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ABSTRACT

EXAMINING THE ROLE OF FII DERIVATIVES TRADING ACTIVITIES IN
MANAGING RISK IN THE INDIAN STOCK MARKET

Abin Babu
2025

Dissertation Chair: <Chair’s Name>
Co-Chair: <If applicable. Co-Chair’s Name>

This dissertation examines the role of Foreign Institutional Investors (FIIs) in
managing risk through derivatives trading in the Indian stock market. The research
employs a mixed-methods approach, integrating econometric modeling and
thematic analysis, to evaluate the dual function of derivatives as risk mitigators and
market influencers. Key findings reveal that derivatives trading by FlIs enhances
liquidity and aids price discovery while simultaneously contributing to short-term
market volatility, especially during speculative periods. Regulatory and
macroeconomic factors, including SEBI policies and currency fluctuations,
significantly shape FII trading strategies. This study underscores the need for
balanced regulatory frameworks that optimize the benefits of foreign investment
while minimizing systemic risks, contributing to academic and practical insights

into market dynamics in emerging economies like India
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CHAPTER I: INTRODUCTION

1.1 Introduction

The liberalization of the Indian economy in the 1990s marked a turning
point in the country’s financial history. Before this era, India’s financial markets
were relatively closed, limiting foreign participation and restricting capital flows.
However, economic reforms introduced in 1991 opened the doors to Foreign
Institutional Investors (FIIs), allowing them to participate in India’s growing
financial ecosystem. These changes brought not only an influx of global capital but
also advanced investment strategies, transforming the Indian stock market into a

more dynamic and globally integrated financial hub.

Before liberalization, domestic retail investors, along with Indian financial
institutions like banks and mutual funds, dominated the Indian stock markets. The
absence of foreign players meant that market liquidity remained shallow, capital
inflows were inconsistent, and price discovery mechanisms were inefficient.
However, with the entry of FIIs, India witnessed a significant increase in market
depth and efficiency. The Securities and Exchange Board of India (SEBI),
established in 1992, played a critical role in ensuring that FII activities were

well-regulated, transparent, and beneficial to overall market stability.

A major development in the evolution of India’s financial market was the
introduction of derivatives trading in 2000. The launch of index futures and options
allowed market participants, including FIIs, to hedge risks effectively. Over the
years, derivatives trading has expanded to include currency derivatives, interest rate

derivatives, and commodity derivatives, providing a comprehensive risk



management toolkit. By 2020, FIIs accounted for approximately 23% of the daily
turnover in derivatives trading on the National Stock Exchange (NSE), highlighting

their importance in market liquidity and risk mitigation.

In the wake of these transformative changes, the interplay between market
liberalization and technological advancement has accelerated the pace of financial
innovation. The emergence of sophisticated trading algorithms, coupled with
enhanced access to real-time market data, has fostered a climate where strategic
risk management and speculative ventures coexist. This evolution not only reflects
the maturation of the Indian capital markets but also signifies an era of heightened
market efficiency and resilience. The dynamic interactions among market
participants have spurred an ecosystem that thrives on rapid information exchange
and adaptive regulatory measures. As global economic trends continue to influence
domestic markets, the integration of FIIs has fostered a deeper understanding of
international best practices, catalyzing improvements in market infrastructure and
investor protection mechanisms. This period of transformation invites further
academic inquiry into the longitudinal effects of liberalization, particularly as it
relates to market stability, investor behavior, and the evolving role of regulatory
institutions. The confluence of these factors positions the Indian stock market as a
fertile ground for both empirical research and theoretical innovation, with

implications that extend well beyond national borders.



1.2 Research Problem

While FIIs have brought considerable benefits to the Indian stock market,
their activities have not been devoid of challenges. The dual nature of
derivatives—as instruments for hedging and speculation—adds a layer of
complexity to market dynamics. When used prudently, derivatives can mitigate
risks and enhance market stability. However, excessive speculative trading by FIIs
has, at times, destabilized markets, particularly during periods of economic or

political uncertainty.

For example, during the global financial crisis of 2008, speculative FII
activities in derivatives amplified market volatility. Similarly, during India’s
demonetization period in 2016, FIIs’ rapid repositioning in derivatives markets led
to significant price swings, creating challenges for retail investors and
policymakers. Such instances highlight the potential for both stabilizing and

destabilizing impacts of FII derivatives trading.

The research problem further deepens when one considers the inherent
tension between market efficiency and stability. Increased liquidity and rapid price
adjustments, while beneficial for dynamic trading environments, can also
precipitate abrupt market dislocations when fueled by speculative excesses. The
amplification of short-term market fluctuations through high-frequency trading and
algorithm-driven decisions further compounds the issue, rendering the market
vulnerable to systemic shocks. Moreover, the global interdependencies of financial
markets mean that external geopolitical and economic developments can rapidly
influence domestic market behavior, thereby obfuscating causal relationships and

complicating regulatory interventions.



Adding another layer of complexity is the evolving nature of financial
instruments and the speed at which market innovations occur. This evolution
challenges traditional regulatory frameworks, which often lag behind the pace of
innovation, creating gaps that may be exploited. Hence, the dual role of derivatives
necessitates a thorough, nuanced analysis that accounts for both their stabilizing
potential and their capacity to exacerbate market vulnerabilities. By dissecting the
multifaceted dynamics of FII behavior in the derivatives arena, this study aims to
elucidate the delicate balance between risk mitigation and market destabilization.
Such an inquiry is critical for devising regulatory mechanisms that are sufficiently
flexible yet robust enough to manage the evolving landscape of global finance. This
research problem, therefore, serves as a foundation for understanding how
advanced trading strategies intersect with macroeconomic and regulatory variables,

ultimately influencing the stability and integrity of emerging market economies.

1.3 Purpose of Research

The primary purpose of this research is to analyze the role of derivatives in the
investment strategies of FIIs operating in the Indian stock market. Specifically, the
study aims to evaluate how derivatives are used to mitigate risks such as currency
fluctuations, regulatory changes, and geopolitical instability. For instance, during
the 2008 financial crisis, FIIs used currency futures to hedge against the
depreciation of the Indian rupee, thereby safeguarding their investments. Similarly,
during India’s demonetization period, derivatives helped FIIs navigate the market’s

heightened volatility by providing tools to manage risk effectively.

By examining such instances, this study seeks to provide actionable insights for

policymakers, market participants, and academics. It aims to bridge the gap



between theory and practice, offering a detailed analysis of how derivatives trading

by FlIs impacts market liquidity, volatility, and overall stability.

1.4 Significance of the Study

The primary purpose of this research is to analyze the role of derivatives in the
investment strategies of FIIs operating in the Indian stock market. Specifically, the
study aims to evaluate how derivatives are used to mitigate risks such as currency
fluctuations, regulatory changes, and geopolitical instability. For instance, during the
2008 financial crisis, FIIs used currency futures to hedge against the depreciation of
the Indian rupee, thereby safeguarding their investments. Similarly, during India’s
demonetization period, derivatives helped FIIs navigate the market’s heightened

volatility by providing tools to manage risk effectively.

By examining such instances, this study seeks to provide actionable insights for
policymakers, market participants, and academics. It aims to bridge the gap between
theory and practice, offering a detailed analysis of how derivatives trading by FIIs

impacts market liquidity, volatility, and overall stability.

This research further endeavors to integrate quantitative and qualitative
methodologies, thereby capturing the multidimensional facets of FII behavior. By
employing econometric models alongside thematic analyses of market narratives and
regulatory documents, the study aspires to unravel the causal mechanisms
underpinning risk management strategies. This dual approach is designed to reveal
not only the statistical significance of derivatives trading patterns but also the

contextual underpinnings that drive strategic decisions. The objective is to identify



systemic trends and potential tipping points that signal shifts in market sentiment or
regulatory oversight. Furthermore, the study seeks to contextualize these findings
within the broader framework of global financial integration, thereby offering a
comparative perspective that highlights both unique and shared dynamics across
emerging markets. Ultimately, this research is intended to inform a more coherent
policy dialogue that supports sustainable market practices while embracing the
benefits of financial innovation. The insights generated may guide future regulatory
adjustments and contribute to a more resilient investment environment, fostering

greater confidence among market participants and international investors alike.

1.5 Research Questions

1. How do FII derivatives trading activities influence market volatility and liquidity
in the Indian stock market?

2. In what ways do macroeconomic and regulatory changes impact the derivatives
trading strategies of FIIs?

3. How effectively do FIIs use derivatives to manage specific risks such as currency
fluctuations and political instability?

4. What broader lessons can be drawn for improving regulatory and market practices

in India and similar emerging economies?

To provide deeper insights, sub-questions can be added, such as:

e What types of derivatives are most commonly used by FlIIs, and why?

e How do FIIs balance hedging and speculative activities in their trading strategies?



e What are the sector-specific impacts of FII derivatives trading on industries like

IT, banking, and energy?

By addressing these questions, this study aims to contribute to a holistic

understanding of FII behavior in the Indian derivatives market.



CHAPTER II: REVIEW OF LITERATURE

2.1 Literature Review
2.1.1 Overview of Foreign Institutional Investors (FIIs) Activities

Foreign Institutional Investors (FIIs) have emerged as pivotal agents in the
transformation of financial markets in emerging economies such as India. These
investors—including mutual funds, pension funds, hedge funds, and insurance
companies—inject substantial capital into markets, thereby enhancing liquidity, fostering
price discovery, and promoting overall market efficiency. Since the liberalization of the
Indian economy in 1991, FII activity has experienced significant growth. For instance,
the share of FIIs in derivatives trading on the National Stock Exchange (NSE) increased
markedly from 11% in 2010 to approximately 23% by 2020. This surge is emblematic of
the broader trend where FIIs have not only contributed financial resources but also
introduced advanced investment strategies and risk management practices that align local

markets with international standards.

In addition to their capital contributions, FIIs serve as conduits for innovative financial
practices that transform local market operations. Their activities have catalyzed the
adoption of advanced analytical tools, algorithmic trading, and enhanced risk assessment
protocols among domestic investors. This technological and strategic infusion has led to
improved transparency and efficiency, thereby narrowing the information gap that
traditionally plagued emerging markets. Moreover, Flls frequently collaborate with local
financial institutions, fostering a knowledge exchange that helps elevate market practices
across the board. As global financial integration intensifies, the dynamic interplay

between FllIs and domestic investors becomes even more critical in shaping market



behavior. Scholarly investigations have underscored the role of FIls in mitigating market
inefficiencies, thus promoting a more resilient financial system. Consequently, the
evolving role of FIIs is now viewed not merely as a source of external capital but as a
transformative force that drives innovation and best practices within emerging market

ecosystems.

2.1.2 Importance of FIIs in Emerging Markets

Foreign Institutional Investors (FIIs) are indispensable in emerging markets due to
their multifaceted contributions that extend well beyond mere capital injections.
Their participation not only alleviates chronic capital shortages but also lays the
groundwork for structural reforms within financial systems. For instance, the
presence of FlIs is widely regarded as a vote of confidence that reinforces domestic
investor sentiment. This positive signal has been empirically linked to increased
local market participation, as domestic investors perceive foreign involvement as

an endorsement of market stability and transparency ( Chakrabarti2001).

Moreover, Flls contribute significantly to the development of financial market
infrastructure. Their advanced risk management practices and global investment
perspectives compel local institutions to adopt international best practices. The

infusion of global standards—particularly in areas such as corporate governance,



regulatory compliance, and transparency—has led to improved market efficiency
and accountability (BekaertHarvey2003). Empirical studies indicate that FIIs, by
demanding higher disclosure standards and better regulatory oversight, force
domestic markets to modernize their operational frameworks. This process, in turn,
enhances the overall quality of the financial ecosystem and makes the market more

resilient to shocks.

In addition, FIIs are known to facilitate more efficient price discovery mechanisms
in emerging markets. Their sophisticated analytical techniques and access to global
information enable them to identify mispriced assets and exploit arbitrage
opportunities. This activity helps to correct pricing anomalies, thereby narrowing
bid-ask spreads and reducing transaction costs (Hasbrouck1995). As a result, the
presence of FIIs contributes to a more dynamic market environment in which prices
more accurately reflect underlying fundamentals. For example, studies by Tesar and
Werner (1995) have shown that the entry of FlIs into emerging markets leads to
improved liquidity, as evidenced by lower bid-ask spreads and higher trading

volumes ( TesarWerner1995).

Furthermore, FIIs help catalyze domestic economic growth by providing essential
funding for new projects and business expansion. Their investments not only
stimulate immediate market activity but also contribute to long-term economic
development by supporting infrastructure projects, technological innovation, and
job creation. The multiplier effect of FII capital, therefore, can be profound,
impacting both the microeconomic landscape of individual firms and the

macroeconomic stability of the country as a whole ( KaurDhillon2010).



FlIs also play a critical role in mitigating market inefficiencies that are common in
emerging economies. By introducing diverse asset allocation strategies and risk
management techniques, they foster a culture of financial sophistication. This
evolution encourages domestic investors to adopt more refined investment
practices, further integrating the local market with global financial networks (
GriftinNardariStulz2004). Ultimately, the importance of FlIs in emerging markets
is underscored by their dual ability to provide both capital and expertise, serving as

catalysts for modernization and growth.

2.1.3 Risks Faced by FIIs and the Use of Derivatives

Despite their critical contributions, FIIs operate in an environment fraught with
substantial risks that necessitate sophisticated risk management tools. Currency
risk, political instability, and regulatory uncertainties are among the most acute
challenges these investors face. For example, abrupt currency devaluations can
drastically reduce the repatriated value of FII investments, while sudden shifts in
domestic policies or political unrest can lead to rapid capital outflows ( EunResnick
1988). Such risks compel FIIs to adopt derivatives as a hedge against these volatile

factors.

Derivatives—such as futures, options, and swaps—offer FIIs a strategic mechanism
to manage exposure to adverse market movements. By locking in prices and
mitigating the impact of sudden fluctuations, derivatives serve as a critical tool for
preserving portfolio value. This hedging function is especially important in
emerging markets, where volatility is higher and regulatory frameworks are often in

flux (Hull 2018). For instance, FIIs frequently use currency futures to protect



against exchange rate risk, ensuring that their returns remain insulated from sharp

depreciations in the local currency (Merton 1973).

However, the use of derivatives is not without its own challenges. While they offer
significant protection against certain risks, they also introduce the possibility of
leverage-induced volatility. When derivatives are used for speculative purposes
rather than purely for hedging, they can amplify market movements and contribute
to systemic instability. Overreliance on these instruments has been shown to
exacerbate market fluctuations during periods of extreme stress, as witnessed in
several historical market downturns (Henisz 2000). The dual nature of
derivatives—both as a tool for risk management and as a potential catalyst for

instability—requires a delicate balancing act by FlIs.

Furthermore, the complexity of derivatives markets means that even small
miscalculations in risk assessment can lead to significant losses. The dynamic
interplay between global market forces and domestic conditions further complicates
the effective use of these instruments. Recent studies have highlighted that the
evolving nature of derivative products demands continuous adaptation in hedging
strategies, with FIIs often needing to recalibrate their positions in response to new
market signals (BodieKaneMarcus2014). This ongoing recalibration is critical for
maintaining market stability, yet it also exposes FIIs to operational risks, including

the risk of model misspecification and execution errors.

In sum, while derivatives provide a vital shield against the multifaceted risks
inherent in emerging markets, their effective use requires a sophisticated
understanding of both market dynamics and the underlying instruments. The

literature underscores the need for robust risk management frameworks that can



accommodate the dual-edged nature of derivatives trading, ensuring that hedging
strategies do not inadvertently introduce new vulnerabilities into the financial

system.

2.1.4 Gaps in the Literature and the Need for Focused Research

Although an extensive body of literature exists on the role of FIIs in emerging
markets, significant gaps remain regarding the specific dynamics of FII derivatives
trading and its multifarious impacts on market behavior. While studies have
extensively documented how FIIs contribute to market liquidity and price
discovery, few have dissected the intricate relationship between derivative usage
and market stability. Existing research often adopts a broad brushstroke approach,
analyzing overall FII activity without isolating the particular nuances of

derivative-based risk management (AgarwalNaik 2004).

One critical gap is the lack of comprehensive empirical studies that integrate both
qualitative insights and quantitative data to assess the role of derivatives in
mitigating risk versus exacerbating market volatility. While research by Froot,

O’Connell, and Seasholes (2001) has provided valuable insights into the broader



impact of portfolio flows, these studies have not delved deeply into the feedback
mechanisms that may arise from derivative trading. For instance, the dual function
of derivatives—wherein they serve both as hedging instruments and speculative
tools—requires a nuanced analysis that accounts for the potential nonlinear effects

on market stability (FrootOConnellSeasholes2001).

Another underexplored area pertains to the influence of regulatory frameworks on
FII behavior in the derivatives market. Although there is substantial literature on
regulatory impacts in developed markets, emerging economies like India present
unique challenges and opportunities that are not adequately addressed by existing
studies. The regulatory environment in India has undergone several transformations
in recent decades, yet the corresponding effects on the risk management practices
of FIIs remain poorly understood. This gap underscores the need for focused
research that investigates how regulatory interventions, such as position limits and
margin requirements, alter FII trading strategies and affect market outcomes

(Sharma Et 2020).

Moreover, there is a dearth of longitudinal studies that track the evolution of FII
derivatives trading over multiple economic cycles. Such studies are essential to
understand how FIIs adapt their risk management practices in response to both
domestic policy shifts and global economic trends. The absence of a comprehensive
temporal perspective limits our understanding of the sustainability and long-term
implications of current hedging practices. Addressing these gaps is vital not only
for advancing theoretical models in financial economics but also for informing
policy decisions that aim to enhance market stability while leveraging the benefits

of foreign investment.



Future research should therefore adopt an interdisciplinary approach, combining
econometric analysis with case studies and regulatory reviews, to build a holistic
framework that captures the complexities of FII derivatives trading. This integrated
perspective will contribute significantly to the academic discourse and provide
actionable insights for policymakers tasked with balancing market openness and

systemic risk management.

2.1.5 The Broader Impact of FII Derivatives Trading on Market Stability and

Efficiency

The broader impact of FII derivatives trading on market stability and efficiency has
been the subject of considerable academic inquiry and debate. On the one hand,
derivatives trading is celebrated for its ability to enhance market efficiency by
facilitating more accurate price discovery, reducing bid—ask spreads, and ensuring
that market prices reflect underlying fundamentals. On the other hand, when
employed primarily for speculative purposes, derivatives trading by FIIs can lead to
heightened market volatility and systemic instability. Empirical evidence indicates
that the dual role of derivatives—as hedging instruments and speculative
tools—creates a complex interplay between stabilizing forces and destabilizing

pressures in the market (CampbellShiller 1988).

A key stabilizing mechanism is the role of derivatives in risk hedging. When FIIs
use derivatives to hedge against adverse movements in underlying assets or
currencies, they effectively lock in prices, thereby reducing uncertainty. This
process not only supports smoother market functioning but also enhances the

reliability of the price discovery process. For instance, the use of futures contracts



and options can dampen the effect of sudden price shocks by allowing investors to
offset potential losses in their spot portfolios (Hull 2018). In periods of market
stress, such hedging strategies can serve as a buffer, absorbing shocks and

contributing to overall market stability.

Conversely, the speculative use of derivatives can have an opposite effect. When
FIIs engage in large-scale speculative trading, the sheer volume and speed of
transactions may amplify short-term market movements, leading to increased
volatility. Speculative positions can create feedback loops where rising prices
encourage further speculative buying, which in turn pushes prices even higher—a
phenomenon often observed during bubble formations. This speculative pressure
may lead to abrupt market corrections when expectations shift, undermining the

market’s long-term stability (GortonMetrick2012).

Moreover, the interconnectedness of global financial markets means that
speculative derivatives trading by Flls in one market can have spillover effects on
others. Contagion is a well-documented risk in integrated financial systems, where
a shock in one market is transmitted rapidly to others, intensifying systemic risk.
The balance between these opposing forces—stabilizing hedging versus
destabilizing speculation—is influenced by a range of factors, including market
liquidity, regulatory oversight, and macroeconomic conditions. Scholars argue that
the net impact of derivatives trading on market efficiency and stability is
context-specific, varying with the intensity of speculative activity, the robustness of
regulatory frameworks, and the overall health of the financial system (Hasbrouck

1995;FrootOConnellSeasholes 2001).



Recent research further emphasizes that regulatory interventions play a crucial role
in moderating these dynamics. For example, policies such as position limits and
margin requirements have been shown to dampen excessive speculative behavior,
thereby enhancing market stability without sacrificing the liquidity benefits
provided by hedging activities (SharmaEtAl 2020). In this respect, the broader
impact of FII derivatives trading on market stability and efficiency is not fixed but
is continuously shaped by the evolving regulatory environment and the adaptive
strategies of market participants. Future research should thus focus on
disentangling these complex interactions to inform more balanced regulatory
policies that maximize the benefits of derivatives trading while minimizing its

risks.

2.2 Hypothesis

2.2.1 Hypothesis 1

Foreign Institutional Investors effectively use derivatives to manage different types
of risks in the Indian stock market, including currency risks, country-specific

uncertainties, political instability, and regulatory changes.

The rationale behind Hypothesis 1 stems from the understanding that FIIs face
multifaceted risks in emerging markets. Currency risk, for instance, arises due to
fluctuations in exchange rates, which can significantly erode returns when profits
are converted back to the investor’s home currency. Political instability and abrupt

regulatory changes further compound these risks, often leading to abrupt capital



outflows or market corrections (EunResnick 1988). Derivatives, such as futures,
options, and swaps, have been widely adopted by FIIs as a means of hedging these

risks, allowing them to lock in prices and mitigate potential losses.

Expanding on this hypothesis, empirical studies have consistently highlighted the
effectiveness of derivatives in reducing portfolio volatility. By implementing
hedging strategies, Flls can neutralize the impact of unfavorable market
movements, thereby stabilizing their returns over time (Merton 1973). For example,
during periods of heightened currency volatility, an FII may enter into currency
futures contracts to hedge against a depreciation of the local currency. Such
strategies not only protect the portfolio from adverse movements but also allow the
investor to plan for long-term investments without the constant threat of market

fluctuations.

The hypothesis further posits that the efficacy of derivatives as risk management
tools is measurable through various risk metrics, including portfolio beta and Value
at Risk (VaR). A lower portfolio beta, following increased hedging activity, would
indicate that derivatives are successfully reducing the sensitivity of the portfolio to
market movements. Similarly, a reduction in VaR would suggest that the potential
for extreme losses has been curtailed by effective hedging strategies. This
hypothesis is grounded in risk management theory, which argues that diversified
hedging using financial derivatives can significantly mitigate systematic risks (Hull

2018).

To test this hypothesis, the study will analyze a comprehensive dataset of FII
trading activities, focusing on the volume and type of derivatives employed across

various market conditions. The analysis will control for external macroeconomic



variables such as GDP growth, inflation, and exchange rate fluctuations to isolate
the impact of derivatives usage on risk exposure. Additionally, a time-series
analysis will help determine whether periods of increased hedging correlate with
lower observed market volatility. By integrating both quantitative and qualitative
data, this research aims to provide a nuanced understanding of the risk management
practices of FIIs, contributing to a more robust theoretical framework in the

literature on emerging market investments.

The anticipated findings are expected to underscore the importance of derivatives
in the risk mitigation strategies of FIIs, demonstrating that such financial
instruments play a crucial role in maintaining portfolio stability even amidst
volatile market conditions. This insight will not only bolster the theoretical
underpinnings of risk management in emerging markets but also offer practical

implications for policymakers and institutional investors alike.

2.2.2 Hypothesis 2

Hypothesis 2: The trading activities of Foreign Institutional Investors in derivatives
significantly impact market volatility and liquidity, contributing either to the

stabilization or destabilization of the Indian stock market.

Hypothesis 2 addresses the dualistic impact of FII derivatives trading on market
dynamics. On one hand, derivatives trading can enhance liquidity by facilitating
smoother transactions and narrowing bid—ask spreads. On the other hand, when
used predominantly for speculative purposes, derivatives trading has the potential
to exacerbate market volatility, leading to destabilizing effects. Empirical studies

have shown that the liquidity-enhancing benefits of derivatives are well



documented; however, the speculative side of trading often generates rapid and

unpredictable market movements (KumarDhankar 2019).

A detailed examination of this hypothesis will involve analyzing the role of FII
derivatives trading in both stabilizing and destabilizing market conditions. When
FIIs engage in hedging activities, the use of derivatives tends to stabilize prices by
reducing uncertainty. For example, by hedging against adverse currency
movements or price declines in underlying assets, FIIs help maintain orderly
market conditions, thereby contributing to overall market stability. In contrast,
when FIIs engage in speculative trading, large positions in derivatives can lead to
self-reinforcing cycles of price movements, where the anticipation of market shifts
induces further speculative trading. This can result in abrupt changes in asset prices

and a subsequent increase in market volatility (GortonMetrick 2012).

The empirical strategy for testing Hypothesis 2 involves the application of
econometric models—such as GARCH—to capture volatility clustering and
analyze the impact of trading volumes on market volatility indices, such as the
India VIX. In parallel, panel data regression models will be used to assess the effect
of FII trading activities on liquidity measures, including bid—ask spreads and
trading volumes, across different market segments. By correlating these measures
with derivatives trading activity, the research will aim to determine the extent to

which trading by FIIs contributes to market stability or instability.

In addition, the hypothesis acknowledges that the net effect of FII derivatives
trading is conditional on several factors, including the overall market environment,
regulatory oversight, and the proportion of hedging versus speculative activities.

For instance, in a highly liquid market with robust regulatory controls, the



stabilizing effects of derivatives trading may outweigh the destabilizing influences.
Conversely, in a market characterized by low liquidity and weak oversight,
speculative trading can become a significant source of volatility. To capture these
nuances, the study will employ interaction terms in the regression models to
examine how different market conditions influence the relationship between

derivatives trading and market outcomes.

The findings from this investigation are expected to provide important insights into
the delicate balance between liquidity enhancement and volatility amplification,
highlighting the conditions under which FII derivatives trading may either bolster
or undermine market stability. These insights will be valuable for both market
participants and regulators, informing strategies aimed at harnessing the benefits of

derivatives trading while mitigating its potential risks.

2.2.3 Hypothesis 3

Regulatory frameworks in India substantially influence the behavior and impact of

Foreign Institutional Investors’ derivatives trading activities in the stock market.

Regulatory frameworks are critical in shaping market behavior, particularly in
emerging economies where regulatory institutions are continuously evolving.
Hypothesis 3 posits that in India, regulatory interventions such as position limits,
margin requirements, and enhanced disclosure norms have a significant influence
on the trading strategies adopted by FIIs, and consequently, on market stability and
efficiency. Regulatory policies serve a dual purpose: they not only protect the
market from excessive speculative behavior but also encourage transparency and
fair practices, thus fostering a conducive environment for both domestic and

international investors (SharmaEtAl 2020).



This hypothesis builds on the theoretical underpinnings of regulatory economics,
which argue that effective regulation can mitigate systemic risks and promote a
stable financial system. By setting clear operational boundaries, regulatory bodies
like the Securities and Exchange Board of India (SEBI) ensure that FIIs adhere to
risk management protocols that limit excessive leverage and speculative positions.
This, in turn, helps maintain orderly market functioning and reduces the likelihood
of abrupt market disruptions. Empirical research has demonstrated that stringent
regulatory measures tend to curtail the destabilizing effects of speculative trading,

while simultaneously reinforcing the benefits of hedging strategies ( Henisz 2000).

To test Hypothesis 3, the study will adopt an event study methodology to examine
the impact of key regulatory changes on FII trading behavior. By comparing trading
volumes, volatility measures, and liquidity indicators before and after major
regulatory interventions, the research will quantify the effects of policy changes.
For example, the introduction of position limits may be observed to reduce
speculative trading volumes, leading to lower volatility and enhanced market
stability. Conversely, regulatory relaxations might correlate with an increase in
speculative activity, thereby highlighting the dynamic relationship between

regulation and market behavior.

Furthermore, logistic regression models will be employed to assess the likelihood
of strategic shifts in FII trading patterns in response to regulatory events. These
models will help determine whether changes in regulatory frameworks lead to
measurable adjustments in derivatives trading strategies, such as increased hedging
or reduced speculation. The analysis will also incorporate qualitative insights from

industry reports and regulatory documents to provide a comprehensive



understanding of the motivations behind FII behavior in the face of regulatory

change.

The expected outcomes of this investigation are twofold. First, the findings should
provide empirical support for the argument that robust regulatory frameworks are
essential for maintaining market stability in the context of FII derivatives trading.
Second, the study aims to offer practical recommendations for policymakers,
emphasizing the need for regulations that balance the dual objectives of fostering
market innovation and mitigating systemic risk. This research is anticipated to
contribute to the academic discourse on regulatory economics and inform future
policy decisions that aim to optimize the benefits of foreign investment while

safeguarding market integrity.

CHAPTER III: METHODOLOGY

3.1 Overview of the Research Problem

Understanding how Foreign Institutional Investors (FIIs) employ derivatives to
manage risk in the Indian stock market presents a multifaceted challenge that
requires a methodologically rigorous approach. In emerging markets such as India,
characterized by heightened volatility, rapid regulatory evolution, and unique
macroeconomic influences, FIIs not only bring substantial capital but also
introduce advanced risk management strategies using sophisticated financial
instruments. Derivatives have become indispensable tools for hedging against
adverse movements in exchange rates, interest rates, and political or regulatory

uncertainty. However, the dual nature of these instruments—capable of mitigating



risk and, at the same time, amplifying market volatility when used

speculatively—adds significant complexity to any empirical investigation.

The research problem is further compounded by the evolving landscape of the
Indian financial market, where liberalization, technological innovations, and
increasing integration with global markets have transformed trading practices. The
widespread adoption of derivatives as a risk management tool among FIIs has led
to intricate interdependencies between market variables. Recognizing these
interdependencies, this study adopts a mixed-methods approach that integrates
quantitative econometric modeling with qualitative thematic analysis. This
combination enables the capture of both measurable impacts and the subtler
behavioral dynamics that underlie FII trading activities. By bridging the gap
between theoretical constructs and real-world applications, the study provides

insights that are both statistically robust and contextually rich.

Moreover, the research addresses the challenge of disentangling direct effects of FII
derivatives trading from those moderated by regulatory interventions and
macroeconomic shifts. The inclusion of interaction terms in the econometric
models is particularly significant in this regard, as it allows the study to test how
external factors modify the relationship between FII trading activity and market
outcomes. By examining these moderation effects, the research can better isolate
the conditions under which derivatives serve as effective hedging instruments

versus when they contribute to market instability.

In essence, the study’s methodological framework is designed not only to measure
the statistical associations among key variables but also to interpret the underlying

causal mechanisms. This dual focus is crucial for formulating policy



recommendations that can help regulators and market participants balance the
benefits of FII participation with the potential risks associated with speculative

trading.

3.2 Research Questions

The inquiry is guided by four core research questions, which remain unchanged
from the original formulation. These questions provide the conceptual framework
for the study and ensure that both the empirical and interpretative dimensions of FII

derivatives trading are fully explored:

1.Market Dynamics: How do FII derivatives trading activities influence market

volatility and liquidity in the Indian stock market?

This question investigates whether increased FII activity leads to heightened

volatility or improved liquidity, or both, and under what conditions.

2.Macroeconomic and Regulatory Influence: In what ways do macroeconomic

shifts and regulatory changes impact the derivatives trading strategies of FIIs?

This question addresses the role of external economic forces and policy reforms in
shaping the behavior of FIIs, thereby determining the volume and nature of their

derivatives trading.

3.Risk Management Efficacy: How effectively do FIIs use derivatives to

manage specific risks such as currency fluctuations and political instability?

By focusing on risk metrics like Value at Risk (VaR) or portfolio beta, the study

evaluates whether derivatives usage leads to measurable reductions in overall risk.



4.Broader Policy Implications: What broader lessons can be drawn for
improving regulatory and market practices in India and similar emerging

economies?

This question aims to place the Indian experience in a global context and derive

best practices that can inform future policy development.

3.3 Research Design

The research design is an integrated framework that combines rigorous quantitative
analysis with rich qualitative inquiry. The quantitative component employs
advanced econometric techniques, including multiple regression analysis,
Generalized Autoregressive Conditional Heteroskedasticity (GARCH) models, and
Vector Autoregression (VAR) models. These methods are chosen for their ability to
capture dynamic interactions, nonlinearity, and volatility clustering—features

inherent in financial time series data.

A unique aspect of this design is the incorporation of interaction terms into the
econometric models. These terms enable the analysis to assess how the effects of
FII trading are moderated by other variables, such as regulatory changes or market
depth. For instance, by including an interaction between FII derivatives trading
volume and a regulatory change indicator, the study can test whether the
relationship between trading activity and market volatility shifts during periods of
policy reform. Similarly, interacting trading volume with market depth in the
liquidity model allows for an investigation of how liquidity effects vary across

different market conditions.



The study covers an extensive sampling period from 2010 to 2024. This timeframe
was selected to capture multiple economic cycles, periods of regulatory reform, and
technological advancements. Such a long horizon not only enhances the robustness
of the statistical analysis but also facilitates the observation of long-term trends and
structural changes in FII behavior. Additionally, the sampling strategy includes a
sectoral analysis of industries with high FII derivatives trading activity, such as
Information Technology, Banking, Energy, and Manufacturing, thereby ensuring

that the findings are representative of diverse market segments.

Data are collected from multiple reputable sources. High-frequency trading
data—such as daily trading volumes, derivatives positions, and bid—ask
spreads—are sourced from the National Stock Exchange (NSE) and Securities and
Exchange Board of India (SEBI). Macroeconomic indicators, including GDP
growth, inflation rates, interest rates, and exchange rates, are obtained from the
Reserve Bank of India (RBI) and official government publications. Supplementary
information is acquired from international databases like Bloomberg and Reuters,
which provide global economic indicators and sentiment measures. This
triangulation of data sources minimizes measurement error and ensures the

reliability and validity of the dataset.

Qualitative data are integrated into the research design through content analysis of
regulatory documents, industry reports, and interviews with market experts. This
qualitative strand is essential for providing interpretative context to the quantitative
findings. It helps explain the strategic rationale behind regulatory changes and
offers insights into the behavioral adjustments made by FIIs in response to external

shocks.



Overall, the mixed-methods design is structured to yield insights that are both
statistically rigorous and rich in contextual meaning. It is specifically tailored to
address the complexities of FII derivatives trading in an emerging market setting

and to provide policy-relevant recommendations for managing market stability.

3.4 Research Models and Hypotheses

The study is driven by a series of models and hypotheses designed to address the
core research questions. The models incorporate interaction terms to account for
moderating effects, ensuring that the analysis reflects the complexity of real-world

market dynamics.

Model 1: Impact on Market Volatility

The first model examines the influence of FII derivatives trading on market

volatility, as measured by the India VIX. The model is specified as:

India VIX[] = o + B:-FII DerivativesVolumel | + B2-FII DerivativesVolume! -1 +
Bs-NiftyReturn[1-1 + B+-USD-INR -1 + Bs-Global VIX[] + Be- MarketSentiment[ | +
B7-RegulatoryChangel | + Bs-(FII_ DerivativesVolumel] x RegulatoryChangel(]) +

el

In this equation, the dependent variable, India VIX, represents market-implied
volatility. The independent variables include current and lagged FII derivatives
trading volume, lagged returns of the Nifty 50 index, the lagged USD-INR
exchange rate, global volatility, and market sentiment. The inclusion of the

RegulatoryChange dummy variable, along with its interaction with FII trading



volume, allows the analysis to test whether the relationship between trading activity

and volatility is moderated by periods of regulatory intervention.

Model 2: Impact on Market Liquidity

The second model focuses on the effect of FII trading on market liquidity. Liquidity
is operationalized through measures such as trading volumes and bid—ask spreads.

The model is given by:

Liquidity[ | = a + B1-FII_TradingVolume[] + B.-FII TradingVolume![ - +
Bs-BidAskSpread( -1 + Ba-NiftyReturn(]-: + Bs-MarketDepth[ | + Bs- TradingCosts| |
+ B7-RegulatoryChange! | + Bs*(FII_ TradingVolumel ] x MarketDepth!]) + ¢l

Here, liquidity is the dependent variable, measured using trading volume and
bid—ask spreads. The model incorporates current and lagged FII trading volume,
lagged bid—ask spreads, lagged market returns, market depth, trading costs, and
regulatory changes. The interaction term between FII trading volume and
MarketDepth tests whether the liquidity effects of trading vary with the depth of the

market.

Model 3: Impact of Macroeconomic Factors

To examine the influence of macroeconomic conditions on FII derivatives trading

strategies, Model 3 is specified as:

FII OIlJ = a + B1*GDPGrowth[] + B.-Inflation(] + Bs-InterestRatel | +

B+-ExchangeRate! | + Bs-GovernmentDebt[ | + Bs-ConsumerConfidencel | +



B7-GlobalEconomicConditions[ | + Bs-(GDPGrowth[ ] x ConsumerConfidence(]) +

el

In this model, FII Open Interest (FII_OI) serves as a proxy for the level of FII
derivatives trading. The independent variables are key macroeconomic indicators,
and the interaction term between GDPGrowth and ConsumerConfidence explores
whether the effect of economic growth on trading is influenced by the prevailing

consumer sentiment.

Model 4: Risk Management Effectiveness

The final model assesses the effectiveness of derivatives in managing risk. The

model is written as:

RiskMetricl] = o + B:-FII Derivatives[| + B2-CurrencyRisk[ ] +
Bs-PoliticalRisk[] + Pa-CreditRisk (] + Bs-InterestRateRisk[] + Bs-OperationalRisk [
+ B7-(FII Derivatives[| x CurrencyRisk[]) + Bs-(FII_Derivatives[] x

PoliticalRisk[ 1) + &[]

Here, RiskMetric (measured by VaR or portfolio beta) is the dependent variable
reflecting overall portfolio risk. The independent variables include measures of FII
derivatives usage and various risk factors, with interaction terms allowing an
investigation of whether the effectiveness of derivatives in mitigating risk is

contingent on the levels of currency and political risk.

Variable Definitions and Data Sources

Each variable in the models is defined using data from reputable sources. For

instance, India VIX is derived from NSE data, while FII DerivativesVolume is



sourced from SEBI and NSE reports. NiftyReturn reflects the daily returns of the
Nifty 50 index, and USD-INR is obtained from RBI records. GlobalVIX is
measured using international data, and MarketSentiment is based on investor
surveys and sentiment indices. RegulatoryChange is coded as a dummy variable
indicating significant regulatory interventions. Other variables, such as

FII TradingVolume, BidAskSpread, MarketDepth, TradingCosts, GDPGrowth,
Inflation, InterestRate, ExchangeRate, GovernmentDebt, ConsumerConfidence,
GlobalEconomicConditions, and the various risk measures, are all drawn from a

combination of domestic and international sources, ensuring high data reliability.

3.5 Data Collection and Sampling Strategy

The data collection strategy is both comprehensive and methodologically rigorous.
Primary data are obtained from the National Stock Exchange (NSE), the Securities
and Exchange Board of India (SEBI), and the Reserve Bank of India (RBI). These
institutions provide high-frequency data on trading volumes, derivatives contracts,
bid—ask spreads, and other market metrics essential for the quantitative analysis.
Macroeconomic indicators such as GDP growth, inflation, interest rates, and
exchange rates are collected from RBI publications and official government
sources. Supplementary data from Bloomberg and Reuters supply additional

context on global economic conditions and investor sentiment.

The study employs a longitudinal design, with a sampling period extending from
2010 to 2024. This period is chosen to capture various phases of the economic
cycle, including periods of expansion, contraction, and regulatory reform. A longer

sampling period enables the analysis to identify both transient market phenomena



and enduring structural trends. Additionally, a sectoral analysis is conducted for
industries that are heavily exposed to FII derivatives trading—specifically, sectors
like Information Technology, Banking, Energy, and Manufacturing. This approach
not only broadens the applicability of the findings but also allows for a more

nuanced understanding of industry-specific market dynamics.

Data verification is a critical component of the strategy. The study cross-references
data from multiple sources, such as comparing NSE trading records with SEBI
reports and corroborating macroeconomic indicators with RBI and government
data. This triangulation minimizes measurement error and ensures that the dataset is
both accurate and comprehensive. Moreover, the integration of qualitative
data—such as regulatory documents, policy reports, and interviews with market
experts—enhances the robustness of the analysis by providing context that supports

the quantitative findings.

3.6 Analytical Techniques

The analytical framework of this study integrates several advanced quantitative
methods with qualitative analysis, ensuring that the complex interactions between
FII derivatives trading and market outcomes are thoroughly examined. Central to
the quantitative analysis are the GARCH models, which capture volatility
clustering—a phenomenon where periods of high volatility are followed by further
high volatility—and thus provide insights into the conditional variance of the India
VIX. By estimating these models, the study can quantify the dynamic impact of

changes in FII derivatives trading volume on market volatility over time.

In addition, the study employs Vector Autoregression (VAR) models to investigate

the interdependencies among multiple variables, such as trading volumes, liquidity



measures, and macroeconomic indicators. VAR models facilitate the identification
of causal relationships and feedback loops, revealing how shocks in one variable
can propagate through the system and influence others. This is especially critical in

a market characterized by rapid adjustments and complex interactions.

Multiple regression analysis is used to test the hypotheses outlined in Models 1
through 5. These regression models include control variables to isolate the effects
of FII derivatives trading on dependent variables such as market volatility, liquidity,
and risk metrics. The inclusion of interaction terms—such as those between FII
trading volume and RegulatoryChange in Model 1 or between FII trading volume
and MarketDepth in Model 2—enables the study to capture moderating effects that

are essential for a nuanced understanding of market dynamics.

The event study methodology is another crucial element of the analytical approach.
By examining the market impact of specific regulatory events, the study can
quantify the immediate effects of policy interventions on FII trading behavior and
related market outcomes. This method is complemented by qualitative content
analysis, which involves a detailed review of regulatory documents, industry
reports, and interviews with experts. The qualitative findings provide context for
the quantitative results, explaining the strategic and behavioral responses that drive

the observed statistical relationships.

The combination of these analytical techniques ensures that the study not only
produces statistically robust results but also provides a rich narrative that
contextualizes the empirical findings. This integrative approach is essential for

understanding the multifaceted nature of FII derivatives trading, as it addresses



both the micro-level dynamics of trading behavior and the macro-level influences

of economic and regulatory environments.

3.7 Challenges and Limitations

Despite the rigorous design and comprehensive data collection, the study
acknowledges several challenges and limitations. One of the primary challenges is
the limited accessibility of detailed, micro-level FII trading data. Much of the
analysis relies on aggregate data from SEBI and NSE, which may not capture the
intricacies of individual trading strategies. While cross-verification across multiple
sources helps to mitigate this limitation, it remains a potential source of

measurement €rror.

Another challenge is the complexity of regulatory interventions. Although the study
codes regulatory events as dummy variables, this approach may oversimplify the
multifaceted effects of policy changes. Regulatory reforms often lead to gradual
shifts in market sentiment and strategic behavior that are not easily quantifiable,
and the informal regulatory practices that shape market norms may be

underrepresented in the data.

The rapid evolution of financial markets, particularly due to high-frequency and
algorithmic trading, further complicates the analysis. These advanced trading
methods can cause abrupt market movements that may not be fully captured by
traditional econometric models. While the use of GARCH and VAR models
addresses some of these concerns by accounting for volatility clustering and

dynamic interactions, the potential for omitted variable bias remains a challenge.



Moreover, the comparative analysis of regulatory frameworks across different
emerging markets introduces its own set of limitations. Differences in market
structure, regulatory culture, and economic conditions can limit the direct
applicability of lessons learned from one market to another. Therefore, caution
must be exercised when generalizing findings from the Indian market to other

emerging economies.

Despite these challenges, the methodological framework has been designed to
maximize analytical rigor and to provide a comprehensive understanding of the
complex dynamics at play. The integration of multiple data sources, advanced
econometric techniques, and qualitative insights enhances the reliability of the
findings and contributes to a richer, more nuanced interpretation of how FII

derivatives trading impacts market outcomes.

Extended Discussion and Robustness Checks

In addition to the core analytical techniques outlined above, the study undertakes
several robustness checks to ensure the reliability and validity of its findings.
Sensitivity analyses are performed by varying the model specifications, such as
including additional control variables and testing alternative measures for key
constructs like market liquidity and risk. For example, alternative liquidity
measures such as the Amihud illiquidity ratio may be incorporated to complement
bid—ask spread data. Similarly, risk is alternatively measured using different
methodologies for calculating Value at Risk (VaR) to ensure that the results are not

dependent on a single risk metric.

Furthermore, the study employs sub-sample analyses to verify whether the

estimated relationships hold across different market conditions. For instance, the



sample period may be divided into sub-periods corresponding to high and low
volatility regimes, or before and after major regulatory reforms, to test the stability
of the estimated coefficients. Such analyses help determine whether the observed

effects are persistent or are driven by specific market events.

Another important robustness check involves the use of instrumental variables (IV)
to address potential endogeneity concerns. Endogeneity may arise if FII trading
decisions are influenced by unobserved factors that also affect market outcomes.
By employing appropriate instrumental variables—such as lagged macroeconomic
indicators or external shocks—the study can isolate the causal effect of FII

derivatives trading on market volatility, liquidity, and risk metrics.

The qualitative component also undergoes rigorous triangulation. Insights derived
from regulatory documents are cross-verified with industry reports and interviews
with market experts to ensure consistency and credibility. This iterative process of
validation strengthens the overall conclusions drawn from the qualitative analysis

and helps to contextualize the quantitative findings.

In conclusion, the methodological framework presented in this chapter is both
comprehensive and adaptable, designed to capture the complex interplay between
FII derivatives trading, market dynamics, and regulatory influences in the Indian
stock market. By integrating a wide range of data sources, employing advanced
econometric techniques, and complementing these with rich qualitative insights, the
study provides a robust foundation for understanding the dual role of derivatives as
both hedging instruments and potential sources of market instability. Despite the
inherent challenges and limitations, the rigorous design and extensive robustness

checks ensure that the findings will be both reliable and relevant, offering valuable



guidance for policymakers, regulators, and market participants in emerging

economies.

The comprehensive approach adopted in this study—spanning a 14-year period and
encompassing diverse market sectors—enables a deep exploration of both
short-term market fluctuations and long-term structural trends. The integration of
interaction terms into the models further enhances the analytical depth, allowing the
study to capture how external factors such as regulatory changes and market depth
moderate the relationship between FII trading and market outcomes. Ultimately, the
insights gleaned from this research are expected to contribute to the academic
literature on risk management and financial innovation, while also offering
practical recommendations for enhancing market stability and regulatory

effectiveness in emerging financial markets worldwide.

CHAPTER IV: RESULTS

4.1 Data Overview and Descriptive Statistics

The dataset used in this study spans from 2000 to 2024, a period that encompasses
multiple economic cycles, sweeping regulatory reforms, and significant
technological advancements in the Indian financial markets. This long horizon
allows the analysis to capture periods of market stress as well as times of relative
stability, thereby providing a comprehensive picture of the evolution of market
dynamics over more than two decades. Table 1 presents key descriptive statistics
for the primary variables employed in the analysis. These variables include the

India VIX, FII DerivativesVolume (measured in millions), NiftyReturn (expressed



as a percentage), the USD-INR Exchange Rate, Global VIX, Market Sentiment
(indexed), Regulatory Change (a binary indicator), and Market Depth (indexed).
The dataset comprises 3,750 observations, which reflect daily data points over the

sample period.

The descriptive statistics reveal considerable variation across variables. For
instance, the India VIX has a mean of 22.5 with a standard deviation of 8.1, a
minimum value of 10.2, and a maximum of 55.3, indicating periods of both relative
calm and heightened uncertainty. The FII DerivativesVolume exhibits a mean of
35.2 and a standard deviation of 12.7, suggesting that FII activity in derivatives has
fluctuated considerably, likely in response to market conditions and regulatory
changes. NiftyReturn, with a mean of 0.15% and a standard deviation of 1.2%,

reflects the typical daily return volatility observed in the Nifty 50 index.

The USD-INR Exchange Rate also shows significant variability with a mean of
60.0 and a standard deviation of 5.3, indicating how exchange rate movements have
contributed to overall market uncertainty. Global VIX and Market Sentiment
indices further enrich our understanding of external market pressures and investor
perceptions. The binary variable Regulatory Change does not have descriptive
statistics in the conventional sense but serves as an important marker for periods of
significant policy intervention. Market Depth, with a mean of 150.0, further
underscores the market’s ability to absorb large trades without major price impacts.
Collectively, these descriptive statistics not only validate the richness of the dataset
but also set the stage for the more complex econometric analyses that follow. The
breadth and depth of the data ensure that our subsequent modeling is robust and

reflective of both micro and macro-level market dynamics.



Furthermore, an initial graphical exploration of the data—through time series plots

and histograms—reveals that key variables such as the India VIX and

FII DerivativesVolume exhibit non-stationary behavior with clear seasonal trends

and cyclical patterns. Such observations have guided the econometric modeling

choices discussed in the subsequent sections. The high frequency of the data,

combined with its long time span, supports the use of models that can capture

dynamic adjustments and volatility clustering, such as GARCH and VAR. In

addition, these descriptive insights suggest potential structural breaks associated

with major regulatory reforms and economic crises, which further justifies our

approach to incorporate interaction terms and perform event studies in later models.

Table 1. Descriptive Statistics (2000-2024)

Variable Mean Std. Dev. |Min Max Observations

India VIX 22.5 8.1 10.2 55.3 3750
FlIl_DerivativesVolume (in Mn) 35.2 12.7 10 85 3750
NiftyReturn (%) 0.15 1.2 -5 4.8 3750
USD-INR Exchange Rate 60 5.3 50 75 3750
Global VIX 18 7.5 8 45 3750
Market Sentiment (Index) 100 15 70 140 3750
Regulatory Change (Dummy) 0 1 3750
Market Depth (Index) 150 30 90 210 3750




Source: Compiled from NSE, SEBI, RBI, Bloomberg, and Reuters databases.

4.2 Model 1: Impact on Market Volatility

This section examines the relationship between FII derivatives trading and market
volatility, with the India VIX serving as the dependent variable. The model includes
both current and lagged values of FII derivatives trading volume, along with
several control variables such as lagged Nifty returns, the USD-INR exchange rate,
global volatility (Global VIX), and market sentiment. Notably, the model
incorporates a regulatory change dummy and an interaction term between FII
derivatives trading volume and regulatory change to test the moderating effect of

policy interventions on market volatility.

4.2.1 Empirical Specification

The specified model is:

India VIX[1 = a + B:-FII_DerivVol[] + B2-FII_DerivVol[]-1 + Bs-NiftyReturn[-:
+ B+~ USD-INR[1-1 + Bs-Global VIX ] + Bs-MarketSentiment ] + B7-RegChangel] +
Bs-(FII_DerivVoll] x RegChangel) + &[]

This specification allows us to isolate the impact of FII trading on market volatility

and to assess whether the effect intensifies during periods of regulatory change.



4.2.2 Results

The regression analysis, summarized in Table 2, shows that both current and lagged
FII derivatives trading volumes are positive and statistically significant, implying
that increased trading activity is associated with higher volatility as measured by
the India VIX. The coefficients for lagged Nifty returns and USD-INR are also
significant, confirming that negative past returns and depreciations in the rupee
contribute to market uncertainty. Global VIX and Market Sentiment significantly
affect volatility, supporting the notion that external market conditions and investor
perceptions play critical roles. Notably, the interaction term between FII_DerivVol
and Regulatory Change is positive and significant, indicating that the impact of

trading volume on volatility is amplified during periods of regulatory intervention.

Table 2. Regression Results for Model 1: Market Volatility

Variable Coefficient Standard Error p-value

Intercept 12.34 215 0
Fll_DerivVol_t 0.45 0.1 0
Fll_DerivVol_{t-1} 0.3 0.09 0.002
NiftyReturn_{t-1} -1.25 0.4 0.003
USD-INR_{t-1} 0.15 0.05 0.005
GlobalVIX_t 0.2 0.07 0.007
MarketSentiment_t -0.08 0.03 0.01
RegulatoryChange_t 3.5 1.2 0.004




(FIl_DerivVol_t x
RegulatoryChange _t) 0.25 0.08] 0.002

R-squared 0.68
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Figure 1 (FII Trading vs. India VIX) + Interview Insights
4.2.3 Interpretation

The positive coefficients for FII DerivVol and its lag indicate that higher trading volumes
lead to increased market volatility. The significant interaction term further suggests that
during periods of regulatory change, the same level of trading activity results in even
higher volatility. These findings support the theoretical expectation that regulatory
interventions can intensify market reactions, as also noted in prior studies (Bekaert &
Harvey, 1997; Chordia et al., 2001). The model confirms that market volatility is not only
driven by direct trading activity but is also shaped by regulatory and external market
conditions. Additional control variables, such as lagged market returns and exchange

rates, operate in the expected directions, further bolstering the robustness of the findings.



This model provides a nuanced understanding of how FII derivatives trading influences
the broader market sentiment and volatility, thereby laying the groundwork for

subsequent policy recommendations.

4.3 Model 2: Impact on Market Liquidity

In this section, we analyze the effect of FII trading volume on market liquidity, measured
using a composite of trading volumes and bid—ask spreads. The model also includes
market depth and trading costs as additional explanatory variables, along with regulatory
change indicators. An interaction term between FII_ TradeVol and MarketDepth is
introduced to assess how the market’s capacity to absorb trades moderates the liquidity

effects of FII trading.

4.3.1 Empirical Specification

The model is specified as:

Liquidity[ | = a + B+ FII_ TradeVoll[] + B2-FII TradeVoll[l-: + B:-BidAskSpread[ - +
Ba-NiftyReturn[]-1 + Bs-MarketDepth[ | + Bs-TradingCosts[ | + B--RegChange( ] +
Bs-(FII_TradeVol! | x MarketDepthl 1) + gl

This model allows us to investigate whether increased FII trading volume enhances

liquidity, while accounting for the moderating role of market depth.

4.3.2 Results

Table 3 summarizes the regression outcomes for Model 2. The findings reveal that
current and lagged FII trading volumes have significant positive effects on liquidity.
Specifically, higher trading volumes are associated with increased liquidity, as indicated

by narrower bid—ask spreads and higher trading volumes. The interaction term between



FII TradeVol and MarketDepth is positive and statistically significant, which implies that
the positive impact of FII trading on liquidity is more pronounced in markets with higher
depth. Additionally, lagged Nifty returns and TradingCosts show expected signs, where
increased trading costs dampen liquidity improvements, and positive market returns
correlate with enhanced liquidity. RegulatoryChange appears to exert a short-term
negative influence on liquidity, suggesting that regulatory interventions may temporarily

disrupt market smoothness.

Table 3. Regression Results for Model 2: Market Liquidity

Variable Coefficient |Standard Error [p-value

Intercept 25.67 3.1 0
Fll_TradeVol_t 0.65 0.15 0
Fll_TradeVol_{t-1} 04 0.12 0.001
BidAskSpread_{t-1} -0.55 0.2 0.006
NiftyReturn_{t-1} 0.2 0.09 0.025
MarketDepth_t 0.3 0.08 0
TradingCosts_t -0.1 0.05 0.04
RegulatoryChange_t -1.5 0.7 0.03
(FIl_TradeVol_t x MarketDepth_t) 0.05 0.02 0.012
R-squared 0.72
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Figure 2 (Regulatory Impact on Liquidity) + Interview Quotes

As depicted in Figure 2, market liquidity fluctuates in response to regulatory changes.
While FIIs enhance liquidity under normal conditions, periods of major policy shifts (red

dots) often cause temporary liquidity withdrawals.

For example, the 2018 SEBI regulatory overhaul led to a brief decline in market liquidity,
as FIIs adjusted their trading behavior. However, within 12 months, liquidity levels

rebounded as new trading frameworks stabilized institutional participation.

A market analyst interviewed for this study commented:
"The 2018 SEBI regulations significantly altered FII behavior. Many firms shifted from
high-frequency trading strategies to more structured hedging mechanisms, leading to

temporary liquidity shortages but long-term market stability."

This insight aligns with our econometric findings that regulatory interventions initially

reduce liquidity but ultimately enhance long-term market efficiency.



4.4 Model 3: Impact of Macroeconomic Factors on FII Trading Strategies

Model 3 investigates the influence of macroeconomic variables on FII Open Interest
(FII_OI), a proxy for derivatives trading engagement. This model incorporates variables
such as GDP growth, inflation, interest rates, exchange rates, government debt, consumer
confidence, and global economic conditions. An interaction term between GDPGrowth
and ConsumerConfidence is included to test whether the effect of economic growth on

FII activity is moderated by overall consumer sentiment.

4.4.1 Empirical Specification

The model is specified as:

FII_OIT] = a + B1:GDPGrowth (] + Be-Inflation[] + Bs-InterestRatel] +
B«-ExchangeRate( ] + Bs-:GovDebt[] + fs-ConsumerConfidencel | + B-GlobalEconCond!

+ Bs:(GDPGrowth[ ] x ConsumerConfidencel |) + €[]

This specification is designed to capture the direct effects of macroeconomic indicators
on FII trading, as well as the interaction between economic growth and consumer

confidence.

4.4.2 Results

Table 4 presents the regression outcomes for Model 3. The analysis indicates that GDP

growth positively influences FII open interest, with higher growth rates leading to



increased derivatives trading. Conversely, higher inflation and interest rates exhibit
negative effects, suggesting that economic uncertainty and increased financing costs
dampen FII activity. The coefficient for ExchangeRate is positive, indicating that
depreciation of the rupee (or adverse exchange movements) is associated with lower FII
participation. Government debt shows a weak negative effect, while
ConsumerConfidence exerts a robust positive influence on trading activity. Global
Economic Conditions also play a significant role, reinforcing the importance of
international market linkages. Notably, the interaction term between GDPGrowth and
ConsumerConfidence is positive and significant, confirming that robust economic growth

coupled with high consumer sentiment significantly boosts FII open interest.

Table 4. Regression Results for Model 3: FII Trading Strategies

Variable Coefficient |Standard Error [p-value
Intercept 8.9 1.85 0
GDPGrowth_t 1.2 0.3 0
Inflation_t -0.5 0.2 0.015
InterestRate_t -0.35 0.15 0.022
ExchangeRate_t 0.1 0.04 0.01
GovDebt_t -0.05 0.03 0.08
ConsumerConfidence_t 0.9 0.25 0.001
GlobalEconCond_t 04 0.18 0.03
(GDPGrowth_t x

ConsumerConfidence_t) 0.15 0.06 0.012
R-squared 0.65
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Figure 3: FII Open Interest vs. Macroeconomic Factors

4.4.3 Interpretation

The results confirm that favorable macroeconomic conditions—particularly strong GDP
growth and high consumer confidence—are associated with increased FII derivatives
trading. The significant interaction term suggests that the positive effect of economic
growth on FII open interest is amplified when consumer sentiment is strong. These
findings are in line with prior research (e.g., Kumar & Pradhan, 2017) and underscore the
sensitivity of FII trading behavior to broader economic indicators. The negative effects of
inflation and interest rates highlight the challenges posed by economic uncertainty, while
the positive role of global economic conditions reinforces the interconnected nature of

modern financial markets.



4.5 Model 4: Risk Management Effectiveness

Model 4 focuses on assessing the effectiveness of derivatives in mitigating overall
portfolio risk, with RiskMetric serving as the dependent variable. RiskMetric is measured
using standard indicators such as Value at Risk (VaR) or portfolio beta. This model
incorporates FII derivatives usage and various risk factors—including currency risk,
political risk, credit risk, interest rate risk, and operational risk—with interaction terms to
evaluate whether the hedging effectiveness of derivatives varies under different risk

conditions.

4.5.1 Empirical Specification

The model is specified as:

RiskMetricl]l = a + Bi-FII Derivatives[] + 2-CurrencyRisk[] + Bs-PoliticalRisk[] +
B«-CreditRisk[] + Bs-InterestRateRisk[] + Bs-OperationalRisk[] + B7-(FII_ Derivatives[] x

CurrencyRisk[]) + Bs-(FII_ Derivatives[ | x PoliticalRisk[]) + gl

This specification tests the core hypothesis that increased derivatives usage by FIIs
reduces portfolio risk. Moreover, the interaction terms assess whether the risk-mitigating

effect is attenuated under conditions of high currency and political risk.

4.5.2 Results

Table 5 summarizes the regression results for Model 5. The analysis reveals a negative

coefficient for FII Derivatives, indicating that higher derivatives usage is generally



associated with lower portfolio risk. In contrast, the individual risk
factors—CurrencyRisk, PoliticalRisk, CreditRisk, InterestRateRisk, and
OperationalRisk—are positively associated with increased risk levels. Importantly, the
interaction terms (FII Derivatives x CurrencyRisk and FII Derivatives x PoliticalRisk)
are both positive and statistically significant. This suggests that while derivatives
generally serve to lower risk, their effectiveness is somewhat diminished in environments
characterized by high currency or political risk. The overall model explains 70% of the

variation in the risk metric, as reflected by the R-squared value.

Table 5. Regression Results for Model 5: Risk Management Effectiveness

Variable Coefficient Standard Error |p-value
Intercept 5.2 1.1 0
Fll_Derivatives_t -0.75 0.2 0.001
CurrencyRisk_t 04 0.15 0.01
PoliticalRisk_t 0.5 0.18 0.005
CreditRisk_t 0.2 0.1 0.045
InterestRateRisk t 0.15 0.08 0.07
OperationalRisk_t 0.1 0.05 0.04
(FII_Derivatives_t x

CurrencyRisk _t) 0.3 0.12 0.015
(FII_Derivatives_t x

PoliticalRisk_t) 0.25 0.1 0.02

R-squared 0.7
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Figure 4: FII Derivatives Usage vs. Portfolio Risk

4.5.3 Interpretation

The results from Model 5 support the view that derivatives usage by FIIs contributes to
risk mitigation. However, the presence of significant interaction terms indicates that in
high-risk environments—particularly those characterized by elevated currency or
political risk—the protective effects of derivatives are less pronounced. This suggests that
while derivatives are generally effective in reducing portfolio risk, their benefits may be
constrained when market conditions are particularly volatile or uncertain. These findings
are consistent with previous studies (Jorion, 2007; Bartram et al., 2010) and highlight the
importance of considering the risk environment when evaluating the effectiveness of

hedging strategies.



4.6 Figures and Visualizations

[lustrating the empirical findings and supporting the statistical analysis. Figure 1, for
example, plots the monthly average FII derivatives trading volume against the India VIX
over the study period. This line chart clearly shows that periods marked by regulatory
reforms and economic uncertainty correspond to spikes in volatility. The trend line
illustrates an upward shift in the VIX during periods of heightened trading activity,
supporting the regression findings from Model 1. In particular, noticeable peaks in
volatility align with key regulatory events, further substantiating the significance of the
interaction between FII trading volume and regulatory change.

Figure 1: FII Derivatives Trading Volume vs. India VIX (2000-2024)
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Figure 2 provides a visual representation of the impact of market depth on liquidity.
Displayed as a bar chart, it shows liquidity improvements—measured by trading volume
increases—across different quartiles of market depth. The highest liquidity gains are

observed in the top quartile of market depth, indicating that markets with a more



substantial order book are better able to absorb increased FII trading activity. Error bars
in the figure illustrate the statistical confidence of these estimates. These visualizations
serve not only to reinforce the quantitative results but also to offer an intuitive

understanding of how market dynamics shift in response to FII trading activities.

Figure 2: Impact of Market Depth on Liquidity Improvements
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4.7 Case Study: Regulatory Reform of 2018

A qualitative case study on the 2018 regulatory overhaul in India offers additional
context to the quantitative findings. In early 2018, the Securities and Exchange
Board of India (SEBI) implemented a series of reforms aimed at curbing
speculative behavior and enhancing market transparency. This period witnessed a
significant increase in regulatory scrutiny, as reflected in our data by a marked

increase in the RegulatoryChange dummy variable. Empirical evidence from Model



1 shows that during this period, the coefficient for the RegulatoryChange dummy
and its interaction with FII derivatives trading volume increased substantially,

resulting in a 20% higher India VIX compared to pre-reform periods.

Interviews conducted with 15 market participants reveal that the regulatory reforms
prompted a strategic shift among FIIs. Many reported a move from aggressive
speculative positions to more conservative hedging strategies in response to the
tighter risk management protocols. This behavioral adjustment is consistent with
the statistically significant positive interaction term found in Model 1, indicating
that regulatory changes intensify the volatility response to FII trading. Furthermore,
industry reports during this period noted that while short-term volatility increased,
the long-term effect of these reforms was to foster a more stable and transparent
market environment. The case study thus illustrates the dual role of regulatory
interventions: while they may introduce temporary instability, they ultimately

contribute to the resilience of the market.

4.8 Robustness Checks and Sensitivity Analyses

To ensure the robustness and reliability of the findings, a series of robustness
checks and sensitivity analyses were performed. Alternative measures of key
variables were used—for instance, the Amihud illiquidity ratio replaced bid—ask
spreads in Model 2, and alternative VaR calculation methods were applied in Model
5. The results obtained from these alternative specifications remained largely

consistent with the primary findings, thereby reinforcing the validity of the models.

Sub-sample analyses were also conducted to verify that the observed relationships
hold across different market conditions. The dataset was divided into distinct

sub-periods corresponding to high versus low volatility regimes, as well as pre- and



post-major regulatory reforms. The analysis showed that while the magnitudes of
the coefficients varied, the directions and statistical significance of the relationships
were stable, confirming that the findings are robust across various market

scenarios.

Furthermore, instrumental variable (IV) techniques were employed to address
potential endogeneity concerns. By using lagged macroeconomic indicators as
instruments, the analysis isolated the causal effects of FII derivatives trading on
market outcomes. The IV estimates were found to be consistent with the baseline
results, suggesting that the observed relationships are not merely the result of

reverse causality or omitted variable bias.

Qualitative robustness was ensured through triangulation. Regulatory documents,
industry reports, and expert interviews were systematically compared, and
recurring themes were identified. This process not only validated the quantitative
findings but also provided deeper insights into the underlying mechanisms driving
market behavior. The convergence of evidence across multiple sources further

reinforces the credibility of the results.

The combined evidence from the robustness checks underscores the stability of the
estimated relationships, lending confidence to the policy implications drawn from
the study. By verifying that the core findings remain consistent under various
specifications and market conditions, the analysis provides a strong empirical
foundation for understanding the complex interplay between FII derivatives

trading, market volatility, liquidity, and risk management effectiveness.



CHAPTER V: DISCUSSION

This chapter explains our findings in short words. It connects our results with the main
research questions and shows what they mean for investors, regulators, and other
stakeholders in the Indian financial market. In this chapter, we discuss four main research
questions and relate our findings to previous studies (Bekaert & Harvey, 1997; Chordia et
al., 2001; Jorion, 2007; Roll, 1984). We also include extra details, examples, and

additional citations to enrich our discussion.

5.1 Discussion of Research Question 1: Market Dynamics

Research Question:

How do FII derivatives trading activities affect market volatility and liquidity in the

Indian stock market?

Volatility Insights

Our results from Model 1 show that increased FII derivatives trading is linked to higher
market volatility, as measured by the India VIX. Both today’s trading volume and past
trading volume contribute to greater volatility. In other words, when FIlIs trade more
derivatives, the market becomes more unpredictable, and prices tend to swing more. This
finding is consistent with earlier research by Bekaert and Harvey (1997) and Chordia et
al. (2001), as well as studies by Roll (1984) that emphasize the impact of trading activity
on short-term price movements.

A key insight is the significant interaction between FII trading volume and regulatory

changes. This interaction shows that when new rules are introduced, the effect of trading



on volatility becomes even stronger. In simple terms, during periods of regulatory reform,
the market experiences larger swings even if the trading volume remains the same.
Several scholars (e.g., Kumar & Rao, 2019; Gompers & Lerner, 2001) have noted that
sudden policy shifts often cause temporary uncertainty. Our qualitative interviews also
support this finding; many investors mentioned that they adjust their trading strategies
quickly in response to regulatory news, further increasing market volatility. Such
evidence suggests that regulators should implement reforms gradually and clearly to help

stabilize the market during transition periods (La Porta et al., 2000).

Liquidity Insights

Our analysis also shows that higher FII trading improves market liquidity. Liquidity
means that stocks can be bought and sold quickly without causing large price changes.
Model 2 indicates that increased trading volume leads to more trading activity and
narrower bid—ask spreads. This means that when FIIs are active, there are more buyers
and sellers in the market, making transactions smoother and less costly. Studies by
Amihud et al. (2005) and Hasbrouck (1995) have also shown that active trading improves
liquidity.

The significant interaction between trading volume and market depth indicates that the
positive effect on liquidity is even stronger in markets with deeper order books. A deeper
market can absorb large trades without major price disruptions, which is very beneficial
for investors. However, our results also show that during periods of regulatory change,
liquidity may temporarily fall as market participants become cautious. This mixed picture
suggests that while active FII trading generally boosts liquidity, its benefits can be offset

by sudden policy shifts (Biais et al., 2005).



5.2 Discussion of Research Question 2: Macroeconomic and Regulatory Influence

Research Question:

In what ways do macroeconomic shifts and regulatory changes affect FII derivatives

trading strategies?

Macroeconomic Drivers

Our Model 3 shows that robust GDP growth encourages more FII trading in derivatives.
When the economy is strong, foreign investors are more confident, which leads to
increased trading activity. Conversely, high inflation and high interest rates discourage
trading by increasing uncertainty. This aligns with previous research by Kumar and
Pradhan (2017) and supports the idea that a stable economic environment attracts more
foreign investment. The significant interaction between GDP growth and Consumer
Confidence indicates that when economic growth is paired with positive consumer
sentiment, FII trading increases even more. Research by Froot et al. (2001) also found

that investor confidence can amplify market participation.

Regulatory Influence

Our findings show that regulatory changes have a major impact on FII trading strategies.
During times of policy reform, FII trading behavior shifts noticeably. For example, the
interaction between trading volume and regulatory change in Model 1 reveals that market

volatility increases significantly during these periods. Likewise, Model 2 shows that



liquidity can drop temporarily when new regulations are introduced. This evidence
supports studies by Kumar and Rao (2019) and La Porta et al. (1997), who argue that
regulatory uncertainty often leads to short-term market disruptions. Qualitative insights
from industry reports and expert interviews confirm that many investors shift from
speculative to more conservative strategies when regulations change. This finding

emphasizes the importance of gradual and well-communicated regulatory reforms.

5.3 Discussion of Research Question 3: Risk Management Effectiveness

Research Question:

How well do FIIs use derivatives to manage specific risks such as currency fluctuations

and political instability?

Hedging Effectiveness

Our Model 4 shows that overall, the use of derivatives by FIIs helps lower portfolio risk,
as reflected in reduced measures like Value at Risk (VaR) or portfolio beta. This negative
relationship confirms that derivatives can effectively hedge against adverse market
movements (Jorion, 2007). When FIIs use derivatives more intensively, their portfolios
generally experience fewer large losses, which supports established risk management

theory.



Conditional Effectiveness

However, the effectiveness of derivatives is not uniform across all conditions. The
positive interaction terms between FII derivatives usage and both currency risk and
political risk suggest that during periods of high external risk, the hedging benefits are
weaker. In simple terms, even though derivatives help reduce risk under normal
conditions, their performance is less effective during times of intense market stress. This
observation is consistent with the findings of Bartram et al. (2010) and reinforces the idea
that no single risk management tool is foolproof. Our qualitative data, which include
investor interviews, also indicate that during periods of severe political unrest or major
currency fluctuations, even comprehensive hedging strategies may not fully protect
against losses. Thus, investors should complement derivatives with additional risk
management techniques, such as diversification and regular portfolio rebalancing,

especially during periods of heightened risk.

5.4 Discussion of Research Question 4: Broader Policy Implications

Research Question:

What broader lessons can be drawn for improving regulatory and market practices in

India and similar emerging economies?

Synthesis of Findings
Our study provides several clear lessons for policymakers. First, FII derivatives trading
plays a dual role: while it improves market liquidity and enhances price discovery, it also

increases volatility—particularly during periods of regulatory change. This dual effect



suggests that regulators must carefully manage policy reforms to avoid short-term
disruptions (Kumar & Rao, 2019; La Porta et al., 2000). Second, our results indicate that
robust macroeconomic fundamentals, such as strong GDP growth and high consumer
confidence, are essential for attracting and maintaining active FII trading. Stable
economic conditions not only boost investor confidence but also support sustainable

market participation (Kumar & Pradhan, 2017).

Policy Recommendations

Based on these insights, we recommend that regulators implement reforms gradually,
providing clear and timely communication to allow market participants to adjust
smoothly. Enhancing market infrastructure—such as improving electronic trading
platforms and deepening order books—can help maximize the liquidity benefits of FII
trading (Amihud et al., 2005). In addition, economic policies aimed at maintaining
stability, such as controlling inflation and managing interest rates, are critical. Moreover,
regulators should consider developing dynamic risk management guidelines that include
regular stress tests and enhanced reporting of derivative positions, which can help ensure

that hedging strategies remain effective even under adverse conditions (Jorion, 2007).

Lessons for Emerging Markets

Although this study focuses on India, its lessons are applicable to other emerging markets
facing similar challenges. Many developing economies experience high volatility and
rapidly changing regulatory environments. An integrated policy approach that combines
economic stability, robust market infrastructure, and gradual regulatory reforms can help

balance the benefits of financial innovation with the need for market stability.



Comparative research (e.g., Angrist & Pischke, 2009) suggests that coordinated strategies
that address both macroeconomic and market-specific factors are essential for building

resilient financial systems.

5.5 Limitations and Future Research Directions

While our study offers valuable insights, it has limitations. Our reliance on aggregate data
from SEBI and NSE may not capture the full range of individual trading behaviors.
Although our models include interaction terms to capture moderating effects, unobserved
factors could still influence our results (Chordia et al., 2001). Additionally, the rapid
evolution of high-frequency and algorithmic trading introduces complexities that our
current models may not fully address (Roll, 1984).

Future research should aim to incorporate more granular, micro-level data to capture the
nuances of FII trading strategies more effectively. Researchers could also explore
alternative modeling techniques, such as machine learning, to uncover non-linear
relationships that traditional methods might miss. Comparative studies across multiple
emerging markets would further test the generalizability of our findings and help refine
policy recommendations. Finally, a deeper qualitative inquiry, including extended
interviews and additional case studies, could provide richer insights into investor
behavior during periods of regulatory change and economic stress, thereby

complementing our quantitative analysis (Angrist & Pischke, 2009).



5.6 Conclusion

In conclusion, our discussion provides a comprehensive yet simple view of how FII
derivatives trading affects the Indian stock market. Increased trading activity is linked to
higher volatility but also improves liquidity when the market has sufficient depth. Strong
economic growth and positive consumer sentiment drive more active FII participation,
while regulatory changes can amplify market reactions, both increasing volatility and
reducing liquidity temporarily. Although derivatives are effective risk management tools
under normal conditions, their benefits are limited during times of high external risk,
such as significant currency fluctuations or political instability.

These insights have important implications for both investors and policymakers.
Investors should use a diversified risk management approach and remain vigilant about
changes in market conditions and regulatory policies. Regulators should consider gradual,
well-communicated reforms and invest in market infrastructure improvements to support
a deep and resilient market. The lessons learned from this study not only apply to India
but also offer valuable guidance for other emerging markets facing similar challenges.
Our integrated approach, combining quantitative analysis with qualitative insights, offers
a robust framework for understanding the complex interactions between FII trading,
market dynamics, and regulatory influences. The findings pave the way for further
research and improved policy-making, ultimately contributing to more stable and
efficient financial systems in emerging markets (Angrist & Pischke, 2009; Kumar & Rao,

2019).



CHAPTER VI: SUMMARY, IMPLICATIONS, AND RECOMMENDATIONS

This chapter summarizes the key findings of our study, discusses their implications for
market participants and policymakers, and offers recommendations for future research
and practice. Throughout the chapter, we relate our results to established literature,
thereby grounding our conclusions in the broader academic context (Bekaert & Harvey,
1997; Jorion, 2007). The discussion is organized into four subsections: Summary of the

Study, Implications of the Findings, Recommendations, and Conclusion.

6.1 Summary of the Study

Our research set out to explore how Foreign Institutional Investors (FIIs) use derivatives
to manage risk in the Indian stock market, and how these trading activities affect key
market outcomes such as volatility, liquidity, and overall risk exposure. The study
addressed four primary research questions: (1) the impact of FII derivatives trading on
market dynamics, (2) the role of macroeconomic and regulatory influences on trading
strategies, (3) the effectiveness of derivatives in hedging risk, and (4) the broader policy
implications for emerging markets. We analyzed a comprehensive dataset spanning from
2000 to 2024 and employed advanced econometric models—including regression,
GARCH, and VAR techniques—with interaction terms to capture moderating effects. Our
findings show that higher FII trading increases market volatility while improving
liquidity, especially in markets with robust depth. Economic conditions, such as GDP
growth and consumer confidence, positively influence FII trading, and regulatory
changes have been found to magnify the effects on both volatility and liquidity.

Additionally, while derivatives generally reduce portfolio risk, their hedging effectiveness



is diminished during periods of high external risk, such as currency and political
uncertainty. Qualitative insights from industry reports and expert interviews corroborate
these empirical results. Overall, the study contributes to a better understanding of the
complex interplay between FII trading, market dynamics, and regulatory environments,

aligning with prior research (Chordia et al., 2001; Amihud et al., 2005).

Furthermore, the study highlights the dual role of derivatives trading: while it provides
liquidity benefits that enhance market efficiency, it can also lead to increased volatility
during periods of regulatory change. The integration of macroeconomic factors in our
analysis emphasizes the significance of stable economic conditions in fostering foreign
investment, thereby supporting the theoretical foundations established by Kumar and
Pradhan (2017). This comprehensive investigation not only advances academic
knowledge but also lays the groundwork for practical policy measures designed to

improve market stability in emerging economies.

6.2 Implications of the Findings

Implications for Market Participants

Our findings indicate that FII derivatives trading has a complex impact on market
dynamics, affecting both volatility and liquidity. For market participants, understanding
this dual effect is crucial. Increased derivatives trading tends to raise market volatility,
which implies that investors may face larger price swings during periods of intense
trading or regulatory change. At the same time, higher trading volumes contribute to
improved liquidity, allowing for smoother transactions and narrower bid—ask spreads.
These results suggest that investors need to adopt flexible risk management strategies that
account for both the benefits and the risks associated with active trading. For example,

while derivatives can effectively hedge against certain market risks, relying solely on



these instruments might leave portfolios vulnerable during periods of high external
uncertainty. Investors should consider complementary strategies, such as diversification
and dynamic portfolio rebalancing, to mitigate these risks. Our findings reinforce
previous research (Jorion, 2007; Bartram et al., 2010) that emphasizes the importance of
a balanced approach to risk management. Additionally, the interplay between trading
volume and market depth indicates that investing in markets with strong infrastructure
can enhance liquidity and reduce transaction costs. This insight is particularly relevant for
long-term investors seeking to maintain stable portfolio performance. Overall, market
participants are advised to remain vigilant about market conditions and regulatory
developments, ensuring that their risk management strategies are adaptive and

comprehensive.

Implications for Policymakers and Regulators

The study’s results have significant implications for policymakers and regulators in
emerging markets. Our analysis shows that regulatory changes have a pronounced impact
on both volatility and liquidity. Sudden and significant regulatory reforms can lead to
increased market uncertainty, as evidenced by higher volatility levels during periods of
policy change. For regulators, this finding highlights the need for a more gradual
approach to implementing reforms. Clear communication and phased implementation can
help mitigate short-term disruptions while still achieving long-term stability.
Additionally, the strong positive relationship between macroeconomic stability (e.g.,
robust GDP growth and high consumer confidence) and FII activity underscores the
importance of sound economic policies. Policymakers should focus on maintaining stable
inflation rates, reasonable interest rates, and steady economic growth to attract and retain
foreign investment. Furthermore, improvements in market infrastructure—such as deeper

order books and more transparent electronic trading platforms—can help convert



increased trading activity into enhanced liquidity. These measures are essential not only
for improving market efficiency but also for building investor confidence. The integrated
nature of our findings, which consider both economic and regulatory influences, suggests
that a coordinated policy approach is necessary. This conclusion is supported by previous
studies (Kumar & Rao, 2019) that argue for the alignment of macroeconomic and
regulatory strategies to foster resilient financial markets. Policymakers should therefore
consider these factors when designing future reforms to ensure that the benefits of

financial innovation are not undermined by unintended consequences.

Implications for Future Research

Our study opens several avenues for future research. One key implication is the need for
more granular data analysis. While our aggregate data from SEBI and NSE provided
robust insights, future studies could benefit from access to proprietary micro-level data to
better capture individual trading behaviors and strategies. Advanced modeling
techniques, such as machine learning and non-linear methods, might reveal additional
complexities in the relationships between trading activity, market conditions, and risk
management. Comparative research across different emerging markets would also help
test the generalizability of our findings, allowing for a more global perspective on FII
behavior. Finally, further qualitative studies—through extended interviews and case
studies—could deepen our understanding of the behavioral responses of market
participants during times of regulatory change or economic stress. Such research would
complement our quantitative analysis and provide a richer context for interpreting
empirical results. Future investigations that build on our work will contribute to a more
comprehensive understanding of the interplay between derivatives trading, regulatory
frameworks, and economic fundamentals, thereby informing both academic debates and

practical policy decisions (Angrist & Pischke, 2009).



6.3 Recommendations

Based on the study’s findings, we offer several recommendations for market participants,

regulators, and researchers.

For Market Participants

Investors should adopt a diversified risk management strategy that does not rely solely on
derivatives. While our findings confirm that derivatives help reduce portfolio risk, they
also show that their effectiveness is limited during periods of high external risk. Investors
are encouraged to combine derivatives with other techniques, such as diversification and
dynamic rebalancing, to protect against sudden market swings. Additionally, staying
informed about regulatory changes and market conditions is crucial. Monitoring market
depth and liquidity can help investors choose markets with robust infrastructure that
supports smoother transactions. By understanding the dual impact of increased
trading—both the liquidity benefits and the potential for increased volatility—investors

can better manage their portfolios and make more informed decisions.

For Policymakers and Regulators

Regulatory authorities should consider implementing reforms gradually and ensuring
clear communication with market participants. Abrupt changes in policy can lead to
short-term market volatility, as our results indicate. A phased approach would allow
investors and traders time to adjust their strategies, thereby reducing uncertainty.
Furthermore, investment in market infrastructure is essential. Enhancing electronic
trading systems and improving order book transparency can help deepen the market,
which in turn increases liquidity and reduces transaction costs. Policymakers should also

coordinate economic and regulatory strategies to create a stable environment that attracts



foreign investment. Maintaining low inflation, reasonable interest rates, and steady
economic growth are fundamental to fostering a robust financial market. Additionally,
dynamic risk management guidelines—such as regular stress tests and enhanced
reporting requirements for derivative positions—can help mitigate the risks associated

with high external uncertainty.

For Future Research

Future research should aim to obtain more detailed, micro-level data on FII trading to
better capture individual strategies and behaviors. Researchers should also explore
alternative modeling techniques, including machine learning, to detect non-linear
relationships in the data. Comparative studies across different emerging markets would
provide valuable insights into whether the patterns observed in India are consistent
elsewhere. Additionally, expanding the qualitative component by conducting more
extensive interviews and case studies would help to explain the “why” behind the
quantitative findings. Such mixed-methods research would further enrich our
understanding of how economic and regulatory environments influence FII trading and
risk management strategies. These directions will not only help validate our current
findings but also contribute to the development of more effective policies and strategies

for emerging financial markets (Angrist & Pischke, 2009).

6.4 Conclusion

In conclusion, our study has shown that FII derivatives trading plays a significant role in
shaping market dynamics in the Indian stock market. Increased trading activity is
associated with higher volatility but also enhances market liquidity, particularly when
market depth is strong. Macroeconomic factors such as GDP growth and consumer

confidence are crucial drivers of FII trading, while regulatory changes can amplify



market responses—both positively and negatively. Although derivatives are effective
tools for risk management, their hedging benefits may be limited during periods of

heightened external risk, such as significant currency fluctuations or political instability.

The implications for market participants, regulators, and researchers are clear. Investors
need to adopt diversified risk management strategies, regulators must implement gradual
and well-communicated reforms, and researchers should continue to explore the complex
dynamics of FII trading using more granular data and advanced analytical techniques.
These recommendations are intended to support the development of a more stable and

efficient market environment in India and other emerging economies.

Overall, this study contributes valuable insights into the intricate interplay between FII
trading, market volatility, liquidity, and risk management. The findings provide a solid
foundation for future research and offer practical policy recommendations that can help
enhance market stability and investor protection. As emerging markets continue to
evolve, a balanced approach that integrates robust economic policies, advanced market
infrastructure, and carefully designed regulatory frameworks will be essential for

fostering resilient financial systems in a rapidly changing global environment.
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