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A STUDY ON COMMODITY DERIVATIVES

Dr. S. Durga, Asst. Professor, Dept. of Managers¢ndies, TIPS College, Guntur-6
Dr. K. Soujanya, Asst. Professor, Dept. of Managanstudies, TIPS College, Guntur-6

Abstract

India has a long history of trading commodities and considered the pioneer in some forms of derivatives trading.
The first derivative market was set up in 1875 in Mumbai, where cotton futures was traded. This was followed by
establishment of futures markets in edible oil seeds complex, raw jute and jute goods and bullion. This became an
active industry with volumes reported to be large. The Forward Markets Commission (FMC) is the chief
regulator of commodity futures markets in India. As of July 2014, it regulated Rs 17 trillion worth of commodity
tradesin India. It is headquartered in Mumbai and this financial regulatory agency is overseen by the Ministry
of Finance. The Commission allows commodity trading in 22 exchanges in India, of which 6 are National.
Finance Minister Arun Jaitley announced its merger with SEBI in his Budget speech of 2015. The present paper
highlights the trends and growth in commodity derivatives during the decade and also throws light on the ways

for smooth functioning of markets and the impact of merger of FMC with SEBI.

Key words. FMC, Derivatives, Regulatory agency.

Introduction

The Indian commodity futures market has witnesseehpmenal growth in trading volumes over the pasade
or so despite facing frequent setbacks. Futurasnwe$ had picked up momentum after the operaticatadiz of
the online electronic trade platforms in 2003. \foks increased manifold from about Rs 1.29 lakhecror
2003-04 to a peak of Rs 181 lakh crore in 2011ahd, settled at Rs 170.5 lakh crore in 2012—-13. ddftar,
volumes witnessed a precipi-tous fall to Rs 10&khlcrore in 2013-14, which worsened to Rs 61.1 tabkre
in 2014-15 (Table 2). Two important factors advigredéfected volumes: the commodity transaction (@XT)
on futures contracts of non-agricultural commoditiand the Rs 5,600 crore fraud case of the Ndti®pat
Exchange Ltd (NSEL). Both of which were incidentat July 2013. The NSEL case has not only affettade
volumes but has also raised concerns over regylaaod monitoring systems of commodity markets.
Commodity futures markets have been affected lyuieat cases of fraudulent practices and irregidariver

the past decade. The regulatory system, thoughviegolhas not been able to prevent such malpractice
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effectively. The Forward Markets Commission (FMCJetregulator of commodity markets has been
addressing the irregularities and scams after ttoeyr, but has not been able to prevent them wgghrapriate
mechanisms in place. While there were some inharenstraints for the FMC being able to put in place
stronger regulatory system, the basic nature ofamac¢ommodity markets with a highly unorganized and
scattered structure makes them vulnerable to flantpractices and market manipulation. Following NSEL
scam, the FMC was brought under the Ministry ofaRite from the Ministry of Consumer Affairs in Sephber
2013. Further, putting an end to the long-standiebate, the finance ministry has proposed to mingé&MC
with the Securities and Exchange Board of IndiaBpEluring the 2015-16 budget announcements. At the
outset, the move appears to be positive, with gérogtimism about the change. But the questiowiis,t lead

the commodity derivative markets towards theirnodtie objectives of efficient price discovery anetcgirisk
management? In this context, an attempt is made toestudy market trends and developments in contynod
futures markets during the past decade, and toysmassues related to the functioning of Indian cmdity

markets in view of the proposed FMC —SEBI merger.

Table: 1
LARGEST TOP COMMODITIESEXCHANGES
Exchange Exchange Exchange
CME Group USA $268,000,000
Tokyo Commodity Exchange [(Japan --
Euronext France, Belgium, Netherlands, Portugal, UK -

Dalian Commodity Exchange |China -
Multi Commodity Exchange |India -
Intercontinental Exchange USA, Canada, China, UK --
Africa Mercantile Exchange  |Kenya, Africa -
Uzbek Commodity Exchange |Tashkent, Uzbekistan --

Sour ce: International Trade of India

Market Trends

Commodity market volumes witnessed broadly threérdit phases of growth. The first phase, from 20@&2to
2005-06, saw phenomenal growth of more than 200@peum. The second phase (2006—07 to 2011-12)
recorded a steady and robust annual average gravetlof about 44% per annum. In the third phas&4203 to

2014-15) volumes fell at an average rate of 28.8%@pnum.
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Table: 2

Exchange-wise Traded Valuein Commaodity Futures (Rslakh crore)

Y ear MCX NCDEX Others Total Growth
(%)

2004-05 1.7 (29.0) 2.7 (46.5) 1.4 (24.5) 5.7 234
2005-06 9.5 (44.2) 10.9 (50.6) 1.1(5.2 216 | 73.2
2006-07 22.9 (62.4) 11.6 (31.7) 2.2 (5.9 36.8 |72.3
2007-08 31.3 (76.9) 7.7 (19.0) 1.7 (4.1) 40.7 | 0.61
2008-09 45.9 (87.4) 5.3 (10.2) 1.3(2.4 52.5 129
2009-10 63.9 (82.3) 9.2 (11.8) 4.5 (5.9 77.7 947
2010-11 98.4 (82.4) 14.1 (11.8) 7.0(5.8) 119.5 [53.9
2011-12 156.0 (86.0) 18.1 (10.0) 7.2 (4.0 181.3 |51.7
2012-13 148.8 (87.3) 16.0 (9.4) 5.7 (3.3 170.5 |-6
2013-14 86.1 (84.9) 11.5 (11.3) 3.9(3.8) 101.4 [-40.5
2014-15 51.8 (84.0) 9.0 (14.7) 0.8 (1.3 61.7 9.23

As mentioned earlier, the important reasons forpgteeipitous fall in volumes were the levy of C@&nd the
impact of the NSE fraud. Although the NSEL fraudswent directly related to futures trading, it hadiiectly
affected broking firms which have been the voluroatdbutors for futures trading, as a significanmaunt of
their funds was trapped in NSEL. Further, it hasoaffected the general sentiments of market paatids,
making them skeptical about the functioning of camdity futures markets.

Trading on Exchanges

Despite the presence of a number of national agidmal commodity exchanges, only two exchanges datai
commodity futures markets. The first national matimmodity exchange to offer online trading in cooality
futures was the National Multi-Commodity Exchan®¥MCE), in 2002. Subsequently the Multi Commodity
Exchange (MCX), and the National Com-modity andivddives Exchange (NCDEX) were started in 2003.
Apart from these, a number of regional exchange® lieeen offering futures trading in commodity méaske
Subsequently, three more national exchanges Ind@nmodities Exchange (ICEX) in 2009, Ace Derivasive
and Commodity Exchange in 2010, and Universal Coditp&xchange (UCX) in 2013 were permitted to offer
futures trading in commodities. However, volumesehaot picked up on these exchanges, and as 4, risul
ICEX and UCX suspended futures trading operation®2014. At present, there are four national multi-

commodity exchanges that are actively offering camity futures trade in the country. Of the fourioaal
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exchanges, NCDEX and MCX account for more than @%harket volumes in commaodity futures (Table 2).
NCDEX gained large volumes in the initial three neerom 2003-04 to 2005-06, mainly in agricultural
commodities. However, the volumes on MCX, concdimgaon non-agricultural commodities, rose rather
steeply from 2005—-06 onwards. As a result, the M@s become the largest exchange in trade volumes in
2006—07 and has remained in first position everesiwith more than 80% market share. While the etaskare

of NCDEX stood around 12% on average, trading dmemmnational and regional exchanges put together

accounted for less than 5% of total futures mavk&imes.
Trendsin Commodities Traded

Commodity-wise trading volumes indicated that thars of agricultural commodities has declined sted&dm
more than 50% to around 12%, while the share ofagcultural commodities has gone up significarfithm
around 30% to more than 80% during the past 10sy€bable 3). Nonetheless, the share of agricultural
commodities has improved marginally during 2013l 2014-15, following the levy of CTT on non-

agricultural commodity futures trade in July 2013.

Table 3: Commodity Sharein Total Volume (%)

Y ear Agricommodities | Bullion Metals | Energy | others
2004-05 68.3 31.5 NA NA 0.4
2005-06 55.9 36.5 NA NA 8.5
200607 35.8 57.9 NA NA 6.3
2007-08 23.2 42.5 NA NA 34.4
2008-09 12 56.7 11.8 19.6 0.1
2009-10 15.7 40.8 23.2 20.3 0
2010-11 12.2 46 22.5 19.3 0
2011-12 12.1 56.2 16 15.7 0
2012-13 12 .7 46.1 19.1 22.1 0.0
2013-14 15.8 42.5 17.4 24.4 0
2014-15 17.2 35.5 20.7 26.7 0

Among non-agricultural commodities’, the share olibn accounted for more than half of total futsire®lumes
till 2012—-13 but declined there-after to about 3B22014—15. Interestingly, the share of energy potsl trade
has increased between 2012-13 and 2014-15 in sbtdrthe other non-agricultural commodities after levy
of CTT. Thus, the share of agricultural com-madithas been around 12% on aver-age during thelpeatie
except for the initial few years, while futuresadiing is dominated by gold and silver with theighiper unit
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prices. A critical view of trade patterns of Indisommodity futures markets during the past 10 yeaveals
certain specific characteristics. First, the largelumes in agricultural commodities futures in ihaial few
years were concentrated in com-mo d it ie suchgarsumenthol oil, lemon, and Burmese Urad, whiclieha
small market size. Second, as the market shareegdhd non-agricultural commodities from 2006—0Wvards,
the largest volume gainers have been gold, sihese metals, and energy, for which price trendgaided by
international markets, particularly the United 8&(US) and the United Kingdom (UK). Third, in retgears,
the market shares of agricultural commodities kkible oils and oilseeds, for which benchmark maéonal
markets exist, have increased. However, exceptiams wheat, rubber, coffee, pepper, etc, for which
international benchmark markets are available,dmmestic futures trad-ing has not picked up sigaittly for
various reasons like government intervention, dquabsues, etc. The commodities for which inteorzi
benchmark markets are available, price discoverysisally well informed as the factors influencingcps
including demand and supply are well tracked andaravailable to market participants. Fourth, fusurading

in commodities like precious metals, metals, eneeglyble oils, cotton, etc, which have benchmat&rimational
markets, has been less prone to manipulations. éflarticipants are well informed about demand suply
scenarios of these commodities. Fifth, no authedgimand and sup-ply estimates are available famaber of
agricultural commodities such as guar seed, guar, guenthe oil, Jeera, Chana, Chilli, Coriandernienic, etc,
which have been contributing a notable share toaindutures exchanges. Further, they do not hawe an
benchmark international markets to track. Tradméutures with inadequate and asymmetric markerimétion
may not only lead to inefficient price discoverythnay result in irregularities. For efficient pridiscovery,
information on demand and supply and factors affgaddemand and supply are a pre-requisite. It idez from
past experience t hat a major it y of irregulasitieat required regulatory action from the FMC weslated to
these commodities (Lingareddy 2008).Thus, agricaltaommodities with scattered market informatioe a
vulnerable to frequent market irregularities anauttulent practices. Regulatory Developments Regulaif
commodity futures markets has a three-tier systéim aministry (consumer affairs earlier and Firmnow) at
the top, the FMC at the middle, and the commoditshanges at tertiary level. The need for a stroagerwell-
planned regulatory system was felt from the begignand concerns were expressed suggesting the
empowerment of the FMC and amendment of Forwardtr@ois (Regulation) Act, 1952. Despite widely
expressed concerns, commodity futures’ trading nhne exchanges was allowed without taking steps to
strengthen the FMC and not putting well worked-agulatory mechanisms in place (Sahadevan 2012a As
result, the FMC with its inadequate staff and ratprly strength has been able to address proble@stagy
occur, rather than prevent them. For instance, wherfutures exchanges were allowed to functionlimds
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were specified on the number of open positiongeamitbr a member can take per contract. SimilaHgre was

no regulation towards the compliance of delivery coimmodities. Taking advantage of it, some market
participants tried to manipulate markets and aesalt Mentha oil, guar and Urad futures witnessegeae
volatility within a short span of time during thast quarter of 2005 (Lingareddy 2005). The FMC lasight
the delivery period concept and imposed the reduiegjulatory measures on 3 January 2006, afterspams
complaints. Similarly, limits on maximum open pasits a client or member can take in a futures emhtvere
imposed only after irregularities cropped up thoughas been a common practice on internationalrést
exchanges such as Chicago Board of Trade (CBOTNgéreddy 2006). It is true that any regulatory exyst
evolves continuously as markets grow, but certagulatory mechanisms are a prerequisite to engficeept
functioning of markets. While the FMC has been mglgincere efforts to address regulatory issuespiie of
constraints, the commodity exchanges, despite beipgrt of futures regulatory systems, have appgreot
taken any interest in exercising or delivering ithregulatory responsibilities, but have only foaliss raising
trade volumes over the past decade. Merging FMG @#BI. The Ministry of Finance has proposed togeer
FMC with SEBI in the 2015-16 budget. The debatehmmerger has been going on for over a decade, eve
since the start of futures trading in 2003—04. Tdea of bringing the control of derivatives markatsler one
regulator appears to be convenient as in the U$.nérger is expected to solve the problems of maake
manpower, research and monitoring capabilitiesthieay in order to ensure efficient functioning airamodity
futures markets, it is necessary to address theessassociated with underlying commodity marketpeeially

that of agricultural commodities.

For Efficient Futures Markets I nfor mation:

Adequate and free flow of information on demand ang@ply is a prerequisite for efficient price digepy,
monitoring and price-risk management. Currentlyeasonable amount of information flow is seen isecaf
gold, silver, metals, energy, and some agricultaomhmodities from international agencies like therl& Gold
Council, US Geological Survey, US Department of igjture (USDA), US Energy Information Agency, etc.
But no such free flow of information on demand, @ypand stocks is available for the majority ofiagitural
commodities that are largely produced and/or comsum India. The USDA provides demand and sup-ply
estimates/forecasts for all crops and livestocklpets for the US as well as the other major praayicountries

on a monthly basis, based on which the spot angrdsitprices are traded. But in India the infornratom
demand and supply of agricultural commodities @nscThe Department of Agriculture releases onlipou

estimates but at the end of the season. For hegginmpses, such information is required well inatbe. T he
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system of agricultural output estimation has na@nged for decades. An early release and preciseatisin of
agricultural output numbers using remote sensirthsatellite imagery techniques may help in progdimely
information and improving market efficiency. In atilsh, no authentic and reliable estimates on daimes
consumption demand are available for agricultucahmodities. Under these conditions, it becomescditf to
track the right direction of commodity price trepdsd, as a result, agricultural commodity marketsidia are
vulnerable to market manip-ulations both in spotva#i as futures markets. Thus, in order to ensifieient

functioning of commodity markets, adequate avalitgtof market information on commodities is a @equisite.

Centralised Warehousing:

Another important aspect that can smoothen thetifumog of Indian commodity markets is a widespread
network of ware-house facilities by independentnagéagencies. A well-spread network of warehousesss
the country under an independent agency, eitheergovent or with public-private partnership can juev
better commodity handling facilities instead of #wdsting warehouses attached to individual exceanén
independent warehousing agency under the purview r@gulator may facilitate futures trading andiaely
mechanisms. Apart from futures trading, establighinoé a network of warehouses across the country me#p
increasing storage facilities in the country, wanete receipt financing, reduc-ing wastage, maiirtgigquality,

etc.

Conclusion

Commodity futures’ trading has witnessed remarkaiotevth in futures volumes during the past decMi€eX
alone accounts for more than 80% and NCDEX for at@eb of total futures volumes. On average, agncal
commodities account for only about 12% market shBEtgures trade on domestic exchanges in commsditie
like gold, silver, base metals, energy, cotton editble oils, etc, is in tune with benchmark inteior@al markets
in the US and the UK. Over the past decade, a mgajof irregularities noticed in futures trading ree
associated with agricultural commodities for whiah authentic and reliable market information tleatilftates
price discovery is available. Adequate and tim&wfof market information and unified widespreadr@reuse
networks are prerequisites to facilitate smoothcfiaming of futures trading as well as overall depenent of
commodity markets in the country both qualitativelgd quantitatively. Hence, the merger may prowade
stronger regulator. But the move needs to be soppieed with better information and warehouse nets/éo
achieve the desired objectives of efficient priégecavery and price-risk management in commodityiries

markets.
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