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M Equity derivatives are
exceptionally well-suited

On the right trajectory

Local markets will have to remain competitive to retain liquidity

kets have come a long

way in the last decade-
and-a-half since the time
equity derivatives were al-
lowed on Indian exchanges
in 2000. Today, the Indian
equity derivatives market is
one of the world’s largest,
liquid and vibrant markets,
with NSE'’s derivatives mar-
ket being the world’s biggest
in index options and single
stock futures.

Financial  derivatives
represent some of the basic
tools necessary in the me-
chanics of efficient capital
markets. Derivatives pro-
vide three important eco-
nomic functions: 1) risk
management 2) price dis-
covery, 3) transactional effi-
ciency. The primary pur-
pose of risk management is
to protect existing profits.
Risk management involves
the structuring of financial
contracts to produce gains
or losses that counterbal-
ance the losses or gains
arising from movements in
underlying prices.

Derivatives are exception-
ally well suited for the role of
providing price information.
They are tools to assist every-
one in the marketplace de-
termine value efficiently.
The wider the use of deriva-
tives, the better is the price
discovery and distribution.

Transactional efficiency
is the product of liquidity.
Derivatives significantly in-
crease market liquidity. As a
result, transactional costs
are lowered, the efficiency
in doing business is in-
creased, the cost of raising
capital is lowered and the
amount of capital available
for productive investment is
expanded.

Despite the beneficial ef-
fects of derivatives, some
market participants and
(¢ s tend to view
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the product as speculative
and risky though one of the
key purposes of derivative
products is management of
unwanted risk.

This erroneous percep-
tion is essentially based on
the way derivatives markets
evolved and are structured
in the US and Europe,
where most of the deriva-
tives transactions are con-
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ducted outside regulated ex-
changes in what is called
‘over the counter’ (OTC)
markets. These transactions
were outside the regulatory
purview with zero oversight
and very little reporting.
This has led to huge build
up of positions and risk,
which have not been prop-
erly supervised. Only after
the financial crisis, regulato-
ry oversight is being con-
templated initially with re-
porting requirements and
settlement through clearing
corporations.

In complete contrast,
the Indian equity deriva-
tives market evolved under
extremely close oversight of
the Securities and Ex-
change Board of India
(Sebi). Equity derivatives
contracts in India can be
traded only on recognised
stock exchanges and off ex-
change transactions are not
allowed.

Sebi has put together a
stringent framework for de-
rivatives trading right from
which indices/securities
can have derivatives con-
tracts to who can trade to
risk management, which

ing global with

encompasses  margining
and position limits. Margin-
ing, unlike in other mar-
kets, is online, real-time
and at the client level. Port-
folio approach to margining
ensures that entire risk of
the portfolio is taken into
consideration.

Advanced statistical and
risk management tools have
been applied to ensure that
risks are adequately covered
by the margining system.

These important struc-
tural differences in equity
derivatives market have laid
the foundation for a liquid,
robust and safe environment
for investors to manage their
risk efficiently in the Indian
derivatives market. Unfortu-
nately, some of the commen-
tators do not sufficiently un-
derstand these structural
differences and get swayed
by general debate in the US
and Europe.

NSE is the number one
exchange in the world in
equity index options con-
tracts. NSE stands at sec-
ond position in stock fu-
tures, stock options and
currency derivatives.

This fantastic growth in

getting traded across geographies

derivatives market has a
beneficial impact on cash
market liquidity. This has
been established by acade-
mic studies that examined
the activity in some of the
securities on which deriva-
tive contracts were with-
drawn subsequent to a regu-
latory change in the eligibili-
ty criteria. The studies con-
cluded that subsequent to
removal of derivative con-
tracts, volatility in the un-
derlying market has in-
creased and liquidity has de-
creased compared to the pe-
riod in which derivatives
contracts were available.
These findings substan-
tiate that an active deriva-
tives market could induce
liquidity in the underlying
market and make the cash
market efficient for retail
and other long-term in-
vestors. At present, only
about 150 stocks have sin-
gle stock derivatives con-
tracts. The number of
stocks has come down from
over 280 a couple of years
ago when the eligibility cri-
teria was changed. In order
to make underlying cash
market more vibrant, it may

be useful to allow derivative
contracts on larger number
of liquid stocks.

Over the years, the Indi-
an derivatives market have
evolved into multi-asset
class derivatives market,
with products ranging from
equities, equity indices,
forex, interest rates, com-
modities and volatility in-
dices. The derivative mar-
ket is amenable to signifi-
cant innovation to cater to
the needs of investors
across the risk spectrum,
from low risk tolerance to
high appetite for risk.
Structured derivative prod-
ucts that are popular among
retail investors in some
markets could be an ideal
product for investors with
low risk appetite. A wide
range of index derivative
products could offer multi-
ple options to manage the
risk and also act as market
entry products for asset
managers and investors. It
is, therefore, critical that
continuous streams of new
derivative products are al-
lowed into the market.

Derivatives markets are
becoming global with con-
tracts getting traded across
markets. For example, Nifty
and USD-INR contracts are
getting popular in other
countries and could poten-
tially pose liquidity and reg-
ulatory problems. But these
developments cannot be
wished away.

Therefore, the way for-
ward is to ensure that the
local market stays competi-
tive so that the liquidity,
which has been built over
the years, is retained. To
achieve this, regulatory and
tax structures have to be
stable and comparable to
structures in other interna-
tional jurisdictions.

Derivatives products —
the most efficient tools for
managing risks — are an im-
portant component in the
making of a world-class cap-
ital market, which ensure
efficient capital allocation to
emerging sectors that would
strengthen the economy.

(All views expressed in
this article are personal
and not necessarily
that of the NSE)




