat ives can help a firm 

manage the pr ice r isk inherent  in a market  economy. To the extent  the 

techno logical developments increase volat ilit y,  der ivat ives and r isk 

management  products become that  much more important .  

Advances in Financial Theories:  

 Advances in financia l theor ies gave birth to  der ivat ives.  Init ia lly forward 

contracts in it s t radit iona l form,  was the only hedging tool available.  

Opt ion pr ic ing models developed by Black and Scho les in 1973 were used 

to  determine pr ices o f call and put  opt ions.  In late 1970‟s,  work of Lewis  

Edeington extended the ear ly work o f Johnson and started the hedging o f 

financial pr ice r isks with financial futu res.  The work o f economic 

theor ists gave r ise to  new products for risk management  which led to  the 

growth of der ivat ives in financial markets.   
6
 

4. Conclusion 

A derivative product, or simply 'derivative', is to be sharply distinguished from the 

underlying cash asset. Cash asset is the asset which is bought or sold in the cash market 

on normal delivery terms. Thus, the term 'derivative' indicates that it has no independent 

value. It means that its value is entirely 'derived' from the value of the cash asset. The 

main point is that derivatives are forward or futures contracts, i.e., contracts for delivery 

                                                
6
 John C. Hull, Introduction to Futures and Options Market, (New Delhi, Prentice Hall of India,2004 ) pp. 295-
97. 
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and payment on a-specified future date. They are essentially to facilitate hedging of price 

risk of the cash asset. In the market term, they are called as 'Risk Management Tools'.
7
 

Commodities futures trading in India were initiated long back in 1950s; however, the 

1960s marked a period of great decline in futures trading. Market after market was closed 

usually because different commodities' prices increases were attributed to speculation on 

these markets. Accordingly, the Central Government imposed the ban on trading in 

derivatives in 1969 under a notification issue. The late 1990s shows this signs of opposite 

trends-a large scale revival of futures markets in India28, and hence, the Central 

Government revoked the ban on futures trading in October, 1999. The Civil Supplies 

Ministry agreed, in principle for starting of futures trading in Basmati rice, further, in 

1996 the Government granted permission to the Indian Pepper and Spice Trade 

Association to convert its Pepper Futures Exchange into an International Pepper 

Exchange. The study has established the importance of derivative in capital market of 

India. 
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