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CHAPTER EIGHT

FUTURES TRADING

8. FUTURES TRADING ON NATIONAL, DEMUTUALISED,

MULTI COMMODITY EXCHANGES

8.1
Conventional commodity trading in India is of spot or ready delivery nature under which the delivery of goods and the full payment of value of the goods at the price settled between buyer and seller is to be made either immediately or within a specific period after entering into agreement. Nafed has so far been undertaking its business activities in the domestic market through above mentioned spot contracts in which delivery of the stocks confirmed through sales confirmation letter is effected within a period of seven days (extendable upto 21 days) after receipt of full payment. 

8.2
A futures contact is a binding, legal agreement to buy (take delivery) or sell (make delivery of) a commodity.  The terms of a futures contract are standardized by type (corn, wheat etc), quantity, quality, and delivery time and place. The variable portion of the contract is the price, determine at the time of trade in a process called price discovery that takes place on trading floor.

8.3
Features of Commodity Futures:

a. Organised

Commodity Futures contracts always trade on an organized exchange e.g. NCDEX, MCX, NMCE, NBOT etc.

b. Standardised
Commodity futures contracts are highly standardized with respect to quality, quantity and delivery date, all being predetermined.

c. Eliminates Counter party Risk
Commodity Futures exchanges use-clearing houses to guarantee that the terms of the futures contract are always fulfilled thus eliminating risk of default by the other party.

a) Facilitates Margin Trading
Commodity futures’ trading is done on margins. The investor only deposits a fraction-roughly 4 to 8% of the total value of the contract. This facilitates taking leveraged positions and generate higher returns.

b) Closing a Position

Commodity futures positions can be easily closed. The trader has the option of making or accepting physical delivery. Else the position can be closed by placing an order of equal quantity in the reverse direction i.e. a sell position can be squared of by a “buy” order and vice versa.

f)
Regulated Market Environment
Forward Contracts (Regulations) Act 1952 is the regulating Act for commodity forward and futures trade in India. The Act has a three-tier system of control:

1. Govt. of India

2. The Forward Markets Commission

3. The recognized and registered associations. 

The Forward Markets Commission is a statutory body under the administrative control of Ministry of Civil Supplies, Consumer Affairs and Public Distribution. Its main functions are:

1. Advise GOI regarding recognition of associations.

2. Monitor forward markets and take necessary actions.

3.   Collect and publish information regarding trading and conditions for                   commodities to which the Act is applicable.

3. Inspect the accounts of recognized exchanges.

g)
Market Participants
An efficient market for commodity futures requires a large number of market participants with diverse risk profiles. Ownership of the underlying commodity is not required for trading in commodity futures. The market participants simply need to deposit sufficient money with brokerage firms to cover the margin requirements. Market participants can be broadly divided into following categories:

1. Hedgers: They are generally the commercial producers and consumers of the traded commodities. They participate in the market to manage their cash market price risk. Commodity prices are volatile and their participation in the futures market allows them to hedge or protect themselves against the risk of losses from fluctuating prices.

2.
Speculators: They are traders who speculate on the direction of futures price with the intention of making money. Thus for the speculators, trading in commodity futures is an investment option. Most speculators do not prefer to make or accept deliveries of the actual commodities, rather they liquidate their positions before the expiry date of the contracts.

3)
Arbitrageurs: Sometimes due to market inefficiencies, differentials across different markets exist. For example, the futures rate for a particular contract month may be higher than the sum of spot rate and carrying cost.  Arbitrage would then involve simultaneous buying in the spot market and selling on the futures exchange. Arbitrage keeps the prices in different markets in line with each other. Usually such transactions are risk free.

The fluctuations in commodity prices represents both, a risk and a potential for profit. The hedgers transfer this risk by foregoing the associated profit potential. The speculators assume this risk in the hope of realizing profits by predicting price movements. The arbitrageurs make the process of price discovery more efficient.

8.4
Types of Futures Markets

a) Normal Futures Market

A normal futures market is one where the price of nearby contract is less than the price of distant futures contract. 

b) Inverted Futures Market

In an inverted futures market, the price of the near contract is greater than the price of distant contract. 

8.5
The concept of Basis in commodity futures

Basis defined: The difference between the local spot price(cash price) and the relevant futures price of a commodity is called the commodity basis.

Basis = Spot Price-Futures Price

Theoretically, the futures price and the spot price are related in the following manner:

Futures Price=Spot Price + Cost of Carry

The basis depends upon the local spot market price and so it reflects the local market conditions. It is affected by the following factors-

-Local demand and supply

-Storage costs

-Profit margins

Contango: The market is said to be in contango when the price of a futures contract is higher than the prevailing spot price. This is typically expected to happen when arrivals of particular agricultural commodity are continuing in the market.

Backwardation: The market is said to be in Backwardation when the price of a futures contract is lower than the prevailing spot price. This is typically expected to happen when we are moving from lean to peak season.

Whether the market is in contango or Backwardation, as the futures contract approaches the expiry date, the spot and futures prices converge.

Short and Long positions: In simple terms, long position is a net bought position and Short position is net sold position.

8.6
Economic Benefits of Commodity Exchanges:

Benefit to farmers: In the absence of a proper price discovery mechanism, farmers bear the brunt of price instability during peak arrival period. With futures market, the price fluctuation cushion taken into account by buyers is minimum and thus maximum benefit is passed on to the farmers provided right price information is available to farmers. Cooperatives can play a very vital role in providing market determined price information available from futures market, which can also serve as a very important basis for production decisions.

Price Discovery and Hedging: Futures trading provides a mechanism for the discovery of prices in the future, facilitating production, processing, storage and marketing decisions. It also allows stockists to hedge against price risks associated with procuring and holding of stocks. 

Improvement in quality: The existence of exchange warehouses with grading facilities and requirement of tendering commodity having standard specifications creates a strong incentive for the producers for upgrading qualities acceptable to the exchange warehouses.

Facilitates access to credit: In view of the inherent price volatility of agricultural commodities and lack of proper post harvest management tools, banks/credit societies are reluctant to offer loans to growers/traders. The hedging mechanism of a futures exchange ensures proper valuation in terms of price discovered for the produce and thus it minimizes the risk of producers/traders. 

8.7
How to trade in Commodity Futures
With the setting up of nation-wide commodity exchanges, a new avenue has been opened up for Nafed. These exchanges have electronic trading and settlement systems making it easy to trade in commodity futures. These exchanges are:

National Multi-commodity Exchange of India (NMCE) (www.nmce.com)

Multi-Commodity Exchange (MCX) (www.mcxindia.com)

National Commodity & Derivatives Exchange (NCDEX) (www.ncdex.com)

National Board of Trade (NBOT)

8.8
Trading in commodity futures comprises three simple steps:

a)
Choosing a Broker

Each branch can choose one or more broker who are a member of the exchange the branches wish to trade in. Following factors should be kept in mind while choosing a broker:

i) Competitive Edge provided by the broker

ii) Broker’s knowledge of the commodity markets

iii) Credibility of the broker

iv) Experience of the broker

v) Net-worth of the broker

vi) Quality of broker’s trading platform

b)
Depositing the margin
Margin requirements are of two types: initial margin and maintenance margin.  The maintenance margin is usually lower than the initial margin. The position is marked to market daily  and any profit or loss is adjusted to the margin account. If  the account falls below the maintenance margin, a margin call is generated from the broker for replenishment of the margin.

c)
Access to information and trading plan
There should be access to prevailing prices on the exchanges as well as market information that can help predict price movements. Brokers provide research and analysis to their clients.

8.9
Steps for trading on the futures exchange

1. Register with a Trading Member (Broker) of repute and complete other relating formalities like opening a hedge account with a bank and DP account for demat deliveries.

2. Identify Items, which are being actively traded on the Exchange and their specifications and match with items on which the branch is active.

3. Prepare programme for trading on the futures exchange and take approval from concerned Divisional Head in HO.

4. The trading can be done by the branches through hedging (when the future price is more than the ex-godown cost + carrying cost upto contract month) and arbitrage.

5. Procure stocks at contract locations as per the quality standards prescribed by the Exchange, as far as possible given in each commodity contract to ensure that the branch is in a position to give deliveries if the eventuality arises.

6. Deposit Initial Margin for each commodity envisaged to be traded and the same has to be according to the amount planned for exposure. 

7. Regularly monitor rates on the exchange and square off positions profitably. 

8. Considering the price competitiveness, some on time purchases can also be considered.

9. Branches to build the database on the prices of various commodities for it’s own use as well as its dissemination among member cooperatives. 

8.10

i) Branches may undertake future trading against holding stocks lying at the contract location provided realization through future trading is comparatively better  taking into account the carrying cost viz-a-viz disposal in spot market.  

ii) Branches can also procure through spot market trading and sell on the future exchange if realization in the future sale is profitable including the carrying cost upto the date of the delivery.  

iii) Branches may also, after carefully studying the market, purchase stocks in future in a limited manner and may sell no sooner rates become profitable again in future sale.  Hence, transaction will get squared up in such a manner. Speculative trading should be discouraged.   A precaution is to be taken that at no point of time future sale be made until and unless stocks are covered under holding/spot/ future.  

iv) Branches should avoid over speculation in future trading through any of the above mode of sale.
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