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® Every fact web-verified against primary sources

THE LIFT LINE

A market that lets a farmer lock in next seasons price and a fund manager offload risk is a genuine
achievement of modern finance. The same market, opened without guardrails to a first-time saver chasing a
weekly jackpot, can quietly empty a household”s savings. The question India now faces is not whether to have
a derivatives market, but how to keep it deep for those who hedge while it stops being a casino for those who

cannot afford to lose.

WHY THIS EDITORIAL MATTERS FOR YOUR EXAM

The explosion of retail participation in Futures and Options (F&O) sits precisely where financial markets,
regulation and household economics meet. It is a live case study of a regulator, the Securities and
Exchange Board of India (SEBI), trying to balance market development against investor protection, and

it lets you write about capital markets with real numbers rather than textbook abstractions.

GS Paper 3: Indian economy, mobilisation of resources, capital markets, and the role of regulators in
financial stability. The topic connects to household savings shifting from physical to financial assets, and to the

systemic-risk dimension of speculative leverage.

For Prelims, hold the specifics: F&O are exchange-traded derivatives; SEBI is the statutory market
regulator under the SEBI Act, 1992; SEBI's own studies found that roughly 93 per cent of individual F&O
traders make net losses; and SEBI"'s 2024 curbs on index derivatives included fewer weekly expiries, larger

contract lot sizes, upfront collection of option premium, and higher margins near expiry.

For Mains, frame the tension as market efficiency versus investor protection, and argue that suitability

norms, disclosure and literacy are the missing third leg alongside a deep, liquid market.

BACKGROUND AND CONTEXT

Derivatives are contracts whose value is derived from an underlying asset such as an index, a stock, a
commodity or a currency. A future obliges the two parties to buy or sell the underlying at a fixed price on a

fixed date. An option gives the buyer the right, but not the obligation, to buy (a call) or sell (a put) at a set
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price, in return for a premium paid upfront. Traded on recognised exchanges and cleared through a central
counterparty, these instruments were designed to serve two economic functions: price discovery and risk

transfer.

India”s derivatives turnover has grown to be among the largest in the world, but the composition of that
turnover has changed. What was once dominated by institutions and proprietary desks has been joined by a
wave of individual traders, many drawn in by low-cost apps, zero-brokerage marketing and the lure of weekly
index options that cost little to enter and can multiply or vanish within hours. The concern is not participation
itself but its lopsided outcome, captured in SEBI"'s finding that the overwhelming majority of individuals lose

money.

THE CORE ARGUMENT / ISSUE

Hedging versus speculation

The moral and economic case for derivatives rests on hedging, the transfer of unwanted risk from someone
who bears it to someone willing to take it. A jeweller hedging gold, an exporter hedging currency, or a mutual
fund hedging an index exposure all use derivatives to reduce uncertainty. Speculation is the mirror image:
taking on risk in the hope of profit. A market needs some speculators to provide liquidity, but when short-
dated, high-leverage speculation becomes the dominant retail activity, the instrument stops transferring risk

and starts manufacturing it.

The asymmetry of information and odds

Retail traders typically face professional counterparties equipped with faster data, algorithmic execution and
deep balance sheets. Leverage magnifies both the gain and the loss, and the time decay of options means that a
buyer can be right about direction yet still lose. The result is a structurally adverse game for the uninformed

participant, which is exactly what the loss data suggests.

FEATURE HEDGER RETAIL SPECULATOR

Motive Reduce existing risk Seek profit from price moves
Underlying exposure Holds the asset Usually none

Time horizon Matched to the risk Very short, often weekly

Typical outcome Predictable, protective Net losses for about 93 per cent
Systemic role Stabilising Adds liquidity but can amplify swings
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SEBI''s 2024 response

SEBI’'s measures tried to raise the cost and lower the frequency of pure speculation without shutting the
market. Reducing the number of weekly expiries, increasing contract lot sizes, mandating upfront
collection of option premium and raising margins near expiry were all aimed at nudging small, thinly
capitalised traders away from the riskiest corner of the market. These are useful curbs on volume, but they

address the symptom of excess speculation more than the root cause of unsuitable participation.

HOW TO THINK ABOUT THIS (ANALYTICAL FRAME)

Read the issue through the lens of investor suitability, a principle familiar from insurance and advisory
regulation: a product should be sold to a person only if it fits that person’s risk capacity and understanding.
Layer on the idea of market development versus investor protection, the standing dilemma of every
securities regulator. A third frame is the household balance-sheet view: when savings that should build
long-term wealth are burned in weekly options, the harm is not only individual but macroeconomic, because it

erodes the financial-savings pool the economy relies on for investment.

THE DIAGRAM IN WORDS

Deep derivatives market (good) -> low-cost apps + weekly expiries -> mass retail entry -
> leverage + information asymmetry -> ~90% net losses -> case for suitability +

disclosure + literacy -> keep the market deep, make participation informed

WAY FORWARD

0 Suitability at the gateway. Introduce a graded access system so that access to the most
leveraged, short-dated products depends on demonstrated experience, risk capacity or a simple

competency check, without barring genuine hedgers.

2 Plain, upfront disclosure. Mandate that trading platforms show, at the point of entry, the real
aggregate loss statistics and the trader’s own running profit-and-loss, so the odds are visible rather

than buried.

3 Curb the addictive design. Limit gamified nudges, streak rewards and one-tap re-entry features

that convert investing into compulsive play, and keep the 2024 curbs under regular review.

O 1nvest in financial literacy. Scale up investor-education programmes that explain hedging,
leverage and time decay in plain language, so that participation rests on understanding rather than

on marketing.
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PYQ LINKAGE AND PRACTICE

This theme connects to past questions on the role of SEBI and on financial inclusion versus financial stability.
UPSC has repeatedly asked candidates to discuss the mobilisation of household savings into financial assets

and the regulator’'s balancing act, and this issue lets you answer with current, quantified evidence.

Practice question: The deepening of India”'s derivatives market has been accompanied by a surge of loss-
making retail participation. Examine the tension between market development and investor protection, and
suggest measures to make retail participation in Futures and Options both informed and safe. (15 marks, 250

words)

Sources: The Hindu editorial pages, SEBI investor protection and derivatives studies
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