
Lokavishkar International E-Journal, ISSN 2277-727X, Vol-04, Issue- 02, Apr-May-June 2015 

 

 w w w . l i i r j . o r g                                                      ISSN 2277-727X 
 

Page 10 

A Study on “Debt Market Derivatives in India” 

 

T.M. Devaraja 
Associate Professor Government First Grade College for Women, K.R.Pet, Mandya 
District – 571426, India 
 
 
 
An economy primarily has two financial instruments- Equity and Debt, which play an 
important role for raising capital for corporate sector. Though equity market has 
witnessed a significant growth in the recent decades, need for a deep and liquid bond 
market with a sizeable corporate bond market is very much important for any country. 
The emergence of the market for derivatives 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. 
Numerous studies on the effects of futures and options listing on the underlying cash 
market volatility have been done in the developed markets. The existence of 
derivative market in India is not known to the investors. Hence SEBI has to take steps 
to create awareness among the investors about the derivative segment. The derivatives 
are mostly used for hedging purpose. This paper may through a light on the Indian 
derivatives market. 
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1. Introduction 
 
The Indian economy is changing fast and steadily.The financial system of India has 
helped for the stable economic growth and considerably greater efficiency. But to add 
to its world-class equity markets, and growing banking sector, the country needs to 
improve its bond markets. While the government and corporate bond markets have 
grown in size, they remain illiquid. The corporate market, in addition, restricts 
participants and is largely arbitrage-driven. To meet the needs of its firms and 
investors, the bond market must therefore evolve. This will mean creating new market 
sectors such as exchange traded interest rate and foreign exchange derivatives 
contracts. It will need a relaxation of exchange restrictions and an easing of 
investment mandates on contractual savings institutions to attract a greater variety of 
investors and to boost liquidity. Tax reforms, particularly stamp duties, and a 
revamping of disclosure requirements for corporate public offers, could help develop 
the corporate bond market. And streamlining the regulatory and supervisory structure 
of the local currency bond market could substantially increase efficiency, spurring 
innovation, economies of scale, liquidity and competition.  
 
The people invest their hard-earned money in the stock market by taking risks and 
thinking of making good returns. But they don't know that investing in the stock 
market can turn out to be a riskier one due to changes in the price of securities like 
currency, equity, commodities, etc.During such times you may lose out all your 
money and this can wipe out all your entire investments within a fraction of 
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seconds.Several instruments can protect you from the volatility of financial markets 
and turned out to be useful ones. 
Not only do these instruments protect the traders from risk, but they also deliver 
guarantees to them. These instruments are called Derivatives. 
 
Meaning of Derivatives 
A derivative is a contract between two parties which derives its value/price from an 
underlying asset. The most common types of derivatives are futures, options, forwards 
and swaps.It is a financial instrument which derives its value/price from the 
underlying assets. Originally, underlying corpus is first created which can consist of 
one security or a combination of different securities. The value of the underlying asset 
is bound to change as the value of the underlying assets kept changing continuously. 
Generally stocks, bonds, currency, commodities and interest rates form the underlying 
asset. 

Types of Derivatives in India 
There are four different types of derivatives that can easily be traded in the Indian 
Stock Market. Each derivative is different from the other and consist of varying 
contract conditions, risk factor and more. 
The four different types of derivatives are as follows: 
 

a. Forward Contracts 
b. Future Contracts 
c. Options Contracts 
d. Swap Contracts 

Let us know the meaning of each type of derivatives 
 

a. Forward Contracts 
Forward contracts mean two parties come together and enter into an agreement to 
buy and sell an underlying asset set at a fixed date and agreed on a price in the 
future.In simpler words, it is an agreement formed between both parties to sell their 
asset on an agreed future date.The forward contracts are customized and have a 
high tendency of counterparty risk. Since it is a customized contract, the size of the 
agreement entirely depends on the term of the contract.Forward contracts do not 
require any collateral as they are self-regulated. The settlement of the forward 
contract gets done on the maturity date, and hence they are reserved by the expiry 
period. 
 

b. Future Contracts 
Future contracts are similar to forward contracts. Future contracts mean an 
agreement made by the two parties to buy or sell an underlying instrument at a 
fixed price on a future date.Future contracts do not allow the buyer and seller to 
meet and enter into an agreement. In fact, the deal gets fixed through exchange 
mode.In futures contracts, the counterparty risk is low because it is a standardized 
contract. In addition, the clearinghouse plays the role of a counterparty to the 
parties of the contract, which reduces the credit risk in the future.The size of future 
contracts is fixed, and it is regulated by the stock exchange just because it is known 
as a standardized contract.Since these contracts are standard, the futures contracts 
listed on the stock exchange cannot be changed or modified in any possible way.In 
simpler words, future contracts have pre-decided size, pre-decided expiry period, 
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pre-decided size. In futures contracts, an initial margin is required because 
settlement and collateral are done daily. 
 

c. Options Contracts 
Options contracts are the third type of derivative contracts in India. Options 
contracts are way different than future and format contracts because these contracts 
do not require any compulsion to discharge the contract on a specific date.Options 
contracts provide the right but not the commitment to buy or sell an underlying 
instrument. 
 

Option contracts consist of two options: 
 

i. Call Option 
ii.  Put Option 

Incall option, the buyer has all the right to purchase an underlying asset at a 
fixed price while entering the contracts. While input option, the buyer has all 
the right but not obligation to sell an underlying asset at a fixed price while 
entering the contract. 
However, in both call and put option contracts, the buyer chooses to settle all 
the contracts on or before the expiry period. 
Thus, anyone who regularly trades in the option contract can take any of the 
four different positions, i.e., short or long, either in the call or the put option. 
These options are traded at the stock exchange and over the counter market. 
 

d. Swap Contracts 
Out of all three derivatives contracts, swap contracts are one of the most complex 

contracts. 
Swap contracts mean the agreement is done privately between both parties. The 
parties who enter into swap contracts agree to exchange their cash flow in the future 
as per the pre-determined formula.Under swap contracts, the underlying security is 
the interest rate or currency, as these contracts protect both parties from several 
major risks.These contracts are not traded to the Stock Exchange as investment 
banker plays the role of a middleman between these contracts. 

 
2. Review of Literature 

Raju, Bhutáni, and Sahay, (2004)1, in their study “Corporate Debt market in India: 
Key Issues and Policy Recommendations”, emphasis on the issues such as poor 
quality paper in terms of timely payment of interest and principal, inadequate 
liquidity. 
Luengnarucmitchai and Ong, (2005)2 observed that the presence of government 
bonds in abundance in the market is one of the major hurdles in respect of the 
healthy growth of corporate bond markets. 
 
In the study, “Corporate Bond Market in India: Issues and Challenges”, (2011)3, 
Acharya observed that Indian corporate bond market is not well developed because 
of a number of factors such as legal issues, procedural difficulties, corporate 
preferences for private placements etc. 
 
In the study “Broad basing and Deepening the Bond Market in India”, (2001)4 
,Dr.Patil opines that Indian financial system is not well-developed and diversified. 
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Bose and Coondoo, in their study “A Study of the Indian Corporate Bond Market”, 
(2003)5 inferred that lack of depth and liquidity risk exists in the Indian corporate 
bond market. 

 
3. Objective of the Study

The main objective of the study is to 
India and to analyse the factors contributing towards the growth of Derivative 
Markets. 

.  
5. Analysis of the performance of the selected schemes

At the current time, when India is 
imperative that financing constraints in any form be removed and alternative 
financing channels be developed in a systematic manner for supplementing 
traditional bank credit. While the equity market in In
size of the corporate debt market
markets, but also some of the emerging market economies in Asia such as Malaysia, 
Thailand and China. 
The following table shows the cross c

Table 1: 
Country

United States of America
South Korea 
Malaysia 
Japan 
China  
India 
 

Figure 1: Cross

Source: BIS (2012), World Bank Database (2012)
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Bose and Coondoo, in their study “A Study of the Indian Corporate Bond Market”, 
(2003)5 inferred that lack of depth and liquidity risk exists in the Indian corporate 

3. Objective of the Study 
tive of the study is to explore the growth of Derivatives

e the factors contributing towards the growth of Derivative 

5. Analysis of the performance of the selected schemes 
At the current time, when India is endeavouring to sustain its high growth rate, it is 
imperative that financing constraints in any form be removed and alternative 
financing channels be developed in a systematic manner for supplementing 
traditional bank credit. While the equity market in India has been quite active, the 
size of the corporate debt market1 is very small in comparison to not only developed 
markets, but also some of the emerging market economies in Asia such as Malaysia, 
Thailand and China.  
The following table shows the cross country comparison of corporate debt:

Table 1: Cross-country comparison of corporate debt:
Country  GDP ratio 

United States of America 90% 
60% 
56% 
34% 
23% 

10.5% 
 

Cross-country comparison of corporate debt: GDP ratios

Source: BIS (2012), World Bank Database (2012) 

S.Korea
Malaysia

Japan
China

India

02, Apr-May-June 2015 

ISSN 2277-727X 
 

Page 13 

Bose and Coondoo, in their study “A Study of the Indian Corporate Bond Market”, 
(2003)5 inferred that lack of depth and liquidity risk exists in the Indian corporate 

Derivatives Market in 
e the factors contributing towards the growth of Derivative 

endeavouring to sustain its high growth rate, it is 
imperative that financing constraints in any form be removed and alternative 
financing channels be developed in a systematic manner for supplementing 

dia has been quite active, the 
is very small in comparison to not only developed 

markets, but also some of the emerging market economies in Asia such as Malaysia, 

ountry comparison of corporate debt: 
country comparison of corporate debt: 

 

debt: GDP ratios 

 

% of GDP

Column1

Column2



Lokavishkar International E

 

 w w w . l i i r j . o r g           

According to the Securities and Exchange Board of India (SEBI) database, 
outstanding corporate bonds amounted to around 
10.5% of Gross Domestic Product (GDP) (SEBI 2012), whereas the proportion of 
bank loans to GDP in India is approximately 37%. In contrast, as seen in Figure 1 
below, outstanding corporate bonds are close to 90% of GDP i
corporate debt market is most developed and bond market financing has long replaced 
bank financing as a funding source for the corporates; around 34% in Japan and close 
to 60% in South Korea (Bank for International Settlements (BIS 2012). In
size, as of 2011, the Indian corporate debt market was close to 7% of that of China 
and 15% of that of South Korea (BIS 2012).
 
Figure 2: Funding split of long

Source: BIS (2012), World Bank Database (2012)

 
A comparison of corporate funding split with other economies shows a higher reliance 
of India on loans from banks and other financial institutions (Figure 2). Traditionally, 
bank finance coupled with equity markets and external borrowings has been the 
preferred funding source 
largely of government securities (G
debt market stood at �
the outstanding issuances of
approx.) (SEBI 2012).
The figures and statistics potentially demonstrate a huge funding gap that can be 
bridged by developing a well
things, as India aims to regain its erstwhile high growth rates of the early 2000s, there 
is bound to be a lot of pressure on infrastructure financing which is currently done 
primarily through budgetary support or bank credit and this is where a well
corporate debt market can play a significant role. 
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According to the Securities and Exchange Board of India (SEBI) database, 
ate bonds amounted to around � 9 trillion in 2011 making it nearly 

10.5% of Gross Domestic Product (GDP) (SEBI 2012), whereas the proportion of 
bank loans to GDP in India is approximately 37%. In contrast, as seen in Figure 1 
below, outstanding corporate bonds are close to 90% of GDP i
corporate debt market is most developed and bond market financing has long replaced 
bank financing as a funding source for the corporates; around 34% in Japan and close 
to 60% in South Korea (Bank for International Settlements (BIS 2012). In
size, as of 2011, the Indian corporate debt market was close to 7% of that of China 
and 15% of that of South Korea (BIS 2012). 

Figure 2: Funding split of long-term debt raised by corporates, 2011

Source: BIS (2012), World Bank Database (2012) 

A comparison of corporate funding split with other economies shows a higher reliance 
of India on loans from banks and other financial institutions (Figure 2). Traditionally, 
bank finance coupled with equity markets and external borrowings has been the 

ferred funding source for Indian corporates. The long-term debt market consists 
largely of government securities (G-Secs). In 2011, in terms of size, Indian c

� 9 trillion ($147 bn approx.) which was only 31% of G
standing issuances of which stood at a staggering � 28,427 billion ($464 bn 

approx.) (SEBI 2012). 
The figures and statistics potentially demonstrate a huge funding gap that can be 
bridged by developing a well-functioning corporate bond market. Among other 
things, as India aims to regain its erstwhile high growth rates of the early 2000s, there 
is bound to be a lot of pressure on infrastructure financing which is currently done 
primarily through budgetary support or bank credit and this is where a well
corporate debt market can play a significant role.  
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to 60% in South Korea (Bank for International Settlements (BIS 2012). In terms of 
size, as of 2011, the Indian corporate debt market was close to 7% of that of China 
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7. Conclusion 
India should have a well-developed and internationally comparable corporate debt 
market that is able to meet the growing financing requirements of the country’s 
dynamic private sector, there needs to be effective co-ordination and co-operation 
between the market participants that include investors and corporates issuing bonds as 
well as the regulators. Issues such as crowding of debt markets by government 
securities cannot be addressed by market participants and regulators alone. Better 
management of public debt and cash could result in a reduction in the debt 
requirements of the government, which in turn would provide more market space and 
create greater demand for corporate debt securities. 
Clearly, the market development for corporate bonds in India is likely to be a gradual 
process as experienced in other countries. It is important to understand whether the 
regulators have sufficient willingness to shift away from a loan-driven bank-
dependent economy and also whether the corporations themselves have strong 
incentives to help develop a deep bond market.  
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