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INTRODUCTION


Indian markets have recently thrown open a new avenue for retail investors and traders to participate commodity derivatives.  For those who want to diversify their portfolios beyond shares, bonds and real estate, commodities are the best option.


Till some months ago, this wouldn’t have made sense.  For retail investors could have done very little to actually invest in commodities such as gold and silver or oilseeds in the futures market.  This was nearly impossible in commodities except for gold and silver as there was practically no retail avenue for pumping in commodities.


However, with the setting up of three multi-commodity exchanges in the country, retail investors can now trade in commodity futures without having physical stocks.


Commodities actually offer immense potential to become a separate asset class for market-savvy investors, arbitrageurs and speculators.  Retail investors, who claim to understand the equity markets, may find commodities an unfathomable market.  But commodities are easy to understand as far as fundamentals of demand and supply are concerned.  Retail should understand the risk advantages of trading in commodities futures before taking a leap.  Historically, pricing in commodities futures has been less volatile compared with equity and bonds, thus providing an efficient portfolio diversification option.


In fact, the size of the commodities markets in India is also quite significant. Of the country’s GDP of Rs.13,20,730 crore( Rs.13,207.3 billion), commodities related 
( and dependent) industries constitute about 58 per cent.


Currently, the various commodities across the country clock an annual turnover of Rs.1,40,000 crore ( Rs.1,400 billion).  With the introduction of futures trading, the sizes of the commodities market grow many folds here on.

DEFINITION OF COMMODITIES


Any product that can be used for commerce or an article of commerce which is traded on an authorized commodity exchange is known as commodity.  The article should be movable of value, something which is bought or sold and which is produced or used as the subject or barter or sale.  In short commodity includes all kinds of goods.  Forward Contracts (Regulation) Act (FCRA), 1952 defines “goods” as “every kind of movable property other than actionable claims, money and securities”.


In current situation, all goods and products of agricultural (including plantation), mineral and fossil origin are allowed for commodity trading recognized under the FCRA.  The national commodity exchanges, recognized by the Central Government, permits commodities which include precious (gold and silver) and non-ferrous metals: cereals and pulses; ginned and un-ginned cotton; oilseeds, oils and oilcakes; raw jute and jute goods; sugar and gur;potatoes and onions; coffee and tea; rubber and spices. Etc.


In the world of business, a commodity is an undifferentiated product whose market value arises from the owner’s right to sell rather than to use.  Example commodities from the financial world include oil (sold by the barrel), wheat, bulk chemicals such as sulfuric acid and even pork bellies.

NEED OF COMMODITY MARKET IN INDIA

Achieving hedging efficiency is the main reason to opt for futures contracts.  For instance, in February, 2007, India had to pay $ 52 per barrel more for importing oil than what they had to pay a week ago.  The utility of a futures contact for hedging or risk management presupposes parallel or near-parallel relationship between the spot and futures prices over time.  In other words, the efficiency of a futures contract for hedging essentially envisages that the prices in the physical and futures markets move in close unison not only in the same direction, but also by almost the same magnitude, so that losses in one market are offset by gains in the other.


Of course, such a price relationship between the spot and futures markets is subject to the amount of carrying or storage costs till the maturity month of the futures contract.  Theoretically ( and ideally), in a perfectly competitive market with surplus supplies and abundant stocks round the year, the futures price will exceed the spot price by the cost of storage till the maturity of the futures contract.  But such storage cost declines as the contract approaches maturity, thereby reducing the premium or contango commanded by the futures contract over the spot delivery over its life and eventually becomes zero during the delivery month when the spot and futures prices virtually converge.  The efficiency of a futures contract for hedging depends on the prevalence of such an ideal price relationship between the spot and futures markets.

                                    COMMODITIES EXCHANGES

A brief description of commodity exchanges are those which trade in particular commodities, neglecting the trade of securities, stock index futures and options etc.,


In the middle of 19th century in the United States, businessmen began organizing market forums to make the buying and selling of commodities easier.  These central market places provided a place for buyers and sellers to meet, set quality and quantity standards, and establish rules of business.  Agricultural commodities were mostly traded but as long as there are buyers and sellers, any commodity can be traded.


The major commodity markets are in the United Kingdom and in the USA.  In India there are 25 recognized future exchanges, of which there are three national level multi-commodity exchanges.  After a gap of almost three decades, Government of India has allowed forward transactions in commodities through Online Commodity Exchanges, a modification of traditional business known as Adhat and Vayda Vyapar to facilitate better risk coverage and delivery of commodities.

THE THREE EXCHANGES ARE

· National Commodity & Derivatives Exchange Limited ( NCDEX)

· Multi Commodity Exchange of India Limited ( MCX)

· National Multi-Commodity Exchange of India Limited ( NMCEIL)

All the exchanges have been set up under overall control of Forward Market Commission (FMC) of Government of India.

National Commodity & Derivatives Exchanges Limited ( NCDEX)

National Commodity & Derivatives Exchanges Limited (NCDEX) located in Mumbai is a public limited company incorporated on April 23, 2003 under the Companies Act, 1956 and had commenced its operations on December 15, 2003.  This is the only commodity exchange in the country promoted by national level institutions.  It is promoted by ICICI Bank Limited, Life Insurance Corporation and National Bank for Agriculture and Rural Development (NABARD) and National Stock Exchange of India Limited (NSE).  It is a professionally managed online multi commodity exchange.  NCDEX is regulated by Forward Market Commission and is subjected to various laws of the land like the Companies Act, Stamp Act, Contracts Act., Forward Commission ( Regulation) Act and * various other legislations.

Multi Commodity Exchange of India Limited ( MCX)


Headquartered in Mumbai Multi Commodity Exchange of India Limited (MCX), is an independent and de-mutualised exchange with a permanent recognition from Government of India.  Key shareholders of MCX are Financial Technologies ( India) Ltd., State Bank of India, Union Bank of India, Corporation Bank, Bank of India and Canara Bank.  MCX facilitates online trading, clearing and settlement.


All the exchanges have been set up under overall control of Forward Market Commission (FMC) of Government of India. 


Commodity exchange in India plays an important role where the prices of any commodity are not fixed, in an organized way.  Earlier only the buyer of produce and its seller in the market judged upon the prices.  Others never had a say.  Today, commodity exchanges are purely speculative in nature.  Before discovering the price, they reach to the producers, end-users, and even the retail investors, at a grassroots level.  It brings a price transparency and risk management in the vital market.


A big difference between a typical auction, where a single auctioneer announces the bids, and the Exchange is that people are not only competing to buy but also to sell.  By Exchange rules and by law, no one can bid under a higher bid, and no one can offer to sell higher than some one else’s lower offer.  That keeps the market as efficient as possible, and keeps the traders on their toes to make sure no one gets the purchase or sale before they do.

National Board of Trade

Multi Commodity Exchange of India

National Commodity & Derivatives Exchanges of India Ltd.,

	Commodity Exchange
	Products

	National board of trade, Indore
	Soya, mustard

	National multi commodity exchange, Ahmedabad
	Multiple

	Ahmedabad commodity exchange
	Castor, cotton

	Rajadhani Oil & Oil  seeds
	Mustard

	Vijai Beopar Chamber Ltd., Muzzaffarnagar
	Gur

	Rajkot seeds, Oil & bullion exchange
	Castor, groundnut

	IPSTA, Cochin
	Pepper

	Chamber of commerce, Hapur
	Gur, mustard

	Bhatinda Om and Oil Exchange
	Gur

	Other ( mostly inactive)
	


Commodity Exchanges Registered in India

	Commodity Exchange
	Products Traded

	Bhatinda Om & Oil Exchange Ltd.,
	Gur

	The Bombay commodity Exchange Ltd
	Sunflower Oil

Cotton ( Seed and Oil)

Safflower ( Seed , Oil and Oil Cake)

Groundnut ( Nut and Oil)

Castor Oil, Castor seed

Sesamum ( Oil and Oilcake)

Rice bran, rice bran oil and oil cake

Crude palm oil

	The Rajkot Seeds Oil & Bullion Merchants Association Ltd.
	Groundnut Oil, Castro Seed

	The Kanpur Commodity Exchange Ltd.,
	Rapeseed / Mustard seed oil and cake.

	Te Meeerut Agro commodities Exchange Co., Ltd.
	Gur

	The Spices and Oilseeds exchange Ltd., Sangli
	Turmeric

	Ahmedabad Commodities Exchange Ltd
	Cottonseed, castor seed

	Vijay Beopar Chamber Ltd., Muzaffarnagr
	Gur

	India Pepper & Spice Trade Association, Kochi
	Pepper

	Rajadhani Oils and Oil seeds Exchange Ltd.,Delhi
	Gur, Rapeseed / Mustard Seed Sugar Grade – M

	National Board of Trade, Indore


	Rapeseed / Mustard Seed / Oil / Cake

Soya bean / Meal / Oil / Crude Palm Oil



	The Chamber of Commerce, Hapur
	Gur, Rapeseed / Mustard seed

	The East India Cotton Association, Mumbai
	Cotton

	The central India Commercial Exchange Ltd Gwaliar
	Gur

	The east India Jute & Hessain Exchange Ltd., Kolkata
	Hessain, Sacking

	First Commodity Exchange of India Ltd., Kochi
	Copra, Coconut Oil & Copra Cake

	The Coffee Futures Exchange India Ltd Bangalore
	Coffee

	National Multi Commodity Exchange of India Ltd., / Ahmedabad
	Gur RBD Pamolien

Crude Palm Oil, Copra

Rapeseed / Mustard Seed, Soy Bean

Cotton ( Seed, Oil, Oil Cake)

Safflower ( Seed, Oil, and Oil cake)

Ground nut ( Seed, Oil, and Oil cake)

Sugar, Sacking, Gram

Coconut ( Oil and Oilcake)

Castor ( Oil and Oilcake)

Sesamum ( Seed, Oil, and Oil cake)

Linseed ( Seed, Oil, and Oil cake)

Rice Bran Oil, Pepper, Guar seed Aluminum ingots, Nickel, tin Vanaspati, Rubber, Copper, Zinc, Lead



	National commodity & Derivatives Exchange Limited
	Soy Bean, Refined Soy oil, Mustard Seed

Expeller Mustard Oil

RBD Palmolein Crude Palm Oil

Medium staple cotton

Long Staple Cotton

Gold, Silver


Cash Commodity

A cash commodity must meet three basic conditions to be successfully traded in the futures market:

  1. It has to be standardized and, for agricultural and industrial commodities, must be in a basic, raw, unprocessed state.  There are futures contracts on wheat, but not on flour.  Wheat is wheat (although different types of wheat have different futures contracts).  The miller who needs wheat futures to help him avoid losing money on his flour transactions with customers wouldn’t need flour futures.  A given amount of wheat yields a given amount of flour and the cost of converting wheat to flour is fairly fixed hence predictable.

2. Perishable commodities must have an adequate shelf life, because delivery on a futures contract is deferred.

3. The cash commodity’s price must fluctuate enough to create uncertainty, which means both rise and potential profit.

Unlike a stock, which represents equity in a company and can be held for along time, if not indefinitely, futures contracts have finite lives.  They are primarily used for hedging commodity price-fluctuation risks or for taking advantage of price movements, rather than for the buying or selling of the actual cash commodity.  The word “contract” is used because a futures contract requires delivery of the commodity in a stated month in the future unless the contract is liquidated before it expires.

The buyer of the futures contract (the party with a long position) agrees on a fixed purchase price to buy the underlying commodity ( wheat, gold or T-bills, for example) form the seller at the expiration of the contract.  The seller of the futures contract (the party with a short position) agrees to sell the underlying commodity to the buyer at expiration at the fixed sales price.  As time passes, the contract’s price changes relative to the fixed price at which the trade was initiated.  This creates profits or losses for the trader.

In most cases, delivery never takes place.  Instead, both the buyer and the seller, acting independently of each other, usually liquidate their long and short positions before the contract expires: the buyer sell futures and the seller buys futures.

The Bretton Woods system of fixed exchange rates

The chief features of the Bretton Woods system were an obligation for each country to adopt a monetary policy that maintained the exchange rate of its currency within a fixed value-plus or minus one percent – in terms of gold; and the ability of the IMF to bridge temporary imbalances of payments.

The “pegged rate” or “par value” currency regime

What emerged was the “pegged rate” currency regime.  Members were required to establish a parity of their national currencies in terms of gold (a “peg”) and to maintain exchange rates within plus or minus 1% of parity ( a “band”) by intervening in their foreign exchange markets (that is, buying or selling foreign money).

The “reserve currency”

In practice, however, since the principal “ Reserve currency” would be the U.S dollar, this meant that other countries would pet their currencies to the U.S dollar, and – once convertibility was restored – would buy and sell U.S dollars to keep market exchange rates within plus or minus 1% of parity.  Thus, the U.S dollar took over the role that gold had played under the gold standard in the international financial system.

Meanwhile,  in order to bolster faith in the dollar, the U.S agreed separately to link the dollar to gold at the rate of $ 35 per ounce of gold. Member countries could only change their par value with IMF approval, which was contingent on IMF determination that its balances of payments was in a “fundamental disequilibrium”.

                                    3.1INDUSTRY PROFILE

National Commodity and Derivatives Exchange Limited (NCDEX) is a professionally managed on-line multi commodity exchange promoted by ICICI Bank Limited (ICICI Bank), Life Insurance Corporation of India (LIC), National Bank for Agriculture and rural Development (NABARD) and National Stock Exchange of India Limited (NSE). Canara Bank (PNB), CRISIL Limited (formerly the Credit Rating Information Services of India Limited), Goldman Sachs, Indian Farmers Fertiliser Cooperative Limited (IFFCO) and Punjab National Bank by subscribing to the equity shares have joined the initial promoters as shareholders of the Exchange. NCDEX is the only commodity exchange in the country promoted by national level institutions. This unique parentage enables it to offer a bouquet of benefits, which are currently in short supply in the commodity markets. The institutional promoters and shareholders of NCDEX are prominent players in their respective fields and bring with them institutional building experience, trust, nationwide reach, technology and risk management skills.

NCDEX is a public limited company incorporated on April 23, 2003 under the Companies Act, 1956. It obtained its certificate for commencement of Business on May 9, 2003. It commenced its operations on December 15, 2003. 

NCDEX is a nation-level, technology driven de-mutualised on-line commodity exchange with an independent Board of Directors and professional management – both not having any vested interest in commodity markets. It is committed to provide a world-class commodity exchange platform for market participants to trade in a wide spectrum of commodity derivatives driven by best global practices, professionalism and transparency. NCDEX is regulated by Forward Markets Commission. NCDEX is subjected to various laws of the land like the Forward Contracts (Regulation) Act, Companies Act, Stamp Act, Contract Act and various other legislations.

NCDEX is located in Mumbai and offers facilities to its members about  550 centres throughout India. The reach will gradually be expanded to more centres.

NCDEX currently facilities trading of 57 commodities – 

Agriculture

Barley, Cashew, Castor seed, Chana, Chilli, Coffee – Arabica, Coffee 

– Robusta, Crude Palm Oil, Cotton Seed Oilcake, Expeller Mustard Oil, Groundnut (in shell), Groundnut Expeller Oil, Guar gum, Guar Seeds, Gur, Jeera, Jute sacking bags, Indian Parboiled Rice, Indian Pusa Basmati Rice, Indian Traditional Basmati Rice, Indian Raw Rice, Indian 28.5 mm Cotton, Indian 31 mm Cotton, Masoor Grain Bold, Medium Staple Cotton, Mentha Oil, Mulberry Green Cocoons, Mulberry Raw Silk, Mustard Seed, Pepper, Potato, Raw Jute, Rapeseed-Mustard Seed Oilcake, RBD Palmolein, Refined Soy Oil, Rubber, Sesame Seeds, Soya bean, Sugar, Yellow Soybean Meal, Tur, Tumeric, Urad, V – 797 Kapas, Wheat, Yellow Peas, Yellow Red Maize.

Metals

Aluminium Ingot, Electrolytic Copper Cathode, Gold, Mild Steel Ingots, Nickel Cathode, Silver, Sponge Iron, Zinc Ingot.

Energy

Brent Crude Oil, Furnace Oil.

At subsequent phases trading in more commodities would be facilitated

Multi Commodity Exchange (MCX) is an independent commodity exchange based in 

India. It was established in 2003 and is based in Mumbai. It has an average daily 

turnover of around US$1.55 billion. MCX offers futures trading in Agricultural 

Commodities, Bullion,Ferrous & Non-ferrous metals, Pulses, Oils & Oilseeds, Energy, .

.                   

                                           NEED FOR THE STUDY
   The study of commodity is undertaken to analyze the trading 

  Practices with special reference to commodity as tool of risk 

  Management  techniques.

                                              OBJECTIVES
· To  study  the  concepts  of  commodities  Trading  in  India.

· To  study  of  The  Various  Trends  In  Commodity  Trading

· To  Study  The  Role  of  Commodities  In  Indian Financial 

      Markets

· To  study  In  detail The  Role  of  Futures  And  Forwards.

· To  analyze  the  present  situation  of  the  commodities  in  

      Indian  market  and  suggest  for  any  improvements  there 

      after.

METHODOLOGY
To achieve the object of studying the commodities market in stock market data have 

been collected. Research

methodology carried for this study is purely from Secondary data from various web sites mentioned below.
 WEBSITES:
www.wikipedia.com
www.investopedia.com
www.google.com                 

                               LIMITATIONS OF THE  STUDY

The study is limited to “Commodity Trading – Investment and  Speculation” in the 

Indian context.

  1 The study can not say as totally perfect as it is subjected to  any alteration .

  2.  The study is not based on the international perspective of 

        commodity markets. It is limited to national level only.

                             5.1 COMMODITY FUTURES CONTRACT
Commodity Future Trading is regulated by the forward Market Commission and commodity future Contracts are regulated under the FMC Act. 1995.

                        Exchange traded commodity futures contracts are traded of specific commodity to be delivered at the contracted price. Irrespective of any changes of market price. But both buyers and sellers are allowed to liquidate the contract by cash settlement of price differences between the contracted price and liquidated price not later than the last trading session of the contract month.

Standardization in Commodity Futures Contract.

In the futures trading Industry, a commodity is an article of commerce or a product that lends itself to standardization for the purpose of a futures contract. Commodities popularly traded on exchanges are in its raw form. Aptly futures are traded on wheat not on flour, coffee futures are traded, but there are no futures traded on tea, crude oil futures are traded but petrol futures are not, gold futures are traded but diamonds are not.

Commodity Futures V/S Equity Investments

Individuals who purchase equity or equity-based mutual funds are purchasing shares of ownership will increase over time. A future contract is an agreement to buy or sell a specific amount of a commodity at a specific date in the future. It is typically a short-term (1-30 month) transaction that has to be carried forward at the end of the contract tenure. Ownership is of the underlying commodity, which has to gain value for the commodity futures buyer to gain profit.

Deliverable V/S Cash Settled Commodities

Two classes of agricultural commodities typically referred to in trading agricultural commodities are deliverable and cash settled commodities. Deliverable commodities referred to those commodities that the short position (seller) as right to make delivery for which the long position (buyer) as the right to take the delivery. Most commodities traded on India’s national multi commodity exchanges are deliverable commodities.

DISTINCTION BETWEEN FUTURES &FORWARDS CONTRACTS

Forward Contract:

Forward Contract is an agreement to buy or sell an asset on a specified date for specified price. One of the parties to the contract assumes a long position and agrees to buy the underlying asset on a certain specified future date for a certain specified price. The other party assumes a short position and agrees to sell the asset on the same date for the same price. Other contract details like delivery date, price and quantity are negotiated bilaterally by the parties to the contract are normally traded outside the exchange.

Features:

The salient features of forward contracts are:

· They are bilateral contracts and hence exposed to counter-party risk.

· Each contract is custom designed, and hence is unique in terms of contract size expiration date and the asset type quality.

· The contract price is generally not available in public domain.

· On the expiration date, the contract has to be settled by delivery of the asset.

· If the party wishes to reverse the contract, it has to compulsorily go to the same counter party, which often results in high prices being changed.

However forward contract in certain markers have become very standardized, as in the case of foreign exchange, there by reducing transaction costs and increasing transaction volume. This process of standardization reaches its limit in the organized futures market.

Forward contracts are very useful in hedging and speculation. The classic hedging application would be that of an exporter who experts to receive payment in dollars three months later. He is exposed to the risk of exchange rate fluctuations. By using the currency forward market to sell dollars forward, he can lock on to a rate today and reduce his uncertainty. Similarly an imports who is required to make a payment in dollars two months hence can reduce his exposure to exchange rate fluctuations by dollars forward.

If a speculator has information or analysis, which forecasts an upturn in a price, then he can go long on the forward market instead of the cash market. The speculator would go long on the forward, wait for the price to rise, and then take a reversing transaction to book profits. Speculators may well be required to deposit a martin upfront. However, this is generally a relatively small proportion of the value of the assets underlying the forward contact the use of forward markets here supplies leverage to the speculator.

Limitations of Forward Markets

Forward markets world-wide are afflicted by several problems:

· Lack of centralization trading

· Illiquidity, and 

· Counter party risk

In the first two of these, the basic problem is that of too much flexibility and generality. The forward market is like a real estate market in that any two consenting adults can form contracts against each other. This often makes them design terms of deal, which are very convenient in that specific situation, but makes the contracts non-trade able.

Counter party risk arises from the possibility of default by any one party to the transaction. When one of the two sides to the transaction declares bankruptcy, the other suffers. Even when forward markets trade standardized contracts, and hence avoid the problem of liquidity, still the counter party risk remains a very serious issue.

Futures Contracts:

Futures markets were designed to solve the problems that exit in forward markets. A futures contract is an agreement between two parties to buy or sell an asset at a certain time in the future at a certain price. But unlike forward contracts, the futures contracts are standardized and exchange traded. To facilitate liquidity in the futures contacts, the exchange specifies certain standard features of contract. It is a standardized contract with standard underlying instrument, a standard quantity and quality of underlying instrument that can be delivered, (or which can be used for reference purposes in settlement) and a standard timing of such settlement. A futures contract may be offset prior to maturity by entering into an equal and opposite transaction. More than 99% of futures transactions are offset this way.

The standardized items in a futures contract are:

· Quantity of underlying

· Quality of underlying

· The date and month of delivery

· The units of price quotation and minimum price change 

· Location of settlement.

Distinction between futures and forwards contracts

	FUTURES
	FORWARDS

	Trade on an organized exchange
	OTC in nature

	Standardized contract terms
	Customized contract terms

	Hence more liquid
	Hence less liquid

	Requires margin payment
	No margin happens attends of period


Forward contracts are often confused with futures contracts. The confusion is primarily because both serve essentially the same economic function of allocating risk in the presence of future price uncertainty. However futures are a significant improvement over the forward contracts as they eliminate counterparty risk and offer more liquidity.

                             COMMODITY FUTURES TERMINOLOGY

Basic: The difference between the current cash price and the future price of the same commodity for a given contract month.

Bear Market: A period of declining market prices.

Bull Market: A period of rising market prices.

Broker: A company or individual that executes futures and options orders on behalf of financial and commercial institutions and  or the general public.

Cash (spot) Market: A place where people buy and sell the actual cash commodities, i.e., grain elevator, livestock market, etc.

Futures Price: The price at which the futures contract trades in the futures market.

Expiry date: It is the date specified in the futures contract. This is the last day on which the contract will be traded, at the end of which it will cease to exit.

Commission (brokerage) fee: A fee changed by a broker for executing a transaction.

Convergence: A term referring to cash and futures prices tending to come together as the futures contract nears expiration.

Cross – hedging: Hedging a commodity using a different but related futures contract when there is no futures contract for the cash commodity being hedged and the cash and future markets follow similar price trends.

Daily Trading Limit: The maximum price change set by the exchange each day for a contract.

Day Traders: Speculators who take positions in futures or options contracts and liquidate them prior to the close of the same trading day.

Delivery: The transfer of the cash commodity from the seller of a futures contract the buyer of a futures contract.

Forward (cash) contract: A cash contract on which a seller agrees to deliver a specific cash commodity t a buyer at a specific time in the future.

Fundamental Analysis: A method of anticipating futures price movement using supply and demand information.

COMMODITY TRADING

COMMODITY MARKET TRADING MCHANISM


Every market transaction consists of three components – 

trading, clearing and settlement.

TRADING


The trading system on the Commodities exchange provides a fully automated screen-based trading for futures on commodities on a nationwide basis as well as an online monitoring and surveillance mechanism.  It supports an order driven market and provides complete transparency of trading operations.  After hours trading has also been proposed for implementation at a later stage.


The NCDEX system supports an order driven market, where orders match automatically.  Order matching is essentially on the basis of commodity, its price, time and quantity.  All quantity fields are in units and price in rupees.  The exchange specifies the unit of trading and the delivery unit for futures contracts on various commodities.  The exchange notifies the regular lot size and tick size for each of the contracts traded from time to time.  When any order enters the trading system, it is an active order.  It tries to find a match on the other side of the book.  If it finds a match, a trade is generated.  If it does not find a match, the order becomes passive and gets queued in the respective outstanding order book in the system, Time stamping is done for each trade and provides the possibility for a complete audit trail if required
COMMODITY FUTURES TRADING CYCLE
NCDEX trades commodity futures contracts having one-month, two-month and three-month expiry cycles.  All contracts expire on the 20th of the expiry month.  Thus a January expiration contract would expire on the 20th of January and a February expiry contract would cease trading on the 20th February.  If the 20th of the expiry month is a trading holiday, the contracts shall expire on the previous trading day.  New contracts will be introduced on the trading day following the expiry of the near month contract.  Following Figure shows the contract cycle for futures contracts on NCDEX.
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      ORDER TYPES AND TRADING PARAMETERS


An electronic trading system allows the trading members to enter orders with various conditions attached to them as per their requirement.  These conditions are broadly divided into the following categories:

· Time conditions

· Price conditions

· Other conditions

                         Several combinations of the above are possible thereby providing enormous flexibility to users.  The order types and conditions are summarized below.  Of these, the order types available on the NCDEX system are regular lot order, stop loss order, immediate or cancel order, good till day order, good till cancelled order, good till order and spread order.

TIME CONDITIONS

1. Good till day order:


A day order, as the name suggests is an order which is valid for the day on which it is entered.  If the order is not executed during the day, the system cancels the order automatically at the end of the day Example: A trader wants to go long on March 1, 2004 in refined palm oil on the commodity exchange.  A day order is placed at Rs.340/- 10 kg.  If the market does not reach this price the order does not get filled even if the market touches Rs.341 and closes.  In other words day order is for a specific price and if the order does not get filled that day, one has to place the order gain the next day.

2. Good till cancelled (GTC)


A GTC order remains in the system until the user cancels it.  Consequently, it spans trading days, if not traded on the day the order is entered.  The maximum number of days an order can remain in the system is notified by the exchange from time to time after which the order is automatically cancelled by the system.  Each day counted is a calendar day inclusive of holidays.  The days counted are inclusive of the day on which the order is placed and the order is cancelled from the system at the end of the day of the expiry period.  Example: A trader wants to go long on refined palm oil when the market touches Rs.400/- 10 kg.  Theoretically, the order exists until it is filled up, even if it takes months for it to happen.  The GTC order on the NCDEX is cancelled at the end of a period of seven calendar days from the date of entering an order or when the contract expires, whichever is earlier.

3. Good till date (GTD)

A GTD order allows the user to specify  the date till which the order should remain in the system if not executed.  The maximum days allowed by the system are the same as in GTC order.  At the end this day / date, the order is cancelled from the system.  Each day / date counted are inclusive of the day / date on which the order is placed and the order is Cancelled from the system at the end of the day / date of the expiry period.
4. Immediate or Cancel (IOC):


An IOC order allows the user to buy or sell a contract as soon as the order is released into the system, failing which the order is cancelled from the system.  Partial match is possible for the order, and the unmatched portions of the order is cancelled immediately.

5. All or none order:


All or none order (AON) is a limit order, which is to be executed in its entirety, or not at all.  Unlike a fill-or-kill order, an all-or-none order is not cancelled if it is not executed as soon as it is represented in the exchange.  An all-or-none order position can be closed out with another AON order.

6. Fill or Kill order:


This order is a limit order that is placed to be executed immediately and if the order is unable to be filed immediately, it gets cancelled.

PRICE CONDITIONS

1. Limit Order:



An order to buy or sell a stated amount of a commodity at a specified price, or at a better price, if obtainable at the time of execution.  The disadvantage is that the order may not get filled at all if the price of that day does not reach specified price.

2. Stop-loss:


A stop-loss order is an order, placed with the broker, to buy or sell a particular futures contract at the market price if and when the price reaches a specified level.  Futures traders often use stop  orders in an effort to limit the amount they might lose if the futures price moves against their position  Stop orders are not executed until the price reaches the specified point.  When the price reaches that point the stop order becomes a market order.  Most of the time, stop orders are used to exit a trade.  But, stop orders can be executed for buying / selling positions too.  A buy stop order is initiated when one wants to buy a contract or go long and a sell stop order when one wants to sell or go short .  The order gets filled at the suggested stop order price or at a better price.  Example: A trader has purchased crude oil futures at Rs.750 per barrel.  He wishes to limit his loss to Rs.50 a barrel.  A stop order would then be placed to sell an offsetting contract if the price falls to Rs.700 per barrel.  When the market touches this price, stop order gets executed and the trader would exit the market.  For the stop-loss sell order, the trigger price has to be greater than the limit price.

OTHER CONDITIONS

Margins for trading in futures:


Margin is the deposit money that needs to be paid to buy or sell each contract.  The margin required for a futures contract.  The margin required for a futures contract is better described as performance bond or good faith money.  The margin levels are set by the exchanges based on volatility(market conditions) and can be changed at any time.  The margin requirements for most futures contracts range from 2% to 15% of the value of the contract.


In the futures market, there are different types of margins that a trader has to maintain.  We will discuss them in more details when we talk about risk management in the next chapter.  At this stage we look at the types of margins as they apply on most futures exchanges.

· Initial margin: The amount that must be deposited by a customer at the time of entering into a contract is called initial margin.  This margin is meant to cover the largest potential loss in one day.  The margin is a mandatory requirement of parties who are entering into the contract.

· Maintenance margin: A trader is entitled to withdraw any balance in the margin account in excess of the initial margin.  To ensure that the balance in the margin account never becomes negative, a maintenance margin, which is somewhat lower than the initial margin, is set.  If the balance in the margin account falls below the maintenance margin, the trader receives a margin call and is requested to deposit extra funds to bring it to the initial margin level within a very short period of time.  The extra funds deposited are known as a variation margin.  If the trader does not provide the variation margin, the broker closes out the position by offsetting the contract.

· Additional margin: In case of sudden higher than expected volatility, the exchange calls for an additional margin, which is a preemptive move to prevent breakdown.  This is imposed when the exchange fears that the markets have become too volatile and may result  in some payments crisis, etc.,

· Mark-to-Market margin (MTM): At the end of each trading day, the margin account is adjusted to reflect the trader’s gain or loss.  This is known as marking to market the account of each trader.  All futures contracts are settled daily reducing the credit exposure to one day’s movement.  Based on the settlement price, the value of all positions is marked-to-market each day after the official close, i.e., the accounts are either debited or credited based on how well the positions fared in that day’s trading session.  If the account falls below the maintenance margin level the trader needs to replenish the account by giving additional funds.  On the other hand, if the position generates a gain, the funds can be withdrawn ( those funds above the required initial margin) or can be used to fund additional trades.

Just as a trader is required to maintain a margin account with a breaker, a clearing house member is required to maintain a margin account with the clearing house.  This is known as clearing margin.  In the case of clearing house member, there is only an original margin and no maintenance margin.  Clearing house and clearing house margins have been discussed further in detail under the chapter on clearing and settlement..

SETTLEMENT

Futures contracts have two types of settlements, the MTM settlement which happens on a continuous basis at the end of each day, and the final settlement which happens on the last trading day of the futures contract.  On the NCDEX, daily MTM settlement and final MTM settlement in respect of admitted deal in futures contracts are cash settled by debiting/crediting the clearing accounts of CMs with the respective clearing bank.  All positions of a CM, brought forward, created during the day or closed out during the day, are marked to market at the daily settlement price or the final settlement price at the close of trading hours on a day.

· Daily settlement price:  Daily settlement price is the consensus closing price as arrived after closing session of the relevant futures contract for the trading day.  However, in the absence of trading for a contract during closing sessions, daily settlement price is computed as per the methods prescribed by the exchange from time to time.

· Final settlement price:  Final settlement price is the closest price of the underlying commodity on the last trading day of the futures contract.  All open positions in a futures contract cease to exist after its expiration day.

Settlement mechanism:

Settlement of commodity futures contracts is a little different from settlement of financial futures, which are mostly cash settled.  The possibility of physical settlement makes the process a little more complicated.
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Daily mark to market settlement:


Daily mark to market settlement is done till the date of the contract expiry.  This is done to take care of daily price fluctuations for all trades.  All the open positions of the members are marked to market at the end of the day and profit/loss is determined as below:

· On the day of entering into the contract, it is the difference between the entry value and daily settlement price for that day.

· On any intervening days, when the member holds an open position, it is the different between the daily settlement price for that day and the previous day’s settlement price.

Final settlement


On the date of expiry, the final settlement price is the spot price on the expiry day.  The spot prices are collected from members across the country through polling.  The polled bid/ask prices are bootstrapped and the mid of the two bootstrapped prices is taken as the final settlement price.  The responsibility of settlement is on a trading cum clearing member for all trades done on his own account and his client’s trades.  A professional clearing member is responsible for settling all the participants trades, which he has confirmed to the exchange.


On the expiry date of a futures contract, members are required to submit delivery information  through delivery request window on the trader workstations provided by NCDEX for all open positions for a commodity for all constituents individually.  NCDEX on receipt of such information matches the information and arrives at a delivery position for a member for a commodity.  A detailed report containing all matched and unmatched requests is provided to members through the extranet.

Pursuant to regulations relating to submission of delivery information, failure to submit delivery information for open positions attracts penal charges as stipulated by NCDEX from time to time.  NCDEX also adds all such open positions for a member, for which no delivery information is submitted with final settlement obligations of the member concerned and settled in cash.


Non-fulfillment of either the whole or part of the settlement obligations is treated as a violation of the rules, bye-laws and regulations of NCDEX, and attracts penal charges as stipulated by NCDE from time to time.  In addition NCDEX can withdraw any or all of the membership rights of clearing member including the withdrawal of trading facilities of all trading members clearing through such clearing members, without any notice.  Further, the outstanding positions of such clearing member and/or trading members and/or constituents, clearing and settling through such clearing member, may be closed out forthwith or any thereafter by the exchange to the extent possible, by placing at the exchange, counter orders in respect of the outstanding position of clearing member without any notice to the clearing member and / or trading member and / or constituent.  NCDEX can also initiate such other risk containment measures, as it deems appropriate with respect to the open positions of the clearing members.  It can also take additional measures like imposing penalties, collecting appropriate deposits, invoking bank guarantees or fixed deposit receipts, realizing money by disposing off the securities and exercising such other risk containment measures as it deems fit or take 

further disciplinary action.

Settlement methods


Settlement of futures contracts on the NCDEX can be done in three ways –by physical delivery of the underlying asset, by closing out open positions and by cash settlement.  We shall look at each of these in some detail. On the NCDEX all contracts settling in cash are settled on the following day after the contract expiry date. All contracts materializing into deliveries are settled in a period 2-7 days after expiry.  The exact settlement day for each commodity is specified by the exchange.  

Physical delivery of the underlying asset


For open positions on the expiry day of the contract, the buyer and the seller can announce intentions for delivery.  Deliveries take place in the electronic form. All other positions are settled in cash.


When a contract comes to settlement/the exchange provides alternatives like delivery place, month and quality specifications.  Trading period, delivery date etc. are all defined as per the settlement calendar. A member is bound to provide delivery information.  If he fails to give information, it is closed out with penalty as decided by the exchange.  A member can choose an alternative mode of settlement by providing counter party clearing member and constituent.  The exchange is however not responsible for, nor guarantees settlement of such deals.  The settlement price is calculated and notified by the exchange.  The delivery place is very important for commodities with significant transportation costs.  The exchange also specifies the precise period (date and time) during which the delivery can be made.  For many commodities, the delivery period may be an entire month.  The party in the short position (seller) gets the opportunity to make choices from these alternatives.  The exchange collects delivery information. The price paid is normally the most recent settlement price (with a possible adjustment for the quality of the asset and – the delivery location).  Then the exchange selects a party with an outstanding long position to accept delivery.


As mentioned above, after the trading hours on the expiry date, based on the available information, the matching for deliveries is done, firstly, on the basis of locations and then randomly keeping in view factors such as available capacity of the vault/warehouse, commodities already deposited and dematerialized and offered for delivery and any other factor as may be specified by the exchange from time to time.  After completion of the matching process, clearing members are informed of the deliverable/receivable positions and the unmatched positions. Unmatched positions have to be settled in cash.  The cash settlement is done only for the incremental gain/loss as determined on the basis of the final settlement price.


Any buyer intending to take physicals has to put a request to his depository participant. The DP uploads such requests to the specified depository who in turn forwards the same to the registrar and transfer agent (R&T agent) concerned.  After due verification of the authenticity, the R&T agent forwards delivery details to the warehouse which in turn arranges to release the commodities after due verification of the identity of recipient.  On a specified day, the buyer would go to the warehouse and pick up the physicals.


The seller intending to make delivery has to take the commodities to the designated warehouse. These commodities have to be assayed by the exchange specified assayer. The commodities have to meet the contract specifications with allowed variances.  If the commodities meet the specifications, the warehouse accepts them. Warehouses then ensure that the receipts get updated in the depository system giving a credit in the depositor’s electronic account.  The seller then gives the invoice to his clearing member, who would courier the same to the buyer’s clearing member.


NCDEX contracts provide a standardized description for each commodity.  The description is provided in terms of quality parameters specific to the commodities.  At the same time, it is realized that with commodities, there could be some amount of variances in quality/weight etc., due to natural causes, which are beyond the control of any person.  Hence/ NCDEX contracts also provide tolerance limits for variances.  A delivery is treated as good delivery and accepted if the delivery lies within the tolerance limits.  However, to allow for the difference, the concept of premium and discount has been introduced.  Goods that come to the authorized warehouse for delivery are tested and graded as per the prescribed parameters. The premium and discount rates apply depending on the level of variation.  The price payable by the party taking delivery is then adjusted as per the premium/discount rates fixed by the exchange.  This ensures that some amount of leeway is provided for delivery, but at the same time, the buyer taking delivery does not face windfall loss/gain due to the quantity/quality variation at the time of taking delivery.  This, to some extent, mitigates the difficulty in delivering and receiving exact quality/quantity of commodity.
Closing out by offsetting positions


Most of the contracts are settled by closing out open positions.  In closing out, the opposite transaction is effected to close out the original futures position.  A buy contract is closed out by a sale and a sale contract is closed out by a buy.  For example, an investor who took a long position in two gold futures contracts on the January 30, 2004 at 6090, can close his position by selling two gold futures contracts on February 27, 2004 at Rs.5928.  In this case, over the period of holding the position he has suffered a loss of Rs.162 per unit.  This loss would have been debited from his margin account over the holding period by way of MTM at the end of each day, and finally at the price that he closes his position, that is Rs. 5928 in this case.

CASH SETTLEMENT 


Contracts held till the last day of trading can be cash settled.  When a contract is settled in cash, it is marked to the market at the end of the last trading day and all positions are declared closed.  The settlement prince on the last trading day is set equal to the closing spot price of the underlying asset ensuring the convergence of future prices and the spot prices.  For example an investor took a short position in five long staple cotton futures contracts on December 15 at Rs. 6950.  On 20th February, the last trading day of the contract, the spot price of long staple cotton is Rs. 6725.  This is the settlement price for his contract.  As a holder of a short position on cotton, he does not have to actual deliver the underlying cotton but simply takes away the profit of Rs. 225 per trading unit of cotton in the form of cash entities involved in physical settlement.

ENTITLES INVOLVED IN PHYSICAL SETTLEMENT:


Physical settlement of commodities involves the following three entities – an accredited warehouse, registrar & transfer agent and an assayer.  We will briefly look at the functions of each accredited warehouse.

ACCREDITED WAREHOUSE


NCDEX specified accredited warehouses through which delivery of a specific commodity can be affected and which will facilitate for storage of commodities.  For the services provided by them, warehouses charge a fee that constitutes storage and other charges such as insurance, assaying and handling charges or any other incidental charges following are the functions of an accredited warehouse. 

THE FUTURES BASIS


The cost-of-carry model explicitly defines the relationship between the futures price and the related spot price.  The difference between the spot price and the futures price is called the basis.  We see that as a futures contract nears expiration, the basis reduces to zero.  This means that there is a convergence of the futures price to the price of the underlying asset.  This happens because if the futures price is above the spot price during the delivery period it gives rise to a clear arbitrage.

Variation of Basis over time

The figure shows how basis changes over time.  As the time to expiration of a contract reduces, the basis reduces.  Towards the close of trading on the day of settlement, the futures price and the spot price converge.  The closing price for the April gold futures contract is the closing value of gold in the spot market on that day.


Opportunity for traders.  In case of such arbitrage the trader can short his futures contract, buy the asset from the spot market and make the delivery.  This will lead to a profit equal to the difference between the futures price and spot price.  As traders start exploiting this arbitrage opportunity the demand for the contract will increase and futures prices will fall leading to the convergence of the future price with the spot price.  If the futures price is below the spot price during the delivery period all parties interested in buying the asset in the spot marked making a profit equal to the difference between the future price and the spot price.  As more traders take a long position the demand for the particular asset would increase and the futures price would rise nullifying the arbitrage opportunity.

· As the date of expiration comes near, the basis reduces = there is a convergence of the futures price towards the spot price (Figure 6, 1).  On the date of expiration, the basis is zero. If it is not, then there is an arbitrage opportunity.  Arbitrage opportunities can also arise when the basis (difference between spot and futures   price) or the spreads difference between prices of two futures contracts) during the life of a contract are incorrect.  At a later stage we shall look at how these arbitrage opportunities can be exploited.

· There is nothing but cost of carry related arbitrage that drives the behavior of the futures price in the case of investment assets.  In the case of consumption assets, we need to factor in the benefit provided by holding the physical commodity.

Transactions costs are very important in the business of arbitrage.

·                         PARTICIPANTS IN COMMODITY MARKET

For a market to succeed/ it must have all three kinds of participant’s – hedgers, speculators and arbitragers. The confluence of these participants ensures liquidity and efficient price discovery on the market. Commodity markets give opportunity for all three kinds of participants.   

Hedging 


Many participants in the commodity futures market are hedgers. The use the futures market to reduce a particular risk that they face.  This risk might relate to the price of wheat or oil or any other commodity that the person deals in.  The classic hedging example is that of wheat farmer who wants to hedge the risk of fluctuations in the price of wheat around the time that his crop is ready for harvesting. By selling his crop forward, he obtains a hedge by locking in to a predetermined price.  Hedging does not necessarily improve the financial outcome; indeed, it could make the outcome worse.  What it does however is that it makes the outcome more certain.  Hedgers could be government institutions, private corporations like financial institutions, trading companies and even other participants in the value chain, for instance farmers, extractors, ginners, processors etc., who are influenced by the commodity prices. 

Hedge Ratio

Hedge ratio is the ratio of the size of position taken in the futures contracts to the size of the exposure in the underlying asset. So far in the examples we used, we assumed that the hedger would take exactly the same amount of exposure in there futures contract as in the underlying asset.  For example, if the hedgers exposure in the underlying was to the extent of 11 bales of cotton, the futures contracts entered into were exactly for this amount of cotton.  We were assuming here that the optimal hedge ratio is one.  In situations where the underlying asset in which the hedger has an exposure is exactly the same as the asset underlying the futures contract he uses, and the spot and futures market are perfectly correlated, a hedge ratio of one could be assumed.  In all other cases, a hedge ratio of one may not be optimal.  Below equation gives the optimal hedge ratio, one that minimizes the variance of the hedger’s position.

Where:

A C*. “”” ‘ = Change in spot price, S, during a period of time equal to the life of the hedge

AF = Change in futures price, F, during a period of time equal to the life of the hedge deviation of AS aF: = Standard deviation of AF 

Coefficient of correlation between As and AF h = hedge ratio

Speculation


An entity having an opinion on the price movements of a given commodity can speculate using the commodity market.  While the basics of speculation apply to any market, speculating in commodities is not as simple as speculating on stocks in the financial market.  For a speculator who thinks the shares of a given company will rise.  It is easy to buy the shares and hold them for whatever duration he wants to.  However, commodities are bulky products and come with all the costs and procedures of handling these products.  The commodities futures markets provide speculators with an easy mechanism to speculate on the price of underlying commodities.


To trade commodity futures on the NCDEX, a customer must open a futures trading account with a commodity derivatives broker.  Buying futures simply involves putting in the margin money.  This enables futures traders to take a position in the underlying commodity without having to actually hold that commodity.  With the purchase of futures contract on a commodity, the holder essentially makes a legally binding promise or obligation to buy the underlying security at some point in the future (the expiration date of the contract).  We look here at how the commodity futures markets can be used for speculation. 

Today a speculator can take exactly the same position on gold by using gold futures contracts.  Let us see how this works.  Gold trades at Rs.6000 per 10 gms and three-months gold futures trades at Rs.6150.  Tables 7.3 gives the contract specifications for gold futures.  The unit of trading is 100 gms and the delivery unit for the gold futures contract on the NCDEX is 1 kg.  He buys one kg of gold futures which have a value of Rs.6,15,000.  Buying an asset in the futures markets only require making margin payments.  To take this position, he pays a margin of Rs.1,20,000.  Three months later gold trades at Rs.6400 per10 gms.  As we know, on the day of expiration, the futures price converges to the spot Price (else there would be a risk-free arbitrage opportunity).  He closes his long futures position at Rs.64,000 in the process making a profit of Rs.25,000 on an initial margin investment of Rs.1,20,000. This works out to an annual return of 83percent. Because of the leverage they provide, commodity futures form an attractive tool for speculators.

Speculation: Bearish Commodity, Sell Futures:


This can also be used by a speculator who believes that there is likely to be excess supply of a particular commodity in the near future and hence the prices are likely to see a fall.  How can he trade based on this opinion? In the absence of a deferral product, there wasn’t much he could do to profit from his opinion. Today all he needs to do is sell commodity futures.


Let us understand how this works.  Simple arbitrage ensures that the price of a futures contract on a commodity moves correspondingly with the price of the underlying commodity.  If the commodity price rises, so will the futures price.  If the commodity price falls/so will the futures price.  Now take the case of the trader who expects to see a fall in the price of cotton. He sells ten two-months cotton futures contract which is for delivery of 550 bales of cotton.  The value of the contract is Rs.4,00,000.  He pays a small margin on the same.  Three months later.  If his hunch were correct the price of cotton falls. So does the price of cotton futures.  He close out his short futures position at Rs.3,50,000, making a profit of Rs.50,000.

Arbitrage


A central idea in modern economics is the law of one price.  This states that in a competitive market, if two assets are equivalent from the point of view of risk and return, they should sell at the same price.  If the price of the same asset is different in two markets, there will be operators who will buy in the market where the asset sells cheap and sell in the market where it is costly.  This activity termed as arbitrage, involves the simultaneous purchase and sale of the same or essentially similar security in two different markets for advantageously different prices.  The buying cheap and swelling expensive continues till prices in the two markets reach equilibrium.  Hence, arbitrage helps to equalize prices and restore market efficiency.

F = (S+U)eeT
Where:

Cost of financing (annualized)

  T
=
Time till expiration

U
=
present value of all storage costs.
REGULATORY FRAMEWORK FOR COMMODITY TRADING IN INDIA                  

At present there are three tiers of regulations of forward/futures trading system in India, namely, government of India, Forward Markets Commission(FMC) and commodity exchanges.  The need for regulation arises on account of the fact that the benefits of futures markets accrue in competitive conditions.

 
Proper regulation is needed to create competitive conditions.  In the absence of regulation, unscrupulous participants could use these leveraged contracts for manipulating prices.  This could have undesirable influence on the spot prices, thereby affecting interests of society at large.  Regulation is also needed to ensure that the market has appropriate risk management system.  In the absence of such a system, a major default could create a chain reaction.


The resultant financial crisis in a futures market could create systematic risk.  Regulation is also needed to ensure fairness and transparency in trading, clearing, settlement and management of the exchange so as to protect and promote the interest of various stakeholders, particularly non-member users of the market.

RULES GOVERNING COMMODITY DERIVATIVES EXCHANGES


The trading of commodity derivatives on the NCDEX is regulated by Forward Markets Commission (FMC).  Under the Forward Contracts (Regulation) Act, 1952, forward trading in commodities notified under section 15 of the Act can be conducted only on the exchanges, which are granted recognition by the central government (Department of Consumer Affairs, Ministry of Consumer Affairs, Food and Public Distribution).  All the exchanges, which deal with forward contracts, are required to obtain certificate of registration from the FMC Besides, they are subjected to various laws of the land like the Companies Act, Stamp Act, Contracts Act, Forward Commission (Regulation) Act and various other legislations, which impinge on their working.


Forward Markets Commission provides regulatory oversight in order to ensure financial integrity (i.e. to prevent systematic risk of default by one major operator or group of operators), market integrity (i.e. to ensure that futures prices are truly aligned with the prospective demand and supply conditions) and to protect and promote interest of customers/ nonmembers.  It prescribes the following regulatory measures:  

1. Limit on net open position as on close of the trading houses. Some times limit is also imposed on intra-day net open position.  The limit is imposed operator-wise/ and in some cases, also member wise.

2. Circuit filters or limit on price fluctuations to allow cooling of market in the event of abrupt upswing or downswing in prices.

3. Special margin deposit to be collected on outstanding purchases or sales when price moves up or down sharply above  or below the previous day closing price.  By making further purchases/sales relatively costly, the price rise or fall is sobered down.  This measure is imposed only on the request of the exchange.

4. Circuit breakers or minimum/maximum prices.  These are prescribed to prevent futures prices from failing below as rising above not warranted by prospective supply and demand factors.  This measure is also imposed on the request of the exchange.

5. Skipping trading in certain derivatives of the contract closing the market for a specified period and even closing out the contract.  These extreme are taken only in emergency situations.

Besides these regulatory measures, the F.C)R) Act provides that a client’s position cannot be appropriated by the member of the exchange, except when a written consent is taken within three days time.  The FMC is persuading increasing number of exchanges to switch over to electronic trading, clearing and settlement which is more customer/friendly.  The FMC has also prescribed simultaneous reporting system for the exchanges following open out cry system.

These steps facilitate audit  trail and make it difficult for the members to indulge in malpractice like trading ahead of clients, etc.  The FMC has also mandated all the exchanges following open outcry system to display at a prominent place in exchange premises, the name, address, telephone number of the officer of the commission who can be contacted for any grievance.  The website of the commission also has a provision for the customers to make complaint and send comments and suggestions to the FMC. Officers of the FMC have been instructed to meet the members and clients on a random basis, whenever they visit exchanges, to ascertain the situation on the ground, instead of merely attending meetings of the board of directors and holding discussions with the office bearers.

TRADING DAYS


The exchange operates on all days except Saturday and Sunday and on holidays that it declares from time to time.  Other than the regular trading hours, trading members are provided a facility to place orders offline i.e. outside trading hours.  These are stored by the system but get traded only once the market opens for trading on the following working day.


The types of order books, trade books, price limits, matching rules and other parameters pertaining to each or all of these sessions is specified by the exchange to the members via its circulars or notices issued from time to time. Members can place orders on the trading system during these sessions, within the regulations prescribed by the exchange as per these bye laws, rules and regulations, from time to time.

TERMS AND CONDITIONS OF COMMODITIES.

The basic terms and conditions of commodities are as follows.

	Commodity
	Trading Session
	Lot size
	Initial Margins

	Gold
	10am to 11.30pm 
	1kg
	5%

	Gold mini 
	10am to 11.30pm 
	100kg
	5%

	Silver 
	10am to 11.30pm 
	30kg
	5%

	Silver mini
	10am to 11.30pm 
	5kg
	5%

	Steel long 
	10am to 5.00pm 
	25mt
	5%

	Steel flat 
	10am to 5.00pm 
	25mt
	5%

	Light sweet Crudeoil 
	10am to 11.30pm 
	100bbls
	4%

	Natural gas
	10am to 11.30pm 
	500mmbtu
	4%

	RBD palmolein
	10am to 5.00pm 
	1mt
	4%

	Refined soyoil
	 
	1mt
	4%

	Rubber 
	10am to 11.30pm 
	1mt
	5%

	Soy seed  
	 
	1mt
	4%

	Black paper
	10am to 5.00pm 
	1mt
	8%

	Kapas 
	10am to 5.00pm 
	4mt
	5%

	Castor oil 
	10am to 5.00pm 
	1mt
	4%

	Castor seed 
	10am to 5.00pm 
	1mt
	4%

	Copper 
	10am to 11.30pm 
	1mt
	5%

	Nickel 
	10am to 11.30pm 
	500kg
	5%

	Tin 
	10am to 11.30pm 
	250kg
	8%

	Guar seed 
	10am to 5.00pm 
	5mt
	7%

	Chana (Gram)
	10am to 5.00pm 
	5mt
	5%

	Urad    (black Matpe)
	10am to 5.00pm 
	20mt
	5%

	Yellow peas 
	10am to 5.00pm 
	20mt
	5%

	Tur (pigeon peas)
	10am to 5.00pm 
	10mt
	5%


Note: in winter timings from 10.00am to 11.55pm

Trading hours and trading cycle


The exchange announces the normal trading hours/open period in advance from time to time.  In case necessary, the exchange can extend or reduce the trading hours by notifying the members.  Trading cycle for each commodity/derivative contract has a standard period, during which it will be available for trading.

Contract expiration


Derivatives contracts expire on a pre-determined date and time up to which the contract is available for trading.  This is notified by the exchange in advance.  The contract expiration period will not exceed twelve months or as the exchange may specify from time to time.

Trading parameters


The exchange from time to time specifies various trading parameters relating to the trading system.  Every trading member is required to specify the buy or sell orders as either an open order or a close order for derivatives contracts. The exchange also prescribes different order books that shall be maintained on the trading system and also specifies various conditions on the order that will make it eligible to place it in those books.


The exchange specifies the minimum disclosed quantity for orders that will be allowed for each commodity/derivatives contract.  It also prescribed the number of days after which Good Till Cancelled orders will be cancelled by the system.  It specifies parameters like lot size in which orders can be placed, price steps in which shall be entered on the trading system, position limits in respect of each commodity etc.

Failure of trading member terminal


In the event of failure of trading members workstation and/ or the loss of access to the trading system, the exchange can  at its discretion undertake to carry out on behalf of the trading member the necessary functions which the trading member is eligible for. Only requests made in writing in a clear and precise manner by the trading member would be considered.  The trading member is accountable for the functions executed by the exchange on its behalf and has to indemnity the exchange against any losses or costs incurred by the exchange. 

 Trade operations

Trading members have to ensure that appropriate confirmed order instructions are obtained from the constituents before placement of an order on the system.  They have to keep relevant records or documents concerning the order and trading system order number and copies of the order confirmation slip/modification slip must be made available to the constituents.

The trading member has to disclose to the exchange at the time of order entry whether the order is on his own account or on behalf of constituents and also specify orders for buy or sell as open or close orders. Trading members are solely responsible for the accuracy of details of orders entered into the trading system including orders entered on behalf of their constituents.  Traders generated on the system are irrevocable and blocked in 1.  The exchange specifies from time to time the market types and the manner if any, in which trade cancellation can be effected.

Where a trade cancellation is permitted and trading member wishes to cancel a trade, it can be done only with the approval of the exchange.

Margin requirements

Subject to the provisions as contained in the exchange bye-laws and such other regulations as may be in force, every clearing member/in respect of the trades in which he is party to, has to deposit a margin with exchange authorities.

The exchange prescribes from time to time the commodities/derivatives contracts, the settlement periods and trade types for which margin would be attracted.

The exchange levies initial margin on derivatives contracts using the concept of Value at Risk (VaR) or any other concept as the exchange may decide from time to time.  The margin is charged so as to cover one-day loss that can be countered on the position on 99% of the days.  Additional margins may be levied for deliverable positions, on the basis of VaR from the expiry of the contract till the actual settlement date plus a mark-up for default.

The margin has to be deposited with the exchange within the time notified by the exchange. The exchange also prescribes categories of securities that would be eligible for a margin deposit, as well as the method of valuation and amount of securities that would be required to be deposited against the margin amount.


The procedure for refund/adjustment of margins is also specified by the exchange from time to time.  The exchange can impose upon any particular trading member or category of trading member any special or other margin requirement. On failure to deposit margin/s as required under this clause, the exchange/clearing house can withdraw the trading facility of the trading member.  After the pay-out, the clearing house releases all margins.

Unfair trading practices

No trading member should buy, sell, deal in derivatives contracts in a fraudulent manner, or indulge in any unfair trade practices including market manipulation.  This includes the following; if Effect, take part either directly or indirectly in transactions, which are likely to have effect of artificially, raising or depressing the prices of spot/derivatives contracts.


Indulge in any act, which is calculated to create a false or misleading appearance of trading, resulting in reflection of prices, which are not genuine.

· Buy, sell commodities/contract on his own behalf or on behalf of a person associated with him pending the execution of the order of his constituent or of his company or director for the same contract.

· Delay the transfer of commodities in the name of the transferee.  Indulge in falsification of his books, accounts and records for the purpose of market manipulation.

· When acting as an agent, execute a transaction with a constituent at a price other than the price at which it was executed on the exchange.

· Either take opposite position to an order of a constituent or execute opposite orders which he is holding in respect of two constituents except in the manner laid down by the exchange.  

CLEARING


As mentioned earlier, National Securities Clearing Corporation Limited (NSCCL) undertakes clearing of trades executed on the NCDEX, All deals executed on the Exchange are cleared and settled by the trading members on the settlement date by the trading members themselves as clearing members or through other professional clearing members in accordance with these regulations/bye laws and rules of the exchange.

LAST DAY OF TRADING 


Last trading day for a derivative contract in any commodity is the date as specified in the respective commodity contract.  If the last trading day as specified in the respective commodity contract is a holiday, the last trading day is taken to be the previous working day of exchange.  On the expiry date of contracts, the trading members/ clearing members have to give delivery information as prescribed by the exchange from time to time. If a trading member/clearing member fails to submit such information during the trading hours on the expiry date for the contract/the deals have to be settled as per the settlement calendar applicable for such deals, in cash-together with penalty as stipulated by the exchange deals entered into through the exchange.  The clearing member cannot operate the clearing account for any other purpose.

RULES GOVERNING INVESTOR GRIEVANCES, ARBITRATION


In matters where the exchange is a party to the dispute, the civil courts at Mumbai have exclusive jurisdiction and in all other matters, proper courts within the area covered under the respective regional arbitration center have jurisdiction in respect of the arbitration proceedings falling/conducted in that regional arbitration center.

PROCEDURE FOR ARBITRATION:


The application has to submit to the exchange application for arbitration in the specified form (Form No.1/1A) along with the following enclosures.

1. The statement of case(containing all the relevant facts about the dispute and relief sought).

2. The statement of accounts

3. Copies of members – constituent agreement

4. Copies of the relevant contract notes, invoice and delivery challan.

DELIVERY PROCEDURE

The client should follow the following procedure to take delivery of the commodity

1st day – Buyer/seller informs the exchange about their intentions.

5th day –  Buyer is required to make payment in accordance to the quantity allocated to him.

6th day – seller is required to deliver the goods at the delivery centers specified by the 

Exchange by 12.00 noon. Buyer can pick  up the delivery from 12.00 noon to 4.00pm

7th day – The Payment will be released to the seller 

COST PHYSICAL DELIVERY

	Fixed Costs
	Rs

	Group 4 receipt charges 
	350

	Group 4 Managerial charges
	3000

	Group 4 Movement charges
	5000

	Packing AWB Cutting charges
	500

	Valuation Charges
	5000

	Total fixed cost
	13850

	Variable cost
	

	Loading /unloading charges
	0

	Insurance on flight
	0.15/per 1000


ESTIMATED MARKET

	 
	Physical
	Physical
	3Times
	5 Times Multiple

	
	p.a (Rs.bn)
	Per day
	multiple 
	Per day

	
	 
	(Rs. Crs)
	Per day
	 

	Bullion
	400
	160
	480
	800

	Metals
	600
	240
	720
	1200

	Agri
	5000
	2000
	6000
	10000

	Energy
	5000
	2000
	6000
	10000

	Total
	11000
	4400
	13200
	22000


GOLD PROFILE

The collapse of equity markets and the arrival of low interest rates have increased the investor presence in alternative investments such as gold. In India, gold has traditionally played a multi-faceted role. Apart from being used for adornment purpose, it has also served as an asset of the last resort and a hedge against inflation and currency depreciation. But most importantly, it has most often been traded as an investment.

Gold supply primarily comes from mine production, official sector sales of global central banks, old gold scrap and net disinvestments of invested gold. Out of the total supply of 3870 tons last year, 66% was from mine production, 20 % from old gold scrap and 14% from official sector sales. Demand globally emanates from fabrication (jewellery and other fabrication), Bar hoarding, Net producer hedging and Implied investment. 


Gold continues to occupy a prominent part in rural Indian economy and a significant part of the rural credit market revolves around bullion as security. India is the largest consumer of gold in the world accounting for more than 23% of the total world demand annually. According to unofficial estimates, India has more than 13,000 tonnes of hoarded gold, which translates to around Rs 6,50,000 crore. Inspite of its predominant position, especially in the gold market where India is the largest importer, India has traditionally been a price seeker in the global bullion market. 


Bullion trading in India received a major fillip. Following the changes in the Gold Policy announced by the Government of India, in 1997 under export-import Policy 1997-2002. As per the policy, scheduled commercial banks are authorized by the Reserve Bank of India (RBI) to import gold and silver for sale in domestic market without an Import license or surrendering the Special Import License (SIL). Bullion is imported into India by banks and four designated trading agencies acting as canalizing agents and consignees for overseas suppliers, who in turn sell to domestic wholesale traders, fabricators, etc. The price risk is borne either by the fabricator or the retail consumer. The wholesale traders, fabricators and investors do not have any effective tool to hedge their price risk in gold / silver.

India being the largest consumer of gold in the world, with minimal domestic supply, the demand is met mainly from imports.

Gold is the oldest precious metal known to man. Therefore, it is a timely subject for several reasons. It is the opinion of the more objective market experts that the traditional investment vehicles of stocks and bonds are in the areas of their all-time highs and may be due for a severe correction.

To fully appreciate why 8,000 years of experience say “gold is forever", we should review why the world reveres what England's most famous economist, John Maynard Keynes, cynically called the “barbarous relic."

Why gold is "good as gold" is an intriguing question. However, we think that the more pragmatic ancient Egyptians were perhaps more accurate in observing that gold's value was a function of its pleasing physical characteristics and its scarcity.

· Gold is primarily a monetary asset and partly a commodity. 

· More than two thirds of gold's total accumulated holdings account as 'value for investment' with central bank reserves, private players and high-carat Jewellery. 

· Less than one third of gold's total accumulated holdings is as a 'commodity' for Jewellery in Western markets and usage in industry.

· The Gold market is highly liquid and gold held by central banks, other major institutions and retail Jewellery keep coming back to the market.

· Due to large stocks of Gold as against its demand, it is argued that the core driver of the real price of gold is stock equilibrium rather than flow equilibrium. 

· Economic forces that determine the price of gold are different from, and in many cases opposed to the forces that influence most financial assets. 

· South Africa is the world's largest gold producer with 394 tons in 2001, followed by US and Australia. 

· India is the world's largest gold consumer with an annual demand of 800 tons.
 World Gold Markets 

· London as the great clearing house 

· New York as the home of futures trading 

· Zurich as a physical turntable 

· Istanbul, Dubai, Singapore and Hong Kong as doorways to 

important            

· consuming regions

· Tokyo where TOCOM sets the mood of Japan 

· Mumbai under India's liberalized gold regime 

TABLE - 

	India in World Gold Industry

	(Rounded Figures)
India (In Tons)
World (In Tons)
% Share
Total Stocks

13000

145000

9

Central Bank holding

400

28000

1.4

Annual Production

2

2600

0.08

Annual Recycling

100-300

1100-1200

13

Annual Demand

800

3700

22

Annual Imports

600

---

---

Annual Exports

60

---

---




Indian Gold Market 

· Gold is valued in India as a savings and investment vehicle and is the second preferred investment after bank deposits. 

· India is the world's largest consumer of gold in jewellery as investment.

· In July 1997 the RBI authorized the commercial banks to import gold for sale or loan to jewellers and exporters. At present, 13 banks are active in the import of gold. 

· This reduced the disparity between international and domestic prices of gold from 57 percent during 1986 to 1991 to 8.5 percent in 2001. 

· The gold hoarding tendency is well ingrained in Indian society. 

· Domestic consumption is dictated by monsoon, harvest and marriage season. Indian jewellery offtake is sensitive to price increases and even more so to volatility. 

· In the cities gold is facing competition from the stock market and a wide range of consumer goods. 

· Facilities for refining, assaying, making them into standard bars in India, as compared to the rest of the world, are insignificant, both qualitatively and quantitatively. 

Market Moving Factors 

· Above ground supply from sales by central banks, reclaimed scrap and official gold loans 

· Producer / miner hedging interest 

· World macro-economic factors - US Dollar, Interest rate 

· Comparative returns on stock markets 
· Domestic demand based on monsoon and agricultural output 
Frequency Dist. of Gold London Fixing Volatility from 1995 till date

	Percentage Change
	> 5%
	2 - 5 %
	< 2%

	Daily
	 
	 
	 

	Number of times
	4
	54
	2147

	Percentage times
	0.2
	2.4
	97.4

	Weekly
	 
	 
	 

	Number of times
	3
	62
	376

	Percentage times
	0.7
	14.1
	85.3


Biggest price movement since 1995

Between September 24 and October 5, 1999, daily prices witnessed a rally of more than 21 %, based on surprised announcement by 15 European central banks of a five-year suspension on all new sales of gold from their reserves.

Why Invest in Gold
Adding gold to a portfolio introduces an entirely different asset class- a tangible & real asset which increases the portfolio's degree of diversification.

Effective portfolio diversifier
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· As depicted above, while the overall return of a portfolio without gold is 14%, that of a portfolio with gold is over 16%. Hence an allocation of physical gold in a financial portfolio not just helps reduce the impact of the volatility created by the other asset classes like equity, bonds etc., but also increases the average return over a period of time. 
· A financial portfolio containing gold is generally more robust because it improves the stability and predictability of better average returns.
Superior to other alternative asset classes
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· Gold is the most liquid asset class due to its universal acceptance as an alternative to currency, and also because globally, the gold market is functional 24x7. 
· Same cannot be said about any other asset class as they take much longer time to liquidate (from 1 day to up to 3-4 months).
Effective hedge against currency risk
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· Due to its inverse relationship to dollar, gold has always proved to be an effective hedge over a period of time.
Effective hedge against Inflation
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· A study conducted by WGC in UK shows that one ounce of Gold would consistently purchase the same amount of goods & services as it would have done 400 years ago, making it the perfect hedge against inflation over a long period of time.
Other Reasons

· More liquid as compared to the other asset classes Gold can be bought, sold or traded globally. 

· Performance of gold not linked to performance of any company, industry or government. 

· Gold needs no professional manager unlike mutual funds 

· Gold is an asset, which is not simultaneously a liability, unlike stocks. 

· It doesn't require political & social stability to survive, in fact it thrives under worst societal conditions. 
· Gold doesn't ever loose its intrinsic value.
Inspite of the growing demand for gold in India, average retail household has seldom considered “investing in gold” because of the absence of an efficient and effective platform. MCX bridges this requirement by introducing an ideal investment platform for investment in gold by retail household. “i-gold ”.
What is i-gold?

"i-gold” is a platform which facilitates intelligent investment in gold with an option of Physical or Demat holding of gold.

Features of i-gold

· Transparent pricing. 

· Assured quality & purity 

· Option of Demating 
· No risk of storage 
· Simple process
Advantages to an Investor

· An ideal platform for systematic investment in gold. 

· Transparent screen based price at par with the prevailing spot price. 

· Options of loan against Demat gold from Banks/Financial Institutions. 

· Convenience of buying gold at the investors discretion - without visiting the outlet unlike today 

· Assured Quality & Purity 24 k,995 & 999 fineness gold bars imported from LBMA approved overseas suppliers 
· Delivery at 4 locations Ahmedabad, Delhi, Kolkata & Mumbai
Advantages to a Jeweller

· A platform to trade in physical gold with shorter & 100% guaranteed delivery cycle vis a vis futures market. 

· Transparent screen based price at par with the prevailing spot price. 

· Efficient distribution system (from the custodian to the end user) 

· Assured Quality & Purity - 24 k, 995 & 999 fineness gold bars LBMA approved 

· Seamless platform (buying & selling) for transaction 

· Easily accessible through an existing stock broker who is a member of MCX 
· Delivery at 4 locations Ahmedabad, Delhi, Kolkata & Mumbai
Requisites for buying i-gold

· Commodity Demat account with NSDL/CDSL 

· Account with a member broker of MCX

· Bank account with any one clearing banks of MCX

How does it work?

Day 1-6 - Buy /sell depending on margin money with the broker/exchange based on Mark to Market (MTM).

Day 7 - Intimate the status of their respective open position to Buyers & Sellers.

Day 8 - Seller members MUST deposit the physical gold in the Group 4 vault / deliver through demat form.

Day9 - Pay-in of funds by Buyer members against their delivery commitments (obligation). 

Day 9 - Pay-out of commodity

Physical delivery of gold (Docs: Authorisation form filled and signed along with the photograph of the investor/authorized person of the broker, proof of identity. (photo id card) 

Demat and hold in demat account (Docs: Commodity Deposit Form CDF and Original Allocation Letter)
Costs structure

	Brokerage (Buy/sell) 
	0.50 – 1.00% of transaction value

	Service Tax on brokerage
	12.24% on brokerage

	Demat & Remat 
	Rs.100/- 200/-per transaction 

	Custody & Insurance
	Rs.7,200 p.a. per (1k.g)

	VAT
	1% of transaction value

	Sales Tax agency charge
	0.50% - 1.00% (required for selling physical gold)


Demat and hold in demat account (Docs: Commodity Deposit Form CDF and Original Allocation Letter)

Costs structure

	Brokerage (Buy/sell) 
	0.50 – 1.00% of transaction value

	Service Tax on brokerage
	12.24% on brokerage

	Demat & Remat 
	Rs.100/- 200/-per transaction 

	Custody & Insurance
	Rs.7,200 p.a. per (1k.g)

	VAT
	1% of transaction value

	Sales Tax agency charge
	0.50% - 1.00% (required for selling physical gold)


Tax Treatment


Wealth Tax 

· Investment upto Rs.15 lacs during a financial year is exempted

· Investment > Rs.15 lacs will attract 1% of the value of assets (including gold) as on 31st March of every year. 

Capital gains tax 

· Short term if bought and sold within 36 months at the applicable tax rate 

· Long term if sold after 36 months at the applicable tax rate 

ANALYSIS

Objective: The objective of the analysis is to evaluate the profit/loss position of hedger. This analysis is done based on the sample data. The sample is taken as Gold commodity of December to January prices. The delivery unit is 1 kg. Trading unit is 100 gm. Quotation/base value Rs.per 10 gms. Of Gold with 999.99 finess. Tick size is 5 paise.  As the commodity Gold is volatile in nature, it is chosen as a sample for analysis. The spot price and futures price is taken from various news papers. Like economic times, business standard and business line. Of course, from the NCDEX (National Commodity & Derivatives Exchange Limited)
Limitations:

1) The sample is chosen as commodity future contract gold 100gm gold.

2) The study is confined to December 2007 to January 2008 month only. 

3) The data gathered is completely restricted to the spot and future prices of commodity gold 100 gms. Of December to January 27, 2008 and hence cannot be taken universally.

4) Our study is limited to the trading strategies. For hedging, this includes long hedge and short hedge.

Gold Future Contract Specifications

	Type of Contract

	Futures Contract Specifications

	Name of Commodity

	Gold


	Ticker symbol

	GOLD100MUM


	Trading system

	NCDEX's Trading System


	Basis

	Ex-Mumbai inclusive of Customs Duty and Octroi, excluding Sales Tax/VAT.


	Unit of trading 

	100 grams.


	Delivery unit

	100 grams.


	Quotation/base value

	Rs per 10 Grams of Gold with 995 fineness 


	Tick size

	Re 1


	Quality specification 

	Up to 999.9 fineness bearing a serial number and identifying stamp of a refiner approved by the Exchange. 

List of approved refiners is available at the following

URL: www.ncdex.com\downloads\refiners_gold.pdf

	Quantity variation

	None


	Delivery center

	Mumbai


	Additional delivery centres

	Ahmedabad


	Trading hours

	As per directions of the Forward Markets Commission from time to time, currently  -

Mondays through Fridays : 
10:00 AM to 11:30 PM*
 Saturdays : 
10:00 AM to 02:00 PM
On the expiry date, contracts expiring on that day will not be available for trading after 5 PM. The Exchange may vary the above timing with due notice.


	Due date / Expiry Date

	20th day of delivery month 
If 20th happens to be a holiday, a Saturday or a Sunday then the due date shall be immediately preceding trading day other than a Saturday of the Exchange.


	Delivery specification 

	Upon expiry of the contracts all the outstanding positions should result in compulsory delivery. A penalty of minimum 5 % (of final settlement price) would be imposed on longs and shorts if they fail to meet their delivery obligation.


	Closing of Contracts

	Upon the expiry of the contract all the outstanding open position should result in compulsory delivery. 


	Opening of Contracts 

	Trading in a far month contract will open on the 10th day of the month in which near month contract is due to expire. If the 10th happens to be a non-trading day, contracts would open on the next trading day.


	No. of active contracts 

	Contracts would be opened as per the launch calendar given below 


	Price limit

	Daily price fluctuation limit is (+/-) 4%. If the trade hits the prescribed daily price limit there will be a cooling off period for 15 minutes. Trade will be allowed during this cooling off period within the price band of (+/-) 4%. Thereafter the price band would be raised by another 50% of the existing limit i.e. (+ / -) 2%.
No trade / order shall be permitted during the day beyond the revised limit of (+ / -) 6% except such further variations as may be permitted by the regulators.
On the first day of any new contract, the limit on daily price fluctuation will be reckoned with reference to the opening price. On the second and subsequent days, the daily price fluctuation limit will be reckoned with reference to the mark-to-market rate of the previous closing day.


	Position limits

	Memberwise  : 6 MT or 15 % of market wide open position, whichever is higher  Client-wise - 2 MT 
The above limits will not apply to bonafide hedgers. For bonafide hedgers the Exchange will decide the limits on a case-to-case basis.


	Quality allowance(for Delivery) 

	Gold bars of 995 / 999.9 fineness 
A premium will be given for fineness above 995. The settlement price for more than 995 fineness will be calculated at (Actual fineness/995) * Final Settlement Price.


	Special Margin 

	In case of additional volatility, a special margin of at such other percentage, as deemed fit, will be imposed immediately on both buy and sell side in respect of all outstanding positions, which will remain in force for next 2 days, after which the special margin will be relaxed.
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Launch Calendar.     Gold 100 Grams     

	Launch Date
	Contract Expiring in

	21st November 2007
	December 2007, January 2008, February 2008

	December 2007
	March 2008

	January 2008
	April 2008

	February 2008
	May 2008

	March 2008
	June 2008

	April 2008
	July 2008

	May 2008
	August 2008

	June 2008
	September 2008

	July 2008
	October 2008

	August 2008
	November 2008

	September 2008
	December 2008


Note: Launch dates for contracts launched in December 2007 and thereafter would be 10th of the month in which the near month contract is due to expire and if the 10th happens to be a trading holiday at the Exchange, the near contract would be launched on the next trading day.
Hedging

Many participants in the commodity futures market are hedgers. They use the futures market to reduce a particular risk that they face. This risk might relate to the price of wheat or oil or any other commodity that the person deals in. The classic hedging example is that of wheat farmer who wants to hedge the risk of fluctuations in the price of wheat around the time that his crop is ready for harvesting. By selling his crop forward, he obtains a hedge by locking in to a predetermined price. Hedging does not necessarily improve the financial outcome; indeed, it could make the outcome worse. What it does however is, that it makes the outcome more certain. Hedgers could be government institutions, private corporations like financial institutions, trading companies and even other participants in the value chain, for instance farmers, extractors, ginners, processors etc., who are influenced by the commodity prices.
Types of hedging

1) Long hedge

2) Short hedge

Long hedge

Hedges that involve taking a long position in a futures contract are known as long hedges. A long hedge is appropriate when a company knows it will have to purchase a certain asset in the future and wants to lock in a price now.

Short hedge

A short hedge is a hedge that requires a short position in futures contracts. As we said, a short hedge is appropriate when the hedger already owns the asset, or is likely to own the asset and expects to sell it at some time in the future. For example, a short hedge could be used by a cotton farmer who expects the cotton crop to be ready for sale in the next two months. A short hedge can also be used when the asset is not owned at the moment but is likely to be owned in the future. For example, an exporter who knows that he or she will receive a dollar payment three months later. He makes a gain if the dollar increases in value relative to the rupee and makes a loss if the dollar decreases in value relative to the rupee. A short futures position will give him the hedge he does.

CONCLUSION

· The trading in commodity derivatives started on Dec. – 2003.

· Within a short span of 3 years the trading volume in commodity derivatives increased in a rapid manner, now it going to equalize with the financial derivatives trading volumes.

· First derivatives emerged as hedging products in commodities.

· These commodities are the risk management instruments which transfers the pricing risks to other parties.

· Internationally, commodity derivatives are exchange - traded.

· In the bullish market, the investors can earn profits by buying the commodity futures.

· In the bearish market, the investors can earn profits by selling the commodity futures.

· The hedgers can transfer their risks to other parties by ways of long hedge and short hedge.

· The speculators can build large positions with little margins by way of leverage and their profit/loss potential is unlimited.

· The arbitragers can also earn risk less profits by ways of cash –and-carry arbitrage and reverse cash-in-carry arbitrage.

· These commodity  products are very much new to India.

· The SEBI is taking necessary actions to create awareness into the investors.

RECOMMENDATIONS

· The commodities are very complex financial instruments. Hence the investor should take at most care while trading.

· In India, the commodities only have commodity futures, and the options in commodities should be introduced.

· The SEBI and the Stock Exchanges should take more actions (investor’s awareness programmes) to create awareness and knowledge in between the investors.

· All the persons and intermediaries associated with the commodity derivative markets must fulfill the minimum education (NCFM).

· By using the trading strategies (long hedge and short hedge) the producers can transfers the pricing risk.

· The agree commodity producers can get better prices for their production in the market by way of efficient price discovery with the help of future prices.

· By using these commodity futures the farmers can benefit by way of short-selling.

· By using commodity futures inventory risk will be minimized.
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