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ABSTRACT 

Ever since the economic liberalisation of India in the 1990s, management and regulation of 
foreign exchange became paramount for catering to the hedging needs of market participants 
and for maintaining the macroeconomic stability of the country. Derivatives as a financial 
instrument have played a vital role in increasing the efficiency of the Indian foreign exchange 
market. However, the regulatory framework governing foreign exchange and derivatives was 
largely undeveloped. This article traces the timeline of the development of this regulatory 
framework and provides an overview of the same. It examines the lacunae in the regulatory 
framework in light of prevailing market developments and market trends and further throws 
light on the efforts taken by the regulatory authorities to fill these lacunae. Drawing on this 
analysis, this article offers suggestions on further bolstering India’s regulatory approach to 
foreign exchange derivatives in order to attain a balance between the needs of market 
participants and achieving increased regulatory oversight.  
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INTRODUCTION 

Foreign exchange (“FX”) transactions are undertaken by a wide range of actors; 

ranging from tourists to huge sums paid towards an international exchange of 

goods and services.1 Increased interdependence of nations and globalisation has 

increased the need for FX transactions, leading to an ever-growing FX market. 

In other words, the FX market enables the transfer of purchasing power from 

one currency into another; facilitating the international exchange of goods, 

services, and financial securities.2 

The FX Market is significantly dominated by major international banks3 that 

trade via major financial centres of the world: London, New York, Tokyo, 

Singapore, Zurich, Frankfurt, Hong Kong, Paris, and Shanghai (the “interbank 

market”).4 It is considered to be the most liquid financial market in the world5 

with trades booked and settled around the clock.   

The BIS Triennial Central Bank Survey of 2019 indicates trading in FX markets 

to have reached $6.6 trillion per day in April 2019,6 up from $5.1 trillion from 

2016 figures.7 As of 2019, the United Stated Dollar (“USD”) is the dominant 

currency, being on one side of 88% of all trades. Although, the currencies of 

                                                 
1 EDMUND PARKER AND MARCIN PERZANOWSKI, PRACTICAL DERIVATIVES 537 (Globe Law 
and Business 2017). 
2 LAURENT L. JACQUE, INTERNATIONAL CORPORATE FINANCE: VALUE CREATION WITH 

CURRENCY DERIVATIVES IN GLOBAL CAPITAL MARKETS 131 (Wiley 2014). 
3Fx Survey 2020: Press Note, EUROMONEY (June 25, 2020), 
https://www.euromoney.com/article/b1lp5n97k4v6j0/fx survey-2020-pressrelease. 
4 LAURENT L. JACQUE , supra note 02, at 132. 
5 JOHN N. KALLIANIOTIS, EXCHANGE RATES AND INTERNATIONAL FINANCIAL ECONOMICS, 
52 (2013). 
6 Triennial Central Bank Survey: Foreign exchange turnover in April 2019, BANK FOR INTERNATIONAL 

SETTLEMENT (Sept. 16, 2019), https://www.bis.org/statistics/rpfx19_fx.pdf. 
7 Triennial Central Bank Survey: Foreign exchange turnover in April 2016, BANK FOR INTERNATIONAL 

SETTLEMENT (Dec. 11, 2016), https://www.bis.org/publ/rpfx16fx.pdf. 
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emerging market economies gained market share, reaching 25% of overall global 

turnover8 despite capital controls. 

The exchange rates are prone to constant change as they are affected by various 

economic and political factors, so much so that even news of the United 

Kingdom Prime Minister to meet the president of European Commission 

caused Great Britain Pound (“GBP”) to rise,9 that President of the United States 

of America has been tested positive for Covid-19 led Japanese Yen to rise 

against USD10 or that the Reserve Bank of India’s postponement of the week's 

interest rate announcement had a direct impact on USD/INR (Indian Rupee) 

exchange rate.11 

Derivatives help in hedging such risk of unpredictability in the FX market. A 

Derivative is a financial product which derives from an underlying market. 

Section 45U(a) of the Reserve Bank of India Act, 1934 defines derivative as “an 

instrument, to be settled at a future date, whose value is derived from change in interest rate, 

foreign exchange rate, credit rating or credit index, price of securities (also called “underlying”), 

or a combination of more than one of them...”  

Derivatives provide a means for shifting risk from one to another that is more 

willing or better placed to assume that risk.12 Firms looking to transfer risk 

generally do not have the immediate need or ability to transact in an underlying 

                                                 
8  Supra note 6. 
9 Olga Cotaga, Sterling opens higher as UK, EU continue Brexit talks, REUTERS (October 2, 2020), 
https://in.reuters.com/article/britain-sterling-open/sterling-opens-higher-as-uk-eu-continue-
brexit-talks-idINL8N2GT1IK. 
10 Gertrude Chavez-Dreyfuss, Dollar, yen gain as Trump's positive COVID test sparks haven buying, 
REUTERS (October 2, 2020), https://in.reuters.com/article/us-global-forex/us-dollar-yen-rise-
after-trumps-positive-covid-test idINKBN26N01P. 
11 Daniel Debrovsky, Indian Rupee, Niftty 50 at Risk to a US Stimulus Setback after RBI 
Delay, DAILY FX (October 2, 2020), 
https://www.dailyfx.com/forex/market_alert/2020/10/02/Indian-Rupee-Nifty-50-at-
Risk-to-a-US-Stimulus-Setback-After-RBI-Delay.html 
12 ALAN N. RECHTSCAFEN, CAPITAL MARKETS, DERIVATIVES AND THE LAW: POSITIVITY AND 

PREPARATION, 158 (OUP USA 2019). 
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asset but it contemplates a future need. Considering the volatility involved, 

firms will be interested in locking the price as of the day, to avoid a costlier 

transaction in the future (hedging the risk).13 As set out in the Commissioner Of 

Income Tax v Bharat R. Ruia,14 firms which are exposed to changes in market 

prices can enter into derivatives contracts and transfer the risk to a large 

financial institution which can withstand more risk than a small corporate, for 

a reasonable compensation. 

Therefore, as explained in Rajshree Sugars & Chemicals v Axis Bank Limited,15 

derivatives can be used as insurance cover against fluctuations in the rate of 

foreign exchange, rate of interest on borrowings, and value of specified assets. 

Based on how they are traded, they can be classified as Over-The-Counter 

(OTC) derivatives or Exchange-traded derivatives. OTCs are transacted 

bilaterally, while exchange traded, as the name suggests, are traded on an 

organised platform.16  

In Sportking India Limited v. H.D.F.C. Bank Limited,17 the court defined FX 

derivative contract to derive its value from the price movement of one or more 

underlying assets and includes a transaction which involves at least one foreign 

currency; or at least one interest rate applicable to a foreign currency or a forward 

contract. Derivatives are valuable because they provide efficient ways to manage 

and transfer risk.  

  

                                                 
13 Id, at 158. 
14 (2011) 337 ITR 452 (Bom). 
15 (2008) 8 MLJ 261. 
16 DAVID MURPHY, OTC DERIVATIVES: BILATERAL TRADING & CENTRAL CLEARING, 09 
(2013). 
17 Sportking India Limited v. HDFC Bank Limited, Bombay High Court, order dated July 29, 
2013, Arbitration Petition No. 1443 of 2010. 
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There are four main types of OTC FX derivative: Spot, forwards, swaps and 

options. 

 FX Spot: They are the simplest form of FX derivatives, whereby one party 

purchases an agreed amount of one currency in exchange for an agreed 

amount of another currency.18 The Settlement is within two Business Days 

(T+2).19 Most commonly, one part of this transaction would be in need of 

currency for a specific purpose (such as to make payment in foreign currency 

for importing goods) and the other will be a broker which will earn the 

difference between the rate at which it exchanges the currency with the 

importer and the rate at which it purchased the currency from market. This 

difference or spread is the profit earned by a broker.20 Therefore, currency 

exchanges for international payment for goods and services are considered as 

“spot” as they are not intended to earn a profit or hedge against FX risk.21 

 FX Forward: FX Forward is a contract to lock in the exchange rate between 

two currencies for the purchase and sale on a future date. A forward contract 

is a contract agreed upon at the date to purchase or sell the security at a future 

date for a price that is specified at trade date.22 

 FX Swaps: A foreign currency swap is an agreement to swap principal and 

interest payments denominated in one foreign currency loan made in one 

currency to another foreign currency. In other words, a party borrows foreign 

currency from another party and simultaneously lends it to such a party in 

another foreign currency. 

 FX Options: In FX Option contract, one party holds contractual right to 

buy/sell currency at a fixed rate on a future date. Such right comes with a fee 

                                                 
18 EDMUND PARKER, supra note 01, at 539. 
19 Exception to this rule is for USD/CAD, with a settlement date of T+1. 
20 EDMUND PARKER, supra note 01, at 539. 
21 Min-woo Kang, Rethinking spot FX regulation, 13(4) LAW AND FINANCIAL MARKETS REVIEW, 
234–243 (2019). 
22 Martin Haugh, Forwards, Swaps, Futures and Options IN IEOR E4706: Foundations of Financial 
Engineering, Columbia Edu (Feb 8, 2021), 
http://www.columbia.edu/~mh2078/FoundationsFE/for_swap_fut-options.pdf. 
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in the form of a premium. The buyer has no obligation to buy but the seller 

has a definitive obligation to sell if the buyer wishes. 

FX REGULATION: INDIAN LANDSCAPE 

The scarcity of FX reserves in India brought about the need for a regulatory 

framework. The Foreign Exchange Regulation Act, 1973 (the “FERA”)23 was 

enacted with a view to regulate this scarcity and hence, the Government of 

India de jure was the legal owner of all foreign currencies within India. The 

exchange rate of the INR was fixed by the Reserve Bank of India (the “RBI”) 

until the early 1990s and only a narrow range of deviation was allowed.24 

Even though banks were permitted to participate in intra-trading of FX since 

1978,25 it was only during the early 1990s that the Indian FX Market underwent 

a complete overhaul. The economic reforms of 1991 initiated the liberalisation 

of the Indian FX market and a market determined exchange rate system was 

subsequently adopted. This changed the landscape necessitated a complete 

overhaul of the prevailing regulatory framework to complement liberalization.  

In light of the same, the Foreign Exchange Management Act, 1999 (the 

“FEMA”)26 was enacted, overruling FERA, to provide a comprehensive 

regulatory framework for the liberalised FX Market and designating RBI as the 

regulatory authority.  

With the advent of FEMA, the regulatory approach towards FX changed from 

that of ‘conservation’ to ‘management’ in order to build a vibrant FX Market. 

The RBI issued the Foreign Exchange Management (Foreign exchange 

                                                 
23 The Foreign Exchange Regulation Act, 1973. 
24 K.J. Udeshi, Keynote Address of Deputy Governor, Reserve Bank of India at 15th Forex 
Assembly organised by Forex Association: Development of Forex Markets in India: Review and 
Prospects (September 2004) of India in Colombo, Sri Lanka (August 20, 2004). 
25 K.J. Udeshi, Supra note 2, 1. 
26 The Foreign Exchange Management Act, 1999.  
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derivatives contracts) Regulations, 200027 in order to provide a regulatory 

framework for the safe usage of OTC derivatives. Under it, a “Foreign 

exchange derivative contract” was defined as a “financial transaction or an 

arrangement in whatever form and by whatever name called, whose value is derived from price 

movement in one or more underlying assets, and includes, 

(a) a transaction which involves at least one foreign currency other than currency of Nepal 

or Bhutan, or 

(b) a transaction which involves at least one interest rate applicable to a foreign currency 

not being a currency of Nepal or Bhutan , or 

(c) a forward contract, 

But does not include foreign exchange transaction for Cash or Tom or Spot deliveries;”28 

A general prohibition was placed on the entry into FX derivative contracts 

except for the ones permitted by RBI.29  

Users in the FX derivatives market were classified into two types: (i) person 

resident in India, and (ii) person resident outside India.30 Persons resident in 

India included retail as well as non-retail users and this user classification 

framework indicates that the Indian FX derivatives market was not yet mature 

enough as to merit a distinction between retail and corporate users.31 Persons 

resident outside India included foreign institutional investors and non-resident 

Indians who were only allowed to enter into forward contracts as opposed to 

                                                 
27 The Foreign Exchange Management (Foreign exchange derivatives contracts) Regulations, 
2000. 
28 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Reg. 2(v). 
29 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Reg. 3. 
30 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Reg. 4 & 5. 
31 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Reg. 4. 
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persons resident in India.32 Only banks and other financial institutions 

authorised by RBI were permitted to enter into FX derivatives contracts with 

users in the FX Market.33 It is imperative to note that these regulations only 

permitted derivatives to be used to hedge an existing underlying exposure and 

hence, the notional principal amount of the derivative could not exceed total 

amount of underlying exposure.34 The scope of derivative contracts allowed 

were mostly restricted to forward contracts with certain exceptions for persons 

resident in India for contracts not involving the INR.35 Further restrictions were 

placed on the cancelling and re-booking of contracts.36 

As in many other countries, the FX Market of India is also divided into two 

types: (i) Spot Market37 (ii) Derivatives Market. A further classification of the 

Derivatives Market can be done into: (i) Exchanged-Traded (ii) Over the 

Counter (OTC). The FX Market in India is predominantly an OTC market with 

banks, corporates and brokers being the dominant players,38 Exchange-traded 

FX currency derivatives were introduced by National Stock Exchange of India 

(NSE) in 2008 with the launch of the Currency Derivatives segment.39 The 

principal instrument for regulation of exchanged-traded derivatives is Securities 

                                                 
32 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Reg. 5. 
33 The Foreign Exchange Management Act, 1999, Sec 10(1). 
34 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Reg. 4 & 5. 
35 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Schedule I & II. 
36 Foreign Exchange Management (Foreign exchange derivative contracts) Regulations, 2000, 
Schedule I. 
37 In the ‘Spot Market’, currencies are traded at the prevailing spot rate and the settlement date 
is not more than 2 business days. 
38 Report of the Internal Working Group on Comprehensive Review of Market Timings, RESERVE BANK OF 

INDIA (July 10, 2019), https://www.rbi.org.in/scripts/PublicationReportDetails.aspx?ID=935 ( 
last visited October 4, 2020). 
39 National Stock Exchange of India Ltd., 
https://www1.nseindia.com/products/content/derivatives/curr_der/about_currency_der.htm 
(last visited Feb 8, 2021). 
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Contracts (Regulation) Act, 1956 (SCRA).40 But there were still certain doubts 

lingering with respect to the legality of OTC derivatives caused in part due to 

the Securities Laws (Amendment) Act, 199941 which inserted Section 18A of 

SCRA which stated that only derivatives traded on recognised stock exchanges 

and settled on a clearing house shall be considered legal.42 This led market 

participants to believe that OTC derivatives contracts are legally invalid and 

could further be considered as wagering contracts according to Section 30 of 

the Indian Contract Act, 1972.43 To allay these concerns, Reserve Bank of India 

(Amendment) Act, 2006 inserted Section 45V of RBI act, 193444 which  

clarified that derivative transactions will be valid if either of the parties is either 

a bank or a regulated entity under Banking Regulation Act, 1949 or FEMA. 

The above section made it clear that OTC derivatives would still be considered 

legal as long as one of the parties is a regulated party and hence, the RBI 

Amendment Act, 2006 was a monumental change in laying out a regulatory 

framework for the regulation of OTC derivatives including FX derivatives. 

Subsequent to the enactment of FEMA in 1999, the Indian FX Market has 

expanded rapidly in the years leading to the Great Financial Crisis. According to 

RBI FX Turnover Data, the Total Annual Turnover of Indian FX Market has 

more than quadrupled from $1,306 billion in 1997-1998 to $5,734 billion in 

2006-2007.45 FX derivatives comprised of nearly 50% of the FX Turnover 

during 1997-2006. The volume of FX derivatives further rapidly expanded in 

2007 as the INR was appreciating against the USD due to Great Financial 

Crisis. This also led to complex derivative products being sold to exporters who 

                                                 
40 Securities Contracts (Regulation) Act, 1956. 
41 Securities Laws (Amendment) Act, 1999. 
42 Securities Contracts (Regulation) act, 1956, S. 18A. 
43 Indian Contract Act, 1972, S. 30. 
44 Reserve Bank of India Act, 1934, S. 45V. 
45 RBI DOCS, https://rbidocs.rbi.org.in/rdocs/publicationreport/pdfs/77577.pdf (last visited 
Feb 8, 2021). 

https://rbidocs.rbi.org.in/rdocs/publicationreport/pdfs/77577.pdf
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did not exactly comprehend the mechanics of these products.46 The subsequent 

volatility in currency markets in 2008 led to substantial INR depreciation and as 

a result, many small and medium exports suffered huge losses. Several exporters 

moved courts in different parts of the country to contest the legality of these 

contracts.47 RBI found that banks who were authorised dealers side stepped the 

existing regulations intended to prevent leverage or let the value of hedge 

exceed the amount of underlying exposure.48  

In light of the FX derivatives mis-selling in 2007-08, there was a need for a 

comprehensive framework detailing operational and products guidelines for 

OTC FX derivatives in India. RBI released Comprehensive Guidelines on Over 

the Counter (OTC) FX Derivatives and Overseas Hedging of Commodity Price 

and Freight Risks in December 28, 2010.49 These detailed guidelines built upon 

on and expanded the existing regulatory framework under Foreign Exchange 

Management (Foreign Exchange Derivative Contracts) Regulations, 2000. For 

persons resident in India, a new category of products were permitted on the 

basis of probable future exposures50 whereas under FEMA (Foreign Exchange 

Derivative Contracts) Regulations, 2000 no such anticipated exposures were 

permitted to be hedged except for probable exposure related to submission of a 

tender in foreign currency.51 Further, Small and Medium Enterprises (SMEs) 

were permitted under special dispensation to enter into forward contracts 

                                                 
46 Oommen A. Ninan, Mis-selling of derivative products: RBI acts, THE HINDU (May 2, 2011), 
https://www.thehindu.com/business/Economy/misselling-of-derivative-products-rbi-
acts/article1983530.ece (last visited October 4, 2020). 
47OUTLOOK INDIA, Exporters cry foul over banks 'mis-selling' forex derivatives’ (September 04, 2008), 
https://www.outlookindia.com/newswire/story/exporters-cry-foul-over-banks-mis-selling-
forex-derivatives/9889 (last visited October 4, 2020). 
48 Oommen A. Ninan, supra note 45. 
49 Reserve Bank of India, Comprehensive Guidelines on Over the Counter (OTC) Foreign 
Exchange Derivatives and Overseas Hedging of Commodity Price and Freight Risks, 
RBI/2010-11/338, (Notified on Dec 28, 2010), 
https://www.rbi.org.in/scripts/NotificationUser.aspx?Id=6175&Mode=0. 
50 Id, at 2. 
51 Explanation, Foreign Exchange Management (Foreign exchange derivative contracts) 
Regulations, 2000, Schedule 1. 

https://www.outlookindia.com/newswire/story/exporters-cry-foul-over-banks-mis-selling-forex-derivatives/9889
https://www.outlookindia.com/newswire/story/exporters-cry-foul-over-banks-mis-selling-forex-derivatives/9889
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without having to produce supporting documents for hedging their FX 

exposure.52 The scope of derivative products available to both persons resident 

in India and outside India had been further expanded.53 A reporting 

requirement was introduced for Authorised Dealers Category I54 with respect to 

all the FX derivative products used by them.55 In compliance with the G-20 

Commitment on Reporting of OTC Derivative Trades to Trade Repository, the 

RBI further mandated in January 15, 2014 that all interbank FX derivatives 

along with selective trades between banks and their client shall be reported to 

the reporting platform of Clearing Corporation of India Limited (CCIL).56  

The daily average turnover of OTC FX instruments in India on a net-gross 

basis peaked at 38 billion USD in 2007 right before the sub-prime mortgage 

crisis and thereafter stumbled down to 27 billion USD by 2010.57 With the 

introduction of RBI’s comprehensive guidelines on OTC FX derivatives in 

2011 and with the regulatory framework becoming more certain, the daily 

average turnover of OTC FX instruments began to gradually increase to 34 

billion USD in 2016 and to 40 billion USD in 2019.58 The daily average OTC 

FX turnover in INR on net-net basis has also increased from 38 billion USD in 

2010 to 114 billion USD in 2019 and simultaneously the share of INR in the 

total OTC FX turnover in the world was less than 1% in the early 2000s and 

has since increased to 2% in 2019 which is still considerably less.59  

                                                 
52 Supra 49.  
53 Supra 49, 2-3. 
54 The Foreign Exchange Management Act, 1999, Sec. 10(1). 
55 Supra 49, 33. 
56 Reserve Bank of India, RBI’s Compliance with the G-20 Commitment on Reporting of OTC 
Derivative Trades to Trade Repository, (Issued on Jan 15, 2014), 
https://rbidocs.rbi.org.in/rdocs/PressRelease/PDFs/IEPR1424OTC0114.pdf.  
57 BANK FOR INTERNATIONAL SETTLEMENTS, Triennial Central Bank Survey: Global foreign exchange 
market turnover in 2019, 66 (December 8, 2019), 
https://www.bis.org/statistics/rpfx19_fx_annex.pdf (last visited October 10, 2020). 
58 Id. 
59 Id, at 72-73. 
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To keep up pace with the expanding OTC FX market and to further increase a 

negligible 2% share of Indian Rupee (“INR”) in the total OTC FX turnover, 

RBI undertook a review of the existing regulatory framework for OTC FX 

derivatives in 2019.60 Subsequent to this review, the current hedging facilities 

for residents and non-residents were revised under FEMA and a circular to this 

effect was issued on April 7, 2020.61 The user classification framework was 

revamped and now the users have been divided into: (i) retail users (ii) non-

retail users. Non-retail users entail regulated financial institutions and 

companies with a minimum net worth of Rs 500 crores.62 Access to complex 

OTC FX derivatives was again restored specifically to non-retail users after 

having banned them in 2008 due to excessive mis-selling by banks. For non-

retail users, the permitted products included any derivative contracts including 

covered options63 and these products can be independently priced and valued 

by authorised dealers provided that they get it approved by their governing 

board.64 While expanding the scope of products available for non-retail users, 

RBI re-emphasised that the objective of these transactions must be for genuine 

hedging which has been defined as “the activity of undertaking a derivative contract to 

offset the impact of an anticipated or a contracted exposure”.65 All users who are not non-

retail users can be classified as retail users. The product scope for retail users 

was restricted to forwards, call/put European options, call/put spreads and 

                                                 
60 See Press Release, RBI, Press Release: Statement on Developmental and Regulatory Policies 
(February 7, 2019), https://www.rbi.org.in/scripts/BS_PressReleaseDisplay.aspx?prid=46237 
(last visited October 10, 2020). 
61 Reserve Bank of India, RBI/2019-20/210 A.P.(DIR Series) Circular No. 29, (Notified on 
April 7, 2020). 
62 Reserve Bank of India, Annex II, RBI/2019-20/210 A.P.(DIR Series) Circular No. 29, 
(Issued on April 7, 2020). 
63 ‘Covered Option’ is a financial transaction under which the investor writing the call/put 
option also owns the underlying asset. 
64 Reserve Bank of India, Annex II, RBI/2019-20/210 A.P.(DIR Series) Circular No. 29, 
(Issued on April 7, 2020). 
65 Foreign Exchange Management (Foreign Exchange Derivative Contracts) (First Amendment) 
Regulations, 2020, Regulation 2(i)(xv). 
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swaps.66 Authorised dealer shall permit users to free cancellation and rebooking 

of derivative contracts. Further, all derivatives contracts were made subject to 

the Suitability and Appropriateness policy provided under Comprehensive 

guidelines on derivatives published by RBI on April 20, 2007.67 

With respect to the regulatory framework of the on-shore market, there existed 

a huge void in the absence of bilateral netting for OTC derivatives.68 This void 

was not only present in the OTC FX derivatives regulation but was pervasive 

throughout the whole of OTC derivatives regulatory framework in India. The 

absence of bilateral netting locks up capital for market participants and compels 

them to manage credit risk on a gross basis thereby damaging credit capacity 

and liquidity. Banks acting as authorised dealers in the FX market are required 

to calculate their credit exposure to counterparties and regulatory capital 

requirements with respect to OTC derivative transactions on a gross basis. Due 

to this, market participants are required to post increased margins to secure any 

outstanding exposure. Netting in OTC FX derivatives would enable banks to 

consolidate the vast number of frequent trades and group them under a single 

netting agreement leading to streamlining and increased efficiencies of 

processes. As stated by Scott O’Malia on the significance of netting, Chief 

Executive of International Swaps and Derivatives Association (ISDA), “This is 

the single most effective tool for reducing credit risk between counterparties, and is critical to 

establish certainty and encourage participation in local markets”.69 It is estimated that 

around 2.14 lakh crore INRs have been locked up with banks during the 

                                                 
66 Reserve Bank of India, Annex II, RBI/2019-20/210 A.P.(DIR Series) Circular No. 29, 
(Issued on April 7, 2020).  
67 Reserve Bank of India, Circular no.DBOD.No.BP.BC.86/21.04.157/2006-07 (Issued on 
April 20, 2007.  
68 Bilateral netting refers to the offsetting of all claims relating to transactions entered into by 
two parties so that a single amount can be determined for payment. 
69 Scott O’Malia, ISDA Chief Executive, Opening remarks at ISDA AGM Hong Kong 2019 
(April 10, 2019). 
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financial year period of 2017-2020 due to the lack of a bilateral netting law.70 

Fortunately, India took the leap of introducing bilateral netting into the country 

on 23 September 2020 with the passing of The Bilateral Netting of Qualified 

Financial Contracts Act, 202071 (the “Netting Act”) by the parliament.72  The 

Netting Act is based largely on the Model Netting Act by ISDA to assist 

jurisdictions to bring in their own netting laws.73 One of the most striking 

features of the Act is that it ensures the enforcement of bilateral netting74 

against insolvent parties by limiting the powers of administration practitioner in 

blocking any payments in connection with bilateral netting.75 Furthermore, the 

applicability of netting under this Act overrides any conflicting laws such as the 

Insolvency and Bankruptcy Code, 2016, FEMA and other laws stated in the 

second schedule of the Act to the extent they are in conflict with the Netting 

Act.76 This would reassure on-shore markets players of their counterpart’s 

payment obligations (however at the detriment of other creditors).  

While this Netting Act seems encouraging in terms of freeing up capital and 

improving process efficiencies in the derivatives market, what remains to be 

seen is its implementation and effectiveness once various authorities under the 

Act identify Qualified Financial Contracts. 

                                                 
70 FE Bureau, ‘Netting law to help banks unlock capital and spur lending, says FM Nirmala Sitharaman’, 
FINANCIAL EXPRESS (September 24, 2020), 
https://www.financialexpress.com/industry/banking-finance/netting-law-to-help-banks-
unlock-capital-spur-lending-says-fm-nirmala-sitharaman/2090384/. 
71 The Bilateral Netting of Qualified Financial Contracts Act, 2020. 
72 Gaurav Noronha & ET Bureau, ‘Lok Sabha passes Bilateral Netting of Qualified Financial Contracts 
Bill, 2020’, THE ECONOMIC TIMES (September 23, 2020), 
https://economictimes.indiatimes.com/news/economy/policy/lok-sabha-passes-bilateral-
netting-of-qualified-financial-contracts-bill-
2020/articleshow/78223431.cms?utm_source=contentofinterest&utm_medium=text&utm_ca
mpaign=cppst.  
73 ISDA, https://www.isda.org/2018/10/15/2018-model-netting-act-and-guide/(last visited 
Feb 8, 2021). 
74 It refers to determination of net claim or obligations between parties to a bilateral agreement 
by way of setting off to result in an aggregate amount.  
75 The Bilateral Netting of Qualified Financial Contracts Act, 2020, Sec 4(3) & Sec 4(4).  
76 The Bilateral Netting of Qualified Financial Contracts Act, 2020, Sec 6(4) 
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Off-shore INR Markets 

Off-shore markets in respect of currencies are normally known as non-

deliverable forward (NDF) markets. Off-shore currency markets exist only with 

respect to non-convertible currencies or currencies with convertibility 

restrictions. As many emerging market economies (EMEs) have currency 

convertibility restrictions, these NDF markets exist mostly in respect of EMEs 

currencies.77 The reasons behind the advent of NDF markets can be traced to 

the 1990s when economic liberalisation reforms swept numerous emerging 

market economies (EMEs) including India. These reforms brought about cross-

border trade and foreign capital flows into India. Trade to GDP ratio has risen 

from around 15% in 1990 to 43% in 2018.78 With increased participation of 

non-resident investors in the domestic economy of India, there arose currency 

risk too with the potential of damaging returns on investments of non-resident 

investors. India did have a nascent domestic FX market developing in the 1990s 

but this market restricted the participation of non-resident investors to a large 

extent. There were widespread concerns that easy access to on-shore FX market 

would eventually lead to speculative activity which would further result in 

increased exchange rate volatility.79 This led the development of an off-shore 

rupee NDF market to meet the hedging and also speculative needs of 

international participants.  

NDFs are OTC FX derivative contracts which trade in restricted or non-

convertible currencies at major off-shore financial centres like London, Hong 

Kong and Singapore thereby circumventing the jurisdiction of respective 

country’s regulatory authorities. NDF is basically a forward contract but the 

                                                 
77 Nikhil Patel & Dora Xia, Offshore markets drive trading of emerging market currencies, BIS 

QUARTERLY REVIEW (December 8, 2019), https://www.bis.org/publ/qtrpdf/r_qt1912h.htm 
(last visited October 10, 2020). 
78 RBI, REPORT OF THE TASK FORCE ON OFFSHORE RUPEE MARKETS, 14 (8 August, 2020), 
https://rbidocs.rbi.org.in/rdocs/PublicationReport/Pdfs/REPORTFB5DEA33A7254948AA1
D5B09657152A1.PDF. (last visited Feb 8, 2021). 
79 Id, at 22 
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settlement is not done in the underlying currency but rather in a freely 

convertible currency like the USD. On the maturity date, the settlement done is 

the difference between a previously agreed exchange rate and the prevailing 

spot rate in a popular international currency mostly the USD.  

The main cause of concern for India, as to the rise of off-shore INR markets, is 

that they are completely out of the regulatory purview of national authorities. 

This concern has only aggravated over the years with the exponential rise in the 

NDF INR market. In 2013 Triennial Central Bank Survey by Bank for 

International Settlements (BIS), the average daily volume of INR OTC 

derivatives trading in off-shore markets was measured to be 17.2 billion USD as 

against 20.9 billion USD in the on-shore market.80 In the 2016 triennial BIS 

survey, the average daily volume of INR OTC derivatives trading in off-shore 

markets was 16.4 billion USD as compared to 24.6 billion USD in the market.81 

But especially in the recent years between 2016 and 2019, the FX turnover of 

EME currencies grew by a substantial 60% while the global turnover grew by 

33%. Another interesting statistic to note is the rise in share of trading firms, 

hedge funds and other financial clients in EME currency trading.82 Low interest 

or almost zero interest rates in developed economies has led international 

investors to go seek out more risky assets in pursuit of higher returns and EME 

assets was their answer. This along with increased electrification of NDF 

trading83 led to a rise in off-shore trading as more and more investors are 

seeking to hedge the currency risk in their underlying EME investments. Hence 

                                                 
80 Triennial Central Bank Survey: Global foreign exchange market turnover in 2013, BANK FOR 

INTERNATIONAL SETTLEMENTS (February 2014), https://www.bis.org/publ/rpfxf13fxt.pdf 
(last visited October 10, 2020). 
81 Triennial Central Bank Survey: Global foreign exchange market turnover in 2016, BANK FOR 

INTERNATIONAL SETTLEMENTS (December 11, 2016), 
https://www.bis.org/publ/rpfxf16fxt.pdf (last visited October 10, 2020). 
82 Nikhil Patel & Dora Xia, Supra note 44. 
83 Philip Wooldridge, FX and OTC derivatives markets through the lens of the Triennial Survey – BIS 

QUARTERLY REVIEW (December 8, 2019), https://www.bis.org/publ/qtrpdf/r_qt1912e.htm 
(last visited October 10, 2020). 
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in the 2019 triennial BIS survey, the average daily volume of INR OTC 

derivatives trading in off-shore markets surged to 50 billion USD 

overshadowing the average daily volume billion in the on-shore market which 

was a distant 28.7 billion USD.84 

The recent surge in NDF INR trading must be examined in the context of the 

relationship between the NDF and on-shore prices. In a 2006 study, it was 

found that on-shore prices had a directional influence over NDF prices even 

though volatility spill-overs in the latters would sometimes seep into the on-

shore market.85 In a subsequent study done examining the linkage between 

NDF and on-shore prices during 2000-2009, it was found that there was change 

in dynamics with increased volatility spill-over from NDF to on-shore prices 

rather than the vice versa.86 The task force constituted by RBI in 2019 

conducted a comprehensive study on the price linkage between NDF and on-

shore prices87 and their findings confirmed the change in dynamics found in 

earlier studies.88 The study found a bidirectional relationship between off-shore 

and NDF prices. Both the prices share a robust long-term relationship and 

during bouts of increased volatility, this relationship breaks into disequilibrium. 

Then on-shore and NDF prices gradually converge towards each other. This 

indicates that both prices directionally impact each other although at varying 

levels. The market which has the bulk of volumes drives price discovery which 

tend to oscillate substantially mostly during periods of stress. During the 2013 

                                                 
84 Triennial Central Bank Survey: Global foreign exchange market turnover in 2019, BANK FOR 

INTERNATIONAL SETTLEMENTS (December 8, 2019), 
https://www.bis.org/statistics/rpfx19_fx_annex.pdf (last visited 10 October 2020). 
85 Sangita Misra and Harendra Behera, Non Deliverable Foreign Exchange Forward Market: An 
Overview, 27(3) RESERVE BANK OF INDIA OCCASIONAL PAPERS 26, 37-38 (2006). 
86 Harendra Kumra Behera, On-shore and offshore market for Indian rupee: recent evidence on volatility and 
shock spillover, 4(1) MACROECONOMICS AND FINANCE IN EMERGING MARKET ECONOMIES 43,  
54 (2011). 
87 RBI, REPORT OF THE TASK FORCE ON OFFSHORE RUPEE MARKETS (July 30, 2019), 
https://rbidocs.rbi.org.in/rdocs/PublicationReport/Pdfs/REPORTFB5DEA33A7254948AA1
D5B09657152A1.PDF (last visited10 October 2020). 
88 Sangita Misra and Harendra Behera, Supra note 52 & Harendra Kumra Behera, Supra note 53. 
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taper tantrum and 2018 emerging market crisis, the relationship became one-

sided with the NDF market driving price discovery in on-shore markets and the 

market being thrown in disequilibrium. The extent of volatility spill-over also 

rises during periods of stress from NDF to on-shore markets. An interesting 

asymmetry was observed as the volatility spill-over would increase from NDF 

to on-shore markets during periods of INR depreciation and the volatility spill-

over would increase from on-shore to NDF markets during episodes of INR 

appreciation.89 Therefore, it was clear that the increased NDF volumes would 

be the predominant driver of price discovery in on-shore markets.   

In order to re-direct some of the volumes from the off-shore market to on-

shore, RBI introduced a regulatory scheme for banking units90 to be set-up in 

the International Financial Services Centre (IFSC)91 and further, in March 2020 

during the beginning of the Covid-19 pandemic, permitted them to participate 

in the NDF market by allowing them to offer NDF INR contracts to persons 

not resident in India.92 Earlier in the year in January 2020, RBI also decided to 

allow trading of INR derivatives with settlement in foreign currency in IFSC.93 

With Covid-19 pandemic causing increased volatility and disrupting financial 

markets, RBI’s decision to allow trading of INR derivatives was timely to 

counter the influence of NDF markets on on-shore prices.  But only exchange 

traded currency futures94 and currency options95 were allowed to be traded. 

                                                 
89 Report of the Task Force on Offshore Rupee Markets, Supra note 54. 
90 Foreign Exchange Management (International Financial Services Centre) Regulations, 2015. 
91 International Financial Services Centre is a Special Economic Zone (SEZ) jurisdiction in 
India which provides financial services to investors outside the jurisdiction of India. The first 
IFSC set up in India is Gujarat International Finance Tec-city.  
92 Reserve Bank of India, RBI/2019-20/193 A.P. (DIR Series) Circular No.23 (March 27, 2020), 
https://www.rbi.org.in/Scripts/NotificationUser.aspx?Id=11843&Mode=0 (last visited 
October 10, 2020). 
93 Reserve Bank of India, RBI/2019-20/145A.P. (DIR Series) Circular No.17 (January 20, 
2020), 
https://rbidocs.rbi.org.in/rdocs/notification/PDFs/APDIR17BEBA86C0E89041BBAA34251
06742E6D1.PDF (last visited October 10, 2020). 
94 Currency Futures in International Financial Services Centre (Reserve Bank) Directions, 2020. 
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National Stock Exchange (NSE) and Bombay Stock Exchange (BSE) 

introduced INR/USD derivatives in IFSC at Gujarat International Finance Tec-

city (GIFT).96 Securities and Exchange Board of India (SEBI) allowed 

institutional investors to take fixed positions up to 1 billion USD whereas other 

investors could take up positions up to 100 million USD.97 Stock exchanges in 

GIFT have been allowed to be open for 22 hours a day thereby making it easier 

for foreign investors to hedge their NDF requirements.98 But the migration of 

NDF trades to stock exchanges in IFSC is unlikely to happen soon unless these 

exchanges markets develop enough liquidity and efficient price discovery and 

space for OTC derivatives is also created.  

Lacunae in Regulation 

The most discernable lacuna in the regulation of FX market for India is the lack 

of regulatory purview over the off-shore INR markets. Especially with the 

substantial volumes of the NDF market influencing the on-shore prices, the 

solution lies in bringing the volumes in NDF market on-shore and within the 

regulatory purview RBI. 

One way of bringing the NDF market volumes to India is by making the INR a 

freely convertible currency but that would be in direct contravention to RBI’s 

policies on managing the “impossible trinity dilemma” – the impossibility of 

                                                                                                                              
95 Currency Options in International Financial Services Centres (Reserve Bank) Directions, 
2020. 
96 International exchange arms of BSE, NSE launch rupee derivative contracts, THE ECONOMIC TIMES, 
May 8, 2020, https://economictimes.indiatimes.com/markets/forex/international-exchange-
arms-of-bse-nse-launch-rupee-derivative-contracts/articleshow/75625533.cms (last visited  
October 10, 2020). 
97 Security and Exchange Board of India, SEBI/HO/MRD2/DCAP/CIR/P/2020/17 (Issues 
on February 3, 2020),  https://www.sebi.gov.in/legal/circulars/feb-2020/currency-future-and-
options-contracts-involving-indian-rupee-on-exchanges-in-international-financial-services-
centres-ifsc-_45886.html. 
98 Rajesh Bhayani, Rupee-dollar derivatives set to enter stock exchanges in GIFT City IFSC, BUSINESS 

STANDARD, January 21, 2020 https://www.business-standard.com/article/markets/rupee-
dollar-derivatives-set-to-enter-stock-exchanges-in-gift-city-ifsc-120012001014_1.html (last 
visited October 10, 2020). 
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achieving (i) independent monetary policy, (ii) stable exchange rate, and (iii) free 

capital flows.99  

It is only possible to achieve two of these three objectives and RBI’s policies 

have been positioned towards having an independent monetary policy while 

following a mid-path by partially controlling the exchange rate and capital flows. 

A freely convertible INR would make the off-shore markets redundant but that 

would also expose India to macroeconomic instability caused by potential 

drastic exchange rate volatility.  

The solution to bringing NDF markets on-shore lies in the balancing act 

between maintaining a stable exchange rate and improving the accessibility of 

on-shore markets to international market participants without compromising on 

a stable INR exchange rate.  

A stable INR exchange rate reinforces the need for capital account restrictions 

on FX derivatives in the form of position limits, requirement of an underlying 

exposure for hedging, settlement in INR, restrictions on cancelling and 

rebooking of contracts etc. These restrictions have already undergone 

substantial liberalisation over the years and hence the scope for further 

amendments to the current regulatory framework remains limited. Any further 

amendments would require India comprising on their objective of a stable INR 

exchange rate which the authorities are not prepared to do. The on-shore 

market largely caters to the needs of domestic participants and its regulatory 

framework is not attractive enough to bring non-resident participants on-shore. 

But this is needed to be able to bring the whole INR exchange market within 

the purview of regulatory authorities in India.  

An innovative solution would be to create a parallel regulatory framework for 

NDF INR trades which is competitive in relation to the off-shore markets and 

                                                 
99 Vijay Joshi, ‘India and the Impossible Trinity’, 26(4) THE WORLD ECONOMY 555, 557 (2003). 
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can bring in off-shore volumes. India has taken a pivotal step in this right 

direction by allowing the trading of non-deliverable INR derivatives in IFSC.100   

IFSC markets operate outside of the purview of FEMA and hence are not 

bound by the capital account restrictions and also have favourable tax treatment 

by virtue of being a Special Economic Zone (“SEZ”) jurisdiction. These IFSC 

INR markets, technically speaking, would still be perceived as off-shore 

especially with their own regulatory agency101 and with the hands-off approach 

of RBI. This very perception of an off-shore market although being within the 

jurisdiction of India is necessary to create in order to inspire market confidence 

and bring in NDF market participants. However, these markets would still be 

subject to regulation by Indian authorities and are also required to report all 

OTC FX derivative transactions to CCIL102 thereby providing the necessary 

oversight to the regulatory authorities. Hence, this parallel regulatory framework 

in IFSC is ideal as it has the right optics of being an off-shore market but is still 

within the oversight of regulatory authorities. The lack of capital account 

restrictions in this parallel framework seems like a necessary compromise to 

gain the benefit of regulatory oversight over off-shore markets and this parallel 

framework might in fact be the answer to bringing the NDF markets on-shore 

without compromising on the objective of a stable INR exchange rate. 

CONCLUSION 

The significance of FX and the regulatory framework surrounding it grew 

exponentially in India since the economic liberalisation reforms of 1991. With 

increased cross-border transactions, foreign direct investment and increased 

                                                 
100 Reserve Bank of India, RBI/2019-20/145A.P. (DIR Series) Circular No.17 (Issued on 
January 20, 2020), 
https://rbidocs.rbi.org.in/rdocs/notification/PDFs/APDIR17BEBA86C0E89041BBAA34251
06742E6D1.PDF (last visited October 10, 2020). 
101 International Financial Services Centres Authority of India (IFSCA) is the regulatory 
authority for all financial services in IFSCs in India.  
102 Reserve Bank of India, RBI/2019-20/233 FMRD.FMID.26/02.05.002/2019-20 (Issued on 
May 18, 2020), https://www.rbi.org.in/Scripts/NotificationUser.aspx?Id=11889&Mode=0. 
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capital inflows - FX needs of market participants grew sophisticated; resulting 

in increased use of derivatives as a risk management tool. However, the 

regulations failed to maintain pace.  

The spotlight on FX derivatives and the regulation landscape came about 

during 2007 due to the mis-selling of complex derivatives to unsophisticated 

user by banks.103 As highlighted previously, the most significant drawback of the 

regulatory framework was lack of regulatory oversight over the off-shore INR 

market. It is only recently, numerous significant steps have been taken, with the 

introduction of a liberalised parallel regulatory framework for FX derivatives in 

GIFT; India’s first IFSC.  

India has balanced the rather conflicting objectives of increased regulatory 

oversight and attracting off-shore INR markets on-shore by allowing trading of 

non-deliverable INR derivative contracts in IFSC. Further, the introduction of 

the Bilateral Netting of Qualified Financial Contracts Act, 2020 has further 

pushed off-shore INR market participants to satisfy their INR FX requirements 

on-shore.  

As the global economy is experiencing tremendous changes, the need for 

business community will also evolve. The regulatory authorities will be required 

to keep pace with developments to ensure robust regulatory framework 

surrounding FX derivatives. 

                                                 
103 Exporters cry foul over banks 'mis-selling' forex derivatives, OUTLOOK INDIA (September 04, 2008), 
https://www.outlookindia.com/newswire/story/exporters-cry-foul-over-banks-mis-selling-
forex-derivatives/9889. 


