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Abstract - The Indian financial market has undergone a
remarkable evolution, emerging as a complex ecosystem where
classical financial theories and modern behavioral dynamics
coexist. This paper examines the intricate linkage between
established financial theories and real-world developments
within the Indian financial system, using an event- and concept-
based approach. It integrates seminal frameworks such as the
Efficient Market Hypothesis (EMH), Behavioral Finance
Theory, Capital Asset Pricing Model (CAPM), Arbitrage
Pricing Theory (APT), Agency Theory,
Asymmetry and Signaling Theory, and Financial Instability
Hypothesis to interpret pivotal market and policy episodes —
ranging from the Harshad Mehta scam (1992) and the Ketan
Parekh bubble (2001) to the Global Financial Crisis (2008),
Demonetization (2016), IL&FS collapse (2018), COVID-19
pandemic (2020), and Adani-Hindenburg episode (2023). By
synthesizing theoretical frameworks with these events, the
study reveals that India’s financial market operates as a
behavioral-institutional hybrid system — a structure where
rational efficiency is continuously negotiated with
psychological tendencies, policy interventions, and structural
constraints. The paper concludes that the evolution of India’s
financial market underscores the necessity of adaptive
theoretical models that account for behavioral diversity and
institutional maturity in emerging economies.
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Introduction

The trajectory of the Indian financial market since the early
1990s mirrors the broader economic transformation of the
nation, i.e., from a controlled bureaucratic regime to a
liberalized and globally integrated economy. The process of
financial liberalization, beginning with the 1991 reforms, set in
motion a series of structural and institutional changes. These
included deregulation of interest rates, the introduction of
modern stock exchanges, enhanced regulatory frameworks, and

technological modernization. Over time, these reforms
deepened financial inclusion and market sophistication,
aligning India more closely with global capital flows.

However, alongside progress, the Indian financial market
has experienced recurrent phases of speculation, volatility,
and crisis. The Harshad Mehta securities scam (1992),
Ketan Parekh bubble (2001), Global Financial Crisis
(2008), and IL&FS collapse (2018) each tested the
resilience of the market and its regulatory architecture.
These events not only exposed weaknesses but also
provided opportunities for theoretical reflection. They
demonstrated that while global financial theories offer
valuable explanatory frameworks, their applicability in
emerging economies often requires contextual adaptation.

In this dynamic context, financial theories serve as
interpretive frameworks that help explain and evaluate
market behavior. Classical theories, such as the Efficient
Market Hypothesis (Fama, 1970) and Capital Asset Pricing
Model (Sharpe, 1964) were developed within the
assumptions of rationality and complete information.
However, the Indian market’s diversity, structural
complexities, and behavioral peculiarities challenge these

assumptions.

Hence, this study explores how financial theories intersect
with Indian financial realities through a theoretical and
event-based analysis. It aims to bridge classical models
with contemporary behavioral and institutional insights,
illustrating how each major financial episode in India
reflects the simultaneous operation of rational, emotional,
and systemic forces.
1. Theoretical Foundations and Contextual
Relevance
Financial theories form the intellectual bedrock for
understanding how markets process information, manage
risk, and allocate capital. Yet, their real-world validity
becomes evident only when tested against historical and
contemporary events. India’s financial evolution, marked

by regulatory transformation and recurring shocks, offers
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a fertile ground to assess the practical interplay between
theory and market behavior.

market behavior, given its significant retail investor
base and susceptibility to socio-political narratives.

1.1. Efficient Market Hypothesis (EMH): From

Inefficiency to Evolution

The Efficient Market Hypothesis (EMH), proposed by
Fama (1970), posits that asset prices fully reflect all
available information, leaving no scope for consistent
abnormal returns. In India, however, EMH’s
predictive power has evolved through distinct phases,
shaped by reforms, technology, and crises.

The Harshad Mehta scam (1992) represented a
fundamental breach of market efficiency, as
manipulative trading and opaque banking practices
distorted price discovery. This incident underscored
information asymmetry and regulatory weakness,
directly challenging EMH assumptions. The
establishment of SEBI and the introduction of
electronic trading in the 1990s were institutional
responses aimed at improving informational
efficiency.

Subsequent events, such as the Ketan Parekh bubble
(2001) and the Global Financial Crisis (2008),
reflected varying degrees of semi-strong efficiency.
Market reactions during these periods were faster and
more informed, indicating that information
dissemination had improved, even though speculative
tendencies persisted. During the US Federal Taper
Tantrum (2013), for instance, Indian markets adjusted
rapidly to global monetary signals, suggesting
increased sensitivity to international information
flows.

However, episodes like Demonetization (2016)
demonstrated that despite improved transparency,
markets could still react irrationally to policy
uncertainty. This shows that India’s market efficiency
is context-dependent, i.e., an evolving equilibrium
influenced by regulatory reforms and behavioral
adaptation rather than a static state of rationality.

.2. Behavioral Finance Theory: Understanding

Market Psychology

Where EMH emphasizes rationality, Behavioral
Finance Theory incorporates the human element of
emotion, bias, and heuristics into financial decision-
making (Kahneman & Tversky, 1979). This
theoretical lens is crucial for interpreting India’s

© 2025, JOIREM  |www.joirem.com| Page 2

The Ketan Parekh bubble (2001) is a classic instance
of overconfidence and herd behavior, where investors
chased high-performing technology stocks based on
speculative exuberance rather than intrinsic valuation.
Similarly, during Demonetization (2016), investors
initially panicked, leading to short-term volatility,
followed by a speculative rally in digital payment and
banking stocks as narratives of “formalization” took
hold.

The COVID-19 pandemic (2020) further amplified
behavioral biases. Retail participation surged as
lockdowns and social media-driven narratives
encouraged speculative trading — a phenomenon
reminiscent of “herd immunity investing.” During the
Adani-Hindenburg episode  (2023), emotional
polarization, confirmation bias, and nationalistic
sentiment influenced investor reactions as much as
fundamentals.

Thus, behavioral finance offers a robust framework
for explaining market anomalies and volatility
patterns in India. It also underscores the cultural
specificity of investor psychology, where social cues
and media narratives play outsized roles in shaping
expectations (Barberis & Thaler, 2003).

. CAPM and APT: Multifactor Risk Dynamics in

Indian Markets

Traditional models like the Capital Asset Pricing
Model (Sharpe, 1964) assume a single-factor
relationship between systematic risk and expected
returns. Yet, India’s multifaceted financial
environment — shaped by macroeconomic shocks,
global capital flows, and domestic policy
interventions, renders this assumption overly
simplistic. The Arbitrage Pricing Theory (Ross,
1976), by contrast, provides a more flexible and
empirically relevant framework.

During the Global Financial Crisis (2008), India’s
markets displayed strong contagion effects despite
limited exposure to subprime assets, suggesting that
global risk premiums influenced returns. The US
Taper Tantrum (2013) further reinforced the impact of
global interest rate expectations on capital flows and
exchange rates. Domestically, the IL&FS crisis (2018)
highlighted how credit risk and liquidity constraints

ISSN (0) 3107-6696



SN
‘ Y
& \
2\ 3V
.

‘-{
L

j\/

IR

L&

/

)

1=
Y
e
\ Z
s
\

Journal Publication of International Research for Engineering and Management (JOIREM)
Volume: 03 Issue: 11 | Nov-2025
ISSN (0) 3107-6696

function as key pricing factors, while the post-COVID
recovery (2020-2022) demonstrated the importance
of sentiment and government stimulus as emerging
determinants.

The IPO and fintech boom (2023-2024) illustrates the
rise of new structural “factors”, such as digitalization,
ESG performance, and retail investor optimism —
influencing market valuations. Therefore, India’s
asset pricing dynamics align more with APT’s
multifactor logic, where returns depend on a
constellation of macro, behavioral, and policy-driven
variables (Bekaert & Harvey, 2002).

. Agency Theory and Corporate Governance:
Persistent Challenges of Control

The Agency Theory (Jensen & Meckling, 1976)
explains how managerial self-interest can conflict
with shareholder objectives, leading to inefficiencies
and governance failures. This framework finds strong
resonance in India’s corporate history. The Satyam
Computers scandal (2009) exposed fraudulent
accounting and governance breakdowns, shaking
investor confidence in India’s corporate sector.

A decade later, the IL&FS crisis (2018) revealed
similar ~ governance failures  within  quasi-
governmental institutions, demonstrating that agency
conflicts are not confined to private enterprises.
Regulatory reforms, such as SEBI’s LODR
Regulations and the Companies Act (2013) sought to
enhance board independence, disclosure standards,
and accountability mechanisms. Nonetheless,
governance challenges persist, particularly in family-
controlled enterprises where agency costs remain
high. This makes Agency Theory a continuing lens
through which to assess the structural evolution of
corporate governance in India.

Incorporating Stewardship Theory (Davis et al., 1997)
into the Indian context provides a culturally sensitive
counterbalance — emphasizing trust, moral
responsibility, and relational governance over purely
contractual  enforcement. This dual-theoretical
approach captures the nuances of corporate behavior
in India’s socio-economic environment.

.S. Information Asymmetry and Signaling Theory:

The Power of Perception
The Information Asymmetry Theory (Akerlof, 1970)
posits that markets function imperfectly when

participants possess unequal information. Signaling
Theory (Spence, 1973) extends this by suggesting that
credible information signals, such as disclosures,
ratings, or reputational cues helps to reduce
asymmetry.

The Adani-Hindenburg episode (2023) illustrated the
potency of signaling. A single external report
questioning corporate governance triggered a major
market revaluation, emphasizing that perception and
credibility can outweigh fundamentals. Similarly, the
Yes Bank crisis (2020) demonstrated how negative
signals, such as downgrades, rumors, or withdrawals,
can accelerate financial contagion. Conversely, the
growth of ESG reporting and digital transparency
(2021-2024) has strengthened positive signaling
channels, reinforcing investor confidence. In India’s
hybrid informational environment, trust and
transparency act as economic assets, shaping both
valuation and market stability (Diamond &
Verrecchia, 1991).

. Financial Instability Hypothesis: Cycles of Risk

and Reform

Hyman Minsky’s Financial Instability Hypothesis
(1986) provides an apt explanation for India’s
recurring pattern of stability and disruption. Prolonged
periods of growth and liquidity abundance often lead
to speculative risk-taking, culminating in crises that
trigger corrective reforms.

The NBFC crisis (2018) exemplified this cycle: years
of unchecked credit expansion by shadow banks
created systemic vulnerabilities that erupted with the
IL&FS default. Similarly, the Yes Bank collapse
(2020) and subsequent liquidity interventions
revealed how speculative optimism can destabilize
credit systems. Yet, India’s swift policy responses,
such as targeted liquidity injections, asset
reconstruction measures, and regulatory tightening,
highlight its adaptive capacity.

Even the COVID-19 crisis (2020) fits Minsky’s
schema: the initial shock induced instability, but
coordinated fiscal and monetary policies re-stabilized
the financial system. This cyclical resilience
demonstrates that while instability is intrinsic, it also
fosters institutional learning and reform, which is a
testament to India’s growing systemic maturity.
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1.7. Integrative Perspective: Toward a Behavioral-
Institutional Equilibrium
Viewed collectively, these theories and events
illustrate that the Indian financial market operates
within a behavioral-institutional equilibrium. Each
crisis or policy episode — whether regulatory,
behavioral, or structural, has deepened market
learning and theoretical evolution. India’s financial
system, therefore, cannot be neatly categorized as
efficient or irrational; it is adaptive, cyclical, and
contextually rational.

This hybrid character reinforces Lo’s Adaptive
Market Hypothesis (2004), which bridges efficiency
and behavior through evolutionary learning. India’s
trajectory thus offers a living demonstration of how
theory and practice continuously co-evolve in an
emerging market setting.

2. Linking Financial Theories with Indian Financial

Events

Each major event in India’s financial history not only
illustrates but also challenges traditional theory. The
Harshad Mehta scam exposed inefficiencies predicted by
EMH, prompting regulatory evolution. The Satyam fraud
highlighted agency conflicts, while the Global Financial
Crisis  reaffirmed  APT’s  multi-factor  logic.
Demonetization and COVID-19 validated Behavioral
Finance’s explanatory capacity, revealing emotional and
cognitive market responses. Finally, the Adani-
Hindenburg episode underscored the enduring influence of
signaling and perception in market valuation. Together,
these episodes demonstrate that India’s financial market
operates as a living laboratory where theory and reality
continuously reshape one another. Hence, these events
underscore that financial theories in India are not mutually
exclusive; rather, they function as overlapping lenses that
together capture the complexity of an adaptive market
ecosystem.

The interplay of financial theories and Indian market
realities reveals a dynamic and adaptive ecosystem that
cannot be fully explained by any single framework. The
Indian market’s evolution supports Lo’s Adaptive Market
Hypothesis (2004), which merges EMH with behavioral
adaptability. Unlike the static efficiency assumed by Fama
(1970), the AMH recognizes that markets evolve through
learning, regulation, and psychological adaptation.

Investor behavior during crises, such as panic selling
followed by irrational rallies, demonstrates that emotions

© 2025, JOIREM  |www.joirem.com| Page 4

continue to drive short-term volatility (Kahneman &
Tversky, 1979). Yet, the long-term trend toward
informational efficiency reflects institutional maturation
(Fama, 1991). The behavioral-institutional duality thus
defines India’s market character.

Incorporating APT and Minsky’s Financial Instability
Hypothesis, one can observe that India’s asset prices
respond to multiple macroeconomic shocks, including
policy changes and credit cycles. The IL&FS and Yes
Bank crises highlighted systemic vulnerabilities where
corporate overextension, liquidity mismatches, and
regulatory lag collectively generated instability. These
cases reinforce Minsky’s (1986) assertion that stability
breeds complacency. Furthermore, Agency Theory
continues to be crucial for understanding governance in
Indian corporations, where promoter dominance and
limited accountability persist (Jensen & Meckling, 1976).
Integrating Stewardship Theory (Davis et al., 1997)
alongside it may yield culturally nuanced interpretations of
managerial motivation in India’s relational business
environment.

Thus, the Indian financial market reflects a behavioral-
institutional synthesis: a constantly evolving interplay
between psychology, policy, and structure. Theories such
as EMH, APT, and Behavioral Finance coexist as
complementary, rather than contradictory, explanations
within this ecosystem. This dynamic framework captures
how markets adapt to new information, cultural attitudes,
and regulatory paradigms.

Policy and Theoretical Implications

The lessons drawn from India’s market evolution carry
significant implications. From a policy perspective,
reducing information asymmetry through transparent
disclosure, strengthening corporate governance, and
promoting financial literacy are essential. Regulators like
SEBI must continue advancing data-driven monitoring and
enforcing ESG compliance to build trust. Moreover, the
recurrent nature of credit and liquidity crises supports
Minsky’s  (1986) recommendation for proactive
macroprudential regulation and dynamic stress testing.

From a theoretical standpoint, India’s market experience
challenges scholars to move beyond static models. A
hybrid Emerging Market Behavioral-Structural Model
(EMBSM), integrating APT’s macro-financial factors with
behavioral biases and institutional parameters, could
provide richer explanatory power. Likewise, adapting Lo’s
AMH (2004) to emerging markets requires embedding
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cultural and regulatory dimensions that influence adaptive
efficiency.

On the corporate governance front, aligning Agency
Theory with Stakeholder Theory and Stewardship Theory
can balance accountability with ethical leadership (Jensen
& Meckling, 1976; Davis et al., 1997). Encouraging
shareholder activism, enhancing independent directorship,
and reinforcing whistleblower mechanisms would
collectively strengthen the institutional underpinnings of
Indian finance.

4. Conclusion

The interlinkage between financial theories and the Indian
financial market demonstrates that finance, as a discipline,
is neither static nor universal, It evolves through context
and experience. The Indian case illustrates how classical
theories must adapt when confronted with behavioral,
regulatory, and institutional complexities. Events like the
Harshad Mehta scam, Satyam fraud, IL&FS crisis, and
Adani-Hindenburg report not only tested existing theories
but also led to their transformation. The market’s
progression from inefficiency to adaptive semi-efficiency
epitomizes the evolutionary learning process described by
Lo (2004). Behavioral biases coexist with rational
expectations, and institutional reforms continually
recalibrate this balance.

In essence, the Indian financial market serves as a living
laboratory for theoretical development—an arena where
efficiency meets psychology, governance meets agency,
and risk meets reform. Its evolution demonstrates that the
relevance of financial theory lies not in static perfection
but in its capacity to adapt, interpret, and guide markets
amid uncertainty. In this sense, India is not merely a
recipient of financial theory, it is also an active contributor
to its ongoing transformation.
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