8

Regulation and Policy issues for
Commodity
Derivatives in India

D. S. Kolamkar!

1 Introduction

Commodity derivatives in India have a chequered history. Though the
derivative markets survived the prohibition inflicted from time to time,
thanks largely to the gray unregulated markets, the participants have not
been able to shrug off the scare of the markets being banned any time in
future. It is not surprising that these markets have not developed as much as
the markets in developed countries or even the securities market in our own
country. The exchanges emerging from a suffocating environment are cry-
ing to breathe in a free and liberal regulatory and policy environment. This
article attempts to give an overview of the developments in the commodity
derivative markets and tries to explain the rationale for this, what in the
present times may perhaps be considered as, obscurantist and retrograde
approach, in this era of detailed regulation.

'The author is working as Director for the Forward Markets Commission. The views
expressed in this article are however his personal views and not those of the FMC.
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2 Evolution of Commodity Derivative Markets

Commodity Derivative markets were set up in India in cotton in 1875 and
in oilseeds in 1900 at Bombay. Forward trading in raw jute and jute goods
started at Calcutta in 1912. Forward Markets in Wheat had been func-
tioning at Hapur since 1913, and in bullion at Bombay, since 1920. In
1919, the government of Bombay passed Bombay Contract Control (War
Provision) Act and set up the Cotton Contracts Board. With a view to re-
stricting speculative activity in cotton market, the Government of Bombay
issued an Ordinance in September 1939 prohibiting option business. Bom-
bay Options in Cotton Prohibition Act, 1939, later replaced the Ordinance.
In 1943, the Defence of India Act was utilized on a large scale for the
purpose of prohibiting forward trading in some commodities and regulat-
ing such trading in others on an all India basis. In the same year oilseeds
forward contracts prohibition order was issued and forward contracts in
oilseeds were banned. Similarly orders were issued banning forward trad-
ing in food-grains, spices, vegetable oils, sugar and cloth. These orders
were retained with necessary modifications in the Essential Supplies Tem-
porary Powers Act 1946, after the Defence of India Act had lapsed. With
a view to evolving the unified systems of Bombay enacted the Bombay
Forward Contract Control Act, 1947.

3 Legal Framework

After Independence, the Constitution of India adopted by Parliament on
26" January, 1950 placed the subject of “Stock Exchanges and Futures
Market” in the Union list and therefore the responsibility for regulation of
forward contracts devolved on government of India. The Parliament passed
the Forward Contracts (Regulation) Act, 1952, (FCRA) which presently
regulates forward contracts in commodities all over India.

Exchange controls were in place and RBI had jurisdiction over forex as
well as money market. The Securities Contracts (Regulation) Act (SCRA)
was enacted in 1957 on the lines of FCRA, 1952, but another department of
the government regulated security markets. The Securities and Exchanges
Board of India (SEBI) was given a statutory status in the year 1991. Deriva-
tive trading was introduced in securities as later as in the year 2001, after
the term “security” in the SCRA was amended to include derivatives con-
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tract in securities. Consequently, regulation of derivatives came within the
purview of SEBI. We thus have separate regulatory authorities for forex,
money market and commodity derivative markets.

The experience has shown that the security market does not operate
independently, i.e. without interaction with of money/forex market. The
commodity derivatives market is relatively insignificant at present to be in-
fluenced by the money/forex markets. But this may not necessarily be the
case in near future. In the USA, the Commodity Futures Trading Commis-
sion (CFTC) has jurisdiction to regulate all types of derivative contracts
— forex, government securities, interest rates, equities etc. In U.K., even
greater convergence of regulatory authority is achieved by vesting regula-
tory powers to a single agency, the Financial Services Authority, (FSA).

In India, there have been occasions to disentangle of issues of regulatory
jurisdiction between RBI and SEBI. The proposals of allowing stock bro-
kers to trade in commodity derivatives market and regional stock exchanges
being allowed to trade commodity futures contract are being discussed at
regulatory levels. Therefore, similar issues of regulatory jurisdiction and
the desirability of regulatory convergence are likely to become relevant. As
issues involved have many more dimensions besides academic, and there
is a will on the part of regulators to discuss issues with open mind, it would
not be useful to take a particular position at this stage.

As things stand, the Forward Markets Commission (FMC) continues to
have jurisdiction over commodity forward contracts. The main features of
the FCRA are as follows:

e The Act applies to goods, which are defined as any movable property
other than security, currency and actionable claims.

e In the preamble of the Act itself, the intention of the legislature to
prohibit options in goods is made explicit. By a specific provision,
section 19, such agreements are prohibited. (The proposal to regulate
options in goods is under consideration of the government.)

o The Act classifies contracts/agreements into two broad categories,
viz., ready delivery contracts and forward contracts. Ready deliv-
ery contract are those where delivery of goods and full payment of
price therefore is made within a period of eleven days. (The pro-
posal to extend the period to thirty days is under consideration of
Government). It is further clarified that notwithstanding the period
of performance contract, if the contract is performed by payment of
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money difference (cash settlement), it would not be a ready delivery
contract.

The Act defines forward contract as the contract for delivery of goods
which is not a ready delivery contract.

Forward contracts are implicitly classified into two broad categories,
viz., specific delivery contracts and non-specific delivery contracts or
standardized contracts. Though, de-facto, the focus of the regulation
are standardized contracts (futures contracts), these are not defined
in the present Act (it is proposed to introduce definition of “futures
contract” in the Act).

Specific delivery contracts (where the terms of the contracts are spe-
cific to each contract — customized contracts) where the buyer does
not transfer the contract by merely transferring document of title to
the goods and exchanging money difference between the sale and
purchase price (also termed as Non-transferable Specific Delivery
Contracts) are normally outside the purview of the Act. However,
there is an enabling provision empowering the government to regu-
late or prohibit such contracts.

The Act provides for either regulation of the other forward contract
in specified commodities or prohibition of specified commodities.
Such contracts in the commodities, which do not figure in, regulated
or prohibited categories are outside the purview of the Act, except
when they are organized by some exchange.

The Act envisages a three-tier regulation. The exchange which orga-
nizes forward trading in regulated commodities, can prepare its own
rules (articles of association) and byelaws and regulate trading on a
day-to-day basis.

The FMC approves those rules and byelaws and provides regulatory
oversight. It also acquires concurrent powers of regulation either
while approving the rules and byelaws or by making such rules and
byelaws under the delegated powers.

The Central government — Department of Consumer Affairs, Min-
istry of Consumer Affairs, Food and Public Distribution — is the
ultimate regulatory authority. Only those associations which are
granted recognition by the government, are allowed to organize for-
ward trading in regulated commodities. Presently the recognition is
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commodity-specific. The government has original powers to sus-
pend trading, call for information, require the exchanges to sub-
mit periodical returns, nominate directors on the Boards of the ex-
changes, supersede the Board of Directors of the exchange, etc.

Most of these powers are delegated to the FMC; otherwise the role of
FMC is recommendatory in nature. The government has full control
over the FMC, which is the subordinate office of the Department of
Consumer Affairs, depending upon the budget allocation for its ex-
istence. The FMC also is subject to the rules and regulations relating
to all matters including appointment of staff and officers, incurring
office expenses and conducting tours, etc., as are applicable to any
government Department.

e Only police authorities have powers to enforce illegal trading in pro-
hibited commodities and options in goods. FMC can merely forward
information and render technical assistance to police. The penalties
provided under the Act are nominal and does not have deterrent ef-
fect. Since judicial magistrate first class has jurisdiction to try of-
fences under this Act, the fine cannot exceed Rs.10,000. The mini-
mum fine prescribed for the second offence is Rs.1,000 only. There
is no provision to relate the penalty to the amount involved in the
offence. (The government is considering amending the Act to raise
the fine to Rs.5,000.)

4 Present Status of Commodity Derivative market
and Policy Liberalisation

Forward trading was banned in 1960’s except for pepper, turmeric, castor
seed and linseed. Futures trading in castor seed and linseed was suspended
in 1977.

Apparently on the basis of the recommendations made by Khusro Com-
mittee, forward trading in potato and gur was allowed in early 1980’s and
in castorseed in 1985. After the process of liberalization of the economy
started in 1990, the government set up a committee under the Chairman-
ship of Prof. K. N. Kabra in 1993 to examine the role of futures trading
in the context of liberalization and globalization. The Kabra Committee
recommended allowing futures trading in 17 commodity groups. It also
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recommended strengthening of the FMC and amendments to the FCRA,
1952. The major amendments include allowing options in goods, increase
in outer limit for delivery and payment from 11 days to 30 days for the
contract to remain ready delivery contract and registration of brokers with
the FMC. The government accepted most of these recommendations. Ad-
ditional staff was provided to the FMC and the post of Chairman was up-
graded to the legal of Additional Secretary to the government of India. The
recommendations to set up Regional office at Lucknow, Delhi and Kochi
were kept in abeyance for the time being. As of end 2002, futures trading
had been permitted in all recommended commodities except bullion and
basmati rice.

The commodity derivatives markets have gained some respectability
with commencement of trading at National Board Board of Trade (NBOT,
originally SOPA). Within two years of its operation, NBOT has been able
to trade a significant fraction of the aggregate volume being traded by all
the exchanges. The initial liquidity at NBOT was brought by the operators
in the informal bullion market at Saraffa in Indore. Now the illegal trade
in the Saraffa has vanished and the entire liquidity has migrated to the
NBOT. The President of the NBOT facilitated the “pull and push” of these
operators towards the legal market.

The NBOT example shows that the leadership and channeling the lig-
uidity from informal market to the official market was very significant in
developing an exchange in a short run rather than the best systems and
procedures and regulatory reforms. There is wide scope to replicate this
model in mustard seed complex, kapas and bullion. A statement indicating
the years from which trading is being permitted in different commodities
in uninterrupted manner and volume of trading during the last two years is
given below (Table 8.1):

The other developments in the direction of further liberalization of com-
modity derivative markets are:

e In paragraph 44 of the National Agricultural Policy announced by
the government in 1999, it was stated that the government would
enlarge the coverage of futures market to minimize the wide fluc-
tuations in commodity prices, as also for hedging their risk. It was
mentioned that an endeavor would be to cover all-important agricul-
tural products under futures trading in the course of time.



167

Derivatives Markets in India: 2003

(**-penunuo)

ed
16'18 1002 1990300 104 110 pue [10 s} Inuod0d/eido)
YO pue 10
ST'ET 00°St 0007 19U LOGN 22 gDY St ‘pass  pieisnjy/passadey
098 89'8 0007 ‘Tudy a0g ujowed gy
TE9Trl  SI'TESL  11'19C 6661 19quR0Q LOGN  [esw £os pue [1o Kos ‘ueaqhog
V0T 0Lt 98¢l 6661 a0d [EUONBWINU] — [I0) 101SBD
6511 SP6ET 6661 Vo uono)
09°'1S v0'68C 8661 1940 20D
IOV PFEOLT  b6'EETI 8661 dHI1d 3unyoeg
00 7o 18°0 7661 qHI1d URISSOH
8€'6709  9EPKT9  90°LYOS $861 VINFOSY ‘309 ‘d0V Pass 10)s8)
L8°0 9t 8t°S $861 20D ojlod
401D ‘d00d
69°€6L01  OFOLFS  6L'SSI0I 7861 ‘HOVIN ‘HO04 ‘00D DdA no
8¢ 170 €00 LS61 q0S ouswn,
1661 J9qQULAON Ul Surpen
10J pauado sem 30BNUOD [BUOIIBUID)

-ul £S61 Ul VLSdI Aq pue ‘zgel (reuon
10719 09867 L'L967 Ul paue)s uipen saimny onsswoq ADI-VLSdI ‘VLSdI _ -euiojul pue dnsowop) soddog

20-1007__ 10-000Z _ 00-6661

(21010°SY) dpeI], JO QWN[OA

popeiL
Su1oq SI310B1U0)) SAININ,] JULS JBAX

a8ueyoxy saIning

Kyipowrwuo))

BIPUT UI SJOYIRA] SaIning A)ipowiwio)) [°§ dqeL




Regulation and Policy issues for. . .

168

joyfey] ‘UOTIBIOOSSY SIUBYOISIA
uolfjng pue [IQ pads J0yley oyl = VINGOSY
eleIdy] ‘BIpu] Ul oSueyoxg Apownto)) 181 = [4DA
10puf ‘Oped[, JO preoq [euoneN = JOIN
a1o[e3ueq ‘erpuy jo aueyoxy sarmnyg 291JoD) YL, = [4:1D
eIey[0Y] ‘oSuryoxH URISSOH 29 Anf eIpu[ Iseq Ay, = FH(IH
epuneyqg dsuBYIXH [I0 Pue WO epuleyqg = H00d
Indey ‘oorowwo)) Jo pquey) YL, = J0D
[3ueg ‘o3uryoxy SPads[IO pue sao1dS = JOS

“J01[EMD) Q3UBYIXH [BIOIOWIWO)) BIPUT [ENUD) = DD
(eSueyoxH S[IQ pue SPIIS[IQ Aequiog YT, S[TYMISId)

requnpy ‘93ueyoxyg Arpowwio)) Aequiog Ay, = 404

1nduey] ‘03ueyoxyg Ayrpowrwio)) nduey = g3

peqepawyy ‘aSueyoxy ANPOWo)) Peqepawyy Ay, = OV

TeqUINJA] ‘UOIBIDOSSY U0YI0D) BIPUT Ised YL = VIIT

1y[a( ‘@3uByOXY SPAdS[IQ pue S[IQ ueypley = HOOY

INIRIA “@3uryoxy Ayrpowrio)) 013y NI UL = AOVIA

reSeuwrepgezny ‘requey)) sedoag Aelip oyl = DA

YO0 ‘uonerdossy apely, 991dg pue roddog uerpuy = V1.SdI

1SQION

LOESLYE  PO'0SELT  8S'8S8TT [e10L

120 1002 19quaroN A0V pue g€ ‘VINGOSY  9Bd PUE [10 8)1 “padsuono)

ed

A 100T ‘19qUISAON 409 -II0 PUE [10 S}I ‘Pads Jomopung

60861 100T ‘19qQUISAON VINOSY Put D8 eO[I0 PUE [10 S} JNUpPUNoIn
20-100C _ 10-000C 006661

(21010°SY) dpeI], JO QWN[OA

popeiL
Su1oq SI310B1U0)) SAININ,] JULS JBAX

a8ueyoxy saIning Kyipowrwuo))

BIPUT UI SJOYIRA] SaIning A)ipowiwio)) [°§ dqeL




Derivatives Markets in India: 2003 169

e An expert committee on agricultural marketing headed by Mr.
Shankerlal Guru recommended linkage of spot and forward mar-
kets, introduction of electronic warehouse receipt system, inclusion
of more and more commodities under futures trading and promotion
of national system of warehouse receipt.

e A sub-group on forward and futures markets was formed under the
chairmanship of Dr. Kalyan Raipuria (Economic Adviser, Depart-
ment of Consumer Affairs) to examine the feasibility of implement-
ing the recommendations made by the expert committee, which rec-
ommended that the commodity specific approach to the grant of
recognition should be given up. Exchanges which meet the criteria
to be stipulated by the Government, should be able to trade contracts
in any permitted commodity.

o In the Budget speech made on 28 February 2002, the Finance Min-
ister announced expansion of futures and forward trading to cover all
agricultural commodities.

e The economic survey for the year 2000-2001 indicated the intention
of the government to allow futures trading in Bullion.

The policy statements announced by the government indicate its resolve
to introduce reforms in commodity sector. A number of initiatives were
also taken to decontrol the spot markets in commodities. The number of
commodities listed as essential commodities has been pruned down to 17.

5 Efficacy of imposing non-traditional best
systems and practices

The long period of prohibition on forward trading in major commodities
like cotton and oilseeds complex has a enfeebled the commodity deriva-
tive markets in India. Futures markets in commodities find themselves left
far behind the derivative markets in developed countries which have been
functioning uninterruptedly. Even the securities market in India, which was
far behind the commodity derivatives market in terms of volume, level of
participation etc. in 1960s, has grown rapidly. This has caused some play-
ers in commodity markets to migrate to the securities market. The equity
trading cult was established and modern infrastructure, systems and regu-
lations were introduced with the emergence of NSE and SEBI. The chal-
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lenge before the commodity markets is to make up for the loss of growth
and development during the three decades of restrictive government poli-
cies, which had the effect of delaying the growth of commodity derivatives
markets.

In order to facilitate leapfrogging, the immediate policy response in
FMC, and also in the government, was to impose world’s best systems and
practices on the commodity exchanges that had just emerged from three
decades of hibernation. The FMC imposed some regulatory measures be-
ing implemented in the developed markets like:

e Daily mark to market margining.
o Time—stamping of trades.
e Novation of contracts and creation of trade guarantee fund.

e Back-office computerization for the existing single commodity ex-
change and online trading for the new exchanges.

e Demutualization for the new exchanges.

e One-third representation of independent Directors on the Boards of
existing exchanges.

Though the intention behind these measures was to promote financial
integrity, market integrity and transparency, most of these measures have
met with steep resistance from the trade. The exchanges had therefore
to be virtually forced to adopt some of the measures by regulatory dictat.
The exchanges have attributed subsequent fall in the volume of trade to
introduction of these measures. There has been no long time-series data
across the exchanges to support this claim; but some of the exchanges did
drew attention of the FMC to the fall in the volumes immediately after the
measures like immediate reporting were introduced and/or stringently en-
forced. The office-bearers admit that not only the growth has been stunted
but also a sizeable chunk of the existing volume has migrated to “infor-
mal markets.” Exchanges like Bombay Commodity Exchange and Kanpur
Commodity Exchange which implemented most of these reforms, were
not only unable to revive the past glory but were literally deserted by all
the traditional players.

The strength of brokers on the Boards of most exchanges has been dras-
tically curtailed; but there is unanimity in the emasculated traditional bro-
ker community across the exchanges that traditional methods of trading,
clearing, settlement and governance were necessary to revive the commod-
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ity derivative market. The traditional players, who are conversant with
trading techniques, find themselves to be too old and changes in methods
of trading, clearing, and settlement too drastic. These players are willing to
participate in the trade only in a de-regulated or liberal regulatory environ-
ment. The approach should be to first bring these traditional players to the
formal market and then allow the commodity markets to garner minimum
critical liquidity.

There is a widespread lack of awareness about the role and technique
of futures trading among the potential beneficiaries. Only massive efforts
to train younger generations in modern trading techniques and allowing
the already trained stock brokers to trade in commodity futures can obvi-
ate the need to depend on the traditional players to revive the commodity
derivative market. Creating awareness and imparting knowledge about the
trading techniques and strategies among the new potential market players
is feasible only in relatively medium and long term time frames.

To some extent, the dogged resistance to change could be attributed to
the governance structure of the existing exchanges. Changing the gover-
nance structure of the existing exchanges is not as easy as setting up a new
exchange with appropriate professional governance structure. The transi-
tion without bloodshed will therefore have to be evolutionary rather than
revolutionary. In the absence of initial critical liquidity—which is necessary
for least-cost exit, even potential new players are sitting on the fence. This
corroborates the finding that our commodity exchanges are deeply rooted
in the traditional systems and practices and, therefore thrusting any radical
reforms on these exchanges would be counter-productive.

There is one school of thought, which believes that detailed regulation
is conducive to participation by different market participants in the physical
markets, and, that this would eventually result in the growth of trading vol-
ume. The experience in the commodity derivative markets however shows
that during the pre-take-off stage, there is a trade-off between regulation
and development and the minimalist approach to the regulation would be
necessary for development of the markets.
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6 Prescription for further policy liberalisation

6.1 Policy for legal reforms

Some of the regulatory measures were imposed partly on the recommenda-
tions of the consultants appointed under the World Bank Project for institu-
tional development of commodity exchanges and the FMC. The intention
was to make good the precious three decades of the commodity economy
wasted due to restrictive policies. The prescriptions, however, did not have
very positive impact on the participation and volume. However, the policy
initiatives taken by the government since mid 90’s in the physical com-
modity markets have created a conducive environment for the commodity
exchanges to flourish. Though due to the reasons mentioned above the
traditional players in commodity derivative markets need to be given suf-
ficient time to accept, adopt or adapt reforms, gradualism in liberalization
of policies in the physical commodity markets does not serve any purpose.

At the time of writing this article, the government has taken a landmark
decision to deregulate long duration margining contract (non-transferable
specific delivery contracts) from the purview of Forward Contracts (Reg-
ulation) Act, 1952. There is a need for radically pruning the negative list
of commodities in which futures trading is not allowed. The reasons —
whether right or wrong — which led the government to ban large number of
commodities no longer exist today. Prior to 1960, futures trading used to be
conducted in traditional commodities at traditional places of trading and in
traditional terms and conditions. When futures trading in these traditional
commodities was prohibited, either non-transferable specific delivery con-
tracts, or futures trading in the commodities of minor nature, which had
no tradition of futures trading, were used as a guise for conducting futures
trading in the traditional commodities. Most of these minor commodities
were put in the negative list to prevent such disguised trading. Now that
most of these traditional commodities like edible oil complex and cotton
is legally allowed, the need for using minor commodities as a guise has
disappeared.

6.2 The need for free market prices

Secondly, futures trading can generally be conducted only in commodities
which have competitive markets. It is necessary that the market forces of
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demand and supply largely determine the prices. India has already made a
transition from a food importing country to a food surplus country. Sooner
or later the government will have to substantially dilute administered price
mechanism and integrate the internal food-grains market with the global
markets. The shortage conditions and the perception that futures market
has volatility aggravating impact in the shortage situation have changed.
It is appreciated in the policy circles that even in the shortage situation,
futures market helps to smoothen the demand for the commodity and has a
salutary impact of reducing intra-seasonal price-spread.

It would not be pragmatic to ignore the deep-rooted perceptions about
the role of futures markets in general, and speculation in particular, and the
political fall-out of sharp increase or sharp decrease in the prices of some
of the commodities which are considered essential by people and political
parties. The policy-makers may therefore continue to keep a small negative
list of such politically sensitive commodities.

It is to be remembered that merely by allowing a large number of pro-
hibited commodities, it is not necessary that the volume of trading in the
futures market will shoot up in the short run. As experience indicates,
trading, liquidity and volume have a tendency to gravitate towards the tra-
ditional contracts. Trading in food-grains will not start merely because
the prohibition on forward trading is revoked. Food-grains will continue
to remain unsuitable for futures trading so long as the government con-
trols in the form of administered price mechanism, procurement and supply
through Public Distribution System etc. continue to have a major influence
on the price. Revoking prohibition would only facilitate the government
to gradually move towards a market economy. The hardship faced by pro-
ducers trade and consumers on account of sudden structural shift from a
tightly controlled commodity economy to a totally market economy can be
avoided. This will also allow the Government, FMC and the exchanges to
create awareness and impart training to the market players about the trad-
ing techniques and strategies, which would help them to protect themselves
against the price-risk.

6.3 Integration of spot and derivatives markets

Integration of spot and futures market is another critical factor for growth
of commodity futures in India. The spot market in commodities is con-
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trolled to a large extent by the State Governments. There are restrictions
on holding of stocks, turnover, and movement of goods and there are vari-
ations in the duties levied by the different State Governments. This frag-
ments the commodity spot markets and impedes the commodity futures
markets from reaching the market players outside the boundaries of the
states, or zones in which the exchanges are located. Harmony, if not the
rigid uniformity in the policies of different states would be necessary for
developing nationwide commodity markets. It is difficult to anticipate the
time frame within which this can be achieved in view of the multi-party
federal structure of Indian polity.

6.4 Warehouses and warehouse receipts

Despite these largely uncontrollable factors causing fragmented spot mar-
kets, it would be necessary to address some of the other issues, which con-
tribute to the fragmentation. The prices of commodities are influenced by
their qualities, grades, seasons of production, the quality of storage and
warehousing etc. Unlike securities, commodities come in different grades
and qualities. Commodities are also bulky involving difficulties in trans-
portation, which affect spatial integration. These issues can be addressed
by introducing nationwide warehouse receipt system.

Under this system, the warehouses, which meet the prescribed stan-
dards of storage, preservation, testing, grading and certification would be
licensed by the Central Regulatory Authority and warehouse receipts is-
sued by these warehouses could become negotiable. The Central Regula-
tory Authority could evolve a system of inspection, monitoring and surveil-
lance to ensure that the licensed warehouses comply with the prescribed
standards and warehouse receipts issued by them truly reflect the quality,
quantity and the ownership of the goods. Commodity exchanges could cre-
ate market place for trading and settlement of warehouse receipts to facili-
tate hassle free trading in commodities. This would improve the collateral
value of the goods and consequently the credit flow to the commodity sec-
tor. This would obviate the need for distress-sale by the farmers and even
by some of the mills which do not have waiting capacity due to inadequate
liquid assets necessary for meeting the immediate consumption or working
capital needs.



Derivatives Markets in India: 2003 175

6.5 Exchanges trading multiple commodities

Introduction of institutional reforms is also cited as a major factor affecting
the growth and development of commodity derivatives market. Setting up
a modern and demutualised nationwide multi-commodity exchange is con-
sidered necessary to create competitive pressure on the existing exchanges
to adopt reforms. Diverse views have been expressed on the question of
having such a nationwide multi-commodity exchange.

In a meeting convened by the Department of Consumer Affairs there
was a near unanimity among the representatives of financial institutions
and various economic ministries that, a) there should be only one national
commodity exchange, b) this should be created with the private sector ini-
tiative without any contribution in equity by the government. Public finan-
cial institutions could however, contribute equity of the exchange and c)
the exchange should be run on professional lines as a commercial venture.

The government appointed a committee under the Chairmanship of Shri
K.C. Misra, the then Chairman of the FMC, to prepare a road map for set-
ting up the nation wide multi commodity exchange within the parameters
laid down in the meeting held on 11" October 1999. Shri N. Nagara-
jan, Economic Advisor, RBI and Shri Birendra Kumar, the then M.D., SBI
Capital Markets were other members of the committee. The committee se-
lected a consortium consisting of Mahindra & Mahindra, the NSE, ICICI
and the Punjab Warehousing Corporation for setting up such an exchange.
Despite the extension granted by the FMC and the government, the consor-
tium partners could not resolve differences among themselves with regard
to location of the exchanges. In the process the entire commodity econ-
omy has lost about two valuable years. With hindsight, it is felt that this
could have been avoided if more than one consortium were selected for
setting up such an exchange. There is a growing feeling that monopoly is
not in the interest of public and trade, particularly in case of a nation-wide
multi-commodity exchange.

A similar issue is debated in respect of regional vs. local exchanges. It
is contended that a multiplicity of exchanges trading contracts in the same
product results in wastage of valuable resources. It is also mentioned that
the there is a trend of consolidation world wide through mergers and ac-
quisition or liquidation. It appears that there is a trade-off between having
only one exchange (which could impose the economy to inefficiencies of
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the monopolistic exchange on one hand) and having multiple exchanges
(where the economy faces the risk of fragmenting volume and wasted re-
sources on the other). While moving from a government controlled econ-
omy to a market-driven economy, the objective is to do away with a gov-
ernment monopoly. Substituting government monopoly by a private sector
monopoly may not improve the situation for the economy. The wastage of
resources is the price worth paying for creating a competitive and efficient
market. The government should not force consolidation but allow and fa-
cilitate the market forces to do that. This is also true for the nationwide
multi-commodity exchange.

While allowing the multiple exchanges to trade the same product and
granting recognition to new exchanges to trade products already traded by
the existing exchanges, the government should announce its policy in un-
ambiguous terms. It would allow free and fair competition and no one
should expect the government to provide immunity or bail-out to any ex-
change against competitive pressures from a successful exchanges. Ex-
changes themselves should conduct due diligence on the competitive en-
vironment and its impact on viability of the exchange. The exchanges
themselves would be responsible for their commercial decisions to orga-
nize trading in the permitted commodities. The regulator should ensure that
exchanges do full disclosure to the existing and potential participants about
the risks of trading at these exchanges. Complaints of unfair and fraudu-
lent practices against exchange management and administration ougth to
be dealt with firmly and expeditiously.

7 Conclusion

To sum up, keeping in view the past baggage being carried by existing ex-
changes, the objective of catching up with the developed countries can be
achieved in the short run by reviving the derivative markets by attracting
traditional players. The policy liberalization in the physical and derivative
commodity sector would help in reviving their interest. Simultaneously
large-scale training programmes need to be launched for market partici-
pants who are not conversant with modern trade practices. The transition
to the modern systems and practices need to be made by adopting policies
which will unleash competitive pressures after the derivative markets are
revived by traditional players rather than thrusting new systems and prac-
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tices on the traditional players. For example, allowing the stockbrokers
trading in derivative segment of the security markets to trade in commod-
ity derivatives market would hasten the transition to modern methods of
trading, clearing and settlement.
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