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INTRODUCTION
"Forward marketshave understandably helped farmersto earnalittlebit extra. Thisshould not be curbed,”
-The Forward Markets Commission Chairman, Mr S. Sundareshan talking about futures market and farmerson
28" August 2006 at K ol kata.
“Commodities have emerged as investment and we believe that futures trading has both direct and indirect
economic benefits. Farmers would be in a position to choose their cropping pattern based on the future prices
disseminated by the exchangerather than the practice of sowing aparticular crop based on current prices,”
- NCDEX managing director & CEO Mr. PH Ravikumar asreported by Economic Times, articletitied NCDEX
wantsto bring farmersinfuturesplay on 21st June 2007
“Forwards trade hel ps growers to select which crop to plant and when to sell it in the market. The farmers have
now started taking notice of pricefluctuationsin forwardstrade before making the sales. It hasalso allowed them
accessto ratespracticed at variousmandisand | everageto negotiate.
- Mr. Narendra Gupta, Strategist at National Commaodity and Derivatives Exchange [NCDEX] in aconversation
withMr. Kamal Sharma, Hindu editor.
In light of the views on Government imposing temporary ban on futures trading of agricultural commaoditiesin
two phasesfrom the start of theyear 2007, in January ban on URAD and TUR DAL and later extending the ban at
the end of February on WHEAT and RICE, it is time now to know whether Futures Trading on agricultural
commoditiesin Indiaisassuch justifiable are not. Asnearly 60% of Indian popul ation depends on agriculturefor
their livelihood, the least responsibility of the government isthat to protect the interests of farmersto allow them
tocontinueearntheir living.
In another way, it simply meansthat the farmer should bein aposition to decide which crop should be grown and
at what priceit should be sold. Thisshould benefit all the consumers, the ultimate user of the produce, the farmer,
who sweats his blood to produce and the nation at large. Here, the question ariseswho isreally benefited by the
futurestrading, isit theconsumer, thefarmer, or thetrader?

OBJECTIVEOFTHE STUDY

Inlight of the argumentsfor and against futurestrading in pulses, astudy isintended asto whois befitted through
thefuturestradingfinally.

Inview of imposing ban on futurestrading on certain agricultural commaodities, the study isintended to analyze,
astowhoisbenefited by thefuturestrading in agricultural commoditiesin India-isit the consumer, thefarmer or
theinvestor?

SCOPEOFTHE STUDY

The paper |ooks into the various aspects of what is futures trading, its need, how is trading done, commodities
futuresin India, the various commodities exchanges in India, the list of commodities traded, trading in pulses
futures, itsimportancein Indiawith regardsto demand and supply, category of farmers, yield per hectare and the
various problemsfaced by farmersand that, thereisaneed to address the problems before them and | ater think of
including theminfuturestrading.

LIMITATIONOFTHE STUDY

The study focuses only on the issues relating to the need for banning agricultural commadities from futures
trading in India based on various news articles published in newspapers and on the findings of the study by
NCDEX on*“Roleof futuresmarket: Mitigation of PriceRisk “.
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WHATISFUTURESTRADING?
Futures contracts are firm commitments to make or accept delivery of a specific quantity and quality of a
commodity during aspecific monthinthefutureat aprice agreed upon at thetimethecommitment ismade.

MEANING OF FUTURESTRADING

Futures Contract meansalegally binding agreement to buy or sell theunderlying security onafuture date.

A futures contract is an agreement between two parties to buy or sell an asset at a certain timein the future at a
certainprice. Thefuturescontractsare standardized and exchangetraded.

Future contracts are the organized/standardized contracts in terms of quantity, quality (in case of commodities),
delivery time and placefor settlement on any date in future. The contract expireson apre-specified datewhichis
called the expiry date of the contract. On expiry, futures can be settled by delivery of the underlying asset or cash.
Cash settl ement enabl esthe settlement of obligationsarising out of thefuture/option contract in cash.

Contracts that gamble on the future prices of assets--are secondary assets, such as options and futures, which
derivetheir valuefrom primary assets, such ascurrency, commodities, stocks, and bonds.

COMMODITIESFUTURESTRADINGININDIA

Commodity trading isnothing but trading in commaodity derivatives (futures or options). In other words, anyone
keen at taking a buy/sell position based on the future performance of commaoditieslike gold, silver, agricultural
commodities, metals, crudeetc; could do so by tradingincommaodity derivatives.

Trading in commodities futures is quite similar to equity futures trading. NCDEX and MCX are the two most
popular national level onlineexchangesoffering futurestradingincommaoditiesin India.

1. NCDEX (National Commodity and Derivative Exchange)

2. MCX (Multi-Commaodity Exchange).

Gold, Silver, Agri-commoditiesincluding grains, pulses, spices, oils and oilseeds, mentha oil, metals and crude
aresomeof thecommoditiesthat theexchangesdeal in.

NEED FOR COMMODITY TRADINGEXCHANGE

Commaodity exchangeis an association, or acompany or any other body corporate organizing futurestrading in
commodities

Earlier, al the sellers and buyers of acommodity used to come to a common market place for the trade. Buyer
could judgetheamount of producethat year whilethe seller could judge the amount of demand of the commaodity.
Thusthey could dictate their terms and hence the counter party was left with no choice. Thus, in order to hedge
from thisunfavorabl e price movement, need of thecommodity exchangewasfelt.

1. NCDEX

NCDEX isanation-level, technology driven de-mutualised on-line commodity exchange with an independent
Board of Directors and professional management NCDEX is the only commodity exchange in the country
promoted by national level ingtitutions such as LIC, NABARD etc. This unique parentage enablesiit to offer a
bouquet of benefits, which arecurrently in short supply inthecommaodity markets.

NCDEX is a public limited company incorporated on April 23, 2003 under the Companies Act, 1956. It
commenced its operations on December 15, 2003. NCDEX is located in Mumbai and offers facilities to its
membersabout 550 centersthroughout India.

NCDEX isregulated by Forward Markets Commission. NCDEX issubjectedto variouslawsof theland. NCDEX
currently facilitatestrading of 57 commodities- in Agriculture, Metalsand Energy

2.MCX

Multi Commodity Exchange of India Ltd. (MCX) is an independent and de-mutualised multi commodity
exchange. It was inaugurated on November 10, 2003 in the financial capital Mumbai. It has permanent
recognition from the Forward M arkets Commission, Government of Indiafor facilitating onlinetrading, clearing
and settlement operations for commaodities futures market across the country. It is a nation-wide commodity
exchange having state-of-the-art infrastructure, offering multiple commodities for trading with wide reach and
penetration, MCX iswell placed to tap the vast potential poised by the commodities market. MCX holds more
than 55% market share of the total trading volume of all the domestic commodity exchanges. The exchange has
also affected largedeliveriesin domestic commodities, signifying theefficiency of pricediscovery.

NCDEX/MCX trading
Established in 2003, and aready the largest commaodity futures exchangein Indiaprovidesthe premier forumfor

Indian Journal of Finance * August, 2008 17



managing the pricerisk associated with pulses market. It hel psits membersin entering into orders, verifying the
credit worthiness of clearing members, matching orders on price and time proximity and confirming them for
clearing and adj usting accounts of buyersand sellersfor positionsand marginsof thetrade.

TRADING INPULSESFUTURES

The Indian pulses market importance in the world, and responsiveness to international events makes pulses
futures an important risk management tool for commercial interests aswell as an exciting potential opportunity
for thoseinvestorswho seek to profit by correctly anticipating price changes.

Importanceof Pulsesin India

Pulses, such asbeans, lentilsand chickpeas, arethe" meat" of | ndiaand themain sour ceof protein for most
of its1billion people.

* India'sPulseVarieties& Cropping Seasonsfor Pulses

Foreign Name Local Name Seasonality/Harvesting
Chickpea Gram/DesiChana Rabi (Mar/April)
Pigeon Pea Arhar/Tur Kharif (Sept/Oct)
Lentils Masoor Rabi

Green Beans Moong Kharif

Black Matpe Urad Kharif

* Pulses Markets : The most important pulses markets in India include Mumbai, Delhi, Chennai, Indore,
Kanpur, Bikaner, Hapur, Hyderabad, Jai pur, Jalandhar, L udiana, and Sangrur.

* Pulses Production : The stagnant or declining production due to low investment, imbalance in fertilizer use,
low rate of seeds replacement, a distorted incentive system, low post- harvest value addition etc., hasled to
declining per capitaconsumption over the past 20 years. The per capitaavail ability hasprogressively declined
from60gin1950-51to32gin2007-08.

* PulsesImports: Indias huge and growing demand for pul ses has created an import market of 7, 00,000 tons
despitethefact that it remainstheworld'slargest producer.

* PulsesDemand : There'severy indicationthat thereishuge market for pulsesas|ndia's populationincreasesby
18 million each year, but production of pul ses has languished as government research and price supports have
favored cereal grains over other foodstuffs. As aresult, per capita availability of pulses hasfallen to just 38
gramsper day, one-half thelevel of theearly 1960s.

* Pulses Consumption : Interesting in India, consumers chose different types of pulses, based on tastes or
cooking practicesinthedifferent partsof thecountry, to mention afew.

IntheNorth : Chickpeasand productsarevery popular. Chickpeaflour isused to prepare various snack foods.
Kidney beans(rajma) and black-eyed beans(lobia) also arepopular inthisregion.

In the South: Pigeon peas and urad (black matpe), are popular. Mung bean flour forms several snack items
such asbari, spiced ballsof ground pul ses.

Throughout India: Peas are cooked and eaten as snack foods or used asfillersin traditional snacks such as
samosas. Split yellow peas and pea flour are increasingly being blended in cooking. Lentils are generally
served along with rice as dal. Dal, garnished with onions and spices, is an indispensable entree in roadside
dhabas(quick, cheap eateries). Dal alsoisfound on menusof five-star hotels.

FARMERSANDFUTURESTRADING
The NCDEX study on “Role of Futures Market: Mitigation of Price Risk” reveals (through table 1 and 2) the
present state of Indian Farmerswith respect totheir land holdings, crop yield per hectare and the other issuesthat

Table1 - Alook at the Indian Farmer and his Respective L and Holdings

18

Category of farmers | Average Size of Holdings (hectares) | Area operated (as% of total)
Marginal 0.40 17.21

Small 142 18.81
Small-Medium 273 23.85

Medium 5.83 25.34

Large 17.21 14.79

All Groups 141 100

Source NCDEX Oct 19, 2006
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Table 2 - Production Situation of Small & Production Situation of Small & Marginal Farmers Today

Yield/hec Production / Farmer
Tonghec Tonnes/ Farm
Large (17.2 hectares) Medium (4.2 hectares) Small/Marginal (1.5 Hectares)

Rice 2.20 37.84 9.24 3.30
Wheat 2.60 44.72 10.92 3.90
Tur 0.70 12.04 294 1.05
Chana 0.73 12.56 3.07 1.10
Urad 0.40 6.88 1.68 0.60
Soyabean 1.10 18.92 4.62 1.65
Groundnut 114 19.61 4.79 171
Mustard 1.10 18.92 4.62 1.65
Pepper 0.30 5.16 1.26 0.45
Jeera 0.30 5.16 1.26 0.45
Turmeric 3.50 60.20 14.70 5.25

Source NCDEX Oct 19 2006
arebeforethem and how futurestrading helpsinaddressing their problems.
Theproblemsandissuesheforethelndianfarmer aremany, tociteafew:
* Theincidence of hunger and poverty among those farmers whose landholdings are < than 0.5 hectaresis 38
percent;
* Thelikelihood of being affected by hunger or poverty dropsto 12 and 13 percent, respectively, for thosefarmers
who cultivate morethan 4 hectaresof land.

The other important issues before the Indian farmers (asidentified by arecent NCDEX study) that need to be
addressed immediately are:-

¢ Traditional cropping pattern

* Dependency on monsoon

* Incomevariationdueto pricefluctuations
e Asymmetric priceinformation

* Irregular flow of credit

* Relianceonmoney lender, adathiya

* Stockinginfrastructure

* Warehouses, grading etc.

* Marketing

¢ Absenceof common economic market
Benefitsfrom futuresmarket asprojected by thestudy:-
* Selectionof Crop

* Pricerisk mitigation

* Sell forward before harvest

* Sell forward after harvest

With over 40% of thefarmersholding small and marginal farms(asper NCDEX study), it becomesvery crucia to
understand whether these farmers with as many basic issues unaddressed before them, are they in aposition to
receive the benefits of futures trading as expected by the Government of India. And isthere aneed to continueto
includeagricultural commoditiesinfuturestrading?

FINDINGSAND CONCLUSION

After going through variousviewsand theissuesrelating to futurestrading in pulsesand itsrel ationswith therise

inprices, thefollowing conclusionsaremade:-

1. InIndia, where medium to small farmers are more, the knowledge of the very existence of futures trading
among such farmers is assumable low. Thus the question how many farmers are aware of futures trading.
Hence, thebenefitsof futurestrading cannot befully assumed to bereachabletothefarmers.

(Cont on page 32)
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2. According to Naik’s analysis as the conclusions of a study by |IM Bangalore Professor Gopal Naik (posted
onlineon Aug 11" 2007. After the ban, the facts: Futures didn't spike wheat, pulses prices by Ravish Tiwari)
“thejumpin prices, isn't because of futurestrading but because of lower production, lower stocksand soaring
international prices of certain commodities’, the reason being if futurestrading help farmersto decide which
croptogrow, itleadstoimbalancein production. It makesthefarmer grow the crop that isprofitablerather than
thecropthatisdesirablefor thenation. It leadstolow production and high prices.

3. Another observationis, it takestimeto sell the produce sincefarmer waitstill he getsabetter pricefor hiscrop
whichinturn createsartificia demand withlow suppliesdueto hoarding, hencetheriseinprices.

4. Incasethefarmer getsabetter priceafter 3to 4 monthsal so, he cannot wait to take advantage of thispriceashe
hasto meet many financial obligationspost harvest of thecrop.

5. Apartfromall these, Indiabeing basically an agrarian economy should seeto that the country isself sufficient,
mainly in food grains. Pulses “the common man's meat” cannot be put to future trading. The country should
first have sufficient to meet theinternal demand for consumption at fair prices. That iswhat is needed for the
country. One can carry out futurestrading on metals, energy, etc., which are not basic necessitiesto live with.
But as far as food grains are concerned, the government should help the farmers to get a better price and
facilitatethe consumerstogetit at an affordableprice.

It is appreciated that the government banned futures trading on some pulses protecting the farmers and the

consumers and not leaving the market open to speculative trade like futures trading. It is still beneficial if the

trading on pulsesas such isbanned which will benefit the farmersto grow cropsaccording to the nature of the soil
and the seasonsand not asper futurestrading demand.

Henceatotal ban onfuturestrading on pulsesisadvisable.
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