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		Abstract

		Financial derivatives are extensively used as hedging instruments worldwide, including emerging markets like Malaysian, Italian, and Portuguese equity markets. However, hedging oneâ€™s stock position through futures is still the road less traveled in India.     

This study is, therefore, an attempt to explore Indian futures market for hedging by equity holders in general as well as in period of financial crisis. We have estimated effectiveness of the optimal hedge ratio based on HKM [Herbst, Kare and Marshall (1993)] methodology with benchmark model JSE [Johnson (1960), Stein (1961) and Ederington (1979)] methodology for futures. Hedge ratio based on HKM methodology is a time-variant whereas hedge ratio based on JSE methodology is a constant and time-invariant. To bring the comparison of hedge effectiveness on equal level (from transaction cost point of view), time-varying hedge ratio estimated based on HKM methodology â€œtime-invariantâ€� and then Bases using the hedge ratios are estimated.     

For empirical validation of the Effectiveness of the optimal hedge ratios and their stability in normal as well in the period of financial crisis, the study of S&P Nifty Index {National Stock Exchange of India (NSE) â€“ 50 Index and its futures is conducted using daily data for the year 2005 (representing normal period) and January 2007 to June 2009 (representing turbulent time period) based on the value of volatility index.    

Results suggest that hedge using HKM model is more effective than that of hedge based on JSE model. The results are statistically significant at 95% confidence level. An additional contribution of this study is to help the hedger to decide â€œwhenâ€� to re-balance the hedge. 
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