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COMMODITIES

 Futures Perfect
 Inflation at two-year high + political compulsions = a ban on certain commodity futures trading

 MOBIS PHILIPOSE & POOJA MESWANI

On 19 January, data compiled by the Office of the
Economic Adviser showed that inflation reached a
two-year high of 6.12 per cent. While the repo rate has
been increased once again to contain inflation, another
move made by the government to curb inflation has been
the rather extreme step of delisting all contracts of urad
and tur on commodity futures exchanges.

The ban was not completely unexpected, though. For
one, the Standing Committee on Food, Consumer Affairs
and Public Distribution seeking amendment to the
Forward Contracts (Regulation) Act had stated in a
recent report that futures contracts on agri-commodities
must be banned. What probably added fuel to the fire was
that the rise in prices of these agri-commodities was
among the highest in the wholesale price index (WPI).
Led by urad, which rose by 39.8 per cent over the past
year, the pulses family jumped by 27.5 per cent. What is
strange, however, is that tur and urad have been
targeted — together, they have a meagre 0.23 per cent
weight in the WPI. Also, futures trading cannot be entirely
held responsible for inflation. For example, the price of
moong, on which futures trading is not available, has

risen as much as 35.7 per cent in the past year. Similarly, the prices of a number of cereals on which
futures trading is not available, such as jowar and bajra, have risen in double-digits (see ‘The Futures
Link’).

So, what led to the price escalation? Here are some facts: the production of foodgrains has been on the
decline (see ‘Crop Fail’). And things have just got worse this fiscal. The first advance estimates for
production of tur in fiscal 2006-07 stand at 2.47 million tonnes, about 4 per cent lower than the production
of 2.57 million tonnes in FY2005-06. In fact, most kharif cereals have also taken a hit. Production of jowar,
for instance, is estimated to drop by 9 per cent, while that of maize is set to drop by 8 per cent. Production
of ragi might drop by over 50 per cent. At the same time, demand has been on the rise, thanks to a
growing population. It is no surprise, therefore, that the prices of agri-commodities have gone up,
regardless of whether futures trading is available or not.

However, there is a notion, especially in political circles, that futures trading is responsible for the
situation. The Standing Committee report states: “Most analyses of the recent sharp increase in the
prices of essential commodities have linked the inflationary pressures to the speculative spree in these
commodities in the futures markets. In many of these, the hoarders have taken future positions at high
prices to prosper by their hoarding operations.”

BW has yet to come across an analysis that
links the rise in commodity prices to the futures
market. Outstanding positions accounted for
only 3 per cent of annual production of urad and
tur. First, it is unlikely that futures prices would
give a lead to spot prices with such a low level
of open interest. Second, even if hoarding is
taking place in the spot market, it is unlikely that
the futures market has a major role to play.

Worldwide, position limits are used to tackle the
problem of manipulation. In India, they are
probably more stringent than anywhere in the
world. For both urad and tur, trading members
are allowed a limit of 15,000 tonnes, or 1.5 per
cent and 0.6 per cent, respectively, of annual
production. The position allowed in near-month
contracts is a tenth of that amount. Unless
various trading members collude, prices
cannot be manipulated. Says Madan Sabnavis,
chief economist, NCDEX: “There has been no
evidence of manipulation.”

According to Susan Thomas, assistant
professor, Indira Gandhi Institute of
Development Research, if there was
manipulation, one would have seen a pattern
called ‘burying the corpse’. Pulses have an
expiry date, and cannot be hoarded endlessly.
So, once the profit on the futures market is made, say, on expiry of the futures contract, the hoarded stock
would have been offloaded, leading to a drop in spot prices. But no such pattern has been observed.

Also, the current spot prices of urad and tur — Rs 3,450 and Rs 2,150 per quintal , respectively— are
only about 3 per cent and 8 per cent lower than they were prior to the de-listing. Sabnavis says that spot
market prices are always driven by current demand and supply, while futures prices are based on
expected supply conditions in the market. Tur, for instance, had risen at a higher rate in the past three
months because of lower production.

INDEPTH

   

 

Site-Search

Ads by Google

Investing In Currency
Open An Account & Start 
Trading Now Register Now 
for free practice acct
www.FXSol.com

US Dollar to Decline
Hedge fund manager sees 
dollar drop US Treasury 
Preparing? Email report
wallstreetwindow.com

PricewaterhouseCoopers
Annual CEO Survey: 
Globalisation beyond the 
BRICs.
www.pwc.com/ceosurvey

Currency Market Info
Free currency quotes, 
charts, news, exchange 
rates, and training
www.forex-markets.com

Exchange Rates
Free real-time Currency 
Exchange and Currency 
converter free
www.ADVFN.com



Businessworld: Futures Perfect http://www.businessworld.in/issue/indepth01.asp

2 of 2 2/3/07 5:54 PM

 Post your Comments

Finally, the Standing Committee has noted that since small farmers do not participate in commodity futures
markets, there is no need for these markets. But the world over, futures markets are used by large
farmers, traders, banks and insurance companies that have an exposure to the sector. India is no
different. As and when banks and insurance companies are allowed to participate in futures markets,
they can hedge their exposure to farmers and give better terms to them. Apart from this, farmers can also
benefit from the important function of price dissemination.
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