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[ Abstract: Financial derivatives are risk management instruments that derive their value from an underlying asset\

such as interest rates, government bonds or currencies. Financial derivatives are relatively new financial
instruments; having come about in the early 1970s. There were a number of actors that helped financial derivatives
to gain popularity, including: The reinstitution of variable monetary rates, the rise of computer technology and the
globalization of markets and economies. Financial derivatives allow investors to hedge risk when investing in asset
classes that are subject to unexpected and unpredictable price fluctuations. Some derivatives gain their value from
commodities that are not considered financial derivatives such as oil, natural gas or corn. Financial derivatives are
increasingly tracked through broader indexes that emulate securities indexes. There are several categories of
financial derivatives that are widely used in today's market; these include: Futures and forwards; options, and;
swaps. Financial markets are very innovative; the rise in popularity of derivatives instruments exemplifies how
creatively markets are able to package and manage risk. There is seemingly no end to the ways that assets can be
sliced and bundled to mitigate risk. Derivatives are instruments that help investors manage risk particularly where
there is volatility.

In India, the emergence and growth of derivatives market is relatively a recent phenomenon. Since its
inception in June 2000, derivatives market has exhibited exponential growth both in terms of volume and number of
traded contracts. The market turn-over has grown from Rs.2365 crore in 2003-2004 to Rs.11010482.20 crore in
2012-2013. Within a short span of eight years, derivatives trading in India has surpassed cash segment in terms of
turnover and number of traded contracts. The present study encompasses in its scope an analysis of historical roots
of derivative trading, types of derivative products, regulation and policy developments, trend and growth, future
prospects and challenges of derivative market in India. Some space is devoted also to a brief discussion of the status
of global derivatives markets vis-a—vis the Indian derivatives market.

\Key words: Financial Derivatives Market , Global Financial Derivatives Market , risk management , technology. j

INTRODUCTION:

Risk' is a characteristic feature of all commodity
and capital markets. Over time, variations in the prices of
agricultural and non-agricultural commodities occur as a
result of interaction of demand and supply forces. The last
two decades have witnessed a many-fold increase in the
volume of international trade and business due to the ever
growing wave of globalization and liberalization sweeping
across the world. As a result, financial markets have
experienced rapid variations in interest and exchange rates,
stock market prices thus exposing the corporate world to a
state of growing financial risk. Increased financial risk
causes losses to an otherwise profitable organization. This
underlines the importance of risk management to hedge
against uncertainty. Derivatives provide an effective solution
to the problem of risk caused by uncertainty and volatility in
underlying asset. Derivatives are risk management tools that
help an organization to effectively transfer risk. Derivatives
are instruments which have no independent value. Their

value depends upon the underlying asset. The underlying
asset may be financial or non-financial.

The present study attempts to discuss the genesis of
derivatives trading by tracing its historical development,
types of traded derivatives products, regulation and policy
developments, trend and growth, future prospects and
challenges of derivative market in India. The study is
organized into four sections. Section I deals with the concept,
definition, features and types of financial derivatives.
Section II has been devoted to a discussion of the growth of
derivatives market, and regulation and policy development.
Section 11 discusses status of global derivatives market vis-
a-vis Indian derivatives market. The last section specifies
summary and concluding remarks.

Section I
1. Concept of Derivatives

The term 'derivatives, refers to a broad class of
financial instruments which mainly include options and
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futures. These instruments derive their value from the price
and other related variables of the underlying asset. They do
not have worth of their own and derive their value from the
claim they give to their owners to own some other financial
assets or security. A simple example of derivative is butter,
which is derivative of milk. The price of butter depends upon
price of milk, which in turn depends upon the demand and
supply of milk. The general definition of derivatives means
to derive something from something else. Some other
meanings of word derivatives are:

1 Risk may be defined in different ways. In common parleys,
it is taken to refer to only the possibilities of incurring losses
or some unfavorable outcome. However, in economics of
finance it denotes the range of variability of expected returns,
thus including possibilities of both loss and profit. Various
types of risks include financial risk, interest rate risk,
exchangerisk, business risk and market risk etc.

a)derived function: the result of mathematical
differentiation; the instantaneous change of one quantity
relative to another; df(x)/dx,

b) derivative instrument: a financial instrument whose value
is based on another security, (linguistics) a word that is
derived from another word; ""electricity' is a derivative of
‘electric’.

The asset underlying a derivative may be
commodity or a financial asset. Derivatives are those
financial instruments that derive their value from the other
assets. For example, the price of gold to be delivered after
two months will depend, among so many things, on the
present and expected price of this commodity.

1.1. Definition of Financial Derivatives

Section 2(ac) of Securities Contract Regulation Act (SCRA)
1956 defines Derivative as:

a) “a security derived from a debt instrument, share, loan
whether secured or unsecured, riskinstrument or contract for
differences or any other form of security;

b) “a contract which derives its value from the prices, or
index of prices, of underlying securities”.

1.2. Underlying Assetin a Derivatives Contract

As defined above, the value of a derivative
instrument depends upon the underlying asset. The
underlying asset may assume many forms:

i. Commodities including grain, coffee beans, orange juice;
ii. Precious metals like gold and silver;

iii. Foreign exchange rates or currencies;

iv. Bonds of different types, including medium to long term
negotiable debt securities issued by governments,
companies, etc.

v. Shares and share warrants of companies traded on
recognized stock exchanges and Stock Index

vi. Short term securities such as T-bills; and

vii. Over- the Counter (OTC)2 money market products such
as loans or deposits.

1.3The major players of Derivatives Market.
1.Hedgers: Hedgers are traders who usederivatives
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to reduce the risk that they face from potential movements in
amarket variable and they want to avoid exposure to adverse
movements in the price of an asset. Majority of the
participants in derivatives market belongs to this category.
20ver—the-counter security is a security which is not traded
on an exchange, usually due to inability to meet listing
requirements. For such securities, broker/dealers negotiate
directly with one another over computer networks and by
phone. In OTC market security transactions are made via
telephone and computer rather than on floor of exchange.

2. Speculators:  Speculators are traders who buy/sell
the assets only to sell/buy them back profitably at a later point
in time. They want to assume risk. They use derivatives to bet
on the future direction of the price of an asset and take a
position in order to make a quick profit. They can increase
both the potential gains and potential losses by usage of
derivatives in a speculative venture.
3.Arbitrageurs:Arbitrageurs  are  traders  who
simultaneously buy and sell the same (or different, but
related) assets in an effort to profit from unrealistic price
differentials. They attempts to make profits by locking in a
riskless trading by simultaneously entering into transaction
in two or more markets. They try to earn riskless profit from
discrepancies between futures and spot prices and among
different futures prices.

1.4. Applications of Financial Derivatives

Some of the applications of financial derivatives
can be enumerated as follows:
1. Management of risk: This is most important function of
derivatives. Risk management is not about the elimination of
risk rather it is about the management of risk. Financial
derivatives  provide a powerful tool for limiting risks that
individuals and organizations face in the ordinary conduct of
their businesses. It requires a thorough understanding of the
basic principles that  regulate the pricing of financial
derivatives. Effective use of derivatives can save cost, and it
can increase returns for the organizations.
2. Efficiency in trading: Financial derivatives allow for free
trading of risk components and that leads to improving
market efficiency. Traders can use a position in one or more
financial derivatives as a substitute for a position in the
underlying instruments. In many instances, tradersfind
financial derivatives to be a more attractive instrument than
the underlying security. This is mainly because of the greater
amount of liquidity in the market offered by derivatives as
well as the lower transaction costs associated with trading a
financial derivative as compared to the costs of trading the
underlying instrument in cash market.
3. Speculation: This is not the only use, and probably not the
most important use, of financial derivatives. Financial
derivatives are considered to be risky. If not used properly,
these can leads  to financial destruction in an organization
like what happened in Barings Plc. However, these
instruments act as a powerful instrument for knowledgeable
traders to expose themselves to calculated and well
understood risks in search of a reward, that is, profit.
4. Price discover: Another important application of
derivatives is the price discovery which means  revealing
information about future cash market prices through the
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futures market. Derivatives markets provide a mechanism by
which diverse and scattered opinions of future are collected
into one readily discernible number which provides a
consensus of knowledgeable thinking.

5. Price stabilization function: Derivative market helps to
keep a stabilizing influence on spot prices by reducing the
short-term fluctuations. In other words, derivative reduces
both peak and depths  and leads to price stabilization effect
in the cash market for underlying asset.

1.5. Classification of Derivatives

Broadly derivatives can be classified in to two
categories as shown in Fig.1: Commodity derivatives and
financial derivatives. In case of commodity derivatives,
underlying asset can be commodities like wheat, gold, silver
etc., whereas in case of financial derivatives underlying
assets are stocks, currencies, bonds and other interest rates
bearing securities etc. Since, the scope of this case study is
limited to only financial derivatives so we will confine our
discussion to financial derivatives only.

1.5.1. Forward Contract

A forward contract is an agreement between two
parties to buy or sell an asset at a specified point of time in the
future. In case of a forward contract the price which is paid/
received by the parties is decided at the time of entering into
contract. It is the simplest form of derivative contract mostly
entered by individuals in day to day's life.

Figure 1: Classification of Derivatives

DERIVATIVES

COMMODITY
FINANCIAL
|

COMPLEX
INSTRUMENT

BASIC
INSTRUMENT

EXOTIC, SWAPTIONS AND
LEAPS etc.

‘COMMODITY ‘ ‘COMMODITY ‘ ‘COMMODITY ‘ ‘COMMODITY ‘

Forward contract is a cash market transaction in
which delivery of the instrument is deferred until the contract
has been made. Although the delivery is made in the future,
the price is determined on the initial trade date. One of the
parties to a forward contract assumes a long position (buyer)
and agrees to buy the underlying asset at a certain future date
for a certain price. The other party to the contract known as
seller assumes a short position and agrees to sell the asset on
the same date for the same price. The specified price is
referred to as the delivery price. The contract terms like
delivery price and quantity are mutually agreed upon by the
parties to the contract.

No margins are generally payable by any of the
parties to the other. Forwards contracts are traded over-the-
counter and are not dealt with on an exchange unlike futures
contract. Lack of liquidity and counter party default risks are
the main drawbacks of a forward contract. For instance,
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consider a US based company buying textile from an
exporter from England worth £ 1 million payment due in 90
days. The Importer is short of Pounds- it owes pounds for
future delivery. Suppose the spot (cash market) price of
pound is US $ 1.71 and importer fears that in next 90 days,
pounds might rise against the dollar, thereby raising the
dollar cost of the textiles. The importer can guard against this
risk by immediately negotiating a 90 days forward contract
with City Bank at a forward rate of say, £ 1= $1.72.
According to the forward contract, in 90 days the City Bank
will give the US Importer £ I million (which it will use to pay
for textile order), and importer will give the bank $ 1.72
million (Imillion x$1.72) which is the dollar cost of £ I
million at the forward rate of $ 1.72.

1.5.2. Futures Contract

Futures is a standardized forward contact to buy
(long) or sell (short) the underlying asset at a specified price
at a specified future date through a specified exchange.
Futures contracts are traded on exchanges that work as a
buyer or seller for the counterparty. Exchange sets the
standardized terms in term of Quality, quantity, Price
quotation, Date and Delivery place (in case of
commodity).The features of a futures contract may be
specified as follows:

i)These are traded on an organised exchange like IMM,
LIFFE,NSE, BSE, CBOT etc.

ii)These involve standardized contract terms viz. the
underlying asset, the time of maturity and the manner of
maturity etc.

iii)These are associated with a clearing house to ensure
smooth functioning of the market.

iv)There are margin requirements and daily settlement to act
as further safeguard.

v)These provide for supervision and monitoring of contract
by aregulatory authority.

vi) Almost ninety percent future contracts are settled via cash
settlement instead of actual delivery of underlying asset.

Futures contracts being traded on organized
exchanges impart liquidity to the transaction. The
clearinghouse, being the counter party to both sides of a
transaction, provides a mechanism that guarantees the
honouring of the contract and ensuring very low level of
default (Hirani, 2007).

Following are the important types of financial futures
contract:-

1)Stock Future or equity futures,

i1)Stock Index futures,

iii)Currency futures, and

iv)Interest Rate bearing securities like Bonds, T- Bill
Futures.

To give an example of a futures contract, suppose
on November 2007 Ramesh holds 1000 shares of ABC Ltd.
Current (spot) price of ABC Ltd shares is Rs 115 at National
Stock Exchange (NSE). Ramesh entertains the fear that the
share price of ABC Ltd may fall in next two months resulting
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in a substantial loss to him. Ramesh decides to enter into
futures market to protect his position at Rs 115 per share for
delivery in January 2008. Each contract in futures market is
of 100 Shares. This is an example of equity future in which
Ramesh takes short position on ABC Ltd. Shares by selling
1000 shares at Rs 115 and locks into future price.

1.5.3. Options Contract

In case of futures contact, both parties are under
obligation to perform their respective obligations out of a
contract. But an options contract, as the name suggests, is in
some sense, an optional contract. An option is the right, but
not the obligation, to buy or sell something at a stated date ata
stated price. A “call option” gives one the right to buy; a “put
option” gives one the right to sell. Options are the
standardized financial contract that allows the buyer (holder)
of the option, i.e. the right at the cost of option premium, not
the obligation, to buy (call options) or sell (put options) a
specified asset at a set price on or before a specified date
through exchanges.

Options contracts are of two types: call options and
put options. Apart from this, options can also be classified as
OTC (Over the Counter) options and exchange traded
options. In case of exchange traded options contract,
contracts are standardized and traded on recognized
exchanges, whereas OTC options are customized contracts
traded privately between the parties. A call options gives the
holder (buyer/one who is long call), the right to buy specified
quantity of the underlying asset at the strike price on or
before expiration date. The seller (one who is short call)
however, has the obligation to sell the underlying asset if the
buyer of the call option decides to exercise his option to buy.

Suppose an investor buys One European call
options on Infosys at the strike price of Rs. 3500 at a
premium of Rs. 100. Apparently, if the market price of
Infosys on the day of expiry is more than Rs. 3500, the
options will be exercised. In contrast, a put options gives the
holder (buyer/ one who is long put), the right to sell specified
quantity of the underlying asset at the strike price on or
before an expiry date. The seller of the put options (one who
is short put) however, has the obligation to buy the
underlying asset at the strike price if the buyer decides to
exercise his option to sell. Right to sell is called a Put
Options. Suppose X has 100 shares of Bajaj Auto Limited.
Current price (March) of Bajaj auto shares is Rs 700 per
share. X needs money to finance its requirements after two
months which he will realize after selling 100 shares after
two months. But he is of the fear that by next two months
price of share will decline. He decides to enter into option
market by buying Put Option (Right to Sell) with an
expiration date in May at a strike price of Rs 685 per share
and apremium of Rs 15 per shares.

1.5.4 Swaps Contract

A swap can be defined as a barter or exchange. [tisa
contract whereby parties agree to exchange obligations that
each of them have under their respective underlying
contracts or we can say, a swap is an agreement between two
or more parties to exchange stream of cash flows over a
period of time in the future. The parties that agree to the swap
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are known as counter parties. The two commonly used swaps
are: 1) Interest rate swaps which entail swapping only the
interest related cash flows between the parties in the same
currency, and ii) Currency swaps: These entail swapping
both principal and interest between the parties, with the cash
flows in one direction being in a different currency than the
cash flows in the opposite direction.

SECTIONI1
2. HISTORY OF DERIVATIVES MARKETS 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 favour of an
increased role of market-based pricing and less suspicious
derivatives trading. The first step towards introduction of
financial derivatives trading in India was the promulgation of
the Securities Laws (Amendment) Ordinance, 1995. It
provided for withdrawal of prohibition on options in
securities. The last decade, beginning the year 2000, saw
lifting of 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 L. C Gupta committee.
Securities and Exchange Board of India (SEBI) permitted the
derivative segments of two stock exchanges, NSE3 and
BSE4, and their clearing house/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, 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 issue. Table
1 gives chronology of introduction of derivatives in India.

*The National Stock Exchange (NSE), located in Bombay is
the first screen based automated stock exchange. It was set up
in 1993 to encourage stock exchange reform through system
modernization and competition. It opened for trading in mid
1994 and today accounts for 99% market shares of
derivatives trading in India.

‘Bombay Stock Exchange (BSE), which is Asia's Oldest
Broking House, was established in 1875 in Mumbai. Itis also
called as Dalal Street. The BSE Index, called the Sensex, is
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calculated by Free Float Method by including scrips of top 30
companies selected on the market capitalization criterion.

Table 1: Derivatives in India: A Chronology

Date Progress
14 December 1995 NSE asked SEBI for permission to trade index futures.
18 November 1996 SEBI setup L. C. Gupta Committee to draft a policy framework for index
futures.

11 May 1998 L. C. Gupta Committee submitted report.

7 July 1999 RBI gave permission for OTC forward rate agreements (FRAs) and
interest rate swaps

24 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 futures trading.

9 June 2000

12 June 2000

31 August 2000
June 2001

July 2001
November 9, 2002
June 2003
September 13, 2004
January 1, 2008
January 1, 2008

Trading of BSE Sensex futures commenced at BSE.
Trading of Nifty futures commenced at NSE.
Trading of futures and options on Nifty to commence at SIMEX.
Trading of Equity Index Options at NSE

Trading of Stock Options at NSE

Trading of Single Stock futures at BSE

Trading of Interest Rate Futures at NSE

Weekly Options at BSE

Trading of Chhota(Mini) Sensex at BSE

Trading of Mini Index Futures & Options at NSE
August 29,2008 Trading of Currency Futures at NSE

October 2,2008 Trading of Currency Futures at BSE

Source: Complied from BSE and NSE.

2.1. 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 IOSCOS5
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 division of regulatory responsibility between
the exchange and the SEBI. It recommends that SEBI's role
should be restricted to approving rules, bye laws and
regulations of a derivatives exchange as also to approving the
proposed derivatives contracts before commencement of
their trading.

It emphasizes the supervisory and advisory role of
SEBI with a view to permitting desirable flexibility,
maximizing regulatory effectiveness and minimizing
regulatory cost. Regulatory
“International Organization of Securities Commission
(IOSCO) is an international organization that brings together
the regulators of the world's securities and futures markets.
requirements for authorization of derivatives brokers/dealers
include relating to capital adequacy, net worth, certification
requirement and initial registration with SEBI. It also
suggests 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. The risk containment measures
include calculation of margins, position limits, exposure
limits and reporting and disclosure.

2.2. Derivatives Market India

As mentioned in the preceding discussion,
derivatives trading commenced in Indian market in 2000
with the introduction of Index futures at BSE, and
subsequently, on National Stock Exchange (NSE). Since
then, derivatives market in India has witnessed tremendous
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growth in terms of trading value and number of traded
contracts. Here we may discuss the performance of
derivatives products in India markets as follows.

2.2.1. Derivatives Products Traded in Derivatives
Segment of BSE

The BSE created history on June 9, 2000 when it
launched trading in Sensex based futures contract for the first
time. It was followed by trading in index options on June 1,
2001; in stock options and single stock futures (31 stocks) on
July 9, 2001 and November 9, 2002, respectively. Currently,
the number of stocks under single futures and options is
1096. BSE achieved another milestone on September 13,
2004 when it launched Weekly Options, a unique product
unparalleled worldwide in the derivatives markets. It
permitted trading in the stocks of four leading companies
namely; Satyam, State Bank of India, Reliance Industries
and TISCO (renamed now Tata Steel). Chhota (mini)
SENSEX?7 was launched on January 1, 2008. With a small or
'mini' market lot of 5, it allows for comparatively lower
capital outlay, lower trading costs, more precise hedging and
flexible trading. Currency futures were introduced on
October 1, 2008 to enable participants to hedge their
currency risks through trading in the U.S. dollar-rupee future
platforms. Table 2 summarily specifies the derivative
products and their date of introduction on the BSE ‘As
Traded on May 29, 2009.
Chhota SENSEX was launched on January 1, 2008. With a
small or 'mini' market lot of 5, it allows for comparatively
lower capital outlay, lower trading costs, more precise
hedging and flexible trading. It is a step to encourage and
enable small investors to mitigate risk and enable easy access
to India's most popular index, SENSEX, through futures &
options

Table 2: Products Traded in Derivatives Segment of the

BSE
S.No. Product Traded with underlying asset Introduction Date
1 Index Futures- Sensex June 9, 2000
2 Index Options- Sensex June 1, 2001
3 Stock Option on 109 Stocks July 9, 2001

4 Stock futures on 109 Stocks November 9, 2002

5 Weekly Option on 4 Stocks September 13, 2004

6 Chhota (mini) SENSEX January 1, 2008

Futures & Options on Sectoral indices namely BSE
7 TECK, BSE FMCG, BSE Metal, BSE, Bankex and N.A.

BSE Oil & Gas

8 Currency Futures on US Dollar Rupee October 1, 2008

Source: Complied from BSE website

2.2.2. Derivatives Products Traded in Derivatives
Segment of NSE

NSE started trading in index futures, based on
popular S&P CNX Index, on June 12, 2000 as its first
derivatives product. Trading on index options was
introduced on June 4, 2001. Futures on individual securities
started on November 9, 2001. The futures contracts are
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available on 2338 securities stipulated by the Securities &
Exchange Board of India (SEBI). Trading in options on
individual securities commenced from July 2, 2001. The
options contracts are American style and cash settled and are
available on 233 securities. Trading in interest rate futures
was introduced on 24 June 2003 but it was closed
subsequently due to pricing problem. The NSE achieved
another landmark in product introduction by launching Mini
Index Futures & Options with a minimum contract size of Rs
1 lac. NSE crated history by launching currency futures
contract on US Dollar-Rupee on August 29, 2008 in Indian
Derivatives market. Table 3 presents a description of the
types of products traded at F& O segment of NSE.

8As Traded on May 29, 2009.

Table 3: Products Traded in F&O Segment of NSE

S.No Product Traded With Underlying Asset Introduction Date
1 Index Futures- S&P CNX Nifty June 12,2000
2 | Index Options- S&P CNX Nifty June 4,2001
3 Stock Option on 233 Stocks July 2,2001
4 Stock futures on 233 Stocks November 9,2001
5 Interest Rate Futures- T — Bills and 10 Years Bond June 23,2003
6 | CNXIT Futures & Options August 29,2003
7 | Bank Nifty Futures & Options June 13,2005
8 | CNX Nifty Junior Futures & Options June 1,2007
9 CNX 100 Futures & Options June 1,2007
10 | Nifty Midcap 50 Futures & Options October 5,2007
11 | Mini index Futures & Options - S&P CNX Nifty index January 1, 2008
12 | long Term Option contracts on S&P CNX Nifty Index March 3,2008
13 | Currency Futures on US Dollar Rupee August 29,2008
14 | S& P CNX Defty Futures & Options December 10, 2008

Source: Complied from NSE website

2.3. Growth of Derivatives Market in India

Equity derivatives market in India has registered an
"explosive growth" (see Fig. 2) and is expected to continue
the same in the years to come. Introduced in 2000, financial
derivatives market in India has shown a remarkable growth
both in terms of volumes and numbers of traded contracts.
NSE alone accounts for 99 percent of the derivatives trading
in Indian markets. The introduction of derivatives has been
well received by stock market players. Trading in derivatives
gained popularity soon after its introduction. In due course,
the turnover of the NSE derivatives market exceeded the
turnover of the NSE cash market. For example, in 2008, the
value of the NSE derivatives markets was Rs. 130, 90,477.75
Cr. whereas the value of the NSE cash markets was only Rs.
3,551,038 Cr. (see Table 4 through Table 7). If we compare
the trading figures of NSE and BSE, performance of BSE is
not encouraging both in terms of volumes and numbers of
contracts traded in all product categories Among all the
products traded on NSE in F& O segment, single stock
futures also known as equity futures, are most popular in
terms of volumes and number of contract traded, followed by
index futures with turnover shares of 52 percent and 31
percent, respectively (Fig. 3). Table 9, 10 and 11 shows the
Business Growth of NSE and BSE for five Years.
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Table 4. NSE Derivatives Segment Turnover

(Rs. Cr)

INDEX STOCK INDEX STOCK TOTAL AVERAGE

YEAR FURURE FUTURES OPTION OPTION TURNOVER DAILY
TURNOVER | TURNOVER | TURNOVER | TURNOVER TURNOVER
2012-13 1522594.88 2146022.55 | 12228169.28 910995.66 | 16807782.37 120055.6
2011-12 3577998.41 4074670.73 | 22720031.64 977031.13 | 31349731.91 125902.5
2010-11 4356754.43 5495766.10 | 18365365.76 1030344.21 [ 29248230.50 115150.5
2009-10 3934388.67 5195246.64 8027964.20 506065.18 | 17663664.69 72392.07
2008-09 3570111.4 3479642.12 3731501.84 229226.81 | 11010482.17 45310.63
2007-08 3820667.27 7548563.23 1362110.88 359136.55 | 13090477.93 52153.30
2006-07 2539574 3830967.00 791906.00 193795.00 7356242.00 29543.00
2005-06 1513755 2791697.00 338469.00 180253.00 4824174.00 19220.00
2004-05 772147 1484056.00 121943.00 168836.00 2546982.00 10107.00
2003-04 554446 1305939.00 52816.00 217207.00 2130408.00 8388.00

Source: Compiled from NSE website.

Figure 2: Product wise turnover of F& O at NSE from
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Figure 3: Business Growth of Derivatives at NSE from
2003-2013
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Table 5. Number of trading contracts at NSE in FO

Segment
Year Index Stock Index Options Stock Total No. of
Futures Futures No. No. of Options No. Contracts
No. of of Contracts Contracts of Contracts
Contracts
2012-13 61338869 80146123 462515327 32132638 636132957
2011-12 146188740 158344617 864017736 36494371 1205045464
2010-11 165023653 186041459 650638557 32508393 1034212062
2009-10 1783068889 145591240 341379523 14016270 679293922
2008-09 210428103 221577980 212088444 13295970 657390497
2007-08 156598579 203587952 55366038 9460631 425013200
2006-07 81487424 104955401 25157438 5283310 216883573
2005-06 58537886 80905493 12935116 5240776 157619271
2004-05 21635449 47043066 3293558 5045112 77017185
2003-04 17191668 32368842 1732414 5583071 5688677

Source - Compiled from NSE website
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Table 6 : Number of Contract traded at NSE in CD

Segment
Year Fu(t:uurre:ell:lco)., of OpCtil:);r: II:If)y of T((:) (t::)l tljaoc‘ t:f
Contracts Contracts
2012-13 354111488 129100668 483212156
2011-12 701371974 271972158 973344132
2010-11 712181928 37420147 749602075
2009-10 378606983 - 378606983
2008-09 32672768 - 32672768

Table 7 : Number of Contract traded at BSE in Future

Segment

Year

Index Futures Contracts

Equity Futures

Contracts

Trading Days

2012-13

4078634

4684

2011-12

7073334

326342

2010-11

3613

0

2009-10

3744

8

2008-09

495830

299

2007-08

7157078

295117

2006-07

1638779

142433

2005-06

89

2004-05

44630

6725

2003-04

103777

33437

Source : Compiled from BSE website

Table 8: Number of contract traded at BSE in Option

Segment
Year Iudex Options | Index Options Equity Equity Options | Trading
call Contracts | Put Contracts Options call Put Contracts Days
Contracts

2012-13 74453125 71522194 1749 7771 126
2011-12 7206514 17569130 39848 7657 249
2010-11 0 10 4] 4] 255
2009-10 5276 o (4] (1] 224
2008-09 251 122 o 0 243
3007-08 951 210 S 3 251
2006-07 2 V] 5 1 27
2005-06 100 V] 2 (1] 61
2004-05 48065 210 72 17 209
2003-04 8] [3] 3466 2544 3
Source - Compiled from BSE website

Table 9 : Business growth of NSE in FO Segment

Total No.of Total Average Daily
Year Contracts Turnover Turnover (Rs. Cr.)
(Rs. Cr.) e
2012-13 636132957 16807782.22 120055.59
2011-12 1205045464 31349731.74 125902.54
2010-11 1034212062 29248221.09 115150.48
2009-10 679293922 17663664.57 72392.07
2008-09 657390497 11010482.20 45310.63
2007-08 425013200 13090477.75 52153.30
2006-07 216883573 7356242 29543
2005-06 157619271 4824174 19220
2004-05 77017185 2546982 10107
2003-04 56886776 2130610 8388

Impact Factor : 1.2018(GISI)

Table 10 : Business growth of NSE in CD Segment

Year Total No. Total Average
of Turnover Daily

Contracts (Rs. Cr.) Turnover

(Rs. Cr.)
2012-13 483212156 | 265547426 19383.02
2011-12 973344132 | 467498991 19479.12
2010-11 749602075 | 3449787.72 13854.57
2009-10 378606983 | 1782608.04 7427.53
2008-09 32672768 162272.43 1167.43

Table 11 : Business growth at BSE in all Segment

Total No.of Total Average Daily
Year Contracts Turnover Turnover (Rs. Cr.)
(Rs. Cr.) T

2012-13 150068157 3884370.96 30828.34
2011-12 32222825 808475.99 3246.89
2010-11 5623 154.33 0.61
2009-10 9028 234.06 1.04
2008-09 496502 11774.83 48.46

Despite of encouraging growth and developments,
industry analyst feels that the derivatives market has not yet,
realized its full potential in terms of growth & trading.
Analysts points out that the equity derivative markets on the
BSE and NSE has been limited to only four products- index
futures, index options and individual stock futures and
options, which in turn, are limited to certain select stocks
only. Although recently NSE and BSE has added more
products in their derivatives segment (Weekly Options,
Currency futures, Mini Index etc.) but still it is far less than
the depth and variety of products prevailing across many
developed capital markets

SECTION III
3.STATUS OF INDIAN DERIVATIVES MARKET VIS-
AVIS GLOBALDERIVATIVES MARKETS

The derivative segment has expanded in the recent
years in substantial way both globally as well as in the Indian
capital market. The figures revealed by "world federation of
exchanges (WFE)" website to compare the trading figures of
14 selected stock exchanges of America (four exchanges),
Asia Pacific (seven exchanges) and EAME (three
exchanges) region. Which are summarily specifies in Table
No.12 related to the notional value since 2003 to 2012. This
table shows the Indian segment has expanded phenomenally
as compared to the global segment. The Notional value of
NSE options is 354648.1941 lakhs USD and the notional
value at NSE futures is 39228.38563 lakhs USD which are so
more in compare of 2003. These figures are displaying a
more than six to seven times increase over the 10 years
period. In case of BSE, the notional value of BSE options is
56993.49322 lakhs USD and the notional value of BSE
future is 856.1076879 lakhs USD and number of contracts
are 163740 upto Sep. 2012 at global level the increase is less.
While Korea, NYSE Euronext (Europe). Hongkong, Tokyo
are growing fast in global level, other exchanges are also




A Study Of Indian Financial Devivatives Market And Its Position ..........

following at global level which are shown in followings
table:

Table 12. Global Trend In Turnover Of Derivatives
Trading. Unit of currency (000000 USD)

Exchange name 2008 2009 2010 2011 2012
1755.047414 | 5367.232676 | 11807.86747 | 14304.06369 | 19165.56092

BM& FBOVESPA

BOURSEDE MONTRIAL 175.2653666 | 97.29111026 | 444.8022545 | 321.123441 | 352.6422764

CHICAGO BOARD
OPTIONS EXCHANGE

NASDAQ OMX PHLX 31926.73 279.28 NA NA NA

NA NA NA NA NA

ASX SFE Derivatives Trading | 889.7035992 | 3104.146056 | 4161.541615 | 3323.30326 | 4619.540349

BSE INDIA 0 0.674760933 0 1302.672 56993.49

HONG KONG EXCHANGE 37272.727 | 100410.2346 | 140463.8718 | 92439.935 | 148671.4044

KOREA EXCHANGE 2758703.467 | 483307.533 | 5470040.647 | 4687462.66 NA

NSE INDIA 64543.20231 | 162603.8638 | 339769.7149 | 397090.9048 | 354648.1941

SINGAPORE EXCHANGE NA NA NA NA NA
TOKYO SE GROUP NA NA NA NA NA
BME SPANISH EXCHAGE 11313.2228 | 11483.27116 | 5563.442447 | 3106.114501 | 4898.829281

JOHANNESBURG
EXCHANGE

293.5525261 | 380.4611749 | 334.357145 | 183.4011454 | 158.5720865

NYSE EURONEXT
(EUROPE)

344570.1547 | 277474.8924 | 208312.3155 | 177455.5368 | 212911.3598

SECTION IV
4. SUMMARY AND CONCLUDING REMARKS

Innovation of derivatives have redefined and
revolutionized the landscape of financial industry across the
world and derivatives have earned a well deserved and
extremely significant place among all the financial products.
Derivatives are risk management tool that help in effective
management of risk by various stakeholders. Derivatives
provide an opportunity to transfer risk, from the one who
wish to avoid it; to one, who wish to accept it. India's
experience with the launch of equity derivatives market has
been extremely encouraging and successful. The derivatives
turnover on the NSE has surpassed the equity market
turnover. Significantly, its growth in the recent years has
surpassed the growth of'its counterpart globally.

The turnover of derivatives on the NSE increased
from Rs. 2130408 crore in 2003-04 to Rs. 16807782 crore in
2012-13. India is one of the most successful developing
countries in terms of a vibrant market for exchange-traded
derivatives. This reiterates the strengths of the modern
development of India's securities markets, which are based
on nationwide market access, anonymous safe and secure
electronic trading, and a predominantly retail market. There
is an increasing sense that the equity derivatives market is
playing a major role in shaping price discovery. Factors like
increased volatility in financial asset prices;, growing
integration of national financial markets with international
markets; development of more sophisticated risk
management tools; wider choices of risk management
strategies to economic agents and innovations in financial
engineering, have been driving the growth of financial
derivatives worldwide and have also fuelled the growth of
derivatives here, in India. There is no better way to highlight
the significance and contribution of derivatives but the
comments of the longest serving Governor of Federal
Reserve, Alan Greenspan: “Although the benefits and costs
of derivatives remain the subject of spirited debate, the

Impact Factor : 1.2018(GISI)

performance of the economy and the financial system in
recent years suggests that those benefits have materially
exceeded the costs.”
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