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Abstract 
Risk is a characteristic feature of most commodity and capital markets. In the present highly ambiguous business situation, 

the importance of risk management is much greater than ever before. The rise of derivatives market is a resourceful achievement of 
financial engineering that provides an effective and less costly solution to the problem of risk that is implanted in the price fickleness 
of the underlying asset. In India, the development and progress 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. 
Financial derivatives refer to those financial products or instruments which derive their prices from the prices of their underlying 
assets. The underlying assets could include stocks, bonds, foreign currency, or interest rates. 

The primitive and simplest form of derivative is forward contract. It goes on to take complex forms like swaps, futures, 
options, share ratios and their different variations. Derivative securities are also called contingent claims. According to some financial 
scholars, future trading dates back in India to around 200 B. C. Evolution of trading methods of futures can be traced in the medieval 
fairs of France and England as early as the 12th century. The first futures contracts were reportedly done in respect of rice in Japan in 
the 17th century when forward agreements were entered into for the trading of commodities in Japan. 
 
Keywords: Derivative, Futures, Options, Spot Price, Future Price. 
 
Introduction 

India, one of the developing countries is on the way of managing and mitigating the risks in various forms. One of the 
techniques freely used for such purpose is trading in financial derivatives. Financial derivatives are one type of financial instrument 
whose main purpose is to provide commitments of prices for future dates. Commitment is given to protect one against the adverse 
movements or fluctuations in the price. Another aspect of financial derivative is the aspect of earning profit. In total it is a device 
which can be used for the purposes of hedging risk for risk averse and earning profits for risk takers. 

 
                After the liberalization of the economic policy in 1991, the Indian economy entered into the global market. Along with it, 
the Indian economy also faced a volatility and instability in the portfolio values, securities prices and prices of various goods and 
services. Thus, to manage the volatility and the instability in the prices, the need of derivative trading emerged in India.  The 
derivative markets have become an integral part of modern financial system in less than three decades of their emergence. But still the 
Indian derivatives market is not so well developed as compared to the other country’s derivatives market. So, there is a need to 
understand the present level of growth and development of financial derivatives markets in India. 
 
Literature review 
James Morgan (Journalist) nicely captured the ambiguous role of derivatives in an article of Financial Times “a derivative is like a 
razor. You can use it to shave yourself…. or you can use it to commit suicide”.  
Chatrath, Ramchander and Song, 1995 The critics of the derivative market called it as a market for speculators. Little cash is 
involved in this market which is the main reason of its risky nature. Thus, it is argued that the contributors of speculative traders in 
systems, which allow high degrees of leverage, lower the quality of information in the market. These uninformed traders could play a 
destabilizing role in cash markets.  
Hentchell & Smith 1997 Discuss that Derivative product can reduce need on the part of firm and banks to hold idle precautionary 
balance to tide over unexpected adversities, thereby reducing the fraction of funds with these organization that remain unproductive.  
According to Greenspan (1997) “By far the most significant event in finance during the past decades has been the extraordinary 
development and expansion of financial derivatives…” 
Sahoo (1997) opines “Derivatives products initially emerged, as hedging devices against fluctuation in commodity prices and the 
commodity-linked derivatives remained the sole form of such products for many years.  
According to Sahoo (1997) the legal framework for derivatives trading is a critical part of overall regulatory framework of derivative 
markets. The purpose of regulation is to encourage the efficiency and competition rather than impeding it.  
Hathaway (1998) stated that, while there is a perceived similarity of regulatory objective, there is no single preferred model for 
regulation of derivative markets.  
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Marlowe (2000) argues that the emergence of the derivative market products most notably forwards, futures and options can be traced 
back to the willingness of risk-averse economic agents to guard themselves against uncertainties arising out of fluctuations in asset 
prices. It is generally stated that regulation has an important and critical role to ensure the efficient and smooth functioning of the 
markets.  
Avadhani (2000) stated that a derivative, an innovative financial instrument, emerged to protect against the risks generated in the past, 
as the history of financial markets is repleted with crises). Events like the collapse of the fixed exchange rate system in 1971, the 
Black Monday of October 1987, the steep fall in the Nikkei in 1989, the US bond debacle of 1994, occurred because of very high 
degree of volatility of financial markets and their unpredictability. Such disasters have become more frequent with increased global 
integration of markets.  
Mr.Jitendra Pande (2002) define that derivative trading in option reduce risk, as investors are aware of the maximum loss.  
Deana Mehta (2005) Proved that Share futures are most successful in India that anywhere else in the wo4ld because they are seen as 
a substitute for badla. The new system has to better than the old one and not to add risk in the market.  
Jiménez (2008) used a large dataset from the credit register in Spain to show that bank borrowers are more likely to default if the 
loans are made when central bank interest rates are relatively low. They also showed that (i) the price of risk tends to be low when 
short- term interest rates are low and (ii) if the interest rate is low for a long time, the economy’s “portfolio” of loans tends to be 
riskier. 
Srivastava, Yadav, Jain (2008) conducted a survey on Derivative trading in Indian Stock Market. The survey revealed that derivative 
securities have definitely penetrated into the Indian stock market and investors are using these securities for different purposes, 
namely risk management, profit enhancement, speculation and arbitrage. Financial derivatives have changed the world of finance 
through the creation of innovative ways to comprehend, measure, and manage risks.  
Vashishtha and et. al, (2010), in their study investigated the historical roots of derivative trading, regulation and policy 
developments, trend and growth, future prospects and challenges of derivative market in India. They had also given attention to the 
status of global derivatives markets in relation to Indian derivatives market.  
Shree Bhagawat and et. al, (2012), in their study tries to describe the concept of financial derivatives as the derivatives revolution in 
the world of finance due to its full-fledged growth with so incomparable swiftness all over the globe.  
P.Hemavati (2013) in her study made an endeavour to look over the beginning of derivatives trading in India and its regulation for 
prolonging the sustainability of derivative trading in relation to Indian capital market. 
Sreebhagavath and others (2015) observe that the growth of commodity futures market in India will lead to further developments 
which may facilitate nationwide commodity spot markets. It would strengthen the Indian economy to face the challenge of 
globalization 
 
Evolution of derivative market in India 
In India, derivatives markets have been functioning since the nineteenth century, with organized trading in cotton through the 
establishment of the Cotton Trade Association in 1875. Derivatives, as exchange traded financial instruments were introduced in India 
in June 2000. The National Stock Exchange (NSE) and Bombay Stock Exchange (BSE) are the largest exchanges in India in 
derivatives trading. The first derivative contract in India was launched on NSE was the Nifty 50 index futures contract. The equity 
derivatives segment in India is called the Futures & Options Segment or F&O Segment. A series of reforms in the financial markets 
paved way for the development of exchange-traded equity derivatives markets in India. A report on exchange traded derivatives, by 
the L.C. Gupta Committee, set up by the Securities and Exchange Board of India (SEBI), recommended a phased introduction of 
derivatives instruments with bi-level regulation (i.e., self-regulation by exchanges, with SEBI providing the overall regulatory and 
supervisory role). Another report, by the J.R. Varma Committee in 1998 worked out the various operational details such as margining 
and risk management systems for these instruments. In 1999, the Securities Contracts (Regulation) Act of 1956, or SC(R)A, was 
amended so that derivatives could be declared as “securities”. This allowed the regulatory framework for trading securities to be 
extended to derivatives. The Act considers derivatives on equities to be legal and valid, but only if they are traded on exchanges. At 
present, the equity derivatives market is the most active derivatives market in India. Trading volumes in equity derivatives are, on an 
average more than three and a half times the trading volumes in the cash equity markets. 
 
Features of Derivatives 

 Value of a financial derivative is derived from some other asset.  
 Derivatives are used for transferring risk from risk adverse investors to risk bearing investors. 
 Financial derivatives provide commitments to prices or rates for the future dates or given protection against adverse 

movements of prices or exchange rates and thereby reduce the magnitude of financial risk 
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Milestones in the development of Indian derivative market 
Sl. 
No. Progress Date Progress of Financial Derivatives 
1 1952 Enactment of the forward contracts (Regulation) Act. 
2 1953 Setting up of the forward market commission 
3 1956 Enactment of Securities Contract Regulation Act 1956 
4 1969 Prohibition of all forms of forward trading under section 16 of SCRA 
5 1972 Informal carry forward trades between two settlement cycles began on BSE. 
6 1980 Khuso Committee recommends reintroduction of futures in most commodities 

7 1983 
Govt. amends bye-laws of exchange of Bombay, Calcutta and Ahmedabad and 
introduced carry forward trading in specified shares 

8 1992 Enactment of the SEBI Act 
9 1993 SEBI Prohibits carry forward transactions 
10 1994 Kabra Committee recommends futures trading in 9 commodities 
11 1995 G.S. Patel Committee recommends revised carry forward system. 
12 14th Dec. 1995 NSE asked SEBI for permission to trade index futures 
13 1996 Revised system restarted on BSE 
14 18th Nov. 1996 SEBI setup LC Gupta committee to draft frame work for index futures 
15 11th May 1998 LC Gupta committee submitted report 
16 1st June 1999 Interest rate swaps/forward rate agreements allowed at BSE 
17 7th July 1999 RBI gave permission to OTC for interest rate swaps/forward rate agreements 
18 24th May 2000 SIMEX chose Nifty for trading futures and options on an Indian index 
19 25th May 2000 SEBI gave permission to NSE & BSE to do index futures trading 
20 9th June 2000 Equity derivatives introduced at BSE 
21 12th June 2000 Commencement of derivatives trading (index futures) at NSE 
22 31st Aug. 2000 Commencement of trading futures & options on Nifty at SIMEX 
23 1st June 2001 Index option launched at BSE 
24 June. 2001 Trading on equity index options at NSE 
25 July. 2001 Trading at stock options at NSE 
26 9th July 2001 Stock options launched at BSE 
27 July. 2001 Commencement of trading in options on individual securities 
28 1st Nov. 2001 Stock futures launched at BSE 
29 Nov. 2001 Commencement of trading in futures on individual security 
30 9th Nov. 2001 Trading of Single stock futures at BSE 
31 June. 2003 Trading of Interest rate futures at NSE 
32 Aug. 2003 Launch of futures & options in CNX IT index 
33 13th Sept. 2004 Weekly options of BSE 
34 June. 2005 Launch of futures & options in Bank Nifty index 
35 Dec. 2006 'Derivative Exchange of the Year by Asia risk magazine 
36 June. 2007 NSE launches derivatives on Nifty Junior & CNX 100 
37 Oct. 2007 NSE launches derivatives on Nifty Midcap -50 
38 1st Jan. 2008 Trading of Chhota (Mini) Sensex at BSE 
39 1st Jan. 2008 Trading of mini-index futures & options at NSE 
40 3rd March 2009 Long term options contracts on S&P CNX Nifty index 

41 NA 
Futures & options on sectoral indices (BSE TECK, BSE FMCG, BSE Metal, BSE 
Bankex & BSE oil & gas) 

42 29th Aug. 2008 Trading of currency futures at NSE 
43 Aug. 2008 Launch of interest rate futures 
44 1st Oct. 2008 Currency derivative introduced at BSE 
45 10th Dec. 2008 S&P CNX Defty futures & options at NSE 
46 aug. 2009 Launch of interest rate futures at NSE 
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47 7th Aug. 2009 BSE-USE form alliance to develop currency & interest rate derivative markets 
48 18th Dec. 2009 BSE's new derivatives rate to  lower transaction costs for all 
49 Feb. 2010 Launch of currency future on additional currency pairs at NSE 
50 Apr. 2010 Financial derivatives exchange award of the year by Asian Banker to NSE 
51 July. 2010 Commencement trading of S&P CNX Nifty futures on CME at NSE 
52 Oct. 2010 Introduction of European style stock option at NSE 
53 Oct. 2010 Introduction of Currency options on USD INR by NSE 
54 July. 2011 Commencement of 91-day GOI trading Bill futures by NSE 
55 Aug. 2011 Launch of derivative on Global Indices at NSE 
56 Sept. 2011 Launch of derivative on CNX PSE & CNX infrastructure Indices at NSE 
57 30th March 2012 BSE launched trading in BRICSMART indices derivatives 
58 29th Nov. 2013 BSE launched currency derivative segment 

Table 1 
 
Derivative instruments traded in India 

Securities and Exchange Board of India (SEBI) permitted the derivative segments of two stock exchanges, NSE and BSE, 
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. 

 
1. Derivatives Products Traded in Derivatives Segment of BSE  
The Bombay Stock Exchange (BSE) created history on June 9, 2000 when it launched trading in Sensex based futures contract for the 
first time. It was then 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. 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) SENSEX7 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. 
 
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 in 
index options was introduced on June 4, 2001. On November 9, 2001, Futures on individual securities started. As stated by the 
Securities & Exchange Board of India (SEBI), futures contracts are available on 233 securities. Trading in options on individual 
securities commenced w.e.f. July 2, 2001. The options contracts, available on 233 securities, are of American style and cash settled. 
Trading in interest rate futures was started 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 
created history by launching currency futures contract on US Dollar-Rupee on August 29, 2008 in Indian Derivatives market. Table 2 
presents a description of the types of products traded at F& O segment of NSE. 
 
Factors contributing to the growth and development of derivative market in India 

1. Price volatility 
2. Globalization 
3. Technological innovations 
4. Introduction of ICT 
5. Concept of risk hedging and mitigating 
6. Applications of financial theories 
7. As an avenue of speculation 

 
Challenges ahead 

1. Market stability and development 
2. Ware housing and standardization 
3. Cash vs physical settlement 
4. Regulator 
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5. Lack of economies of scale 
6. Tax and legal bottlenecks 

 
Conclusion 

The Indian derivative market has achieved tremendous growth over the years, and also has a long history of trading in 
various derivatives products. The derivatives market has seen ups and downs. The new and innovative derivative products have 
emerged over the time to meet the various needs of the different types of investors. Liquidity and transparency are important 
properties of any developed market. Liquid markets require market makers who are willing to buy and sell, and be patient while doing 
so. In India, market making is primarily the province of Indian private and foreign banks, with public sector banks lagging in this area 
(Fitch Ratings, 2004). A lack of market liquidity may be responsible for inadequate trading in some markets.  

 
Further regulatory reform will help the markets grow faster. For example, Indian commodity derivatives have great growth 

potential but government policies have resulted in the underlying spot/physical market being fragmented (e.g., due to lack of free 
movement of commodities and differential taxation within India). Similarly, credit derivatives, the fastest growing segment of the 
market globally, are absent in India and require regulatory action if they are to develop. 
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