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FOREWORD

The study presented by Dr. H, L. Dholakia in his
thess " Futures Trading and Markets in Cotton" is one of
the few of the systematic studies of live subjects, under-
taken in the déﬁ)assionate atmosphere of Indian Unjversi-
ties by advanced research students. Before the eighteenth
century and the advent of the industrial revolution, mar-
keting of agricultural produce did not present the pro-
blems which it presents today. Marketing of these pro-
ducts for a country which caters for world markets, as in
the case of India during the last century, has created many
problems. The most important of these is ﬁrice insurance
for the merchant who helps in marketing the produce. In
a world in which laissez faire more or less dominated, this
was solved, by the gradual evolution of what is known as
forward tra inc(];. During the last 75 years, the technique
of forward trading has been greatly improved to make it
sofe for the grower and the middleman by reducing
risks of fluctuationsin prices during the course of carrying
cotton to the consumer's door. The technique of forward
trading, as far as the Bombay cotton market is concerned,
has been so well developed in the last few years that ex-
perts from America and other foreign countries have ex-
pressed their appreciation of the skill used in this develop-
ment. That the University School of Economics in Bom-
bay should have trained one of its scholars to undertake
an intensive study of this subject, is a matter of compli-
ment to Prof. C. N. Vakil, under whose guidance the wor k
was done. Whilst it may not be claimed that the treatise
deals with the question in a completely exhaustive manner,
it will be recognised that every effort has been made by
the author to marshal facts and figures available to him
in an impartial spirit. There are several points on which
differences of opinion exist in the trade itself on some of
the subjects dealt with in the treatise, but the author has
tried to present both the sdes in an able manner. | have
no doubt that this volume will suppl?/ a long felt want in
the cotton trade, and enable all, including the public at
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large, to follow intelligently the various questions referred
to in the volume.

| expect that before long similar studies will be under-
taken in other important raw materials of India which are
dealt with on the forward market, such as jute, wheat
etc., and if this is undertaken at important trading centres
of each commodity, the process of bringing about closer
association between academic workers and practical busi-
nessmen, so that they may work in a common direction,
would be hastened.

At the moment that this foreword is being written,
the marketing syssem which has prevailed for over three-
fourths of a century is undergoing rapid changes owing to
the exigencies of war. The loss of foreign markets and
the difficulties of transport, both internal and to such other
foreign countries as are still accessble, have rendered for-
ward trading difficult. Even before the outbreak of the
present war and especially snce the World Depression of
1930-31 import restrictions, quotas, exchange regulations
and bilateral and multilateral trade agreements had begun
to change the course of the marketing system that was
governed by laissez faire. The ideas of planned economy
and crop restrictions, import restrictions, etc., had found
favour even in Democratic countries. Forward trading
was the best that the laissez faire syssem could produce
and it was its last word to promote stability of prices thus
facilitating marketing of agricultural produce. With
laissez faire discredited, almost every economic activity
was planned in the Totalitarian countries. As for the
future, the marketing system will depend on the structure
of society and if, as seems not improbable, even the Demo-
cratic countries adopt the principle of planned economy
for reconstruction after the war is over, the marketing
system that has prevailed up to now may be greatly modi-
fied. This, however, is a peep into the future.

In the meantime if efforts can be made in India to
ascertain the cog of production of the main commodities,
‘and the average net return to the cultivator for them over
a series of years, it will be a great help to the vast mass
of agriculturists concerned and a valuable source of guid-
ance to the relative local Governments. | hope that the
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various Universities in India which train students for
advanced research in Economics will make efforts to handle
this question of contemporary, almost day Jo day, import-
ance to our agricultural economy. Dr. Dholakia's enter-
prise in undertaking a study of this nature deserves high
appreciation by all interested in the study of the econo-
mic structure of the country.

"Suneeta’, Ridge Road,
Bombay, 6. Purshotamdas Thakurdas.
30th April 1942,



EDITOR'S PREFACE

The growth of futures markets in various commodi-
ties is an important development in modern business
methods. The cottdn futures market is the most import-
ant of such markets in our country. Though a large num-
ber of persons are interested in the work of these markets,
we have no authoritative source of information regarding
their actual working; nor has there yet been any attempt
at giving a detailed explanation of their economic signifi-
cance. The part such markets play in the formation of
prices, in the allocation and distribution of risk and in the
evening out of seasona and other fluctuations is of the
highest theoretical and practical interest.

The present volume is the first systematic attempt to
fill this gap. After giving a brief history of the futures
trading In cotton, the author proceeds to analyse the nature
of a futures contract bringing out its full implications.
The organisation of a futures market in cotton Is discuss-
ed with particular reference to the East India Cotton Asso-
ciation. The main issues regarding the problem of the
regulation of these markets have been explained and con-
crete suggestions are made to indicate the lines of reform.
The author has also made useful comparisons with similar
markets in other countries.

Though the information rg%arding cotton futures mar-
kets in other countries is available, the only wag to obtain
the data re%arding the Indian market was to obtain fami-
liarity with the actual working of the market by attend-
ing the ring and by being in contact with those actually
engaged in the market. The difficulties of obtaining the
necessary facilities for such a purpose on the part of an
academic worker are obvious. | have referred in some of
the former volumes in this series to the need for closer
co-operation between businessmen and academic workers
in the interests of research and spread of knowledge. I
must record with grateful thanks the ungrudging help
which we received from Mr. Pranlal Devkaran Nanji who
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extended to the author the privileges of a member of his séflf
in order that he may obtain the necessary insight into the
working of the market. The East India jCotton Associa-
tion and the Karachi Cotton Association as well as seve-
ral prominent members of the trade were good enough to
help the author in obtaining information and in discuss-
ing difficult points.

We are grateful to Sir Purshotamdas Thakurdas for
his kindness in writing a Foreword to this volume; it was
in the fitness of things that he should do so; the iEresent
status and organisation of the Bombay Cotton Market are
his creation. When the thesis was referred to Sir Pur-
shotamdas by the University of Bombay he took a keen
personal interest in it; the author and | had opportunities
to discuss points arising out of the book with Sir Pur-
shotamdas for several hours and his sympathetic criticism
has gone a long way to improve the quality of the book. It
may be added, however, that the author alone is respon-
sible for the opinions expressed in the book.

School of Economics and Sociology, C. N. VAKIL.
University of Bombay,
30th April, 1942,
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CHAPTERI
INTRODUCTION

THERE are probably few subjects upon which more
nonsense is talked or more ignorance Is displayed than
‘futures trading'. There are, perhaps, very few public and
private institutions which, generallﬁ speaking, attract as
much attention and occupy as much space in the public
imagination as the cotton futures markets. It is a com-
monplace view in this connection that risk is universal.
Speculation is inevitable. Speculative risk may be trans-
ferred by one group to another, but it cannot be obliterated.
In fact, it is an all pervading factor in the marketing of
an agricultural staple commodity from the field to the
factory; from the producer to the consumer. The technical
apparatus of marketing has become so intricate that
scarcely anyone but an operator or a professional dealer
has any opportunity of making himself familiar with it.

IMPORTANCE OF THE SUBJECT

Markets may be distinguished as farmers' local = mar-
kets, central markets, spinners markets and futures mar-
kets. An understanding of cotton marketing involves
information of all these various types of markets and-a
knowledge of the factors affecting prices which in turn
tend to determine its consumption as well as production.
It is a matter of common experience that out of these
markets, the futures markets, by virtue of their organisa-
tion and operation, stand at the top of the modern market-
ing system. It is a futures market that largely determines
the prices in all the other markets. It is in an organised
market that prices reflect the consensus of trade opinion
since the composite judgment of all the operators is being
constantly recorded in the current or ruling price of-the
commodity. -

A futures market offers an easy and rapid method' for
the expression of the mass opinions of both buyers and
sellers of the commodity. It furnishes another great
advantage in that the price is determined during every
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hour of the trading day againgt which both producer and
consumer can check any offers they receive. Socially
viewed, an Organised produce market is a remarkable in-
stitutional accomplishment in an economic order in which
Brice is of dominant significance. The futures market has
ecome a beautifully balanced machine which reflects the
world's conditions of supply and demand for a particular
staple. One of the highest forms of mechanical and tech-
nical efficiency in commercial dealings today is therefore
found in the commodity futures markets. Moreover, the
futures markets and their activities have not only a dis
tinct place in the industrial structure of the Present day,
but they are also recognised as lawful bodies.

SPECIAL SIGNIFICANCE OF THE STUDY TO INDIA

The value of 'futures markets or methods of organised
marketing was discovered early in modern commercial
history. These markets or methods are apparently demon-
strating their usefulness for an increasing range of com-
modities. It was not until the 19th century, however, that
the commodity 'exchange reached its full development in
the world. Industrial countries like England, Germany,
the U.SA., etc, began to evince some interest in the deve-
lopment of the 'exchange marketing system and tried to
render its mechanism as perfect as possble. But in India,
conditions were different. The futures markets were in
the beginning condemned as speculative agencies. They
were regarded as devices of middlemen to resell products
repeatedly at profit to themselves. For a long time past,
the futures markets were supposed to be nothing short of
gamblers dens. Even today, at times, it is not uncommon
to hear that a futures market, say, for cotton, is the cause
of low prices or of high prices?” This confusion of ideas
is not unnatural. As a matter of fact, it may be stated
that in our country all futures markets, either in commo-
dities or securities, are more or less covered with secrecy.
This may be due to the fact that those who enjoy the
monopoly of dealing in a restricted field believe it to be
in their own interest to make a mystery of their craft or

lcf. Trade Asociations Their Economic Significance and I]E%J
I§tf\tus National Industrial Conference Board; New York,

Personal interviews.



INTRODUCTION 3

rofesson. But the chief reason that strikes us is that
ittle has been done in India by the State, or by the trade
to tear agde this veil of mystery about futures trading in
general and organised produce markets in particular. In
view of this lamentable state of affairs, and in comparison
with the highly developed and efficiently organised mar-
keting system prevailing abroad, it seems that a great
deal Temains to be done in our country in this direction.

Exchanges for agricultural produce can be compared to
the nerve centre of the price syssem which is the founda-
tion of the prevailing economic order. Its strength or
weakness is bound to be forcefully reflected in our pre-
sent day economic system. Even the marketing surveys
conducted by the Marketing Department of the Govern-
ment of India and of the Provincial Governments do not
devote more than a page or two to futures trading. In
the present circumstances, it is thus of vital importance
to make a special study of the futures markets in India.

This work is an attempt to meet this long felt need of a
systematic study on 'futures trading and futures markets,
for a principal agricultural commodity, viz., cotton with
special reference to our conditions. Raw cotton in its
various stages directly affects the "fortunes of millions of
people in India, and indirectly the entire Indian Economy.
Further, there is no agricultural commaodity in India for
which the futures markets are as extensively used as in
the case of cotton. Though its price is affected by world
factors, they enter India only through the filter of the
futures market. This filter, no doubt, is a complicated
mechanism. But its control and component parts are fit
subjects of intensive economic study. We have examined
the nature and efficiency of this filter with a view to con-
sider its economic sgnificance.

EXISTING LITERATURE ON THE SUBJECT.

A research worker in this field in India is however
handicapped chiefly by the fact that there is not only
scanty literature on the subject, but some of the important
works on the theory and practice of futures trading are
also not available in our country.® Moreover, hardly do

"eg. H. C. Emery: Speculation_on the Stock and Produoe

Exchanges of the USA., 18% Ellison Thomas The -Cot-
ton Trade of Great Brltam 1834, etc.
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we come across a single commendable volume which deals
with the Indian Cotton Futures markets. The only re-
markable work that can be said to deal with the market-
ing of Indian cotton is that of Prof. M. L. Dantwala who
in his book, 'The marketing of raw cotton in India," pub-
lished in 1937, devotes a few chapters to the study of
futures trading. But the scope of his work does not allow
him to do that justice which the subject of futures trading
and futures markets demands. The main object of the
author is the marketing of raw cotton from the field to
the exchange, and not the study .of futures trading and
futures markets. In fact, the work primarily deals with
ot cotton and its physical handling.

All that can be referred to as 'literature’ on the subject
Is the daily news-papers, scattered articles and gpeeches
by notable people connected with the trade, and brochures,
pamphlets, etc., published occasionally by different insti-
tutions or concerns. Considerable difficulty has been felt
in making use of these materials because of the want of
uniformity as well as reliability in some casess However,
an attempt has been made below to study the sub!ect of
the cotton futurestrading and futures markets on informa-
tion gleaned through scattered sources, and verified by
personal interviews and discussons with leading cotton
merchants in India and also from replies to the question-
naire issued for the purpose.

SCOPE OF THIS WORK

The present work is concerned with an analytical and
comparative study of the world's cotton futures markets
with special reference to conditions in India. In other
words, the purpose of this study is to critically examine
the existing cotton futures trading system and cotton
futures markets in India in the light of the experience
gained by the overseas sster markets.

We have divided the discusson of the subject matter
of this work into two parts, viz., (1) Structure and (2)
Services of Futures Trading and Futures Markets. Part
| deals with the organisation and mechanism of the cotton
futures trading and cotton futures markets in a general
way. The various issues connected with the 'futures can-
not, however, be viewed in true perspective unless we
are conversant with their history. Therefore a historical
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review of both futures trading and futures exchanges pre-
cedes the discusson of their modern problems. The second
chapter thus traces the geness of 'futures followed by
the analysis of 'futures in chapter third. The fourth
chapter deals with the structure and principles of organi-
sation of the futures markets illustrated, by a concrete
description of the world's cotton exchanges in the follow-
ing chapter. At the end of the fifth chapter we have pre-
pared a comparative statement showing the principal fea-
tures of cotton futures markets of the world. In the sixth
chapter the clearing of 'futures has been explained. This
has involved the study of methods and machinery of a
clearing organisation.

Part Il is devoted to the discusson of the economic ser-
vices of cotton futures trading and futures markets; and-
their regulation. The importance of these services can
never be over-estimated. A futures exchange offers o
many services to the person who handles the commodity
that it has become almost indispensable in the orderly
marketing of many of the world's staples of commerce.
The first and foremost service rendered by a futures mar-
ket to the cotton world is that of hedging. Hence, this
part opens with the chapter on 'Principles and practice
of hedging'. It may be mentioned that the justification of
the existence and maintenance of futures exchanges lies
in the facilities afforded by them for hedging. This is
followed by a chapter examining the special problems of
hedge contracts in India, particularly, in the Bombay mar -
ket. The next chapter is devoted to speculation in com-
modities upon which the theory of hedging mainly rests.
In chapter ten we have studied the parity and 'badla’ or
straddle operations which have become most popular with
the cotton dealers upon exchanges. Operators now-a-days
do badla busness between any two markets of the world
on the bass of parity calculations and keep the prices in
different markets constantly adjusted to each other. Chap-
ter eleven deals with cotton pricess. Here we have exa-
mined the factors affecting the cotton prices, and the
ability or otherwise of the trade to successfully forecast
the prices in advance. Obviously, the lack of such know-
ledge has often led to the absurdity that a large crop has
been sold at a lower total price. In Chapter X111, the
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option business or what is known in India as 'Teji-mandi’
business is discussed in its various aspects including its
effects upon prices. The legal nature of Teji-mandi tran-
sactions has also been examined.

The problems of control and regulation of futures trad-
ing as well as futures markets have been discussed in the
thirteenth chapter. It is devoted to the important issues
pending before the Indian markets, such as the questions
of unitary control', 'the system of pands, etc, and gives
the existing systems of regulation of futures trading in
other countries in the light of which the defects of our
system may be realised and improved upon.

The last chapter to this part brings out all the principal
economic services rendered by a cotton futures market
to agriculture, trade and industry. It ss forth the sum-
mary and main conclusons of our study. It also indicates
the economic importance and the ﬁlace of a futures mar-
ket in distribution, especially in the system of marketing
an agricultural produce such as cotton, wheat, rice, etc.
We have attempted in an Appendix the general study of
the problems connected with the war. The study is con-
fined to the first two years of the war and concerns chiefly
with the broad issues such as prices, clearing, Teji-mandi,
etc. Another Appendix reproduces the questionnaire issued
by us in the course of our study.

It will not be consdered out of place to say that opi-
nions on these vital matters are bound to differ. Such of
them as are offered here are not in a spirit of unflinching
dogmatism or unshakable faith, but only as logical con-
clusons to the entire description and discusson about the
nature and structure of the cotton exchanges of India.



CHAPTER I
GENESIS OF FUTURES TRADING .IN COTTON

IT has been said that exact dates for the beginning of
trading in cotton contracts for future delivery are not
definitely known. However, it is certain that trading
existed in effect before definite rules and regulations were
adopted for the markets which originated this method of
buying and selling. After trading had developed, it was
found necessary to form bye-laws governing these tran-
sactions and such bye-laws were changed from time to
time as the operations of the markets made such changes
necessary.

1. COTTON TRADE TILL THE FIRST HALF OF THE
NINETEENTH CENTURY.

Early Trading: The fact that India has been the home of
cotton and the cotton trade from the earliest times has been
admitted on all hands. It was only during the eighteenth
century that other countries took to cotton cultivation on
a sufficiently large scale. Among them the United States
of America and Egypt were the most important. Prior to
and during the eighteenth century the manufacture of
cotton goods was carried on by spinners and weavers in
their homes. Raw cotton was obtained from neighbour-
ing markets. The system of marketing was simple. More-
over, prior to 1818 there were no telegraph or cable lines
and no railroads and steamboats regularly crossed the
oceans. In short, means of communication measured by
modern standards, were poor. In conseguence, trading in
cotton as practised today was not possible. In the early
days of the nineteenth century marketing problems were
thus strictly local and the marketing of cotton was a
comparatively simple procedure.

Industrial Revolution: Then came the Industrial Revolu-
tion and the whole phenomena of cotton trade was totally
changed in all its aspects. The Industrial Revolution over-
powered the barriers of nature. Inventions both in ma-
chinery and transport stimulated the demand for cot-
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ton. This revolutionary era was characterlsed by an enor-
mous increase in the cotton trade.* A change in the nature,
volume and location of the cotton industry took place. It
is estimated that in little more than twenty years almost
all the great inventions were made and "the cotton plant
of the Orient” was regarded as historically responsible for
a major share in the Industrial Revolution.

Growth of Foreign Trade: As a result of the Industrial
Revolution imports of cotton into England increased
rapidly. India and the U.S.A. were the principal sources
of supply. In early days, as the total quantity of cotton
imports was comparatively small there was obviously not
enough busness for any broker to specialise in cotton,
exclusively. At the commencement of the last century
England's import of cotton from India was about 15,000
bales of 400 Ibs. each. The following figures’ show what
remarkable fluctuations took place in the imports during
the first half of the nineteenth century:

Years Bales

1810 19,000
1818 247,000
1821 20,000
1841 2,78,000
1848 49,000

This phenomenal increase is attributed to the rapid deve-
lopment of progressve means of transport. In 1819 the
first sseamboat crossed the Atlantic Ocean. Since then
during the next half of the century, means of communi-
cation gradually improved. A steam railway line was put
into operation In 1829, The Liverpool-Manchester Railway
was opened in 1830. This facilitated the growth of the
Liverpool market. The unusual demand for raw cotton
brought about a remarkable change in the system of
marketing in both the producing and consuming countries.
The Industrial Revolution gave rise to new economic pro-
blems. In fact, with every development in transport and
communication services, important milestones were laid
in the process of marketing and drastic changes in trade
methods took place.

‘A, B. Stherer: " Catton as a World Power": 1916, p52
A.S Pearses Indlan Cotton: 1914 p53.
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To Arrive' Contracts: With the increase in demand cot-
ton production was improved and expanded in the pro-
ducing countries. To facilitate import a sysem of sale by
description had to be evolved. This was do le in the early
years of the nineteenth century. Formerly supplies were
usually described by the name of the icountry of origin'.
Improvements in cultivation and handling contributed
greatly to the development of a sysem of grading. The
system of grading was in use for sugar and coffee. A simi-
lar system was a0 in use for Sea Island cotton in 1805}
In the case of American cotton it was all from practically
one source and handled uniformly by the saw-gin. This
made it possble for the sdlers to sort out the cotton into
even running lots. Theselots were sdected on the ground
of their being of uniform grade. Somewhere about 1810
the cusom of offering cotton for sale by sample was in-
troduced. However, transportation was still poor and it
took several weeks for cotton to reach Lancashire during
which time changes in price would probably take place.
But risk was comparatively negligible, because there were
no communication services or 'liners and the goods as
well as news travelled together. Under these circum-
dances, all the advantages of sampling were not fully
realisable. In 1840, the Cunard Line—a regular mail ser-
vice—was established. This made it possble to send sam-
ples and advices in advance. Consequently, a drastic
change in the technique of the cotton trade became neces
sary.  There arose the discrepancy between the speed of
the transport service and that of the regular mail service.
As a result, the new sysem of trading known as cotton
'to arrive' quickly developed. By this sysem, merchants
were advised of cotton coming by certain ships and while
it was at sea, samples could be offered at Liverpool or
any other buying market 'to arrive' about the time the
ship could be expected. An operator mi?ht buy cotton 'to
arrive' on the bass of samples and wait for a rise in price
and then sell it at a profit. This would occur a number
of times.? Thus, the practice of buying and selling the

, . J.A Todd: The Catton World: 1927, p6L

It should however be ponted out that fadlities to, geculate
in the modern sne of the term i.e fadlities for sdling short were
not yet devedoped.
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supplies while afloat was of outstanding importance in the
development of futures trading in cotton.

The Liverpool Cotton Brokers Association: Another
important change in the process of marketing raw cotton
was brought about by the appearance of the middleman
between the consuming centre and the producing area.
Since the quantity of raw material demanded and con-
sumed by factories was considerable, it was the business
of certain men, to buy and furnish the spinner with the
required raw material. Gradually a number of brokers
be?an to deal increasingly in cotton due to the growin?
volume of trade. The increased share which Liverpoo
could secure in the import trade meant more business for
brokers who were inclined to specialise in cotton alone.
At this time attempts were made to organise the Liverpool
market and put it on a sound basis. Brokers began to
issue periodical reports giving statistics relating to imports,
sales, etc. They assembled at one place to collect these
statistical data. The reports were published in the form
of Trade Circulars.® But these reports were made on indi-
vidual initiative and hence, they multiplied in numbers
and varied in figures. To avoid multiplication and varia-
tion, 'a General Circular' was published in 1832. This Cir-
cular contained all the important statistics pertaining to
the cotton trade. Figures were given for imports, sales,
stocks, and current prices of all foreign cottons along with
those for colonial produce. The idea of a cotton trade
association sprang out of these periodical meetings and it
was started in 1841 under the style of the Cotton Brokers'
Association, Liverpool.

2. THE AMERICAN CIVIL WAR AND AFTER

Trading Prior to the Civil War: From what has been
narrated above, it must have been clear that vast deve-
lopments in the cotton trade, particularly with the growth
of the cotton industry in England, took place. Producing
countries developed their resources and produced more
and more with the idea of meeting the ever-increasing re-
quirements of industrial countries. Besides, raw

_ *Many interesting and typical examples of this practice are
cited by Dr. J. E. Boyle in His book "Cotton and the New Orleans
Cotton "Exchange." s
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cotton producing countries like the U.SA. and
India began to build up their own textile industry.
Their developments added to the demand for raw cotton.
Naturally, therefore;, local markets had to enlarge and
widen their spheres of activity. It was at this stage that
the real trouble in marketing of cotton arose. Economic
problems began to make their appearance in the form of
the complexity of distribution. As a result, central mar-
kets were established for storage and sale of agricultural
gaples. Thus, the process of marketing cotton evolved
from primary to secondary and from secondary to a cen-
tral market, like that of Bombay or New Orleans. Stated
otherwise, from the early days of selling cotton at the
village markets, the farmer began to send his produce to
the nearest town market, and from this local or secondary
market, cotton was sold to the central market. These
central markets were usually situated at ports. For inst-
ance in India, the Cotton Market was situated at Bombay.
The idea was to facilitate the export of cotton. Moreover,
the timely invention of the telegraph in 1844 made in-
roads into the old sysem of marketing. Then came the
Crimean War and the demand for cotton increased. It
will be appropriate here to observe that the trading in
cotton before the American Civil War, either in Bombay
or New Orleans was in the form of the old-fashioned com-
mission busness, similar to the business of handling grain
and other agricultural products. At that time most of the
cotton was sold through commission agents, who resided
in these ports and who were in most instances the inter-
mediaries between the producers and the consumers.
Market conditions were still not satisfactory for want of
modern means of communication such as a cable service.
Broadly speaking about the time of the Civil War, com-
munications between the different continents were gene-
rally through the medium of sailing vessds and a few
steamboats which carried the mails. In fact, there was no
definite or even general knowledge in the cotton produc-
ing areas of the prices ruling in an importing centre like
Liverpool; save, when an order was received to buy and
ship. Larger issues affecting prices such as the political
situation in Europe, war or rumours of wars, only filtered
through weeks and months after they occurred. Further,
there was no central agency from which quotations might
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be derived and distributed. In other words, though the
industrial countries depended mostly on producing coun-
_trie]:s, there were no organised cotton markets nor dealings
in futures.

The Cotton Faming: In 1862 there started the Civil War
in America. It adversely affected the industrial countries
and meant a cotton famine in general and for Lancashire
in particular. The U.SAA. during 1856-61 supplied prac-
tically half the socks annually exchanged in these years
in the cotton markets of the world. The war entirely dis
located the American cotton trade. The consequences of
the war may be best judged from the following table which
shows the reduction in the cotton crop.’

U.S. Cotton Crop (in million bales of 500 Ibs. each)

1861-62 18
..1862-63 15
1863-64 5S)
1864-65 3

Widespread Speculation: It was on account of this that
Indian cotton was largely in demand. Prices began to
advance. Still the demand from Liverpool for Indian cot-
ton was very strong. This contributed to the high prices
prevailing at that time. In the year 1863 the enormous
demand and the high prices paid for cotton had the effect
of bringing to the Bombay market every available bale in
India. The average price of Surat cotton which prior to
1863 was sold in the Liverpool market at 3 to 5d. per Ib.
began to fetch as much as 20 to 40d. Similarly, the average
price of Middling at Liverpool which was 7 19/20d. per |b.*
for the years 1856-61 began to rise and soared up to 20%d.
This shows that prices rose very high, and thus stimulated
the speculative instinct of traders. Speculation increased
and mounted rapidly to an enormous proportion by 18637

19;Vakil and Muranjan: Currency and Prices in India, 1926,
p-194.

A contemporary of this period remarked 'Everyone in Bom-
bay appeared to have become wild with the spirit of speculation.'
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Supply was far less than during the preceding years, but
the rapidity of turnover more than offsst the snortage of
supply. Similarly, Middling cotton, in New Y ork was sold
for 100 dollars a Ib. This might be attributed partly to
the fluctuationsin the value of currency and partly to the
fact that no regular shipments to New York were made
during the greater part of the war. The fierce demand
and uncertain as well as inadeguate supply gave oppor-
tunity for vast and sudden profits. The same thing hap-
pened in Liverpool where some speculators bou?ht cotton
'to arrive' even six months ahead at prices five times
greater than its normal value.

The Installation of Trans-Atlantic Cable: No sooner did
the American Civil War terminate than came an important
development in the means of communication. In 1866 the
Atlantic Cable was successfully laid. It brought about a
revolution in the technique of trading in cotton. Instead
of selling from samples 'to arrive' cotton was now offéered
on a specified grade in the consuming markets to sail in
the near future, say, one or two months later. This rapid
means of communication enabled world cotton markets to
receive immediate information as to prices and the move-
ments of actual cotton both in the fields and in transit. It
also facilitated the element of SEecuIation to a great extent
in the following years. But the character of speculation
was altogether changed now. Prior to the war, specula-
tion was, if at all it can be called speculation, in the spot
or ready cotton; whereas after the war, the term specula-
tion achieved its modern dgnificance and was applied in
its real snse to the sale and purchase of cotton contracts
which were meant to be offset at the earliest opportunity.
Speculative operations developed on the 'short' sde of the
market at this time and there was a great demand for
short postions of a contract after the cdose of the war.

The New York Board of Cotton Brokers. The Trans
Atlantic cable facilitated the demand of selling and buying
cotton on contracts for future delivery. During the fol-
lowing years this sysem developed to a consderable ex-
tent and it islikely that futures trading in New York first

A. B. Cox: Evolution of cotton marketing, 1925, p.16.
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companies, in this case, had atotal Ordinary, Preference and
Debenture capital of £253,553,000, of which about 8 per cent
was in Debentures and mortgages, 26 per cent in Preference,
and 66 per cent in Ordinary. That may be taken as a fair
example of capitalization in industrial concerns as a whole,
though a greater share of Debentures is appropriate to some
enterprises, and nothing but Ordinary shares to others.

The distribution of capital ownership is a matter of prime
importance, not only to company organizers and directors,
stockbrokers and capital issuing-houses, but to "higher
quarters." A larger part of thefinancing of British industry
is effected through the sde of company shares to the general
public to-day than before the Great War. Taking direct
offers to the public alone, home industrial companies took
nearly 50 per cent of atotal of £469 millions of new capital
issued in the London market in the three years 1934 to 1936.
For the three pre-war years, 1911 to 1913, the corresponding
proportion was only 17 per cent of a total of £599 millions,
(Issues made by the British Government are excluded from
the aggregate in both instances.) Businesses which in earlier
times would have remained in "family" hands, or have
obtained their finance locally, nowadays seek the largesse
of the public investor. If the latter were wealthy, well-
organized and well-informed, he would need no protection
except the law of contract. Actually, as we have seen, he
isusually asmall holder, and to presume complete knowledge
on his part of the quality of the wares he is buying, or the
nature of the risks to which heis exposed, may be ostrich-like
optimism. The state may ultimately be required to expend
considerable thought upon the question whether laissez-faire,
which has been more or less discredited in fields like labour,
production, and tariff-making, should not be modified also
in that part of the domain of investment which isconcerned
with the provision of capital for industry.



CHAPTER ||

DEBENTURES

LEGAL distinction between Debentures and shares—Can it. be sustained on
first principles?—Relation between Debentures and "fixed" capital—
Examples from British |_ndustBy—MarI_<et price of Debentures—
Influence of fluctuations in trading activity—"Money risk" and
"industrial risk"—Characteristics of good and bad Debentures respec-
tively—Foreclosure rights of Debenture holders—Their limited utility
—Earning power the only sound security for Debentures.

A PRELIMINARY inquiry into the ownership of British
industrial capital having thrown some light on the question
"Whoisthelnvestor ?" theroadisclear foracritical analysis
of the merits of various investments. Every textbook on
finance distinguishes "fixed-interest" securities from "ordi-
nary" or "equity" securities, and further sub-divides the
former group into Debentures and Preference shares, of
various classes. It is proposed to consider, in succeeding
pages, the nature of the investment "appeal” of industrial
Debentures, and Preference and Ordinary shares, in turn.
The difference in genus between " fixed-interest" and
"equity" securitiesis readily apprehended. Thefirst entitle
the holder to his pound of flesh, when the meat isthere. The
second make the world his oyster—in theory, at least. The
distinction between the Debenture and Preference sub-
groups, however, is much more subtle. Most writers declare,
and many readers believe, that the two differ not only in
degree, but in kind. Preference shares, the argument runs,
are entitled to dividend only when profits are available and
directors have resolved to divide them. Legally, Debentures,
however, are not part of agiven company's capital but of its
funded debt. Debenture-holders, being creditors and not
proprietors, are entitled to payment of their full rate of
interest whether profits are available or not. The liability
to remit interest on Debentures is created automatically

15
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lots'. These methods, however, did not suit the latest deve-
lopment. Some basis on which price could for the time
being be fixed and relied upon had to be evolved, so that
business could be carried on without samples or naming
of any particular Variety. In other words, the standardisa-
tion of the contract was badly needed. Hence, a new
scheme was devised to take the place of the old one. Cot-
ton was then sold on a "basis contract" eg. "Basis Mid-
dling". In this way they adopted a basic grade in these
early forms of trading with adjustments if other grades
were tendered. The scheme was favoured by all since it
gave a greater range and a better choice in respect of cot-
ton to be delivered.

4. ESTABLISHMENT OF ORGANISED MARKETS

The marketing problems so increased in complexity as
to make it imperative to devise a marketing machinery.
This was accomplished by the establishment of organised
cotton markets for the purpose of facilitating and regulat-
ing the trading in futures contracts, generally known as
‘futures trading'.

Historical Survey of the World Exchanges: The history
of the organisations of the world exchanges for carrying
on futures trading in a more or less orderly way, tells us
that the first exchange dealing in world commodities was
at Antwerp.” But with the decline of Antwerp as a world
exchange in the seventies of the sixteenth century, Amster-
dam came to be the world's great exchange, where deal-
ings in futures were made in buying and selling of grain.
It quickly spread to other commodities such as, coffee, oil
and oil-seeds, with the result that it soon developed into
a technique similar to that of the present day. In Japan,
on the other hand, futures trading in rice achieved a great
importance from early days. The rice exchanges were
established in the first quarter of the eighteenth century
and futures trading in its modern sense commenced on a
considerable scale after 1730. There were various other
important produce exchanges preceding the modern orga-
nised markets of the world. Among them the first and
foremost leading futures market was the Chicago Board
of Trade. Organised in 1848 as a general market place for

!B. H. Hibbard: Marketing of Agricultural Products, 1923,
pp.114-124.
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commodities, it received a charter from the state of Illi-
nois in 1859. Rules and Regulations governing the conduct
of the trade were adopted in 1865. They set forth the
rights of both parties. Their adoption ushered in the sys-
tem of futures trading providing the bags for the highly
standardised futures contract of today. This was followed
by the New York Produce Exchange. It had existed under
different names since 1850, but it was not incorporated
until 1862, when it received a charter from the New Y ork
State. Mention should also be made of the London and
Liverpool Corn Trade Associations, whose formation dates
back to 1853. From this brief survey of organised produce
markets of the world, it will be observed that futures
trading has been in existence for centuries. But the orga-
nised speculation on the cotton exchanges is of more recent
development. This system was neither known nor dis-
covered nor availed of or planned in advance by any per-
son. It has been gradually evolved during the last cen-
tury and a half to meet the necessities of growers in sell-
ing, of consumers in buying and of distributors in buying
and selling.

Growth of Cotton Exchanges: Let us now briefly describe
the evolution of cotton exchanges in the following cities:
Liverpool, New York, New Orleans, Bombay, Bremen,
Havre, Alexandria, Chicago, Osaka and Karachi—the more
important organised cotton markets of the world."

Liverpool: Mention has already been made of the orga-
nisation of the Liverpool Cotton Brokers' Association in
1841. But they did not feel the necessity of formulatin
written rules and regulations governing the conduct o
business up to 1863, when the size of speculative operations
and continuous disputes necessitated the written rules
governing the trade in 'to arrive' and ‘futures’ contracts.
However, the association was influential enough to fix and
expand an unwritten code of professional etiquette in
dealings. A further advance was made when they com-
menced the publication of an Official Circular in 1864.
After the termination of the Civil War and the completion
of the Cable, trading in futures became so vast and com-
plicated as to necessitate the establishment of a clearing

ICotton futures markets dso exist in the following places
Ahmedabad, Surat, Indore, Seo Paulo and Shanghal.
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machinery. This was accomplished by the formation of a
cotton clearing house in 1876 which was followed uP by a
Cotton Bank ,in 1878. The right of using the clearing
house was refused to anyone who was not a member of
the Cotton Brokers' Association. Merchants doing business
in futures were therefore handicapped to the extent of the
amount of brokerage they were charged. This innovation
gave rise to considerable friction between importers and
brokers. Many differences arose between them but bro-
kers did not give way to merchants under any circum-
stances. In consequence, merchants formed a new aso-
ciation, called the Liverpool Cotton Exchange in 1881.
Hence, the position of both these rival bodies became
absurd. In the end, differences were settled and the two
bodies were absorbed into a new organisation under the
style of The Liverpool Cotton Association. This body was
incorporated in 1882, The introduction of the system of
periodical settlement was the next stage in its evolution
and this became universal in 1884. The tendency at the
time was towards providing a variety of contracts to suit
the requirements of different kinds of cotton. Hence, the
introduction of the Egyptian contract in 1890, the 'Empire
and 9l\f)/’lcgscellaneous' contract in 1925 and the 'East Indian’
in 1930.

New York: In New York the development of cotton
futures trading naturally followed more or less the same
lines as in Liverpool, with the exception that as a spot
market the former was less important than the latter. We
have already mentioned that the New York Board of Cot-
ton Brokers was organised in 1868. By 1869 the trade in
futures was well established. The Board needed expansion
and hence, this body was succeeded by the formation® of
the New York Cotton Exchange in 1870. In 1871 it re-
ceived a special charter of incorporation from the State of
New York. Other stages of evolution of the New York
cotton market were the same as those in Liverpool.

New Orleans. In the U.S.A., following the lead of New
York in 1870 another important exchange was formed in
the South. This was the New Orleans Cotton Exchange
which was organised in 1871 under the general laws of the
State of Louisiana. The important point to be noted in
connection with this exchange is that, since New Orleans
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was essentially a spot market, it did not begin trading in
futures till 1880. The exchange in early years devoted its
energy to develop trading in spot cotton, but the constant
interest which developed in buying and selling of cotton
for future delivery led to the inauguration of active futures
trading in 1881. Since then this branch of cotton business
has grown rapidly. Other stages of growth were as usual.

Bombay: As soon as the cotton exchanges were estab-
lished in England and the U.S.A., we in this country fol-
lowed them up. As mentioned above, cotton trade was
carried on since the early days of the nineteenth century
in Bombay, first at the Town Hall and then at Colaba
where it remained for a long period of nearly 75 years.
With its facilities for landing cotton brought by country
crafts and for loading vessels in the Bombay Harbour and
the ample open space then around it, Colaba at that time
was the most convenient site for the trade. In fact, Colaba
had proved to be a very popular place to businessmen in
those days. This was on account of the fact that the larg-
est proportion of Indian Cotton crop found its way to
Bombay—the largest cotton port of the East. Thus the
importance of Bombay was in its being not only a spot
market but also an exporting centre. Trade %radually
developed in spot and futures business. After the Ame-
rican Civil War trading in futures assumed quite a consi-
derable proportion. But up to now there was no organis-
ed body as such to control the business in futures. Hence,
trade became wild and buyers who were mostly foreigners
were upset. Some sort of regulation was needed. This
was effected by a body of Europeans who established the
Bombay Cotton Trade Association in 1875. The associa
tion did not allow Indians to be represented either on the
Board of Directors or on any of its various committees, in
spite of the fact that the association framed rules and re-

ulations for the conduct of business both in spot and
utures including arbitration. At any rate, it may be said
that this was the first important step in the evolution of
the organised cotton markets in India, for, with its incep-
tion a futures market in Bombay came into formal exist-
ence.

The trading in futures increased and a huge amount
of futures contracts became a regular feature of the mar-
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ket. Since this association was a purely European body,
discontent spread amongst Indians and reached its height
in 1892. As a result, the formation of a rival body known
as the Bombay Cotton Exchange came into existence in
that year. On this body, the majority of members were
Indians, but, as opposed to the former organisation, this
body was not exclusively for Indians. A few foreigners
also enrolled themselves as members. Rivalry between
the two organisations continued and business transacted
was made subject to the rules and regulations of one or
the other body. The dealers however were not satisfied
and the Bombay Cotton Brokers' Association was brought
into existence in 1915. The main object of this body was
to carry on and regulate dealings in futures business only.

It will not be out of place tonote herethat the develop-
ment of futures trading in India was peculiar in its
'‘Modus Operandi'. It was peculiar in the sense that Bom-
bay did not follow the stages of evolution of the overseas
markets. It developed rather in its own way without the
establishment of (1) a basis contract,” (2) a clearing house,
(2) and (3) periodical settlements. Consequently, when vio-
lent fluctuations occurred in the Bombay Cotton market,
it brought about a crisis. The year 1917 was the case in

oint, when entire cotton trade was dislocated. The sta-

ility of firms was greatly threatened and large amounts
of money were at stake. Considerable irregularity was
the order of the day. Again, in 1918, prices rose to an
unheard of level primarily due to the conditions created
by the World War of 1914. They were aggravated by the
unusual magnitude of speculative manipulation. The Gov-
ernment of India had therefore to step in to regulate the
cotton trade. Under the Defence of India Act they con-
stituted the Cotton Contracts Committee in 1918, to con-
trol the cotton trading in Bombay. A clearing house was
established and a system of periodical settlement was in-
troduced. In 1919, the Committee was replaced by the
Cotton Contracts Board, a body constituted under the
Bombay Cotton Contracts Act | of 1919. The Government
thereafter invited this body to form a central cotton asso-
ciation which was formed under the style of the East
India Cotton Association in 1922,

*There was the specific growth contract.
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Bremen: When cotton markets were being organised
and put on a sound basis in England, America and India,
the markets on the Continent did not lag behind. The
first among them in point of time was the Bremen Cotton
Exchange in Germany. Merchants and brokers founded
an association designated, first, as the committee for cotton
trade in Bremen, in 1871.' This name was changed a few
years later to Bremen Cotton Exchange—Bremer Baum-
wollborse. As contracts for future delivery developed and
increased in magnitude, the rules were established for the
regulation of trade. A system of sworn brokers was aso
provided. But the World War told heavily upon the Bre-
men Cotton Trade and even after the close of the war,
conditions for a pretty long time remained unsettled. It
was, therefore, not till 1925 that the Bremen Cotton Futures
market was reopened and reorganised in its present form.

Havre: A second important organised market for dealings
in cotton futures on the Continent was the establishment
of the Havre Exchange known as "Le Havre Bourse". The
Havre futures market dates back to 1880 and trading in
contracts for future delivery in cotton commenced some-
where about 1882, when French spinners2 as a rule, began
to buy on ‘call' based on their market. This brought
great importance to Havre. The peculiar feature of this
market was that though brokers dealt in futures contracts,
the clearing house cleared the contracts for merchants
only. Theoretically they had an entirely different mem-
bership, since, only a member of the Brokers' Society had
a right to negotiate contracts for future delivery. More-
over, there was no separately organised market for trad-
ing in cotton futures.

Alexandria: It has been claimed that dealings in cotton
futures at Alexandria have taken place since 1861.° But
it seems probable that it was not until 1883 that the neces-
sity of an association to set up regulations was felt. Up
to now a few big merchants used to trade in contracts for
future delivery and usually they bought back or sold out
before the due date. A strange case occurred in 1883 when

gl-g(])e Cotton Trade Journal: International Edition: 1938

pp.oy-2V. : -

9The Cotton Trade Journal: International Edition: 1933: p.63.
The Cotton Trade Journal: International Edition: 1931, p.184.
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a certain party having sold futures contracts insisted on
delivering the cotton. This brought home the necessity
of having a written code of rules and regulations relating
to the conduct of trading on a futures market. Hence the
f%rsr%mtion of "Association Cotonniere d' Alexandrie" in
1883. .

Chicago: Though the Chicago Board of Trade is one of
the oldest modern commodity futures markets of the world,
the trading on it, up to a few years ago, was confined to
grains and provisions. The Board instituted trading in
cotton futures only recently in 1924. It has been claimed
that Chicago was the first to establish the 50-bae contract,
the desirability of which has been fully demonstrated b
the rapid growth of the market since such a unit of trad-
ing was adopted. Likewise, it is aso advanced that Chi-
cago pioneered the establishment of 'Southern delivery’
at Houston and Galveston.

Osaka: In Osaka, a futures exchange called 'Sampin' was
established in 1894. It was originally planned that there
would be trading in raw cotton, cotton yarn and cotton
cloth. But trading has not been instituted in cotton cloth.
From 18 to 1927, the trading was confined to cotton yarn
only. In 1927, trading was aso inaugurated in raw cotton.

Karachi: Finally, we may refer to the latest organised
cotton market evolved at Karachi. The Karachi Cotton
Association came into existence in the year 1933. Karachi
is essentially a collecting harbour for cotton from Sind,
the Punjab and the North-West Frontier Province. Prior
to the World War cotton from Karachi was generally car-
ried to Bombay in sajlin? vessels and steamships.  There
was_no organisation, and futures trading was done in Bom-
bay.? After the war, Karachi appeared on the list of the
cotton markets as an exporting centre and the individual
contracts came into vogue. Contracts were based on
buyers' own selection. In spite of this trading in futures
developed and the Sind contract became the most specu-
lative contract.

It may be pointed out that traders used
to meet on a public road for futures business. There was
no particular association to look after the business although

;A.H. Garside: Cotton goes to Market, 1935, p.166. (Footnote).
Personal investigation.
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there were two organised bodies in existence under whose
auspices two separate sets of calntracts existed. These
bodies were the Karachi Chamber of Commerce and the
Karachi Indian Merchants' Association. Both had interest
in the cotton trade and hence, ameeting of 8 representatives
of each was called in August 1926. They formed in turn
the Karachi Joint Cotton Committee. The first step to-
wards the organisation of the cotton trade thus began with
the inception of the joint committee. The then marketin

s\ﬁstem was not in consonance with the requirements o

the cotton trade that was fast growing. It called for radi-
cal and immediate reforms. The committee therefore
brought about: (1) the establishment of a single agency to
regulate the cotton trade of Karachi; (2) the introduction
of a uniform contract for futures dealings, and (3) the
organisation of a regular forward market in Karachi.
These reforms paved a way for the establishment of a cen-
tral association. In 1928 business in futures having ex-
panded greatly, all futures contracts were subjected to
periodical settlements, a system not in existence before.
In 1929, the two parent bodies expressed themselves in
favour of an independent association. Generally speaking
it was their intention to prepare the ground gradually for
the establishment of a central association with a clearing
house on the lines of that in Bombay. In 1930, they first
published bye-laws and rules governing the marketing of
cotton. The joint committee then considered the advis-
ability of forming an independent association incorporated
under the Companies Act. A sub-committee was appoint-
ed for the purpose. It presented a unanimous report out-
lining the broad principles on which the association was
to be formed. Finally, at a meeting of registered sub-
scribers to the committee held in March 1933, a resolution
was adopted accepting the proposition of an independent
association and authorising the joint committee to pro-
ceed with the formation of the association. The association
was duly registered in April 1933 and the committee
handed over charge to it in July 1933

It will be noticed that although trading in cotton futures
has been conducted for several decades, Bombay, Karachi,

Report of the Karachi Joint Cotton Committee for the period
1927-31.
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Chicago, Bremen and Osaka futures markets of today were
set up after the post-war commercial boom and subsequent
collapse.

5. CONCLUSION.

We conclude that the cotton exchange is the product of
the needs of the commercial evolution of the last century.
As a result of the natural growth of the country both in
the direction of production and consumption of raw mate-
rials, together with the impetus given to this growth by
better means of transport, the marketing process changed
from a simple local transaction to one of wide, complex
proportions. It is worthy of note to record the historical
evidence which goes to show, as we have seen, that the
spot business in cotton came first, then 'to arrive' contracts,
and out of these two developed our modern system of
futures markets. The growth of cotton exchanges as eco-
nomic institutions for distribution was as natural as the
%{owth of any other economic organisation. In fact, as
the need for marketing machinery grew, the mechanism
was evolved. There is however no particular date from
which one can say that this practice began or had its
origin. Instead it simply evolved out of the trading cus-
toms of the time. The cotton exchange marketing system
is thus the evolutionary product of trial-and-error mar-
keting practices that have followed a course of natural
development from disorganisation to organisation.



CHAPTER I I']

ANALYSIS OF A FUTURES CONTRACT

HAV ING traced the genesis of futures trading and reviewed
the development of the leading cotton futures markets,
we are now in a better position to analyse the futures con-
tract. For this purpose, in the first instance, we need to
examine the pre-requisites of futures trading and see how
far a commodity like cotton fulfils them. Secondly, the
characteristics of a futures contract as distinguished from
a spot contract will be noted, and finally, the legality of
a futures contract will be discussed.

1. PRE-REQUISITES OF FUTURES TRADING

In order to be suitable for trading on an organised mar-
ket a commodity must have durabilitly, homogeneity,
large, uncertain and uncontrolled supply and demand,
must be capable of standardisation and its price must be
subject to wide fluctuations in a free, continuous and com-
petitive market.® Each of these conditions favours the
successful development of futures trading.

Durability: The chief condition needed for rendering
any commodity suitable for a futures market is that it
must be durable and should not be quickly perishable.
This condition is fulfilled by cotton to a comparatively
greater degree than any other agricultural product. The
importance of this condition lies in the fact that under
the futures contract deliveries are deferred to a future
date. For instance, Broach cotton sold for July/August
delivery in January would necessitate a pretty long period
during which cotton will have to be carried. Delivery
dates may be several months in advance of production and
if a commodity is not sufficiently durable, successful deve-
lopment of futures trading will be restricted to that ex-
tent. It is therefore laid down that the commodity must
be capable of yielding time utility. Cotton does comply
with this in the sense that the supply of the present is
capable of continuing as the supply of the future.

'International Chamber of Commerce: Trading in futures:
Brochure No. 10, 1931.
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Adequate Storage Facilities: For -this purpose futures
trading demands the provision of adequate storage facili-
ties at market centres or elsewhere, where deiver?/ is
admitted. For instance, in Bombay we have got a large
number of godowns at Sewree where cotton is stored and
deliveries made as well as received. But the case of New
York is different, since, deliveries on a New Y ork contract
are admitted at a number of places in the United States
and storage facilities have to be provided accordingly.
Such a provision permits the commodity to be stored dur-
ing the months when the movement of production is heavy
and makes it possible to effect forward sdes. It gives
them an advantage of holding and awaiting higher prices
because of the possibility of either smaller stocks or larger
demand in future. Storage facilities not only give an
advantage to the seller but aso to the buyer, for he is
interested in knowing that the quality will not be adverse-
ly affected. Thus mere durability without the provision
of adequate storage facilities does not render the com-
modity fit for futures tradin?. Converselly, such a provi-
sion without essential durability is of little use for futures
trading.

Homogeneity: A third requirement is that the commo-
dity must be homogeneous, both in character and quality.
This implies in a general way that lots of a particular com-
moditﬁ should be interchangeable and the commodity
must be such that contracts with reference to it can be
made without any thought of identity. It is needless to
mention that cotton has been produced in sufficient
volume of homogeneous lots. One lot of a given growth
of cotton is just as acceptable to the buyer or the seller
as any other lot of that style. The quality of cotton can
be determined by tests that yield almost identical results
when applied by different persons. But for practical pur-
poses, the commodity must be capable of quick and easy
test. If the testing takes too long or costs too much it
will either disqualify the commodity for organised trad-
ing or at least reduce it to one of spot trading. Homoge-
neity affords more freedom to buyers and sellers on the
futures markets. A commodity whose units are not homo-
geneous would be a difficult one for futures trading.

Classification: In the fourth place, the product must be
of such a character as to permit reasonable standardisa-
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tion. It must be one that can be numbered, weighed, or
measured with accuracy obvious to all. It is essential that
the commodity be graded when bought and sold on a
futures market. It is fundamentally an important condi-
tion to futures trading in the sense that a commodity shall
be capable of accurate classification -into a fairly small
number of grades so that buyers may have some idea of
what will be delivered to them.! If the lots of a commo-
dity are homogeneous, it is easy to establish contiguous
grades. Nevertheless, it is very difficult to find a com-
modity whose lots are exactly alike, since differences in
grade arise from a variety of reasons. For instance, one
lot of cotton would differ to a certain extent from another
in matters of staple, cleanliness, strength, colour, etc. To
overcome these difficulties classification is needed. Thus
there are well-defined grades which are standardised for
a particular growth and are readily identified by the trade.

Large Supply and Demand: It is necessary that the sup-
pl?/ of the commodity and the demand for it shall under
all ordinary conditions of the trade, be quite large. With-
out this element of large supply and demand, even if all
other essentials were complied with futures trading in-the
commodity would not be possible. So far as cotton is
concerned, we know that on the one hand the fields of
India, the U.S.A., Egypt, China, etc., give us so vast a
guantity as to make the supply tet heavily on the mar-
ket. On the other hand, the factories of England, the Con-
tinent of Europe, the U.S.A., India, Japan, etc., consume so
large a quantity that the pressure of demand is equally
felt. Thus the world's aggregate supply and demand as
well as individual su;k))PIy and demand for a particular
growth render it possible for cotton to be easily eligible
for futures trading. The purpose of this qualification is
apparent. It seems necessary to protect the traders against
the danger of finding the entire available supply of a par-
ticular growth bought up and held off the market when
they try to obtain the commodity to fulfil their contracts.
Further, if the supply and demand are not large enough,
the commodity would expose itself to cornering and prices
may tend to be manipulated to the disadvantage of traders.

'Tea has to countenance difficulty of grading as a result of
which it cannot lend itself to futures trading.
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Hence, the demand and supply of the commodity must be
worldwide.

Uncertainty of Supply and Demand: Over and above the
large volume of supply and demand, both these economic
forces must be uncertain in their character. If supply
and demand are certain, prices would readily be adjusted
without the necessity of a highly technical machinery like
a futures market. Even the certainty of one would ren-
der the commodity out of question, for, prices would then
most probably be controlled by the opposite force only.
When both these factors are not known in advance, there
is ample room for the development of futures trading.
Cotton is highly c?ualified and usually well-known in this
respect. Its supply and demand are not only uncertain
but also subject to a multiplicity of causes which we shall
examine in detail in the chapter on prices.

Uncontrolled Sug)ply and Demand: The large volume
and uncertainty of supply and demand are not the only
factors making for a successful development of futures
trading, but they must also be entirely uncontrolled and
unrestricted. Only very recently this factor has come
into prominence. It is attributed to the policy adopted
by various Governments of producing countries. For
instance, the Egyptian Government have tried to lift arti-
ficially the prices of their cotton by holding it off the
market. Similarly, the U.S.A. have not only tried to
raise artificially the prices of agricultural produce like
cotton and wheat, but they have also gone a step further
in that they have tried to curtail the available supply by
reducing the acreage. However, no attempts, either at
Begging the price by State policy or manipulation have
een successful in the case of cotton. Cotton has there-
fore stood the acid test of futures trading in recent years.

Wide Fluctuations: This is not all. A further condition
is required to make futures trading attractive. The class
of things dealt in should generally be liable to consider-
able fluctuations in price. These price variations help to
create wide trading interest without which it will be diffi-
cult to bring about futures trading. It is the shifting
demand coupled with the fact that supplies can never be
estimated with exactness, that causes constant oscillations
in price. These upward or downward price movements
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may ultimately assume large proportions. To encourage
professional participation price must not only be sensitive
and frequently changing but it must also move over a wide
range. Moreover, the factors causing fluctuations must
necessarily be natural; allowing for the fairplay of eco-
nomic forces which would go to produce constant fluctua-
tions. It is needless to say that cotton is capable of meet-
ing this condition. In fact, it is notorious for its price
variations.

Free Competition: Finally, a commodity must have a
free and continuous dealing. This makes the market most
competitive and renders the commodity liquid. A com-
modity must therefore be such as to render it possible to
turn the same immediately into cash by way of effecting
a sale at the will of the dealer and vice versa. It may be
held for investment by way of purchase with the hope of
turning it into cash when the price became favourable.
This demands a large body of operators comprising of
various sections, namely, producers, merchants, consumers
and professional dealers or speculators. Commodities
available for trading in futures are those which have
sufficient volume to be reasonably free from speculative
control. From another standpoint, it is essential that tran-
sactions be numerous; otherwise, opportunities for specu-
lative profit will be too infrequent to attract a consider-
able body of professional dealers. In their absence, free
competition will be hindered to a very large extent. They
make for rapid turnover and enormous volume of busi-
ness which are essential to the character of futures trad-
ing. Besides, an organised market must be keenly sensi-
tive and most responsive to every change in trade or gene-
ral opinion. Cotton fulfils this important pre-requisite to
a remarkable degree.

These are the various conditions prescribed for the suc-
cessful development of trading in futures. Cotton not only
fulfils each and all of the conditions laid down, individual -
ly and severally but is aso the premier commodity in
which futures trading is extensively carried on.

eides cotton, futures trading exists in the following com-
modities: grain, sugar, cotton-seed, linseed, rape, oil-cake, rubber,
jute, hides, leather, etc.
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2. SALIENT FEATURES OF A FUTURES CONTRACT
After ascertaining that cotton meets all the requirements
of futures trading and there are highly developed cotton
futures markets in various parts of the world, let us now
examine the characteristics of a futures contract.

Rules of the Exchanges Prescribe the form of a Futures
Contract: The first and foremost peculiarity is that specific
provisions of a futures contract are mostly determined by
rules and regulations of a cotton exchange. Its form as
opposed to that of a spot contract is prescribed by the
exchange authorities.” The contract made is always sub-
ject to the bye-laws and rules governing futures trading.
Parties have to follow this form and comply with the re-
gulations. Moreover, there are numerous conditions which
play an important part in trading operations. Each of
these conditions has a definite reason tor its inclusion in
the form, and individually as well as collectively they are
set forth with reference to the fundamental character of
the futures contract. Hence, the form of a futures contract
may be regarded as only incidental and supplementary to
the main conditions laid down in the bye-laws or rules
of the institution.

Mode of Effecting the Contract: Though rules and regu-
lations of the exchange are implied in each contract of
sale and purchase, the practice that is followed to effect
actual bargain is, so to say, highly informal. The mode
of effecting it is rather customary than official. Contracts
are made orally at the 'rin?'. Transactions on a futures
market are effected so quickly and with such a speed that
formality is rendered superficial. It may be thought for a
moment that this informal mode is not binding. Contrary,
to this expectation it is both binding and official. The
contract is said to be official because the parties follow all
the rules. It is binding because the parties get the con-
tract confirmed either at once or on the following day.
While still merely oral it has thus the same standing,
force, and effect as a formal contract.

Futures is a Basis Contract. Perhaps, the best explana-
tion for this informal mode of effecting a futures contract

! For the Official Form of a futures contract refer to the Bye-
laws or Rules of any exchange, say, the E.I.C.A. or the New York
Cotton Exchange.
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lies in the fact that it is a basis contract. Because the
grade named in a contract is known as a 'basic grade', the
contract is called a basis contract, e.g. "Fully good machine-
ginned Broach" in Bombay or "White Middling Upland” in
New York is the basic éﬂade in the respective contracts.
The commodity delivered may be either of the grade con-
tracted for or of some other deliverable grades. Price is
based subject to adjustments on this grade only. The basic
grade selected must therefore be the most representative of
all the grades in a year's crop. The futures contract being
a basis contract thus gives choice or elasticity in the num-
ber of grades that may be tendered.

Range of Deliverable Grades: From what has been said
above 1t is clear that in a futures contract provision is made
for the possible delivery of a wide range of grades. Grades
of better quality are deliverable at the price either of the
basic grade or at premium and those slightly below the
basic one are tenderable at a discount or concession. In
making up the list of deliverable grades the range there-
fore must be made sufficiently broad to form a reasonable
basis for the contract. The purposes of keeping many
grades deliverable are: (1) to insure that the commodity
delivered against futures will bear a definite relationship
to the spot market and tend to maintain it throughout the
year, and (2) to lessen the possibility of scarcity of deliver-
able supplies in any one season. This scarcity may have
been caused by nature or by any man-made factor. To
counteract this possibility such a provision is necessary;
otherwise, the contract will be exposed to manipulation.

uestion of Delivery: To facilitate the trader, it is pro-
vided that deliveries will take place only between specified
dates of the period named in the contract. For instance, in
Bombay, delivery will have to be effected during the
months of April/May or July/August, in the case of the
Broach contract. Further, days of delivery are also spe
cified and delivery cannot be made on any other day which
is not mentioned in the rules. Since a definite delivery
eriod is provided for, the operator who does not wish to
ulfil his contract in this way may accgmpllsh it by_sellln?
out or buying back an equal amount.” The question o
actual delivery is therefore only a matter of detail.

This process is known as 'offset' and is discussed in the chap-
ter on clearing.
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Seller's Option: The seller is given the option of making
delivery on any day, of course, within the specified dates
and period. Another option allowed to the seller is with
regard to deliverable grades. It is he who selects the grade
or grades to be delivered. The futures contract gives these
two important options to the seller who, as a result, gets
a considerable latitude in the fulfilment of his obligations.
The reason for this appears to be that cotton in transit may
be delayed by unforeseen circumstances. Both these options
are meant to militate against a seller being penalised by
reason of shortage in the deliverable stocks. Finally, they
are intended to insure against manipulation of a futures
contract.

Definite Size of the Contract: We have still to note a
few other salient provisions. One of them refers to the
size of the contract. It is kept definite and in round figures
primarily with a view to facilitate rapid turnover and to
some extent to meet the needs of the trade. For instance,
the Bombay contract prescribes a unit of '50 bales of 400 Ibs.
or 25 candies of 784 Ibs. each’, whilein New Y ork it is'50,000
Ibs. in about 100 square bales. This size has to be main-
tained but the contract can be entered into any multiple
of the prescribed unit.

Settlement Terms: Another important characteristic is
that a futures contract is subjected to settlement terms
which may be daily or periodical. This has been provided
for in order to minimize the risk incurred by contracting
parties. In certain cases the contract has to be backed
by adequate deposits known as 'margin money'. Both
these provisions are intended to protect and safeguard the
operators against each other. Consequently highly efficient
clearing machinery and methods form a part and parcel of
the mechanism of futures markets.

Fixed Place and Hours of Trading: Lastly, a futures con-
tract must be effected at a place reserved for that purpose
and during the hours prescribed. In other words, a futures
contract must have been entered around the ring in an ex:
change and during the business hours officially announced.

It will thus be noticed that the price and the period of deli-

lIn Bom however, such a contract is efected anywhere at
any time. bay, yw
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very are the only terms left to the contracting parties to
agree upon. This gives the operators a contract through
which they can buy or sell cotton, with the least possibility
of misunderstanding and confusion. The gereral charac-
teristics reviewed above bring us to the conclusion that
though the futures contract is highly technical in character,
its salient features render it explicitly definite inits provi-
sion and unvarying in obligations. Its form is also made
so clear and simple that a futures contract requires no im-
mediate attention to either details or technicalities.

3.DISTINCTIONBETWEEN'SPOTS'AND 'FUTURES'

For most of the commaodities there exists a 'spot’ or ready
cotton contract in which the commodity is bought and sold
by J)rlvate transactions involving specific lots and grades
sold for a definite delivery date, and also a futures contract
in which the transactions are effected on an organised mar-
ket through the buying and selling of basis or standard
contracts which call for the delivery of the commodity at
some future date. Since trading in cotton is made of these
two broad classes of transactions, it is necessary to compare
and contrast futures with spot contracts.

'Spots' and 'Futures' Compared: Spot or ready cotton con-
tract implies actual cotton of all kinds, grades and qualities
that may be sold to those who need a particular variety and
a specific grade to suit their requirements. A futures con-
tract as contrasted to spot is a contract in a set form for
sale or purchase of a stipulated amount of a basic grqde at
a fixed price, on a future date, on a futures exchange.” The
first point of difference between these two contracts that
strikes us is that futures trading is done on the basis of a
contract grade without reference either to any specific lots
or samples. Another distinctive feature liesin its size. The
Size of a spot contract is not definitely prescribed as is the
case with futures. Tender can only be effected during the
specified period and days in the case of futures, whereas,
in spot, the period of time used for delivery varies accord-
ing to the terms of contract entered into between the parties.
Moreover, the seller of futures is given the option in mat-

. A. H. Garsde: Cotton to Market: " 'Spot' may be
defined as any gpecified bales of cotton stored.ag?/w ee in” the
world as oppasd to 'futures which may be defined as the unspe-

cified bales covered by agurchase or &le for future déivery on
a futures exchange p.215.
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ters of selecting both grades and the day of tendering. A
further point of difference lies in the use made of the two
contracts. It clearly distinguishes the nature and character
of 'spot' and 'futures. Adgain, the futures contract is exe-
cuted OEenIy in* the exchange ring during specified hours,
while the spot contract is negotiated privately and at any
place during any time—day or night. In contrast with the
spot contract the methods of bidding and offering, and rules
prescribing among other things even the unit of price quo-
tations, further render the futures contract a highly con-
centrated and systematised one. Being closely and defi-
nitely re%ulated a futures contract is a precise contract and
a slight breach of the terms makes the operator liable to
the other party.

Main Points of Distinction: (a) Test of Volume: There
are two tests to distinguish these two contracts from each
other. One is the volume of business put through. While
the spot business varies with the seasonal supply and the
demand during the year, it can never compete with a huge
turnover in futures. The volume of dealings in futures as
opposed to that of spots is enormous.

(b) Test of delivery: The other test liesin the actual deli-
very effected against spots and futures contracts. This point

This will be better realised from the following table which
gives the monthly turnover for the last ten years:

Table* showing volume of trading in cotton futures at all American
contract markets (New York, New Orleans, Chicago) by months,
in millions of bales.

Months 28,29 29.30 30-31 31-32 32.33 33-34 34-35 35-36 36-37 37-38 38-39
August 146 90 72 60 96 73 55 36 30 46 28
September 141114 80 7.7 102 87 54 34 56 58 50
October 145 118 75 88 51 61 40 47 51 50 39
November 133 114 67 83 62 66 45 38 44 36 35
December 95 60 65 44 35 26 27 32 52 36 28
January 92 62 37 35 24 69 28 41 36 25 25
February 75107 51 53 40 88 31 22 27 42 23
March 125 96 43 45 31 40 55 19 79 35
April 120 77 66 52 75 57 39 21 60 31
May 99 58 57 36 109 36 38 19 27 32
June 86 74 77 45108 58 32 40 42 4.
Jul 87 45 55 32 143 63 25 47 40 35

Tot}él Seasonal
134.4101.7 745 65.0 87.6 72.4 46.9 39.6 54.4 47.3

*Source: Commodity Year 1939 Book, p.219.
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serves to emphasize the difference in their uses. A man who
buys futures does not as a rule want the cotton itself. A
man who sells futures does not want to provide the cotton.
More generallgl in practice each man's turn is served by
having concluded a contract in terms of which he gets pro-
tection or guarantee which serves as a basis for some other
operation of which thisis onIK B A futures contract
Is used rather as a weapon whereby the user may protect
himself against losses that may be occasioned through sud-
den and unforeseen changes in prices, than as a means to
merchandise the goods. As futures is a basis contract, the
buyer is not sure of what he will receive. He, therefore,
most probably sells out the contract before maturity. More-
over, futures if fulfilled by delivery may neither meet the
specmc requirements of a consumer nor of a seller who may
not receive the price which his cotton will ordinarily com-
mand in the spot market. Thus it renders inadvisable both
for the buyer to take delivery and for the seller to make
delivery on futures. In fact, a common practice followed
on the exchange is that the contract passes through many
hands and later on, for the most Bart, the transaction closes
entirely by way of buying back by the parties originally
selling. This can be seen from the following table:

Table showing Volume of Deliveries on futures contracts on
the Bombay and New York Cotton Exchanges.

Bombay New Y ork
(year ending 31st August) (year ending 31st July)
Season DeliveriesApproxjmate ~ Per cent Deliveries Total Per cent
Indian diliveries U.8.Crop  deliveries
crop to total to total
Bales crop crop
Bales 000 Bales Bales
000 000 000

193031 1703 6750 252 5980 13932 429
1931-32 80 4678 181 2165 170%6 126
1932-33 1289 5979 215 2752 13002 211

193334 1259 6492 193 2532 13047 14
193435 2030 647/ 310 154.8 9,637 160
193536 3064 6837 477 417 10,638 39
1936-37 146.1 7348 198 1702 12399 137
1937-38° 1607 5544 289 2370 18945 125
1938-39 747 5120 145 126.2 11623 108
1939-40 1218 4942 246 1225 11481 106
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The above table shows that the actual amount of cotton
delivered on futuresis quite negligible when compared with
the figures of the crop produced. This is a natural conse-
qguence of the facility offered by the futures, whereby a
buyer who does not wish to accept delivery may sell an
equal amount of the same contract long before the delivery
period and then offset one transaction against the other. The
proportion of cotton actually tendered and accepted is,
therefore, in the highest degree quite insignificant compar-
ed with the contracts entered into in futures.

In the end it may be observed that-while the character,
conditions, use, place and volume of futures trading are
distinct from those of spot trading it should not be thought
for a while that they have no connection altogether with
each other. On the contrary, spots and futures are closely
related through the right granted to those who trade in
futures to convert thelr contracts into spot transactions.
At the back of the futures is the commodity itself. The
seller may insist on making delivery and the buyer may
insist on receiving delivery thus turning their futures into
spot contracts.

4. MODUSOPERANDI OF FUTURES.

The above mentioned differences may strike us as being
important and in a way they are. However, the arch-point
of difference between the futures' and 'spots' lies in the
purpose and character of the two contracts. It is therefore
appropriate to examine the purpose and legal nature of a
futures contract.

Purpose of Futures: A spot contract is usually employed
to merchandise the commodity, but a futures contract is
used (1) as aguidein arriving at spot cotton pricesland (2)
as a hedge, that is to say, to protect those engaged in the
industry, mainl%/ merchants, distributors and manufacturers
against violent fluctuations in price. They can insure or
Brot_ect themselves against appreciation or depreciation by

uying or selling cotton for future delivery to the extent
of thelr commitments. The futures contract is used for in-
surance purposes. The insurance is not obtained in the
form of a policy but in a double transaction known as a
'hedge’. Moreover, the futures contract was designed for
the purpose of eliminating the risk of price changes faced
by the merchants distributing cotton and cotton goods. After
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many years of experimenting with spot contracts, progress
was made towards the perfection of the futures contract.
Those who deal in ready business or spots have also found
a way to use futures as a price-making instnynent. They
base their spot business on the quotations of the futures
contract. It will thus be ar)preciated that the main purpose
of futures is to substantially reduce the risk to which a
dealer is exposed in the ordinary course of the business;
and speculation is a by-product.

Legality of the Futures Contract: The law distinguishes
between a contract to sell and a contract of sdle. The for*
mer is simply an agreement to sell in which the title does
not pass until the various conditions to the contract are
fulfilled. Such agreements are known as "executory con-
tracts." As against this in a contract of sale, the general
property rights pass to the buyer at once and it is known
as "executed contract". From this legal point of view it
will be seen that a futures contract is an executory contract
while a spot contract is of the nature of executed contract.
In all cases, spot contracts, thus, differ from futures con-
tracts on this point of law. A futures contract should, there-
fore, be thought of as a 'right' to the cotton rather than
the cotton itself. In dealing in futures the trader is dealing
not in the actual commodity but in the ‘claim' on or con-
tracts for the commodity. Such a contract is equally legal
and binding on the parties. Everyone in the cotton mar-
ket knows that the buyer of a futures contract is liable to
have cotton tendered to him, if he lets it run to the due
date, and the seller will be called upon to deliver the cot-
ton by the end of the delivery period, if he has not previous-
ly bought in a similar contract. In spite of this, it is be-
lteved by some that a futures contract is meant for gambl-
ing, pure and simple, because, delivery can be avoided. We
have seen that the purpose of a futures contract is that of
insurance which renders it futile to be fulfilled by actual
delivery and hence, it is settled by offset or substitution.
The fact, that a large proportion of transactions in futures
are settled by these methods, has given rise to cases in
which the legality of the operation has been brou?ht into
guestion. Those who have attempted to attack its legality

! Refer to Chapters on 'Hedging' and 'Speculation'.
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have done so by attempted analogy. When contracts are
settled in the above manner they involve only the payment
of price differences. This fact affords some clue to the
opponents who maintain that futures belong to the realm
of gambling and wagering contracts. It seems that these
people forget the fundamental point at issue that the parties
to the contract are held strictly to its terms under the law;
that is, at maturity of the contract the seller must deliver
and the buyer must receive the cotton called for by the
contract unless otherwise settled before the due date and
whether delivery takes place or not is beside the point.
Moreover, a man may lawfully sell goods or stocks for
future delivery even though he has none in his possession,
if he really intends and agrees to deliver them at the ap-
pointed time. Such a transaction constitutes a valid con-
tract and is enforceable at law. It may therefore be observ-
ed that there is nothing inherently illegal in futures.

Bank Credit Analogy: A fairly good analogy is to be
found in the relationship which our commercial credit
structure bears to bank reserves of gold and legal tender.
The cash payments so largely offset one another that onl
a small percentage of cheques involves a transfer of c
from one bank to another by way of difference. The sound-
ness of the system in both the cases depends on any indi-
vidual or bank being able to get or make delivery on
demand. So long as this can be done a futures contract is
no more fictitious than the system of bank reserves or credit.
Thus the mere fact that one makes a contract opposite to
that into which he has previously entered does not neces-
sarily mean that he is dealing in differences, even if on the
face of it, it may appear that these are contracts for dealing
in differences only. The net effect is to be gathered from a
legal standpoint and 'intent to deliver' is the real test of
a gambling contract. It has been decided by the courts a
number of times that the offsetting of contracts does not
of itself prove lack of such intent. An operator, however,
may buy having in his mind no intent of taking delivery
or he may sell with no intention of making delivery. This
is a point difficult to judge. It is, therefore, not his unex-
pressed mental attitude which determines legality or ille-
gality. What decides this point of law is the fact that he
may be compelled to deliver if he does not offset his con-
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tract as a seller or he may be compelled to receive cotton
as a buyer.

Justice Holmes on Futures: The position of the courts in
this connection was best illustrated in 1905 by the decision
of the United States Supreme Courts in the well-known
case of the Chicago Board of Trade vs. The Christie Grain
and Stock Company where Justice Holmes observed: " The
contracts made in the pits are contracts between the mem-
bers. We must suppose that from the beginning as now, if
a member had a contract with another member to buy a
certain amount of wheat at a certain time and another to
sell the same amount at the same time, it would be deemed
unnecessary to exchange warehouse receipts. We must sup-
pose that then as now, a settlement would be made by the
payment of differences. This naturally would take place
no less that the contracts were made in good faith for actual
delivery, since the result of actual delivery would be to
leave parties just where they were. Thus, set-off has
all the effects of deivery..... he fact that con-
tracts are satisfied in this way by set-off and the payment
of differences, detracts in no degree from the good faith
of the parties and if the parties know when they make such
contracts that they are verylikely to have a chance to
satisfy them in that way and intend to make use of it,
that fact is perfectly consistent with a serious business
purpose and an intent that contract shall mean what it
says."

Similarly, in numerous cases the courts have held that as
long as delivery isone alternativein fulfilling afutures con-
tract, it is adequate enough for legal purposes. Being sim-
ply a convenient and inexpensive way of accomplishing
what would otherwise be a very burdensome and useless
%rocess, offsetting constitutes delivery in a symbolic form.

ecause a futures contract provides for actual delivery the
law puts the stamp of legality on it. But where this right
Is removed and delivery is not contemplated it is apt to, be
inferred that the parties to such agreements are merely bet-
ting on price differences.

1Such cases are those of Ank and Farak business, dealings in
Kutcha American, etc. It may here be observed that this sort of
gambling has no relation with the cotton trade as such. It comes
under the Prevention of Gambling Act, 1935.



CHAPTER IV
ORGANISATION OF FUTURES MARKETS

IT is now well over 70 years since cotton futures markets
first came into existence and began to function as the
media for transferring and offsetting price risks; and
today the cotton trade of the world is more largely cen-
tred around them than ever before. The evolution of these
markets has already been traced in the second chapter, and
we shall now discuss their organisations in general. This
will be illustrated by a description of the organisation of
a few leading markets in the tollowing chapter.

1. OBJECTS FOR WHICH THE FUTURES MARKET IS
ESTABLISHED

One of the essentials of trading in futures is that it must
be established in a place where buyers and sellers can
meet one another. A market is a place where a fine ba-
lance can be struck between the available supply of and
demand for a particular product at a particular time, with
the result that a uniform price may be established within
the market area.  Where the production and consumption
are world-wide as in the case of cotton this area usually
represents the whole world.

Spot and Futures Markets: This is more true of a futures
market than that of a spot market. Considerable time
elapses between the growing, marketing and manufactur-
ing of cotton. For this reason it is important that during
this interval there should be some methods and machin-
ery through which different interests may, if they want,
avail of the much-needed protection against price hazards.
This is accomplished by a futures contract which in turn
necessitates the institution commonly referred to as a
futures market as opposed to a spot market for the same
commodity. Much confusion, however, centres around
these two component parts. An exchange is a trading
place and hence, is itself a market. A futures market is
formed by an association and transactions are made only
through members, whereas a spot market is generally a
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free market. Codified rules easily ascertainable by all in-
terested in the commodity, in contrast with uncertain
trade customs prevailing in different spot centres, go to
account for this difference. Moreover, markets where
futures dealings are of considerable magnitude exhibit cer-
tain features unknown to spot markets." These character-
istics may be found in frequent transactions and rapid
turnover resulting in continuous price quotations which
may be more or less influenced and at times, brought about
by pure and simple technical conditions. Another import-
ant peculiarity is that a futures market is composed of pro-
fessional traders maintaining an elaborate establishment
for the prompt execution of orders. The elaborate equip-
ment is aso employed for the collection and dissemination
of statistics and news interesting to the trade. Thus, in
contrast to the spot trading, open and continuous futures
trading during certain hours each business day, with saes
and information broadcast throughout the world, keeps
producers and dealers in close touch with changing prices.

Number and Location: Widespread transactions take
place in the form of dealings in futures upon the great
organised produce markets. There are several such mar-
kets located in important cities throughout the world
where communication and transport facilities are adequate
and funds for the financing of transactions can easily be
secured.  Usually commodity markets flourish in cities
through which a substantial portion of goods passes each
gear. For instance, Bombay handles more than a million

ales of cotton each year and hence, it is regarded as an
important world market for cotton. Cotton futures mar-
kets located at Bombay, New York and Liverpool are of
major importance. In addition to these, there are import-
ant futures markets in Karachi, New Orleans, Alexandria,
Havre, Bremen, Osaka, Chicago, and Ahmedabad. @ The
futures markets at Surat, Shanghai, Sao Paulo and Indore
are of minor importance. There is also an important spot
cotton market in most of these cities. However, futures
trading is concentrated in a few leading markets such as
Bombay, New York and Liverpool. Approximately two-
thirds of the volume is put through them. Their aggre-
gate business when measured by monetary value would
surpass many a time the total value of the remaining



42 FUTURES TRADI NG AND MARKETS I N COTTON

futures markets." The importance of these highly cen-
tralised markets may be attributed to the magnitude of
the total turnover made on their floors. In fact, they are
most sensitive:and continuous. Traders would naturally
resort to them more often than to any other market, be-
cause, there the operators get a sort of assurance that
transactions will be effected at current prices.

Exchanges and Trade Associations: The present econo-
mic order makes it imperative to have an exchange estab-
lished with the distinct objects of serving the needs of
different trades in different commodities. We have futures
exchanges for a large number of commodities and a cotton
exchange may be said to head the list. A great deal is
said in favour of such exchanges, but, on the other hand,
they are equally subjected to criticism. A considerable
part of the criticism comes, however, from the people who
either do not understand their nature or fail to realise
the benefits. The identity of these exchanges is sometimes
confused with that of the monopolistic associations, such
as, big corporations or mergers which are formed with the
avowed purpose of regulating either prices or production
and at times, both. The futures exchanges for commodi-
ties are quite distinct in their character and altogether
different in nature. They are established by the traders
who agree to create a market and protect it for their indi-
vidual as well as mutual benefit. The Eoint may further
be emphasised by the fact that the exchanges themselves
neither deal in the commoditﬁ nor make the price of it.
For instance, the cotton exchange never buys nor sells
cotton. As an institution, it has no profit or loss arising
from the business activities or any market position. It
only furnishes conveniences to facilitate futures trading.
Moreover, the exchange is maintained, as we shall see later
on, largely through dues and fees from its members. Again,
some one might compare these exchanges with institutions
such as Merchants' Chambers or Chambers of Commerce
which are said to be more or less similar in this particular
aspect. But this can be dismissed by pointedly bringing

In the absence of any statistical data available for all the
cotton futures markets of the world, it has not been possible to
give any figures in support of this cogmmon belief expressed by
almost all the leading concerns to our query.
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home the difference between the respective characters of
these organisations. The cotton exchange is homogeneous
as compared to the Chambers of Commerce. A member-
ship of the latter is open to all irrespective of particular
trade or interest while a membership of the former con-
sists only of those interests who are directly or indirectly
connected with cotton trade or industry. Criticism is often
made against the exchanges that the members manipulate
operations and aim at suppressing competition." How far
this allegation is borne out, we shall examine in its pro-
per place, but for the present these critics may be referred
to the National Industrial Conference Board, Inc., New
York, who have stated that futures exchanges are organis-
ed chiefly to promote trade, "by establishing business rela;
tionship conducive to intelligent and orderly competition."?

Their Purposes: Exchanges are formed with the avowed
purpose stated in their Memorandum of Association or in
the Charter. The aims and objects of the East India Cot-
ton Association might be reproduced here as an example:—

The objects for which the Association® is established are:

1. To provide and maintain suitable buildings or rooms
for a Cotton Exchange in the City of Bombay and else-
where in India.

2. To provide forms of contracts compulsory or per-
missive and regulate the making, carrying out and en-
forcement or cancellation of contracts.

3. To adjust by arbitration or otherwise controversies
between persons engaged in the cotton trade.

4. To establish just and equitable principles in the
said trade.

5. To fix or adopt standards or classification of cotton.

6. To acquire, preserve and disseminate useful in-
formation connected with the cotton interest throughout
all markets.

'personal interviews.

>Trade Associations:  Their Economic  Significance and Legal
Status: 1925, p.97.

®Ref. to Memorandum of Association of the E.I.C.A., pp.l to
6. Only important objects are reproduced here.
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7. To control, promote and regulate the Cotton Trade
in the Presidency of Bombay and elsewhere in India,
improve its stability and augment the facilities with
which it may be conducted.

8. To establish and maintain a Clearing House for the
purpose of dealing with cotton transactions.

9. To prescribe the principle of framing of contracts
with a view to eliminate the temptation and possibility
of speculative transaction.

10. To make from time to time Bye-laws for the con-
trol and regulation of membership of the Association and
of cotton dealings in the Presidency of Bombay whether
under the Bombay Act X1V of 1922 or any statutory
modification thereof or otherwise.

11. To establish, take over, control, manage, or regu-
late the Cotton Market in Bombay or the Cotton Market
or Markets in any part of India.

12. To establish and carry on a Bank to undertake
banking business.

2. PHYSICAL EQUIPMENT

The physical equipment of an exchange refers to the
trading ring, offices, wire connections, and various other
facilities provided by the futures market.

Trading Ring: In all the futures exchanges a large open
space is provided where the operators meet. It is called
a trading floor. It is the most important physical feature
of the market. The floor is located in a building mostly
owned by the association. A central and most conspicu-
ous place in the floor is the 'ring'. This ring is commonly
known as a trading ring. It occupies a prominent position
because it is in the rin? that all futures business is sup-
posed to be effected. Al the operators get together in the
ring where they freely exchange their views by way of
offering or bidding. The ring is designed to bring about
the concentration of demand for and supply of cotton.
Since the buyers and sellers are scattered all over the
world the ring can be described as the focal point of their
views. There is an elevated platform known as the 'ros-
trum' within the area of the ring. It is intended to serve
the operators across the ring. Sometimes, the trader is
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accompanied by a reporter who stands by him to note the
transactions.

Wire Connections: Besides the ring, spaces are provided
for sets of telephone booths. Private wjres are connected
from telephone booths on the floor to the offices of opera-
tors and member firms. It is designed to transmit orders
to the floor traders from the offices. In the same way,
orders when executed are confirmed. Apart from the
direct wires to the offices, there are also other wires con-
necting the public telephone system on the floor. In some
big markets there are batteries of telegraph instruments
through which large telegraph companies receive and
deliver telegrams from clients to the members ordering
purchases or sales of futures. There is, similarly, a tele-
graphic reporter's equipment through which continuous
quotations are sent out. In this way, wire connections
afford facilities which make the ring easily accessible to
all the prospective traders. Orders are telephoned to the
floor where an attendant receives and passes them over to
the ring trader who in turn executes them. These con-
nections enable the operators to make instantaneous re-
port of the execution of orders to their clients.

Offices. On the trading floor only cabins are located but
around the floor and in the building of the exchange a
number of offices of the members are situated. There are
also executive offices of the exchange and committee rooms
in the vicinity of the trading floor. A member's office
contains sitting and wire accommodations both for the staff
and for the reception of customers. Apart from these faci-
lities, there is a quotation board on which are recorded
current quotations of cotton and other markets. Quota-
tions received from abroad are aso noted on the board.
It is this posting of quotations together with the telephone
connections that supplies much of the glamour associated
with such offices.

Other Facilities: But the physical equipment means
more than merely the trading ring, wire connections and
members' offices. On the floor and above the ring, high
on the walls, there are black boards with facilities for re-
cording the prices on current transactions and posting the
statistical data, weather reports, crop conditions, etc.
There is a visitor's gallery too.
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3. STATUS OF FUTURES MARKETS
In external features and many of its methods of opera-
tion, the organisation of the cotton futures market is very
similar to that of the securities market.

Nature of Organisation: Exchanges are organised cor-
porations incorporated under the Jaws of the State or
country in which they are located.® Cotton futures mar-
kets are created directly or indirectly by law and in some
instances very closely supervised. The exchange can act
as a business entity, hold and transfer property, use a
common seal and make such rules and regulations not con-
trary to the law for the due performance of its duties. It
can levy fees and recover dues, receive money on deposits
and advance money from time to time. It can also raise
loans, and enter into any arrangement with the Govern-
ment, Railway, Municipality, etc., and to carry it out, it
can give rights, licences, privileges and concessions. More-
over, limited liability attaches to its membership as in the
case of an ordinary joint stock concern.

Character of Futures Markets: The organisation of com-
modty exchanges is of twokinds, general and special. A
general exchange is one on which several commodities
are dealt in. On the other hand, a special exchange is
one on which one article aone is sold. On exchanges
where more than one commodity is traded in, a separate
ring is provided for each commodity. For instance, on
the Chicago Board of Trade there are separate rings for
wheat, corn, oats and cotton. Similarly, on the floor of
the New Y ork Cotton Exchange, trading is carried on both
in cotton and wool tops. In New Orleans, trading takes
place in cotton and cotton oil-seeds. Other similar instan-
ces are furnished by the Osaka Sampin, Alexandria and
Havre exchanges. Hence, the organisation of all these
markets come under the first category. The cotton
markets in India and those of Liverpool and Bremen fall
under the second category, because the commodity dealt
in is only cotton.

Membership of Exchanges: A glance at the list of mem-
bers of a cotton exchange will show that it is representa-

"Marketsin India except the E.|.C.A. however are not incor-
porated under the State Charter. They are private bodies.
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tive of all sections of the trade both at home and abroad.
Manufacturers, dealers, brokers and merchants in India,
England, Europe, America and Japan hold memberships
on any leading market. Some of them will be found even
on the list of all the three leading markets, viz., Bombay,
New York and Liverpool. Admission to membership Is
carefully supervised. Close scrutiny is made of each
applicant's business record and commercial standing. Qua-
lifications required of a member are three in the main:
(1) lawful age, (2) good character and (3) sound financial
standing. The apCPIication of a prospective member must
be in writing and in the form prescribed by the manage-
ment duly signed by the candidate along with a proposer
and a seconder who must be members. If he is a member
of a partnership concern his firm is registered by the ex-
change and will have its business transacted at the com-
mission rates prevailing for members. These registered
firms, like the members, are subject to regulation by the
authorities for any unbusinesslike conduct.

Memberships are of various types, viz., (@) Full, (b)
Associate and (c) Special. Ordinarily, a member has to
pay a deposit in the case of Bombay, in Liverpool a share
Issued by the Association should be subscribed and in New
York a seat must be bought. He has aso to pay all annual
fees, dues, etc., to the exchange. These dues are collected
not to make profit but to meet the cost of maintaining
the exchange. The deposit or a share or a seat is a mem-
ber's interest in the exchange, similar to a share in a con-
cern evidenced by a share certificate. Membership of the
more important exchanges is a valuable privilege. It is
often purchased at a high price because of the fact that
the membership is limited. Since it gives the privilege
of doing business in the ring it commands at all times a
certain market value. Further, it creates confidence
among the members while dealing freely on the floor.
Each operator thus has confidence that the opposite party
is financially sound. In the event of financial troubles, a
member creditor has full recourse to the deposits, pro-
ceeds of a share or a seat belonging to the party involved.
Of course, priority is given to the exchange for member-
ship dues, fees, etc. In this way, the status of the futures
market and of the members, as outlined above, is well-
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established. It greatly aids in rendering the futures con-
tract inviolable.

4. PERSONNEL OF THE FUTURESMARKET

Since the membership of the futures market is made up
of persons scattered throughout the world, less than half
of them actively participate in the business on the floor.!
Again, all members do not transact the same type of busi-
ness. Some concerns do brokerage business only. Others
confine their activities to orders originating in the conduct
of their own business. Many houses handle business both
for themselves and for their clients. There are aso spe-
culators and scalpers on the market.

Brokers. Members when acting as agents on behalf of
others are termed brokers, and the remuneration received
by them is called brokerage. By far the greater part of
trading in the ring is done by brokers. The majorit¥ of
the members are brokers in any one market and a large
part of their trading consists in the execution of orders
from their clients. The position of a broker is that of a

rincipal to the opposite contracting member party, while

is relationship with a non-member is that of an agent.

As agent, he accounts to his principal for profits or losses,
incidental costs by way of commissions, etc. He protects
himself against financial responsibility on the part of
clients by requiring suitable deposits from them. The
broker offers his services to non-members and remains
satisfied with whatever remuneration is received in the
form of brokerage. This class is supposed not to deal on
Es kOWﬂ account. Otherwise, they are termed as ‘floor
rokers'.

Commisson Agents. In addition to this type of brokers,
there is another class of people who stand more or less
on the same footing and are called commission agents.
They aso mostly rely on the commission and maintain the
same relationship as that of brokers with non-members
and members. The only difference is that they usually
carry on both the parts of the marketing business, viz., spot
and futures; whereas, brokers may or may not have inter-
et in spot business. Nevertheless, both are members of

1Some people have told us that even one-third is not actively
participating in the busness on the floor of the exchange
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an exchange, carry financial responsibilities and put in
quite a considerable amount of business on behalf of cus-
tomers. Both maintain large offices and suitable places of
business to receive clients. Some of the larger firms run
a branch office too. Some of them run -departments of
statistics and collect market news and other relevant in-
formation affecting price. They spend large amounts in
preparing and circulating useful market data among the
customers. For all such expenses, their only source of
income is brokerage or commission earned. Hence, their
turnover should be large enough to cover these expenses
and leave a profit.

Floor Brokers: Every member has a right to transact
business at the ring, But in most cases, the members do
not attend the ring,' and the business is carried on by a
class of people who are termed 'floor brokers.” This class
of brokers is referred to as brokers' brokers. They may
or may not maintain big establishments and have no cus-
tomers' risk. Their responsibility to the firm on whose
behalf they carry on trade is no doubt considerable and
when the time comes they 'give up' the name of the prin-
cipal and thus free themselves from any risk. Brokerage
claimed by the floor brokers is therefore a comparatively
smaller amount than that received by principal brokers.
These people generallg 'square up' the business at the end
of the day. Though business is done in large proportions
on either the buying or selling side they do not carry any
transaction forward. What is taken into consideration is
the total turnover and the net position of the day. Some-
times, it so happens that they do their own business and
at the same time work as agents to any member.  Thus,
th%/ at times act in dual capacities. (1) as floor brokers
and (2) as scalpers. The skill of this class of people lies
in their ability to correctly appreciate and judge the cir-
cumstances which may be temporary in nature but never-
theless effective on the price level.

Scalpers:® A scalper may or may not be a member of
the exchange. He is a trader who constantly watches

Personal interviews.
b kzln India, these people are referred to as 'jobbers’ or 'sub-
rokers'.

In India, 'Scalpers are called 'Taravanivalas'. !
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price movements and is always ready to buy or sell even
at a slight variation. Scalping is undertaken by some en-
terprising people who enter into transactions on their own
account and close the business before the end of the ses
sion. It helps in the smooth functioning and broadening
of the market. A scalper's plan of operation is to make
a turnover on the whole and he does not care whether a
particular transaction brings him profit or loss. What he
counts upon is the average of the day and remains satis-
fied with a small profit. If six out of ten units are suc-
cessful he accounts himself fortunate. A scalper's plan
is generally to buy at one minute and sell at the other
if he finds a chance of making a profit of annas four
in the case of India or .1 or .2 per unit of contract in the
case of Liverpool or New York. He turns immediately
with the market on both sides at a very small margin.
He has no opinion about the market nor need he have any
for the successful accomplishment of his job. For success
he has to depend more on natural trading instinct than
general knowled%e, because he has to get his remunera-
tion out of small and immediate fluctuations. He has to
be a bull at one moment and a bear at the next and thus
take his turn, known as a 'jobber's turn' in a Stock mar-
ket. He has adso to be in and out of the market continual-
ly. He is supposed to be on the alert so that his transac-
tions may be closed should the market move against him.
Scalpers act as middlemen between buyers and sellers. It
is the scalper who indiscriminately becomes a ready buyer
to a seller and vice versa at any moment of the trading
day. He is therefore considered a valuable part of the
marketing? machinery. If there was no scalping one would
not be able to buy or sell large quantities of futures. One
would have rather to go and find the buyer or seller as
the case may be. The ease with which a deal is put
through is the real test to justify the existence of this
class of dealers in the market.

There is another type of scalpers who are not seen in
the ring but may be in a member's office or elsewhere.
They carry on scalpin? business on the basis of quotations
received. By the facilities provided in a member's office
by telephone, wire connections, etc., they are afforded
some sort of ease in scalping in and out of the market.
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The limitation of their business lies in the fact that they
have not got the advantage of being present on the floor
and trading personally in the ring. As a result, they are
handicapped in taking full advantage of a minute to
minute change in price. In addition, they have to pay
commissions to members and thus sacrifice a part of their
profits. A point of difference to be noted in connection
with these two types of scalpers is that the latter often
carries his business forward and he may not, as a rule,
even out his market position even at the end of the trad-
ing session, as is the case with the former.

Professional Dealers: There is still another class of ope-
rators styled as professional dealers or 'Speculators. In
contrast to scalpers the members of this class base their
business on general and broad factors calculated to affect
price in the long run. They do not depend upon the
minor fluctuations but on the general outlook and act on
their own judgment. They neither confine their position
to any particular day's trading nor do they base their
idea on a short view. They carry their business forward
over periods of several days, weeks or months. For the
sake of clarity this class may safely be divided into two
divisions—large scde and medium scae speculators, A
large scale speculator usually makes speculation his sole
profession while a medium scale speculator does not; for
the reason that the trade interest of the latter lies in
something else than speculation alone. The latter depends
upon factors affecting the market for the time being, while
the former takes into consideration factors affecting the
price movements as a whole. Again, length of time may
vary from a day to a comparatively short period in the
case of the latter, while in the former case, it varies to an
indefinite period. Among speculators, there are both mem-
bers and non-members. The advantage of being a member
speculator over the non-member is obvious. The member
speculator gets full knowledge pertaining to factors affect-
ing the price of cotton, while the non-member may not
have it. The non-member is therefore guided by a mem-
ber-broker or commission agent upon whom he has to rely
for every relevant piece of news and information affecting
the market. Assuming that both get equal information,
success depends not on the news only but aso upon the
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financial capacity, personal power, and will to do the busi-
ness.

Hedgers: Mention should aso be made of a class known
as 'Hedgers. Their main object is not to make money
out of price changes. Contrary to the objects of specula-
tors, scalpers, floor brokers, etc.,, their aim is to protect
themselves against price hazards in the course of their
normal merchandising business. These are the people
whose main business lies in other phases of marketin
rather than in futures. They make use of futures to avoi
Probable losses® while speculators as a class employ

tures to make money. In other words, one intends to
shift the risk whereas the other readily shoulders it.
Hence, an analogy may be drawn with the business of
insurance that a group of speculators constitute the insur-
ers and that of hedgers the insured. With this class there
is no question of being a member or a non-member as in
the case of speculators. All hedgers generally stand on
an equal footing. What is important is not the knowledge
of intricacies but the volume of trading a hedger needs to
put through. For this purpose, most of the concerns form-
Ing the class of hedgers hold a membership of the exchange
so that they may secure its advantages particularly In
matters of commissions.

Should they act as Traders?? The question of
the exact «capacity in which a member puts
through a transaction is one of great import-
ance, both from the point of view of brokerage or
commission and from the point of view of moral Iiability
on the contracts. With the exception of hed(]; if we
take all the above named types together as a class of ope-
rators on a futures market, they at times, not only over-
lap the functions of one another, but aso tend to be floor
traders. They frequently do business on their own account
as well as on account of their principals. A serious point
arises when a broker or a commission agent or a floor
broker, over and above executing orders received from
clients transacts business either on account of a firm or
individually. When one gets a big order either to buy or

The amount of Ioss I|ke(|j?_/f to result owing to adverse price
variaijons will g = by a corr&spondlng galn in an
opposH etg transa:tlon elther in futureS or spot. Se dD chapters
on ging'.
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sell, he is naturally tempted to take advantage of it. |If
he thinks that the order is likely to affect the movement
of prices appreciably, he may partly precede his clients'
orders, by buying or selling as the case may be, first on
his own account and then transfer the same to the client
with probable benefit to himself. Hence, their business
morality is questioned. This state of affairs heavily tells
upon the broker's duty as an agent to his principal. A
broker is supposed to exercise due care and take every
precaution to protect the interests of his principal. It ren-
ders the brokers' function quite distinct from that of a
floor trader. He should not violate his function as an
agent to the client. The interests of the clients who may
be producers, merchants, shippers, or millowners would
be better served if the broker's and a floor trader's job
were strictly separated by the exchange. At times, he
acts for himself on the strength of the orders in his pocket
and grabs the difference. This is apt to make him less
fair-minded in his treatment of his client's business. An-
other important objection that can be raised in this con-
nection is that he becomes so much engrossed in his own
business, that he is likely to find little time to remember
the actual position and requirements of his clients. More-
over, it is not possible for him to act as a good and honest
agent, if he undertakes a job of a floor trader simply be-
cause his own prejudice will not allow him to take a de-
tached view about the market. After all, floor traders and
brokers are men of different categories. One is a helper
to the trade, i.e. he meets buyers and sellers in the mar-
ket while the other becomes the principal i.e. he buys or
sells himself. Brokers, therefore, should trade through
floor traders and not on their own account. There is thus
room for regulating their individual functions and pro-
hibiting them from acting as principals and agents at one
and the same time, in one and the same transaction. The
authorities of some of the exchanges have attempted to
bring about the division of function by prohibiting the
members to act in the dual capacity of an agent and a
principal. But this is not enough. They should try to
regulate a broker's business by enforcing upon him the
rule that a broker should not buy or sell on his own account.
How far this is practicable is difficult to say but a high
standard of business morality is likely to improve matters.



54 FUTURES TRADING AND MARKETS IN COTTON

5. ADMINISTRATION OF FUTURES MARKETS.

The general organisation and operation of different cot-
ton futures markets are more or less the same in principle
and differ only in detail.

4

The Board: The central administration of a futures mar-
ket is vested in the Board of Directors or Managers. The
management of business and control of the exchange lie
with the Board, who exercises all such powers, authori-
ties, duties and discretion expressedly conferred or impos-
ed upon them and does all such acts and things that may
be done by the exchange. An organised market is govern-
ed by a president, a vice-president and a group of mem-
bers called directors or managers. The directors are elect-
ed annually. The Board elects one of its members to be
a president and another to be a vice-president. It adopts
rules and regulations which are designed to carry out the
objects of the exchange. It is the Board who is the ulti-
mate authority of the exchange having final jurisdiction
in all questions except in matters deliberately reserved
for reference to and voting upon by the general body of
members. The Board governs the organisation largely
through various standing committees.

Officials: The Board appoints salaried officials of the ex-
change to carry out the daily routine of the executive
work. These officials are invested with such powers as
the Board may think expedient. Their duties are also
determined by the Board. Among the officials, the Secre-
tary is the chief administrative officer of the exchange
upon whom rests much of the responsibility for the
smooth functioning of this machinery. He devotes him-
self entirely to the business and affairs of the exchange.
He is aided by one or two assistant secretaries and other
clerical staff. There is another important officer—the Ma-
nager or Superintendent—in charge of the Clearing House.
He looks after all affairs pertaining to the Clearing House,
and is held responsible for the leakage of information with
regard to a member's position.

'On some exchanges, however, the terms of all directors do
not expire by the end of each year. Either one-half or two-thirds
of the Board retire in rotation and the required number is elected
annually.
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Committees: The detailed affairs of the exchange are
handled by a number of Committees. A Committee con-
sists usually of five or seven members, but at times, there
may be only three. The Board appoints one,or two mem-
bers of its own at the head of most of the commlttees The
term of a committee is one year or less at the discretion
of the Board. Thelr duties are aptly described by the very
names they bear.! The work of some of them is formal.
Their functions are prescribed by the bye-laws and rules
of the exchange. While the different committees play an
important part in the administration of the exchange ma-
chinery, the final control lies with the Board.

Rules and Regulations: One of the main reasons for the
organisation of exchanges was the need felt by traders to
adopt rules and regulations for preventing illegitimate
trade practices in cotton dealings. The exchanges estab-
lished definite rules to govern marketing in general and
futures trading in particular. These rules were designed
to insure fair and equitable treatment to all. They were
framed to promote uniformity in customs and usages as
well to facilitate impartial and speedy adjustment of busi-
ness disputes. The original rules and regulations have
been altered, amended and repealed from time to time to
suit changing conditions. Those in use today are therefore
substantially different from the original ones. They may
be divided for our purposes into two principal headings:
(1) disciplinary or prohibitive or restrictive in character
and (2) prescribing methods of procedure. Both these divi-
sions refer to the conduct of business, e.g. commission for
buying and selling contracts for future delivery is defi-
nitely fixed by rule, and members must abide by it. Again,
there are rules for arbitration which provide the means
of settling disputes, analogous to civil actions at law. The
infringement of rules and regulations results in a strict
disciplinary action such as, suspension or even expulsion
from membership in severe cases. The exchange enforces
its own rules of conduct and discipline by a procedure

%eg. Arbitration, appeals, rates, rules, information and statis-
tics, membership, finances, building, bye-laws, futures, business
conduct, ring, standards, executive, supervisory, warehouse and
delivery, classification, adjudication, clearing house, complaints,
control, etc.
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analogous to that of the criminal courts. The accused
member is entitled to a trial before the Board who is the
ultimate authority. If guilty, the penalty varies up to the
maximum of expulsion according to the nature of the
offence.’ In the case of suspension, the privileges of mem-
bership are withheld for a period of time and a member
is debarred from membership in the case of expulsion.
The former penalty requires a majority vote of the Board,
and the latter a two-thirds vote.

6. VARIOUS TYPES OF ORDERS
While trading for clients, members are called upon to
execute several kinds of orders.

Market Orders: The usual orders, known as 'market
orders,’ are to buy or sell certain amounts at the best price
obtainable. Unless limited as to time or price they are
intended to be executed immediately on receipt and are
handled accordina%ly. A broker receiving the market order
to buy will usually bid slightly under the last transaction
and continue to increase the price of his bid until the order
is executed and vice versa in the case of a selling order.
It follows that customers using this type of orders must
usually expect to sacrifice a small fraction for the sake of
certainty and promptness of execution. Those who are
interested in price movements of longer duration consider
a fractional variation as incidental and buy or sell at the
market rates.

Limited Orders: Any order at a limited price is under-
stood to be good for the day only, eg. 'Sell one April/May
at Rs. 225/-" or 'Buy one April/May at Rs. 200/-. When
trading is active such orders reach the market continuously.
An order to buy or sell at a specified price means that the
transaction is to be executed, iIf execution is possible, dur-
ing the day at the price named.” These orders are usually
used to acquire or add to a market position either long or
short. They are employed in preference to market orders,
for, the price of execution is determined by the trader who
would rather like to trade at a certain price level than at

The gradation of penalty is that a severe reprimand is sup-
posed to be a lesser penalty than a fine and a fine to be lesser
than suspension and suspension to be lesser than expulsion.

’Some of these orders bear the words 'G.T.C meaning thereby
'Good till Cancelled'.
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an uncertain market figure. This is more so when the
market is widely fluctuating.

Stop-Loss-Orders: An order which isterminated with the
word 'StoP' is a 'Stop-Loss-Order."  This order does not
become eftective until the market price is bid at or above
the price stipulated if it is a buying order, or in the case
of a selling order until the market price is offered at or
below the price stipulated. Such orders become the mar-
ket orders if thefluctuationsin the market carry the price
to that named in the buying or selling order. The order
is executed as soon as the named price is reached as is prac-
ticable but not necessarily at that price. The name of this
order suggests its use. It is to stop a loss which may be
actual or apparent. It is also used to close or reduce a
long or short market position. Stop-loss-orders are given
by traders who desire to retain their holdings, thus condi-
tionally, if the movement of the market is in their favour.
The buyer or seller sets a price at which he wishes his
contracts to be closed out, should the rise or decline reach
that point. Such orders are not infrequently given in
pleriods when wide and rather rapid fluctuations are taking
place.

Switch Orders:' These are orders to buy one position of
a futures contract and sell another in the same market. Un-
less the difference between the two positions is stipulated
it is understood to be executed at the trading differences.

Straddle Orders:* Straddle orders differ from the Switch
orders only to the extent that they are orders to bu?/ a
stated position of the contract in one market and sell a
stated position of the contract in another market. Both
these types of orders are used by merchants ca;ra/in? an
unsold stock of cotton. They merely move the hedge from
one position of the contract or market to another that ma
offer more favourable terms. Since the object of bot
these types of orders is to reverse one's transaction in each
position of the contract or market and clip a profit they are
availed of by the speculators to take the advantage of tem-
porary disturbance in their price relationship.

In India, Switch or Straddle Orders are referred to as 'Badla
business. See aso chapter on 'Parity and Badla Opeations.
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Conditional Orders: Conditional orders are placed with
a broker pending the issue of certain events. The order,
for instance, may be to buy or sell upon the crop reports
coming to a stLpulated figure.

Discretionary " Orders:  Discretionary orders may be to
buy or sell at the time and price the broker thinks best.
The idea is that the broker is in a better position to esti-
mate the market than the customer. This gives some lati-
tude to a member executing the order and at the same time
more responsibility as to the best obtainable price. Hence,
some firms do not prefer to execute such orders and res-
ponsible concerns rather refuse to carry them out.

Puts and Calls: There are orders to deal in 'options’ known
as 'puts and calls' or 'Teji-mandi' transactions.  These
orders are intended to secure a right or option to buy or
sell at a stipulated price, the given position of a futures
contract at any time before the due date.

These are the various kinds of orders' generally employ-
ed by clients in buying or selling futures. Out of these,
the most common are the 'market’, 'day or limited', 'stop-
loss-orders, and 'puts and calls. Because they are gene-
rally well-understood both by the customers and brokers,
their use is popular.

7. THETYPICAL PROCESS

Members work in two capacities, i.e. trading for them-
selves and/or for clients. In either case, @ member has to
give an order for execution in the ring to one of his autho-
rised representatives. If the order for buying or selling
is to be executed at the market rate, the representative goes
to the ring and after ascertaining the rates prevailing exe-
cutes it. In the case of an order to be executed at a parti-
cular limit he remains in the ring and watches the market.
As soon as the order is executed, the transaction is noted
down in a pocket diary or 'slip book' maintained by the
parties concerned. The transaction is then soon confirmed
oraIIK. Next morning, the representatives usually meet
together and a confirmatory signature is taken.

These types of orders are also used in the buying and selling
of stocks and shares involving more or less the same procedure in
execution on the stock markets.
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(a) In the Case of a Member: Suppose, member A wants
to buy at market rate 100 bales Broach April/May contract.
The order is given to arepresentative in the ring who finds
the rate prevailing at Rs. 200/- and buys at Rs. 200/4.> He
immediately communicates the purchase to the office where
it is entered in the 'business book'. Now when the price
goes higher, say, Rs. 210/-, A wants to sell the same 100
bales and gives the order to his representative. The sale
is effected at Rs. 210/- and reported to the office for neces-
sary note. The 'business book' provides for all relevant
entries with buying on the right hand side and selling on
the left hand side of the page; e.g.

Sale Purchase Difference

Date Bales Rate Rate Bales Date Dr. Cr.
Rs. Rs. Rs. Rs.
4-6-40 100 210/- 200/4 100 1-6-40 — 9/12

(b) In the case of a Non-Member: The procedure for the
execution of a non-member's order is the same but the
maintenance of accounts differs. In the members' ledger
separate accounts are maintained for each client and the
business is entered from time to time. When the transac-
tion is closed by the client the difference due from or to
him is calculated and entered in the respective columns.
The client's business may be based on either margin basis
or settlement basis. In the former case, accounts are
settled when transactions are closed or when the client
wants to settle the account. |n the meantime, however, if
before the transactions are closed the market goes against
the client, the member calls for replenishment of the mar-
gin. If the client wants to keep his business standing, he
has to comply with it. In case, the client does not comply
with the margin call, the member is at liberty to close the
transaction when he thinks fit without giving any further
notice. When business is done on settlement basis, the
member prepares a statement of accounts of his client at
the time of the periodical settlement taking the settlement

~ lIn cae of a sde, the realisation is the actual rate prevailing
i.e. Rs. 200/- in this particular case. Thus there is %enerally a
difference of As. 4 per candy which is known as ‘jobber's turn'.
In cae of foreign markets this difference is of one point per Ib.
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rates as basis and payments are made or received accord-
ingly. If any business is outstanding at that time the set-
tlement rate fixed by the association is aBpIi_ed and the
difference is calculated. The outstanding business is then
carried forward at the settlement rate.



CHAPTER YV
DESCRIPTION OF FUTURES MARKETS

IN the last chapter organisation of futures markets and
their common features have been described. This chapter
deals with the general description of the different cotton
futures markets of the world. The Indian futures markets
at Bombay, Karachi, Ahmedabad, Surat and Indore deal
wholly in Indian cotton. The American markets at New
York, New Orleans and Chicago deal in American cotton.
On the Liverpool market, dealings are in American, Egyp-
tian, Indian and British Empire Cotton. Alexandria natu-
rally confines itself largely to E Izlptian cotton, whilst at
Havre, Bremen and Osaka, the bulk of dealings are in Ame-
rican cotton.

1. INDIA.

The East India Cotton Association: In India, the East
India Cotton Association is regarded as the premier cotton
futures market, both from the point of view of price quo-
tations and from the standpoint of volume of business

ut through. This market is at present working under the

ombay Cotton Contracts Act, 1932, which gives it official
recognition. The association consists of three different
classes of members: (1) full members, (2) associate mem-
bers and (3) special associate members. A full member
has to pay as deposit a sum of Rs. 20,000 if he is a British
subject and Rs. 50,000 if a foreign subject. The deposit
bears interest at 3% per annum. Each such member has
to pay an entrance fee of Rs. 2500 and an annual subscrip-
tion of Rs. 200/-. The qualifications for membership are
that the applicant should have traded in cotton in Bombay
for a period of not less than three years and have a place
of business in Bombay. An associate member pays a
deposit of Rs. 1000 if he is a British subject and Rs. 5,000
if aforeign subject. The deposit bears interest at 3% per
annum. An associate member has to pay an annual sub-
scription of Rs. 50 and Rs. 100 respectively. The qualifi-
cations for this class of membership are that the person
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should be actually engaged in the cotton trade and have a
place of business in British India. He shall have no vested
Interest in the association. He is neither entitled to trade
in the ring in his own name nor to make use of the clear-
ing house. He has no right to be present at a general
meeting nor can he act, under an circumstances, as a
director or vote on any panel e third type of mem-
ber is called a special associate member. On March 31st
1922 he was a member of the clearing house established
by the Cotton Contracts Board or a broker licensed by
that Board and applied for membership of the association
on or before the date mentioned. He then paid a deposit
of Rs. 5000. On this he gets interest at 3% per annum.
He pays an annual subscription of Rs. 200. The difference
between the position of an associate member and that of
a special associate member is that the former has no right
while the latter is entitled to trade in the ring in his own
name and to use the clearing house. In other respects
both stand on the same footing, that is, they have no vote,
no vested interests in the assets of the association, nor are
they entitled to be present at a general meeting, to vote
on any panel, and under no circumstances, to act as
directors. By the end of the official year 1939-40, on 3lst
August the total membership on the Reglster of the asso-
ciation was 447 as against 413 in 1938-392 The member-
ship is comprised of merchants, factory owners, brokers,
commission agents, spinners, importers, exporters and
speculators. The liability of the members is limited.

The Board of the E.I.C.A. is made up of three panels viz.,
(1) buyers, (2) sellers, and (3) brokers. The first two
panels elect four directors each, and the third six. They
rorm the Board of elected directors. At their first meeting
after the annual election the elected members co-opt one
director who is called the 'co-opted director' to represent
the general body of members on the Board. Five directors
are nominated to rePresent the growers of cotton; three
by the Indian Central Cotton Committee from the growers'
representatives on that Committee and two by the Govern-
ment of Bombay. These five directors not having dealings

1Artlcle No. 12 (ii) the Bye-laws of the E.I.C.A.
2340 full members, 6 special associate members and 101 asso-
ciate members'. 19th Annual Report of the E.I.C.A.
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in futures contracts may or may not be members of the
association. As directors, they are entitled to attend and
vote at all meetings. But they are not entitled to vote in res-
pect of an appointment of a co-opted director. Thus, in
all, the directors on the Board are not more than 20." Each
director other than those nominated should be a British
subject and an authorised representative of a member be-
longing to one of the aforesaid panels.

So far as the equipment is concerned, the association
owns two buildings, one at Sewree and the other at Kalba-
devi. The building at Sewree, known as 'Cotton Green'
with warehouses and storage grounds around it, is con-
veniently situated for business in spot cotton. It contains
buyers' rooms, sellers' rooms, a large trading hall and an
extensive arbitration room for examining samples of cot-
ton. The building at Kalbadevi is called the ‘Cotton Ex-
change’ where trading in futures is carried on.* Kalba-
devi is considered to be one of the best centres of trading
activities in Bombay, for, there are other markets near by
dealing in silver, gold, cotton yarn, seeds, grain, etc. The
exchange at Kalbadevi comprises of a basement, a ground-
floor withtwo galleriesand six upper floors. Thetradingring
is located on the ground floor. There are telephone cabins
constructed for members on both sides of the ring on the
ground floor and in the two galleries, numbering in all
114. The top floor accommodates the clearing house and
administrative offices. The remaining five floors contain
113 rooms for members offices. On the first floor there

'Article No. 51 of the Articles of Association of the E.I.C.A.
provides that there shall not be more than 20 and not more than
12 djgtectors inclusive of the president and vice-president of the
association.

By a long standing practice of many_ayears, futures trading
was daily carried out in two separate—mi dgy and afternoon—
sessons held at two different places. The mi d?/ ssson invari-
ably took place at the Mar wari Bazar (Kalbadevi). In the be-
ginning the afternoon session took place at  Colaba under the
regime of the Bombay Cotton Trade Association until it was re-
placed by the Cotton Contracts Committee and later on by the
Cotton Contracts Board and since June 1922, under the regime of
this association. In 1923, the trade was removed to Sewree and
the sesson was held there. In 1937, a new. bugldmg was erected
at Kalbadevi for futures trading without distinction of midday and
afternoon sessions—Persona  Investigation.
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is a visitors' gallery on one side of the ring and on the
other side a bridge where quotations are posted.

The Bye-laws of the E.I.C.A. ﬁrescribe three different
kinds of contracts: (1) forward hedge contract, (2) for-
ward delivery contract and (3) ready contract. A for-
ward hedge contract is nothing but a contract in futures.
For the purposes of trading in futures there are five hedge
contracts and for the crop of any one season not more than
four of them mature in any one month. These contracts
are: (i) Fully Good Machine Ginned Bengal Contract, (ii)
FuIII)q/ Good Machine Ginned Broach Contract, (iii) Fine
Machine Ginned Oomra Contract, (iv) Fully Good Machine
ginned Oomra Contract and (v) Good Machine Ginned
Southerns Contract.' The staple is usually prescribed as
"a fair average staple of the season.” Though the stand-
ards prepared for each differ according to the character of
the individual growth, the most usual are "Superfine, Fine,
Fully Good, Good, or Good to Fully Good, Fully Good Fair
to Good, or Fully Good to Fine.," The basis in each con-
tract is as follows:

Contract Basis

Contract No. (i) F.G.M.G..U.P.District
" ; i) F.G.M.G, Broach District
” . (111) Fine M.G. Berar District
» . (1V) F.G.M.G. Berar District
» . (V) Good M.G. Westerns District

The standard basis in each case is fixed on the spot value
of cotton constituting the basis of the contract. The spot
values of various growths tenderable under each hedge
contract are fixed for every working day during the,deli-
very period by the Daily Rates Committee or by a panel
of the Appeal Committee subject to a right of appeal to
the Board. The tendering difference between the stand-
ard and spot values of cotton tenderable under the con-
tract is calculated upon the spot values fixed as above on
the last working day previous to the tender. For instance,

though there are five contracts, trading takes place only in
the first three and the last two are virtually dead, since, they are
neither active nor quoted upon. Ref. to Chapter on 'Hedging'—
problems in India. And also ref. to Appendix 'A'.
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if cotton is tendered on Wednesday, the tendering differ-
ence is calculated upon the spot values fixed on the imme-
diately preceding day—Tuesday. The three main classes;
'Fair, Good and Fine' with the customary interpolations
are the pillars of the Bombay system of classification. The
value of classes differs according to the gfowths, eg. the
Fine Oomra standard is cleaner than the Fine Bengal
Standard. The standards neither imply a more precise
guarantee for staple than 'fair average of the season,’ nor
are there separate standards for staple. The premiums
or discounts on the grades above or below the basic grade
are fixed by the Quotation Committee on a commercial
basis. The system in vogue is therefore known as the
‘Commercial system' of fixing differences. The deliveries
are made wholly in Bombay. The months of delivery for
Bengal and Fine Oomra contracts are December/January,
March, May and July. April/May and July/August are
for the Broach contract. July and September are for Fully
Good Oomra contract while those for Southerns contract
are May/June and August/September. There are thus
single as well as double delivery months in vogue on the
E.I.C.A. The delivery period runs from the 1st to the
25th day of each single month and for the double months
from the 1st day of the first month to the 25th day of the
second month.

The unit of a tender against each contract in futures is
50 bales. Tenders are made through the clearing house
on the first and the last working days of each delivery
period and on every Monday, Wednesday and Friday bet-
ween these days, holidays and settlement days are being
excluded. Futures contracts are subject to periodical set-
tlements through the clearing house and bear interest. As
a rule, parties to the contract must be members of the
association. ' ,

When tenders are made and disputes arise, parties resort
to arbitration. A system of blind surveys and appeals has
been introduced by the association since October 1937 to
replace the old one which was the subject of much criti-
cism. Under the old system the parties used to appoint
their own surveyors which is not the case under the pre-
sent one. Now-a-days, there is a survey committee ap-
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pointed annually by the Board. This committee is com-
posed of not more than 25 persons from the members or
their authorised representatives. It is divided into five
panels of five persons each and the surveyors function
through these panels. The day or days on which the
members of each panel are to act is determined by the
secretary by drawing lots. The surveys are held by per-
sons who are not aware of the names of the disputed
parties. The results of the draws are kept secret and
surveyors are only informed of their turn to act on the
day fixed. This is known as the 'Blind Surveys. The five
members of a panel start their work by a batch of two
under the direction of a chairman appointed by them. In
cae of difference regarding the award, the chairman ap-
points anyone of the remaining surveyors as an umpire.
The award of the surveyors or umpire is subject to a right
of appeal to the appeal committee. This committee con-
sists of 12 persons appointed by the Board and is divided
into two panels of six persons each by drawing lots. Each
of these panels deals with appeals on one day only. No
member of the appeal committee can be a member of the
survey committee.

The market is formally opened and closed by the ring-
ing of a bell during a business day. As soon as the mar-
ket opens, trading immediately begins in the ring. There
are two sessons maintained by the association; a day
session and a night session. The business hours vary
according to the seasons in India but are generally fixed
at 11-30 am. to 5 p.m. and 7-30 p.m. to 830 p.m. in Winter,
and at 11-30 am. to 530 p.m. and 800 p.m. to 9-30 p.m. in
Summer. At the time of the American Bureau report on
the cotton crop, the market remains open up to 11 p.m.
It is said that in order to have the hours of trading in the
Bombay, Liverpool and New York markets synchronised,
they maintain a night session in Bombay. The position
so far as Liverpool is concerned is that it gets the New
York opening at 4 p.m. in the afternoon. Liverpool closes
at 5 p.m. and the New York Market goes on. Liverpool
is thus under the same conditions as Bombay is with re-
ference to the American markets. Now, if Liverpool mem-
bers can observe that rule and do their business without
having a night session, the Bombay market ought to be
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able to do the same! Moreover, the trading hours should
not exceed six hours.

The prices are quoted in Rupees and sixteenths of a
rupee per candy of 784 Ibs. A small change of annas two
loer candy is equal to Rs. 3/2 per contract. There are no
imits on daily price changes but in an emergency, the
directors may fix limits. The. kinds of transactions per-
mitted to be executed take the forms of outright purchases
and sale of futures. The members aso buy and sell options
known as 'Teji-mandi’, either double or single. Orders
both for futures and Teji-mandi business come from all
parts of India as well as from abroad. The transaction is
made o enl?; across the ring. Traders indicate a purchase
or sale by throwing their hands out or in, with the words
‘Lyo or Dyo' conveying thereby 'take or give'. By way
of throwing the hand in, they usually denote purchase and
the reverse motion of the hand implies sale. The price
and amounts are signalised by fingers. The transactions
are confirmed by the contracting parties. The members
are supposed to require a margin from their customers,
whether an associate member or a non-member. However,
the amount of margin is purely a matter _of mutual
arrangement.  There is a system of 'Havalas?® which is
freely resorted to in case of a party having any doubt
regarding the financial standing of the opposite party.
Closed contracts are set off and only open contracts are
passed for clearing. The rate of commission chargeable
under the rules by a member to his clients is ¥26>

The association publishes the following statistical reports
a) The Bombay Bi-weekly Statistics.

b) The Bombay Weekly Statistics and

c) The Indian Weekly Statistics.

The first two give the movements of cotton in Bombay
whereas the imports and exports of cotton into and from
the chief ports of India are given in the third. In addition,

"There is no reason why we should not close the night session.
We fail to understand why Bombay has night sessons” Evidence
recorded to our query.

Havalas' means square up the transaction or adjust the
books.

*0Our enquiry shows that due to cut-throat competition in the
trade the rate charged is only ¥% and at times, as mutually ar-
ranged.
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the association publishes the Bombay Cotton Annual which
contains statistical tables of crops, exports, imports, prices,
stocks, consumption and Government notifications. This
publication, it seems, has been designed primarily to meet.
the requirements of all those interested in the production,
distribution and consumption of Indian and foreign cot-
tons, yarn and piece-goods.

The Karachi Cotton Association: The organisation and
working of the E.I.C.A. have been described abovein detail.
Nearly all Indian markets work on similar lines and
therefore, while dealing with them only such points which
require special mention will be explained.

Next in importance, comes the Karachi Cotton Associa-
tion. This association is a corporation with limited lia-
bility of its members. There is no question of its official
recognition since there is no Act of the Sind Government
governing the working of any cotton association in that
province.

The membership is comprised of two classes. (i) Ori-
ginal members and (ii) members. The deposits, admission
fees and annual subscriptions to be paid by the members
k?flthe two classes and their qualifications are as stated

elow:

(i) Original Members: Prior to September 1935 an
original member had to pay a deposit of Rs. 3000 bearin
interest at 3% per annum and an annual subscription o
Rs. 75/- or such other sum not exceeding Rs. 200/- as the
Board determines. He must have a place of business in
Karachi, and must have applied for membership before the
1 September, 1935.

(ii) Members: If a British subject, a member has to
pay a deposit of Rs. 10,000, otherwise Rs. 20,000 bearing
Interest at 3% per annum and an admission fee of Rs. 500/-
and annual subscription of Rs. 75/- or such other sum not
exceeding Rs. 200/- as the Board determines. He must have
traded in cotton in Karachi for at least one year and he-
must have an office there.

The total number of members of both the classes regis-
August 1939" The brokers in Kara-

XO-OJ. | d A ULLU ASSUCTALTONTL
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chi are not the members of the association. The Board
issues annual licences to brokers through whom the mem-
bers are requiredto deal with each other.® The licence fee
is Rs. 25/- and its renewal fee is not less than Rs. 5/- or a
sum not exceeding Rs. 50/- as determined by the Board.

So far as the constitution of the Board is concerned, it
is composed of two principal interests; viz., the buying side
consisting of buyers and exporters, and the selling side of
sellers and others. The Board is composed of 17 members
(8 buyers/exporters and 9 sellers/others) elected annually
by the general body. The Board elects the chairman and
vice-chairman from its members.

The association has its own building consisting of aring,
administrative offices and rooms for members.  For the
purposes of trading in futures there are five hedge con-
tracts, viz., (i) Superfine M.G. Sind Contract, (ii) FineM.G.
Punjab Contract, (iii) Fully Good M.G. Punjab Contract.
(iv) FineM.G. 4-F and (v) FineM.G. N.T.-289F. The basis
for numbers 2, 4 and 5 is "Fine", for number 1 "Superfine"
and for number 3 "Fully Good". Standards are prescribed
as 'half a class off, pass and one class on." The staple of
4-F contract should be not less than %" and that for N.T.
not less than 7/8" in length. The months of delivery in all
cases are single; viz., December, January, March, May and
July. In the case of the Sind contract, November is also
actlveI?/ traded in. 'On' allowances for better staples and
'‘off allowances for staples less than %" and 7/8", in case
of contract numbers 4 and 5, are fixed by the Board from
time to time.

In matters of arbitration the Board elects a panel of arbi-
trators who act as umpires as well. All disputes are re-
ferred to the arbitration. Karachi has also introduced the
ts)ys.tem of Blind surveys and appeals prevailing in Bom-

ay.

The Karachi association does not maintain a night
sesson. Its special feature is that it issues a monthly
bulletin and daily market report.

‘The main points of differences between the two orga-
nisations at Bombay and at Karachi are: (a) The E.I.C.A.

0n 31st August 1939, there were 299 Licensed Brokers on the
Registers of the Association.
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is officially recognised under the laws of the Provincial
Government whereas, the Karachi association is not. (b)
The former maintains panels and the Board is elected not
jointly but sectionally, while in the latter there are no
panels and the Board is elected on a principle of joint
electorate system with reservation of seats for buyers and
sellers, (c) The character of membership differs in the
sense that the first has three classes with comparatively
higher amounts of deposits and dues, while the second has
only two classes with lower amounts of deposits and dues.
The total number of members are 447 and 130 respectively,
(d) The position of Karachi Brokers is peculiar since they
are regarded as scalpers or at the most, floor traders, as
compared to that of Bombay brokers, (e) Both the asso-
ciations conduct most of the spot business in their respec-
tive fields, (f) Karachl does not favour the maintenance
of a nlght session,” which Bombay does, (g) Periods of
delivery in Karachi are all single while they are both sin-
gle and double in the case of Bombay.

Shri Mahajan Association, Bombay: Shri Mahajan Asso-
ciation, Bombay, is India's third futures market. This is
a body with limited liability of its members but without
the stamp of official recognition from the Government of
Bombay. The Board consists of 21 members of whom 17
are elected and four are co-opted at every annual general
meeting. The members are divided into two classes, viz.,
ordinary and honorary. An ordinary member has to pay
a sum of Rs. 2501 as admission fee plus the annual dues.
Any resident of India interested in the growth and trade
of Indian cotton is eligible for membership. The defini-
tion, according to the Articles of Association, of an hono-
rary member Is that businessmen from any part of India,
members of the Provincial Legislature or any other gen-
tleman whose admission as a member is likely to be bene-
ficial to the association shall by a resolution of the Board
Bas@ed by % majority be admitted as an honorary mem-

He has not to pay admission fee or annual dues. There
are 610 members on the register of the Association,? per-
haps, the highest number on record in India.

'Answers to questionnaire.
382_é\9nnual Report of the Shri Mahajan Association, Bombay,.
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The notable points in connection with this institution
are: (i) the Unit for trading in futures is 10 bales, (ii)
there is only one hedge contract for trading purposes, viz.,
the Broach contract, (iii) there is no clearing house. They
have a system of periodical settlements and on every
Saturday the quotation committee fixes prices for that
purpose. Members have a right to ask for Havalas should
they feel so.

It will be noticed that there are thus two rival associa
tions™ in Bombay to deal in cotton futures.

The Ahmedabad Cotton Brokers Association and the
Ahmedabad Cotton Exchange: Like Bombay there are two
futures markets at Ahmedabad. As the E.I.C.A. is known
in common parlance as 'Pakka’ and Shri Mahaan Asso-
ciation as 'Kutcha'; the Ahmedabad Cotton Brokers' Asso-
ciation is known in Ahmedabad as 'Pakka’ and the Ahme-
dabad Cotton Exchange as 'Kutcha'. The former is orga-
nised entirely by brokers and the latter is formed mainly
by traders comparatively small in their financial status.
Both are organised and functioning on more or less the
same principles. The main points are: (i) smaller unit of
10 bales, (ii) one contract, viz., Broach contract, (iii) no
clearing house. There is a periodical system of settle-
ments with Havalas freely resorted to. (iv) The prescrib-
ed trading limits for members are 1500 bales in the for-
mer case and 500 bales in the latter. Any member tres-
passing the limit is often called upon to pay Rs. 20/- per
candy as margin, (v) There are no panels. The Board
consists of 11 to 15 members elected every year, (vi) To
become a member of the former association, one has to pay
Rs. 2000 as deposit, while the latter organisation charges
only Rs. 101/- as admission fee. (vii) The former has its
own building having the ring on the ground floor, while
the latter has a hired one. (viii) The latter has two ma-
naging directors working as the chief executive officers
against a secretary and president in the former for the
same purpose, (ix) There is no arrangement for actual

Thisis aga'nst the common practice and legal enactment all
over the world. Also ref. to chapter on 'Regulation’.
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delivery being given or taken in Ahmedabad.® Both have
arranged for such deliveries to be effected in Bombay.

The Surat Cotton Merchants Association: There is a
cotton futures market in Surat too. The lines of organisa-
tion are mostly copied from those of the Bombay Mahajan
Association. Hence, the working is similar to that of the
parent body. The only point worthy of note is that the
Surat association has a unit of 5 bales only,? perhaps, the
smallest in the world's cotton futures markets.

The Indore Cotton Committee: The cotton futures trad-
ing at Indore is conducted under the auspices of the Indore
Cotton Committee. The operators have to pay to the
Indore State a tax of Rs. 5/- per every 100 bales bought
and sold. There is neither a fixed unit nor are there any
fixed hours of business. There is only one contract, name-
ly, Broach for trading in futures. Popularity of this mar-
ket lies in the huge business put in by way of Teji- mand|
which at times affects even the price level on the E.I.C.A.3

2. THE UNITED STATES OF AMERICA.

The New York Cotton Exchange: The New Y ork Cotton
Exchange is an incorporated body working under a spe-
cial Act of the State of New York. It has a Board of
managers consisting of 18 members elected every year.* A
member pays an entrance fee of 1000 dollars and an annual
subscription determined by the Board. The exchange has
a limited number of members 450. A member has to
hold at least one 'seat'”

The exchange has a building having 20 floors, of which
the 19th floor is mainly a large hall known as the 'trading
floor'. It contains the ring, telai)hone booths, telegraphic
equipment, black-boards and a gallery Tradlng hours are
from 10 am. to 3 p.m. on Mondays to Fridays and from
10 am. to 12 noon on Saturdays. The opening and clos-
ing are announced by the striking of a gong in the ring.
There is a system known as a 'call'. An officer of the

In view of this, the exchanges in Ahmedabad may be re-
garded as ‘gambling dens.

“Articles of the Surat Cotton Merchants' Association.

3personal talk.

“Bye-laws and rules of the New York Cotton Exchange.

°A” few members hold more than one seat.
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exchange conducts the calls of each delivery month in
turn and establishes the price level for all positions of a
futures contract. At the end of a call, trading becomes
.open. Other calls take place at 12-15 and 2-15 p.m. res-
pectively. The exchange has been in continuous opera-
tion since its inception except for temporary closings at
the outbreak of the war in 1914 and during the bank mora-
torium in 1933,

There is one uniform contract called '‘Middling'. Its
unit is 50,000 Ibs. in about 100 sguare bales, gross weight.
It has a minimum staple length of ‘/g" with the "White mid-
dling upland” as the basis. Delivery may he made at one
of the specified places at the seller's option.® In effecting
delivery a notice of five business days is required to be
given by the seller. Every contract calls for delivery
either in the current month or in any of the succeeding
eleven months. The active months are January, March,
May, July, October and December and the trading is con-
centrated onlﬁ in these six months. The price is quoted
in cents and hundredths of a cent per pound. Each hun-
dredth part is known as a 'point' and is equal to 5 dollars
on a 100 bales contract. The exchange rules provide that
transactions shall not be made in one day at more than 200
points per pound above or below the closing prices of the
previous day nor at a greater range in prices than 200
points a pound above the lowest or below the highest of
the day.

The members are required to paP/ to the clearing house
margin money for protection from loss on outstanding con-
tracts. There are two kinds of margins (1) original and
(2) variation. Original margins are paid to cover ordin-
ary fluctuations of prices during the course of a day.
Variation margins are additional payments made subse-
quentlg, when and if called for by the clearing house, to
cover broader fluctuations in times of wunusual price
changes. The contract is subjected to a system known as
'daily settlement’ as opposed to one of periodical settle-
ment in Liverpool and Bombay. The discounts for lower
and premiums for higher qualities than the basis are pro-

'Delivery on New York futures contract may be made at New
York, Norfolk, Charleston, Sevannah, Mobile, New Orleans, Hous-
ton and Galveston.
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vided for. The difference is based on the prices prevail-
ing in the designated Southerns spot markets. The dif-
ferences are averaged and used as the basis for calcula-
tion. The exchange applies the full average premiums and
dsicounts for grades. It applies only 60% of the average
premiums for cotton of 15/16" and full inch staple. It does
not allow any further premium for cotton of more than
one inch staple. All cotton delivered on futures is classed
by expert classers of the U.S. Department of Agriculture.
The Department issues a certificate for each bale giving
particulars regarding the grade, the staple and whether or
not the cotton can be delivered on the futures contract.
Hence, the words "deliverable qualities" and "certificated
stocks" are in common parlance in America.

The brokerage to non-members residing in the U.S.A.
and Canada is 1500 dollars for 100 bales bought or sold
while that for thogse residing outside the U.S. and Canada
it is 1750 dollars." For members it is half of the said
amounts.  The contracts in futures are subject to "U.S.
Cotton Futures Act." We may add that the ex-
change maintains a statistical service and pub-
lishes a year book called "New York Cotton Exchange
Year Book".

The New Orleans Cotton Exchange: The New Orleans
Cottton Exchange is a Corporation domiciled in the city of
New Orleans and chartered under the laws of Louisiana.
It has a capital of 1,00000 dollars divided into 500 shares
at 200 dollars each. A member must hold at least one
share. He has to pay the initiation fee of 500 dollars and
annual dues of 150 dollars. Besides, he may be called upon
to pay other fees and taxes. Only a person legally of age,
good character, and commercial standing, is qualified for
membership. In addition, the exchange accepts visiting
members who pay dues but do no trading on the floor.
The Board of Directors consists of 17 members including
a president, a vice-president and a treasurer who are
elected annually.

In the building owned by the exchange the trading room

is on the second floor. There are two units of trading,
one of 100 bales, as in New York, and the other, what Is

Bye-laws and rules of the New York Cotton Exchange.
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known as a 'job lot', of 50 bales. Two separate rings are
maintained for the two -separate units. Other facilities
are the same as those in New York and the working is
essentially conducted in a similar manner. The points of
difference between the two are: (1) New Orleans opens
and closes one hour earlier than New York due to time
difference. (2) Each .sesson opens with a call as at New
York but there are no subsequent calls during the day.
(3) Contracts for future deliveries can be made as far
ahead as the parties wish to enter which is not done in
New York. (4) Commission for domestic non-member is
1250 dollars for buying or selling as opposed to 15 dollars
in New York. (5 New Orleans contract permits delivery
at only 3 points as against 8 points on the New Y ork con-
tract. (6) In New Orleans, the cotton of 15/16" staple
fetches the full premium and in the case of full inch sta-
ple 75% of the premium iS received by the tenderer as
compared to 60% in both the cases in New Y ork.

The Chicago Board of Trade: On the floor of the Chicago
Board of Trade, futures trading is conducted in many
commodities including cotton. Business in cotton is car-
ried on around a trading post, there being no separate
ring for the purpose. The Chicago market is in almost all
other respects rather organised on the same lines as of
New Orleans. The points of difference are that there is
only one contract of 50 bales as opposed to two at New
Orleans and the contract is based on the delivery of bales
compressed to a high density as against the standard den-
sity in New York or New Orleans. If a seller, therefore,
tenders uncompressed or standard density bales in the
fulfilment of the Chicago contract, the price is subject to
certain adjustments.

3. EUROPE.

The Liverpool Cotton Association: The largest and most
important cotton futures market in Europe Is the Liver-
pool Cotton Association. The association is a corporation
working under a special charter received from the Parlia-
ment of Great Britain. The capital of the association is
£60,000 divided into 600 shares of £100 each and the
shareholders have power to increase it.

lOPposite is the cae in New Orleans or New York where com-
pr or high densty bales are subject to price adjustments.
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There are two types of memberships: (i) Full member
and (ii) Associate Member. A full member must hold one
share and should be elected by the general body and ap-
proved by the Board. In the case of a non-British subject,
there are certain restrictions." A member has to pa?/ an
entrance fee of £500 and an annual subscription as fixed
from time to time. The associate members are divided into
eight classes running from A to H and are subject to
annual election. The annual subscription payable by each
of these sub-classes is determined at the general meeting.

The Board of directors consists of not more than 19 per-
sons including a president, .a vice-president, a treasurer
and not less than 10, nor more than 13, Ordinary directors
as well as not less than one nor more than 3 Associate di-
rectors. At every annual meeting the president, vice-
president, treasurer and one-third of the Ordinary direc-
tors and one Associate director retire.

Like New York, this market has been in continuous
operation since its inception except for brief interruptions
due to war or other disturbances. It has its own build-
ing equipped with all the necessary facilities. In the trad-
ing hall, there are three rings; one large and two small
for the various types of cotton dealt with in the market.
The large rin? is tor American Cotton. Of the two small
rings, one is for Egyptian Cotton and the other is jointly
for Empire, Miscellaneous and Indian Cotton. The hours
of trading begin from 10 am. to 4 p.m. on Mondays to
Fridays, and from 10 am. to 12 noon on Saturdays. It is
formally opened and closed by the ringing of a bell asin
India, and trading in any position immediately begins.
There are no 'calls' in Liverpool. All contracts for the
purchase and sale of futures provide for the delivery of
cotton within one year and one month after the month in
which the contract is made. The positions of a futures
contract most actively traded in are January, March, May,
July, October and December. The Liverpool American
contract, as in the case of a contract on American ex-
changes, has 'Middling' as its basis with the "universal
standards" for grade. But the two contracts differ in res-
pect of staple length, since, the former specifies 'fair staple'

'Articles of Association of the Liverpool Cotton Association:
Article No. 3.
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as in India, and is subject to the Liverpool Standard as
against the g staﬁle in the latter case with the U.S.
Govt. Standard. The contract unit in Liverpool is for 100
bales of 48000 pounds net as against 50,000 Ibs. gross
weight in New York. The transaction as in futures mar-
kets in India and America is made openly across the ring
and by the use of signs. Prices are quoted in pence and
hundredths of a penny per Ib. One point is the minimum
fluctuation which amounts to £2 per contract of 100 bales.
Daily price changes are limited to 25 points only. The
contract is on 'Settlement terms' and subject to weekly
payments. It is interest bearin?, as in India; this is not
the case in the U.S.A. Apart from the outright transac-
tions, options known as 'put and call' either double or sin-
gle are availed of by the traders. Margins are not requir-
ed as in India, as opposed to the practice available in Ame-
rica. This is purely a matter of private arrangements
both with regard to a member and a non-member client.
The delivery, without notice, is made through the clearing
house before noon on the first and last business days of a
month or on any Tuesday and Friday in such a month.
The additions or deductions for quality are settled by arbi-
tration, the seller appointing one arbitrator and the buyer
another. There are appeas and super-appeals in case or
disputes. In the event of cotton of better staple than
1 3/16" being tendered, the seller makes to the buyer an
allowance of 20% of the excess value of such staple cotton
over 1 3/16". Otherwise, full spot market premium for
cotton on all staple measuring up to and including 1 3/16"
is allowed. Like the American exchanges, the Liverpool
association allows full spot market differences for grade.

With regard to the Egyptian cotton, there are two con-
tracts in Liverpool; (1) Sakel and (2) Uppers. The Sakel
contract is based on 'Sakellaridis' grown in Egypt or Sudan
(Giza No. 7), and the Uppers contract on 'Upper and or
similar varieties of cotton grown in Egypt including Pil-
lion cotton." The contract unit in each case is 24,000 Ibs.
net or 33 bales. There are thirteen trading months under
the Egyptian contracts. Full allowance Is made in the
cae of a tender for both grade and stagle values except
that the allowance is limited to 3d. per Ib. or the value of
Good Sakel whichever is higher on the day of the tender.
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Referring to the 'Empire and Miscellaneous' contract it
provides for the delivery of cotton grown in any countr
which is "at least equal in value to the Universal Stand-
ard for Low Middling American cotton, but not below the
grade of that standard and of not less than Fair Staple
etc. or Punjab/ American cotton which is not Fine in grade
and not less than Good Staple."* This contract covers
American, African, Australian, South and Central Ameri-
can, Mexican and Russian Cotton, excluding the varieties
included in Sakel and Uppers contracts. The unit of the
contract is 24,000 |bs. but the number of bales varies
according to the weight of the growths delivered.

Finally, there is a special contract for the East Indian
Cotton. It is based on the 'Superfine C.P. Oomra No. 1
Liverpool Standard, with staple not less than of Oomra
No. 1. Thus only the longer stapled variety of Indian
cotton such as Broach, Suratee, Navasari, Punjab/Ameri-
can, Cambodia, Tinnevelly, etc.,, can be tendered against
this contract. The contract unit is 39000 Ibs. normally,
Irrlcl)eaning 100 bales, the weight of an Indian bale being 392

S. net.

The association collects and publishes many data as in
the case of Indian and American exchanges. These data
relate to the home and other markets as well as to signifi-
cant facts outside the markets. Most of the information
collected is published in the form of notices on the Bul-
letin board. In addition, a daily report, a weekly circular
giving detailed information in both summary and compa-
rative forms and an annual report in the nature of a yearly
summary are the publications of the association.

The Havre Exchange: The Havre Bourse (exchange)
provides a large trading room for dealing in cotton fatures.
The peculiarity of trading on this market is that the
traders do not openly make their bids and offers but nego-
tiate individually in private talks. There are no rings
but pillars around which trading activities in various com-
modities including cotton are carried on. The member-
ship consists of brokers only, who work on a commission
basis and are called ‘'futures brokers.>  These brokers

~Ibid.
*There are some brokers who are sworn in and known as
"Sworn brokers' for service as experts in courts.
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assemble around the cotton pillar at about 10 am. and at
10-15 a.m. get together in a special room where an open-
ing call is held. Another call is held at 4 p.m. Prices
established on the first and second calls are posted on a
black board in the trading room. One of the brokers elect-
ed to be the president for a week conducts the call. Prices
are quoted in terms of Francs and centimes per 50 Kilos.
The trading terminates at about 5 p.m. A contract unit is
11,000 Kilos or 24,250 Ibs., net weight in about 50 bales.
Contracts are made for delivery in the current month and
in any of the succeeding eleven months. The active months
are January, March, May, July, October and December.
Only in American cotton, trading in futures takes place
and the contract is a basis '"Middling' one, the U.S. Govt.
Standard. The staple length prescribed is 235 millimeters,
Havre Standard, equivalent to 29/32". Though the basic
grade of the contract is similar to that of the U.S.A. or
Liverpool contract, it is slightly better in staple. The
cotton tendered is classed for grade and staple by an arbi-
tration committee of the Bourse. No premium is allowed
for additional staple length but premiums or discounts
are allowed for grades above or below Middling. These
differences are fixed in advance at general meetings held
four times a year; the periods being March, June, Septem-
ber and December. Here is an example of a system known
as 'fixed differences’ as opposed to that of 'Commercial
differences' available in India, the U.S.A. and England.
Each contract must be covered by an ordinary and if ne-
cessary by a variation margin deposited with the clearing
house. There are no limits on the daily price changes.
The commissions are based on mutual arrangements.

The Bremen Cotton Exchange: The Bremen Cotton Ex-
change has its own building with all necessary facilities.
Contrary to the practice existing at Havre, trading is con-
ducted openly around the ring. There are two trading
sessions in a day: (i) from 11-15 am. to 12-30 p.m. and
(ii) from 4-20 p.m. to 530 p.m. The business officially
opens and closes by the ringing of a bell. There are four
calls daily conducted at the opening and closing of the two
sessions. As at Havre, only American cotton is dealt in
and the unit is of 50 bales. The Bremen contract has the
Middling as a basis the U.S. Govt. Standard, with 28 milli-
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meter staple, Bremen Standard equivalent to 15/16". Thus,
the Bremen contract has the same grade but its basic
description is of a longer staple than that in Liverpool, the
U.S.A. or Havre. This contract unlike that at other mar-
kets permits the delivery of cotton of shorter staple than
the basic staple length. The seller in that case has to
allow the buyer a discount for the staple deficiency. On
deliveries of cotton longer than the basic length, up to
and including 28/29 millimeter staple, premiums are
allowed equal to 60% of the prevailing spot market differ-
ences for staple as officially computed by the exchange.
On deliveries of cotton longer than 28/29 millimeter no
additional premiums are allowed over and above that
applicable to 28/29 millimeter. Differences are establish-
ed every week by a valuation Committee of the exchange.
Deliveries are made at Bremen, Bremerhavey or Wester-
munde. Prices are quoted in cents and hundredths of a
cent per pound with the smallest change equal to 250
dollars on a contract of 50 bales. There are no limits on
the daily price fluctuations. The contract is subject to
daily clearing and settlements. Every contract must be
covered by a margin of 150 dollars per contract deposited
with the clearing house. The commission charged is 25
dollars per 50 bales and varies with the price. The ex-
change engages paid classers for the purgose of classing
the cotton submitted for delivery and arbitration. The
names of the parties concerned are not disclosed to these
classers. The cotton classed once for delivery on futures
need not be re-classed under ordinary circumstances.

4. JAPAN

The Sampin Exchange: In Japan, trading in cotton
futures is conducted under the auspices of the ‘Sampin
Exchange at Osaka. There are no rings but transactions
are made openly on the floor. Trading is mostly concen-
trated at calls. There are five calls for cotton conducted
by the exchange employees at brief intervals during a
trading day. The contract is a 'strict middling' contract,
the U.S. Govt. Standard. It may be emphasised that the
basic grade is higher than that of either the American or
European markets and the Middling is the Iowest grade
deliverable. The staple length prescribed is “I", the U.S.
Govt. Standard as is the case with the contract on the
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American markets. Premiums and discounts are allowed
for grade. As to staple, premiums are alléwed up to
15/16". There is a system of "Fixed differences". Each
month the Board fixes the differences on the recommenda-
tion of a committee on diiferences. The exchange main-
tains its own inspectors to class the cotton and to certify
it for delivery. This classed and certified cotton is re-
classed twice a year; April and October. There are 12
Appeal Committees. A disputant may resort to any one
of such committees. Trading is confined to deliveries in
the current month and the succeeding six months. The
contract calls for the delivery of 36 piculs net weight,
equivalent to 4,800 Ibs. Delivery can be made either at
Osaka or Kobe.

5. EGYPT.

The Alexandria Exchange: In Egypt, the futures trading
in cotton is carried on at Alexandria. The futures market
is conducted under the auspices of the "Commission de la
Bourse de Marchandises." The trading opens in the morn-
ing at 10 a.m. and closes at 1-5 p.m. There are three con-
tracts (i) Sakel—long staple and (ii) Ashmouni—short
staple and (iii) Giza No. 7. The basis is "Fully Good
Fair". The grades ranging from "Good, Fair to Good"
can be tendered against the fulfilment of futures contracts.
On an Ashmouni contract delivery of brown and pilion
cotton is admitted® and the contract therefore is subject
to price allowances fixed by a Special Committee. This
committee is elected by the members and meets on the
day preceding each delivery date of the contract to fix
the price differences. Deliveries are made in the ware-
houses located in the district of Alexandria. Any dispute
arising in connection with the delivery on futures is sub-
mitted to the Arbitration Committee consisting of 30 mem-
bers. Three of these members whose names are drawn by
lots by the president are asked to examine the cotton. They
do not know to whom the cotton belongs. If the result of
arbitration is not accepted by one of the parties, there is
an appeal committee of at least five members whose deci-
sion is final. Every care is taken that the members of
this Committee are not aware of the parties in dispute.

'Some information about the Egyptian cotton markets: 1926,
G. D. Economou & Co. _




82

FUTURES TRADI NG AND MARKETS I N COTTON

Compar ative Statement of the Principal features

Name of the
market.

East India
Cotton
Association

Karachi
Cotton
Association

New York
Cotton
Exchange

New Orleans
Cotton
Exchange

Chicago
Boarcggof
Trade

Liverpool
Cotton
Association

Havre
Exchange

Bremen
Cotton
Exchange

Alexandria
Exchange

Sampin
Exchange

1130 am.

1000 am.
500 p.m.

1115 am.
1230 pm. &

Trading
Hours.

to
5.30 p.m. &
730 p.m, to

9.00 p.m.

1100 am. to

530 p.m.

1000 am. to

300 p.m.

900 am. to
200 p.m.

900 am. to
200 p.m

1000 am. to
400 p,m.

to

4.20p.rﬁ.to
530 p.m.

1000 am. to
106 p.m.

Ses_ Contracts Beds
cals sons  NoNO. Unit Grade =~ Staple ™
Nil D F.G.M.G. ' Fair aver-
a%/ 5 S0bdes efc. age of the
night Season'.
FineM.G. do.
Nil Day 5 5S0bdes etc. and
fixed
' White
3 Day | 100bdes Middling 78
Upland”.
1 Dy 1 S0ad do. do.
100 beles
1 Day 1 S0bdes do. do.
100 bales do. ' Fair aver-
NilDay 5 and and age of the
varying  varying Season’.
2 Day 1 50bdes 'Middling' 29(32"
4 Day 1 50bdes 'Middliffg' -1516"
Nil Day 3 250Kantars F.G. Fair Medium
5 Day 1 36Piculs 'Strict 78"

Middling'
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of the L eading Cotton futures markets of the World.

_ _ ) Fixing Brokazge Mode of
Price  Posi- Settlement terms_ Delivery of dif- "™ arbitra-
quotations tions Clearing Margin Int. points ferences Maxby tion

Int. Com-
Rs. and As, Single Fort* Mutual bear- 1 mercial By ara-
per candy OIanbI nightly ing System ngement Blind
ouble

do. Single  do- do. do. 1 do. do. do.

Cent& do. Daily Origina Nil ] do. SI500 do.
Cent-points & S17.50
per 1b. variation
do. do. do. do. do. 3 do. S1250 do.
S1500
do. do. do. do. do. 3 do. do. do.
Penceand Int. Varying
pence points, do. Weekly Mutual bear- 1 do. fordif- do.
per |b. ing ferent
contracts
Francs & Original _ Mutual
centimes do. Daily & Nil 1 Fixed arrange- do.
per Kilos variation system  ment
Centsand Com-S2500 &
cent points do. do. Ordinary Nil 3 mercial varying Blind
per 1b. system withthe
price
Egyptain Werehousss Varies
doﬁar per do. Weekly Mutual  Nil Alexandria do. With do.
Kantar Dist. price
Y ens per Fixed Mutual Ordi-
picul do. do. Nil 2  sysem arange- nary
ments

» Weekly since September. 1940.
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Thus, there is a blind system of surveys and appeals in
Egypt. The months of delivery for the first contract are
November, January, March, May and July and those for
the others are October, December, February, April, June
and August. The active months are November, January
and March as well as October, December and February.
Prices are quoted in terms of Egyptian dollars per Kantar,
equivalent to 100 Ibs. The trading unit is 250 Kantars of
about 37 local bales or 50 American bales. The commis-
sion varies with the price.

6. WORLD MARKETS COVPARED.

The points of similarities and differences in the opera-
tion and organisation of the various markets of cotton
futures in the World have been described while dealing
with them individually. In order to give a general idea
at a glance a table showing the summary contrast and
comparison is given on pages 82-83. It may be added that
in the second part some of these aspects have been dis-
cussed with a view to consider their applicability to India.



CHAPTERVI.
CLEARING: METHODS AND MACHINERY

BEFORE completing this part of the thesis, the methods
and machinery of clearing a futures contract must be
described, since, they form a part and parcel of the orga-
nisation of a futures market. For this purpose, we need
to review the old methods of clearing and their utility to
the trader, the establishment of modern clearing houses
and their functions.

1. ORIGIN AND GROWTH OF CLEARING SYSTEMS.

In the early days of futures trading, all contracts used
to run to maturity. It was thought that contracts could
only be fulfilled by actual delivery between the two
parties.

Evolution: With its increasing use both for hedging and
speculative purposes, the contract did not remain with the
original buyer till maturity but was sold and resold pass-
ing through a number of hands before the date of deIiverP/.
A speculative trader as well as a hedger would ordinarily
buy different quantities at one price and sell at another
with the idea of making profit or protecting his spot tran-
sactions. Each of the parties who held the contract for a
while during the period of its currency would be due either
to pay or receive the difference meaning that he had lost
or gained on the whole. But none of these differences
would be payable until the expiry of the period to which
the contract referred. It was therefore considered a
lengthy, tedious and unsatisfactory process. It would at
times tend to make the situation dangerous, because, an
operator dealing in futures might carry on for a number
of months losing heavily without being detected. On the
due date, he might be unable to pay the difference or
accept delivery as the final settlement. Hence, some
method for the settlement of the balances of profit and
loss involved in the myriad of transactions became neces-
sary.
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Methods of Clearing: In view of this, different methods
of clearing a futures contract were devised and practised
before the establishment of a common clearing house was
conceived of. Traders were accustomed to settle their
transactions either by directly matching them with one
another or by ringing them out.

(a) Direct Settlement: Possibly the first system of
clearing used was known as a 'Direct Settlement’, mean-
ing thereby the setting off of contracts to buy at a certain
price at a certain time, against similar contracts to sell at
the same or any other time, at the same or a varying price,
and paying the difference in cash at the end. This kind
of settlement would occur when each of two members had
purchased from and sold the same contract to the other.
For instance, let us assume that on September 5th, A sold
to B April/May contract for 100 bales at Rs. 200/- per
candy and after some time, say, on September 10th, B sold
to A the same contract at Rs. 225/-. Instead of waiting till
maturity and then delivering cotton to each other they
would settle directly on or after their contracts had been
closed. In the above case, this would occur on the 10th
of September, when by paying and receiving the differ-
ence of Rs. 25/- per candy A and B would settle their
transactions. It helped them to -delete the dead account
from their books and avoid making or taking deliveries to
each other. A pre-requisite of a direct settlement was
that A must have bought and sold a futures contract for
the same period to B and B in turn must have made coun-
ter transactions of the same contract with A. Direct set-
tlement could also be effected in cases where quantity
purchased or sold varied. A great drawback of this me-
thod was found in its restrictive nature in the sense that
only two parties could make use of it.

(b) Pass-out or transfer: Another method employed
for making settlements was commonly known as "Pass
out or transfer." A pass-out was the substitution of an-
other contract for the original one. This was also known
as 'offset’. The original seller might purchase at any
price, before final delivery, a similar contract from another
and substitute such purchased contract for his original
sale, eg. by this method A could pass out or transfer what
he bought from B and sold to C. Since A had both bought
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and sold, he need not wait longer for effecting a settle-
ment provided he could arrange and make it mutually
agreeable to B and C. Under this method, it did not mat-
ter if the prices between A, B and C did not coincide, be-
cause A could pay off or receive the difference in cash by
adjusting the original prices or taking some common basis.
This would save a lot of time of all concerned. But the
method was found restrictive in its scope by way of limit-
ing the number of parties that could mutually agree and
adjust. In this method, difficulty would arise in a case
when B might not accept C for reasons best known to
him, and A could not fall out. So another plan of settling
contracts was devised.

(c) Ring Settlement: An improved method was
found in what was known as a 'ring settlement'. Ring
settlement was reached by comparing books of the mem-
bers buying and selling in the ring. A series of transac-
tions were picked out which could be set against each
other so that closed contracts might be eliminated. This
system operated on the same principle as the direct set-
tlement, except that it took more than two parties to make
aring. If A, B and C were brought together and transac-
tions reduced to some common price basis, each could pay
the other the difference between the ring price! and the
original trading price. For instance, if A had sold to B,
BtoC, CtoD,DtoE, EtoF and F to A and the facts
were known, transactions could be cancelled and differ-
ences paid as shown in the following statement:

Purchase Sale

A
From F at Rs. 200: 100 bales To B at Rs. 205: 100 boles
To be claimed Rs. 250

B
From A at Rs. 205: 100 bales To C at Rs. 203: 100 bales

To be paid Rs. 100

C
From B at Rs. 203: 100 bales To D at Rs. 210: 100 bales
To be claimed Rs. 350

The price for 'ring' was 1030 am. price as published by the
exchange and printed on the tape every day." W. H. Hubbard:
Cotton and the Cotton Market: p.263.
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D
From C a Rs. 210: 100 bales To E at Rs. 206: 100 bales
To_be paid Rs. 200
E

From D at Rs. 206: 100 bales To F at Rs. 206: 100 bales

F
From E a Rs. 206: 100 bales To A at Rs. 200: 100 bales
To be paid Rs. 300

From the above table it will be noticed that under any
circumstances, the losses would equal gains when the
accounts of all the members of aring are considered. Thus,
the method of clearing contracts which could not be offset
by direct settlement or pass-out was accomplished through
the formation of aring. What the ring settlement system
implied was that those having net losses should pay to
those having net profits. The ring might contain a large
number of dealers, and balances might be settled b% means
of a few payments involving small amounts. In this way
a number of transactions could be cleared. It gave some
advantages over the direct or pass-out method of settle-
ment in the sense that a number of traders could wipe out
their dead accounts long before maturity of the futures
contract. In addition to this, they could effect an enor-
mous saving in the financial requirements of a particular
party which might otherwise be needed to settle the tran-
sactions. However, the method was not free from short-
comings. The principal limitations to the ring settlement
szstem were: (1) the proportion of contracts liquidated by
this method was small compared to the volume of out-
standing contracts. (2) The quantity which could be rung
out was limited by the smallest amount bought and sold
by any party in the ring. (3) The last buyer must have
sold to none but the first seller to complete the ring. (4)
The process of determining the presence of a ring was not
an task. If one of the parties to a ring was absent,
it would be difficult to form it. All parties must be will-
ing to co-operate and ready to compare their books. Thus,
it Is obvious that even the ringing out method of clearing
was found both cumbersome and inadequate.

Taking all these old methods of clearing a futures con-
tract, it may be noted that they could be put into practice
without the aid of a clearing house. They were much
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more simple than those of the present day. These methods
were voluntary in nature and a mutual agreement or
arrangement for their operation was all that was neces
sary. While they were haphazard and incomplete they
were a vast improvement over the old system of waiting
till maturity.

2. DEVISING OF A CLEARING MACHINERY

As trading on the futures markets assumed an ever-
increasing magnitude, the necessity of a clearing house
was realised. As the volume of trade increased and the
number of traders multiplied, these methods were ren-
dered less and less satisfactory. The principle of a clear-
ing house then employed by the banks in their relation
with each other naturally suggested itself as a solution of
the traubles.

Liverpool: For the rapid settlement of transactions in
futures between members of the Liverpool cotton market,
a system of working known as 'cotton clearing house' was
first devised in the year 1876 in Liverpool. It enabled the
diverse transactions outstanding between individuals to
be offset as far as possible and a final settlement produced
with a minimum payment of cash by one to the other. In
1878, a cotton bank was established to do away with cash
payments and to afford facilities for the settlement of
transactions on the spot market. The next step was the
introduction of periodical settlements. There was a strong
opposition from the trade against this new device. People
were afraid it would interfere with the course of legitimate
trade. They accordingly voted against every settlement
scheme brought forward. The objections against the re-
form, however, lost influence with the general body of
merchants and brokers, after the shocking state of affairs
disclosed by the 'Ranger failure' at the end of 1882. Those
who objected to the system began to realise that it did not
come in their way at all. In 1882, a section of the brokers
formed a settlement association which was amalgamated
with the Liverpool cotton association in 1884 and the
system became universal.®

New York: Ring settlements and other methods became
intolerably objectionable in New York. Therefore, the

!S. J. Chapman: The Lancashire Cotton Industry, p.132.
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exchange formed a clearing organisation in 1896. They
made arrangements with the Corn Exchange Bank to run
a clearing house for the money involvedinall settlements.’
As only the monetary differences were cleared and not the
actual commodity by this arran%ement the system was
regarded as imperfect. Hence, there was a widespread
demand for innovation in this direction. A committee was
appointed in 1914 which worked out the details and a bet-
ter system was inaugurated in the spring of 1915 under
the style of the 'New York Cotton Exchange Clearing
Association.'

Bombay: When England and America adopted the com-
plete system of clearing, futures trading in India still
lagged behind in this particular aspect. Conditions in
Bombay were primitive when there was no clearing house.
Generally, there were two clearings in a year, negotiated
in terms of cash only." In the absence of the modern me-
thods of clearing the risk was often carried by the parties
six months and sometimes even longer. Though the clear-
ing house scheme for the settlement of contracts for future
delivery was put on a working basis by the Bombay Cot-
ton Trade Association in the beginning of the year 1888,
it was practically never tested.* The Bombay Cotton Ex-
change had as one of their aims and objects to establish,
regulate and maintain a clearing house® But this was
aso never put into practice. In 1917, the market was in-
volved in a crisis. The long period of principal settlements
mainly rendered possible the occurrence of this crisis.
The remoteness in the time of settlement led speculation
to an extent which was not necessarily correlated in an
way to the resources of the parties. It was generally felt
that the institution of a settlement of differences at fre-
guent periods should go a long way in removing the risk
and establishing sound as well as healthy conditions in
the Bombay market. But a number of brokers and mer-
chants, particularly those of the more old fashioned type

1Year Book: New York Cotton Exchange, 1927-28, p.23.

’The pre-ponderate volume of business was in the April/May
contract —Personal investigation.

®Reportof the Bombay Chamber of Commerce: 1888, p.60.

*Memorandum of Association of the Bombay Cotton Exchange,
1893é p.3(0).

Personal discussion.
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regarded with abhorrence any movement designed to in-
troduce new methods into the cotton market. Much the
same kind of reasoning actuated other opponents of the
reform who maintained that the adoption of settlements
would increase and intensify the bad features such as cor-
ners in the market. One plausible argument urged against
the introduction of a clearing house in this country was
that merchants in India, compared with those in various
places in Europe and America where clearing houses' exist-
ed, were ﬁoor. It was pointed out to these people that so
long as their business was genuine, it could still be con-
ducted with better safety and more security under the
systems of a clearing house and periodical ~ settlements.*
In the meantime, the Mackenna Committee appointed by
the Government of India in 1917 gave due weight to the
system of clearings and recommended the establishment
of a complete system of a cotton clearing house for settle-
ments, at least weekly.= Accordingly a complete system
of a clearing house with periodical settlements was intro-
duced in 1918 that is, 43 years after the starting in 1875
of the first association to regulate the cotton trade of
Bombay.

Karachi: There was no clearing house in Karachi and
the trade followed the old methods of settlement.® It was
onI(?/ during 1929, that the Karachi joint cotton committee
undertook to clear the delivery orders on behalf of mem-
bers. The committee then considered a proposal for
undertaking clearing of payments arising out of periodical
settlement of contracts on the same lines as in Bombay.
In 1930, they took steps towards the introduction of perio-
dical settlements.' Still they have no complete system of
a modern clearing house.  In 1933 they established a
modern clearing house which functions at present under
the auspices of the Karachi Cotton Association.

The position in the rest of the Indian Cotton futures mar-
kets is that though their Articles of Association provide

Sir Purshotamdas Thakurdas: Bombay Legislative Council
Debates: 1918, p.980.

’Report of the Indian Cotton Committee, 1919, p.210.

3'The settlement rates were fixed by the Panchayat'.—Personal
investigation.

*Report of the Karachi Joint Cotton Committee for the periods
1927-31.
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for the establishment of a clearing house, at present none
of them has one. They follow old methods of clearing. A
SP]/stem of periodical settlement is officially recognised by
the respective bodies. An instance of one market repre-
senting the rest may be taken. Members of Shri Mahajan
Association at Bombay settle their contracts on every
Monday at the price fixed by the committee on the pre-
ceding Saturday and pay or receive the differences. This
presents a very interesting scene to witness. They form
the rings and ring out their transactions first by checking
each other's list, then by paying or receiving differences.
For this pu&pose, they have to accommodate by keeping
cash on hand or giving a bearer's cheque on any first class
bank for all the debit items though it may be that they
have to receive a certain sum from someone and pay a
certain amount to someone else. The authorities in case
of default do what they can for the loss, if any, sustained
by the member.

3. CLEARING HOUSE

Instead of forming rings or making direct settlements
all transactions in the leading markets of the world are
now Bmd through the clearing house as an intermediary.
Members no longer deal directly with one another after
the transactions across the ring have been made and con-
tract slips exchanged or confirmed. Instead, they deal
with the clearing house.

Its Importance: Since the leading futures markets have
grown to huge dimensions and products are sold again
and again, they have introduced a complete machinery of
a clearing house through which purchases and saes by the
members are cancelled against one another as far as Of)os-
sible and only differences are paid and received or deli-
veries effected. Without a clearing house, it is impossible
to carry out such a large number of transactions. It acts
as a central clearing agency for members and becomes a
central office where each member can settle his transac-
tions and clear the differences caused by changes in prices.
With regard to utility and economic Importance, it may
be said that the adoption is a proof of its use. Its utility
to the trade lies in saving time, trouble, and energy as
well as limiting the risks. Today, a clearing house Is re-
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garded as the hub of financial dealings between members.*
Debits or credits due to and from many parties are paid
or received from the clearing house by a member. All
members deal likewise with this institution and the net
result is that each firm settles its differences with the
other separately for many small balances. Its real im-
ﬁortance lies in the convenience it gives in facilitating the

andling of the immense volume of transactions on the
exchange and in securing to the trade an efficient, econo-
nlwicaledand safe method of keeping all futures contracts
cleared.

Purpose: In order to facilitate the settlement of con-
tracts, simplify the passing over of delivery and lessen the
financial risks, a clearing house has been established. It
also affords facilities for the offset of transactions and set-
tIin% of differences. For this purpose, it has been provid-
ed that all clearing members would file their reports or
statements showing the net long or short position with
the clearing house which has a right to refuse or accept
any contract for clearance. Upon acceptance, all contracts
made between members are deemed to have been assum-
ed bly the clearing house and its position becomes that of
a seller to every buyer and a buyer to every seller.

Position: A clearing house is technically a part of the
exchange but for practical purposes it is a separate and
in most cases, an independent organisation. In cases
where it is not independent, it functions in conjunction
with the exchange as a distinct entity. Since it is organis-
ed by the members of the exchanges for their use only,
it is composed exclusively of these people who are known
as clearing members. The transactions which the non-
clearing house members made are cleared for them at a
small charge by a clearing house member. The provisions

~'A cotton clearing house is often compared with a bank clear-
mg_ house. But there is a fundamental difference between the two
which may be noted and appreciated here. In the latter case,
what is involved is the ownersth of money, the value of which
remains usually fixed. Hence, only the balance is payable to each
member bank ‘whereas, in the former case, its operation is com-
plicated by the fact that clearings involve transfer of ownership
of contracts of fluctuating values and upon the acceptance by the
clearing house of transactions in futures the identity of the origi-
nal buyer or seller is lost.
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of the bye-laws of the clearing house are for the use and
purpose of only its members against one another and none
of them provides anything that would recognise the res-
ponsibility of the clearing house to non-members. The
position of a non-member is precarious, since he has no
protection against loss through the failure of his own
agent. As the clearing house does not provide for the cus-
tomers' protection, the probable remedy for them is to
make the selection of a financially sound agent to safe-
guard their interests.

An important question may be asked at this
oint, namely, what assurance does the clearing
ouse give that its member will always make good on the
excess or open contracts which are not cancelled on a par-
ticular settlement? Such contracts remain open until
opposite transactions are made or delivery effected. Since
contracts often remain open for a number of days, weeks
and even months, it is possible to have wide fluctuations
which might offset the solvency of an agent. To safeguard
against such a contingency, most of the American cléarinq
houses insist on the provision of an adequate protection.
The purpose is that the assigned or pledged property acts
as a guarantee for the performance of the contracts of
the broker. Secondly, an elaborate system of margins is
used, not only for the sake of protection but also to facili-
tate cancellation of transactions made for the same deli-
very period. There is nothing of this kind in our coun-
try. Consequently, when there are wide fluctuations, the
operators have to bear the burden. For example, at the
outbreak of the War in September, 1939, prices jumped so
suddenly that many big parties could not meet liabilities
and had to settle accounts mutually.? It therefore follows
that the introduction of a deposit system with a view to

'Ref. to Rules and Bye-laws of the New York and Ner Orleans
Cotton Exchanges.

2The market heaved a sigh of relief at night when it learnt
that the settlement had passed off smoothly. The total amount
paid by bears on account of the settlement is estimated to be in
the neighbourhood of Rs. 80,00,000 out of which Rs. 20,00,000 is
believed to have been paid by one party alone, while three parties
settled their accounts with the consent of their creditors." The
Times of India: 16th September 1939.
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ensuring payments by members on account of liabilities
resulting from wide fluctuations is long overdue and badly
needed by the trade. Secondly the adoption of the mar-

gin system should also go a long way in improving the
situation.

Management: A clearing house is under the management
of a committee named "the clearing house committee.” In
the case of Bombay, it is composed of at least five mem-
bers. The clearing house has its own set of officials and
regulations. But the point is whether the clearing house
committee should be appointed by the Board or elected
annually by the general body in accordance with the rules.
In Liverpool, this committee is annually elected by the
general body while in Bombay it is appointed by the Board.
In Liverpool, the general body enjoys the real powers while
in Bombay the Board is solely responsible for its manage-
ment and the general body is made subordinate to the
Board. In the latter case, the Board has some scope for
mischief in connection with the work of the clearing
house. Personal influence might play its part and tend
to be far from fair and just. In Liverpool, this committee
is entrusted with the powers to make regulations for the
carrying out of the purposes for which the clearing house
is maintained. In Bombay this power of making regula-
tions rests with the Board and the committee is responsi-
ble for the management of and the decisions (subject to
the right of appeal to the Board) of disputes arising out of
its working. Thus, in the former case, the committee has
vast powers while in the latter, it has none. In view of
this, it seems desirable that the committee in Bombay
should be annually elected by the general body and not
by the Board. The members will then like to be honest

and just without being afraid of the Board or seeking any
favour from the Directors.

4. FUNCTIONS OF A CLEARING HOUSE.

A modern clearing house performs the following prin-
cipal functions: (1) To assume the liability or rights as
against each member on all open contracts by substitut-
ing the clearing house as the seller of all bought contracts
and the buyer of all sold contracts. (2) To clear money
values of differences. (3) To clear the contracts. (4) To
keep a record of all the registered contracts. (5) To fix



96 FUTURES TRADI NG AND MARKETS | N COTTON

settlement prices. (6) To fix, in the case of periodical set-
tlements, settlement dates, etc. (7) To supervise and direct
the maklng of deliveries. (8) To guarantee, in a measure,
against loss. (9) To see that each member maintains the
proper margin deposits and (10) to pay the Government
taxes on futures transactions. In America, the last two
functions are a matter of administrative convenience. In
India, the dues to the association from the members are
received and any claims or liabilities of members to each
other in respect of cotton business are aso adjusted by
the clearing house. In Liverpool, the clearing house per-
forms all work connected with the cotton transactions. The
remaining functions from 1 to 7 may conveniently be
divided into two groups: (a) To clear monetary differences
on closed transactions and (b) to clear actual cotton ten-
dered, passing through several parties.

() Settlement Terms: So far as the settlement terms
are concerned, they refer to what are generally called 'set-
tlement prices' and 'settlement days. This appears to be
the most important of all the functions of a clearing house.
Under the system of settlement terms all that is at stake
between the parties to a contract is the difference which
the prices of futures may show in the settlement period;
whereas, under the system of settlement only by delivery,
the whole difference’in price arising between the price of
futures and its ringing out is at stake. Settlement terms
then are periodic tests of the solvency of the operators,
who deal in futures contracts. They afford a guarantee
that bankruptcy shall be discovered before deficits have
become dangerously large. For instance, the figures of
Bombay business are estimated approximately at Rs. 2
crores.” This figure gives an idea of the dimensions of
trade in Bombay and the importance of the settlement
terms.

The next point is the question of period for which set-
tlement should be deferred. It is effected daily, weekly
and even fortnightly. On the American cotton exchanges,

"The amount deared on 30th Nov 1924, amounted to .a
crore and e|ghty e|ght lakhs of r EG% the highest on record in
Bombaé/ Pamph ef’'isued by the A., March 1938, Se dw

Appendix A
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daily settlements are effected. In Liverpool, at first, they
provided for fortnightly settlement but afterwards resort-
ed to weekly WhICh is now customary between members.
In India, Bombay' and Karachi have fortnightly settle-
ments while the Mahajan Associations of Bombay and
Surat prefer to have weekly and in Ahmedabad, both
fortnightly and weekly. Under weekly or fortnightly set-
tlement, all outstanding contracts are reduced to weekly
or fortnightly settlement prices and the differences are
paid or received every week or fortnight. The settlement
prices are struck by the committees at 11 am. on each
Monday in Liverpool and at 1 p.m. of each settlement day
twice in a month in Bombay.? The decisions of the com-
mittee or Board fixing the settlement prices are not open
to question. Only the net long or short contracts for deli-
very in each are carried forward at the settlement prices.
All other contracts are deemed to be closed and must be
rung out. Under the settlement terms each settlement on
behalf of an individual member cannot affect those con-
tracts in which delivery is contemplated by either party
and it is in this connection that the clearing house per-
forms one of its most important functions. The object of
this daily, weekly or fortnightly settlement is obviously to
limit the risk of both buyer and seller to the limits of a
day, week or two weeks' fluctuations. Whatever is paid
or received now by way of daily, weekly or fortnightly
settlement is to be adjusted at the end of the life of a
contract. Thus, the general principle underlying the sys-
tem of clearing is one of partial payment pending final
delivery and final settling up.

With regard to the period of settlement, it is argued that
the daily settlement system is not at all adapted to the
needs of the Liverpool and Bombay markets with their (1)
system of brokers and jobbers and (ii) members' habit of
doing business generally on credit and not on cash terms.
Moreover, their respective associations have got rules pro-
viding for abnormal situations or strange circumstances.
They, therefore, do not favour daily settlement. On the
other hand, it is pointed out that the American system of
daily settlement as contrasted with the postponement of

V|de Appendix A. .
~ “In Bombay and Karachi the¥ issue an annual calendar show-
ing the days of settlement and other necessary particulars.
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settlement for a week or two under the Liverpool or Bom-
bay systems, serves as a precautionary restriction upon
members against incurring excessive IiabilitK. Balancing
these arguments against each other, we find that the daiIL/
settlement system is highly desirable in view of the ris
End amount involved In trading upon the futures mar-
ets.

The case for Bombay is still peculiar in that it fol-
lows Liverpool in almost every respect except in the set-
tlement period. Some of the members of the E.I.C.A. are
of the opinion that there is a big difference between the
circumstances current in Liverpool and those in Bombay.
It may however be stated that there can hardly be any
sort of difference in the circumstances between these two
markets in face of the fact that the risk and amounts in-
volved in trading upon a futures market which may be
either Bombay or Liverpool or any such big and important
market are of the same magnitude. Hence, we are led to
conclude that the sooner our market shortens the period
of settlement the better for the trade in general.’

(b) Settlement by deliveries: With regard to deliveries
of cotton, etc., there are various ways of doing this on an
organised market. It may be recalled that most of the
futures contracts are settled without actual delivery or
spot cotton. It is very easy to transfer obligations on
futures by offset, so that delivery will most probably be
made to a different buyer from the one upon whose order
a contract was originally executed. It isin connectionwith
deliveries that the clearing "house performs its other im-
portant function. It brings together the first seller and
the last buyer by eliminating the intermediaries connected
with one another by a number of contracts.

Transferable Notice: One of the delivery methods of set-
tling a contract and clearing the accounts is known as
‘settlement by passing of transferable notices. The trans-
ferable notice is a form issued by a member who wishes
to make delivery of cotton thereon. When a clearing house
receives it, it ascertains from its books the names of the

arties who have bought that particular position of a
utures contract and passes the same among them. A
member who does not intend to take delivery of cotton

Personal interviews.
VideAppendix A.
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will, as soon as the notice is received, sell the contract and
immediately deliver it to the buyer. The purpose of this
notice is two-fold: (a) To serve notice upon the buyer that
the seller is ready to make delivery upon his contract and
(b) to use it in place of Railway or Warehouse receipts in
the settlement of outstanding contracts. It may clear a
score of outstanding transactions and is ultimately placed
in the hands of a buyer who has not sold. A member who
is long or has bought a contract may settle it without re-
ceiving cotton even after the receipt of the notice of deli-
very. In order to make more effective the transferability
of obligations under futures contracts, the notice of deli-
very is also made transferable. In this way, the passing
of a delivery notice forms a basis of contract settlement
similar to that involved in the ring settlement or the pro-
cess of clearing.

Delivery: In spite of the existence of all these methods,
if a man wants to deliver or receive cotton against a futures
contract, he has every right to do so. This, when effected,
is known as the 'delivery method of settlement'. Under
it, a futures contract is settled by actually tendering and
receiving cotton. Of course, the parties making or taking
delivery will be the original seller and thelast buyer. The
original purchaser and all other intermediaries will be
dropped out. When actual delivery takes place, the notice
in its statement of conditions of settlement does not name
the price stipulated in the original contract. It names the
settlement price which is fixed by the clearing house com-
mittee and final payment is made at a price varying by
grade and staple in accordance with the prevailing system
of differences. The settlement price is merely used as a
convenience pending final adjustments at the end of deli-
veries; The total amount paid and received for the cotton
delivered equals the amount stipulated in the original con-
tract. The seller receives the original contract price, part-
ly in the form of final price at which cotton is billed on
delivery and partly in differences received or paid in
clearings. The buyer likewise pays an equivalent of his
original contract price in the form of the final settlement
price plus or minus previous settlements. In the same
way, a client making or taking delivery, pays or receives
the specified original contract price. If his transactions



100 FUTURES TRADI NG AND MARKETS I N COTTON

went against him he has paid losses largely Brior to the
date of delivery. When payment is received by the seller
and the cotton delivered to the buyer, the contract is said
to be closed. Rules regarding delivery must be observed
otherwise, the party will be liable to penalty.

Position of a Non-Member: Since contracts can only be
held between members who are liable to each other for
all payments of differences due, non-members have no
concern whatsoever with the clearing house. The position
of a member therefore is a dual one, i.e. he is a principal
to the clearing house and an agent to the customers. A
non-member buying or selling through a member and
wishing to get out of the market has only to ask his agent
to enter into an opposite transaction of an equal amount
of the same contract. When this is done, the agent ren-
ders the customer a statement showing the number of con-
tracts bought and sold, the prices, the commission and the
resultant gain or loss. The client deals only with his agent
and his position therefore is determined entirely by him-
self.  The member, on the other hand, deals with many
other members and probably for several clients, some of
whom may be long and some short of the market. The
agent is liable to his clients to the extent of making sure
that each member carries out his obligations. He is aso

ersonally responsible for making good to a client any
oss caused by the failure of other clients or members. It
is, therefore, of paramount importance that a non-member
should offset his closed contracts and settle the differences
as often as he can with thé agent. The clearing member
occasionally inquires of his customer whether he wants
to settle the contracts or carry them forward. When the
maturity date approaches, he requests the client for in-
structions regarding liquidation of holdings of the near
month. In the absence of such instructions he reserves
the right either to liquidate long contracts or to accept
actual delivery at the account and risk of the client. Op-
posite is the case with regard to short contracts, i.e. the
client has to give definite instructions on the day before
the last trading day.

5. CLEARING PROCESS
The actual clearing process followed on the Indian
markets particularly on the East India Cotton Association.
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and the Karachi Cotton Association, both from the point
of view of a member and a clearing house is described
below.! The day on which members submit their balance
sheets to the clearing house is known as the 'Settlement
Day', and the rate fixed on the clearing date is known as
'Settlement Rate'. First of all, members calculate the
difference between the contract price and the settlement
rate. They then exchange 'statements' and compare each
other's accounts so that no error may be left. This is
done not later than 12 noon on the day immediately pre-
ceding settlement day. Members hand over 'Vouchers
showing the sums claimed to the parties from whom
money Is due on settlement. Such a voucher is an autho-
ritative document in the nature of a cheque drawn on
the clearing house which is presented by the receiver to
the clearing house. The voucher received for .sums to be
claimed accompany the 'Balance Sheet' which is prepared
and sent to the clearing hogse at the hour fixed by the
Board on a settlement day.” A member whose balance
sheet shows a debit balance Pays into 'S accounts with
the  Imperial Bank o India, the amount
due from him. A member whose balance
sheet shows a credit balance is ﬁaid on the next day the
sum due to him by the clearing house. In preparing these
accounts, interest is allowed up to the due date of delivery
at the rate of 4%% per annum calculated on the aggre-
gate sum® due on each contract. A member who for any
reason fails to pay the difference when due, is treated as
having failed to meet his liabilities. The Board on receipt
of such a report investigates the circumstances of the case
and if it finds the failure proved, the member is suspend-
ed from all rights of membership. Any member who has
thus failed may be re-instated at the option of the Board
if it findsthat the party has subsequently made an honour-
able settlement with his creditors.

'The description is based on the Bye-laws relating to the
clearing house of the respective bodies.

’Member handing in after the hour so fixed is charged late
fee at the rate of rupee one per hour.

*To facilitate payments, pies and annas are eliminated, i.e. a
sum less than 8 annas is ignored while 8 annas and more are treat-
ed as a rupee.
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The clearin? house after receiving all balance sheets and
vouchers verifies their accuracy by means of a running,
number. Al items (credit and debit) showing the total
amount and the number of bales are checked. For every
mistake reported, the party has to ng/ a fine of rupee one.
The balance sheets are alphabetically arranged in two
groups showing (1) all debit accounts and (2) all credit
accounts. Finally, a settlement is made showing grand
totals for both sides. In the case of default on the part
of a member the Board fixes the clearing rate to close his
outstanding contracts and the accounts are adjusted ac-
cordingly. Thus, the parties are made to suffer the least.

Actual delivery takes place during the delivery month.
The delivery days are known as Tender days. On these
days, members have to send a comﬁlete list of their out-
standing contracts to the clearing house for information.
This list is called the 'Instruction form'. Contracts enter-
ed therein are in units of 50 bales. This form is in the
nature of a balance sheet and shows the member's stand-
ing business. If the business is square, he has no need to
receive or tender cotton. Any member desiring to tender
cotton against a contract has to send particulars on an
‘official delivery order form."* The name of the last buyer
is ascertained by the clearing house and entered in the
form. It gives such tender a registered number and enters
in the delivery order the difference in value between the
standard basis of the contract and the particular descrip-
tion of cotton tendered. The delivery order received from
the first seller is then passed by the clearing house and
when this has been completed, it hands over to the buyer
whose name appears to be the last thereon and who is
known as a 'last buyer'. The order is stamped with the
official stamp and is known as the 'Pakka Delivery Order'.
A tender fee of annas eight is charged for every tender
passed on in this manner. The last buyer makes neces
sary arrangements with regard to sampling, arbitration
and weighing. He is usually not permitted to re-tender-

~ This form specifies. (a) The contract price or the settlement
price, if any, (b) The marks and descriptions of the cotton to be
tendered, (C) The standard under which'it is to be surve%/ed,. (d)
The .iartha or the godown in which the cotton is lying at the time,,
(e) The date of declaration and (f) The names of the seller and
his intermediate buyer.
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the delivery order received. For the purposes of adjusting
accounts between intermediate parties the standard weight
of a bale is taken as 3% cwts. net or 392 Ibs. If the last
buyer is posted as the defaulter, his immediate seller be-
comes the last buyer with all obligations. No withdrawal
of any tender under a futures contract is allowed. If a
seller fails to tender, the buyer 'invoices the contract
back™ at the spot rate of cotton contracted for plus a mini-
mum penalty of Rs. 25/- per candy of 784 Ibs.

6. ADVANTAGES AND OBJECTIONS

Advantages of a Clearing House: The development of
clearing houses on different exchanges has greatly simpli-
fied the work of handling contracts and added to the sarety
of futures. Undoubtedly, a clearing organisation facili-
tates settlement of monetary differences and clears the
contracts bi; ultimately dpassing over the actual delivery
to the last buyer. In addition to this, it effects economies
in volume and amounts of cheques and drafts. A mem-
ber has to pay only the net balance of money instead of
first paying in full his debit and subsequently receiving
credits. A modern complete system of a clearing house
is far in advance of those mutual and voluntary clear-
ances. It saves and limits risks. It acts as a bank and
serves as a safeguard to the trade. It rapidly brings dif-
ferent parties together and at once detects a weak one.
It clears all business passed between members in a short
time at less ecI)ense by assuming the position of a seller
to a buyer and vice versa. A member has not to go in
search of the other para?/ Business is carried on most
expeditiously, economic a?/ and safely through the agency
of the clearing house. fords all facilities for off-setting
and settling immediate dlfferenceﬁ on closed contracts and
safeguards the interests of members against each other.
It is designed for the convenient, quick and economic
handling of transactions. In short, without such a system,
futures trading cannot be maintained beyond a small frac-
tion of its present proportions.

'The expression 'invoice back' means that when a tender is
rejected by the buyer, he instead of buying on account of the
seller accepts the spot rate of the day and pays or receives the
difference between the spot rate and the rate given in the deli-
very order.
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Objections Against a Clearing House: At times, com-
plaints are received against the system. It is said that
the clearing house is entirely responsible for the various
troubles that now-a-days crop up on the futures markets.!
Speculation has increased to a considerable extent since
its inception, and weak traders can easily operate on limit-
ed capital. It does not offer any protection to the cus
tomer. Further, it does not extend credit to any member,
while under the old systems, mutual financial arrange-
ments could be made. In those days the parties knew
each other and could secure credit from friends and those
having confidence in the financial strength of the debtor.
The old methods were simple and not intricate as those
of the present day.

Conclusion: In conclusion, it can be said that the advan-
tages gained in efficiency and fairness far outweigh the
objections raised. It may be admitted that the old systems
gave credit, but it cannot be ignored that the present one
effects a considerable saving in banking accommodation
and in the use of credit. No doubt, the system offers faci-
lities for speculation as distinct from dealing in actual
cotton, but it has to be borpe in mind that it checks wild
gambling by weak dealers’ who were dangerous to the
cotton market before the present system of clearing house
was introduced.

personal interviews.

statement (supplied by the clearing house, E.I.C.A.,) showing
the number of defaulters and the amount involved since the intro-
duction of the clearing house.

Voo Apmrto o B
Year cnare . Rs. | Yer Defaulters. _Rs
TS, {oo0] [000]

1918-19 2 not available 1930-31 1 11.8
1919-20 10 1931-32 1 103
1920-21 9 " 1932-33 — —
1921-22 7 ’ 1933-34 1 52
1922-23 16 1390.9 1934-35 1 245
1923-24 2 29.1 1935-36 1 33
1924-25 2 77 1936-37 — —
1925-26 2 47.6 1937-38 1 93.2
1926-27 8 190-0 1938-39 — —
1927-28 9 835.2 1939-40 1 87.2
1928-29 3 68.2 1940-41 — —
1929-30 5 212.8
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CHAPTER VI |
HEDGING: PRINCIPLES AND PRACTICE

ONE of the chief functions of a futures market is to provide
facilities to shift risks incidental to our roundabout
methods of production and distribution.  Cotton dealers
buy during one season of the year and sell during the
other. During this interval of time large changes in the
level of prices frequently take place. It is with a view
to avoiding the risk involved in these changes that a
futures market is mostly availed of. The degree of pro-
tection, however, depends on the amount and proportion of
losses that may be offset by the use of futures as a hedge.
We propose to deal in the first place with the principles and
practice of hedging in this chapter and then to examine
some of the special problems of hedging in India in the
following chapter.

1. THEORY OF HEDGING.

A trader buys in the producer's market and sells in the
consumer's. His object is to secure the profit arising from
differences prevailing between two market prices. This
difference, under normal circumstances remains constant
and constitutes a reward for the services of middlemen.

Definition: Hedging is a method employed by various
interests dealing in an actual commodity such as, growers,
dealers, merchants, importers, exporters, factory-owners
and spinners, to protect themselves against losses which
might result from price fluctuations. For instance, suppose
a grower in India who hopes to get in March or April 50
bales of actual cotton from his field, sells 50 bales on the
Bombay futures market. This transaction is a sort of
covering one which is commonly known in the cotton trade
as hedging' against his anticipated produce. Similarly,
when a mill has got unsold yarn or cloth, and it sells equal
guantity in a futures market to avoid risk of ﬁrice fluctua-
tions it will be called a hedging operation. Thus, the term
'hedging’ denotes activity I1n a futures market by the
dealers in spot market to protect themselves against price
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changes. The word ‘hedging’ may then be defined as a
purchase or sale for future delivery intended to offset and
thereby protect a transaction in spot, e.g. suppose an Indian
shipper who has bought cotton in mofussil in March, sells
Broach April/May futures contract to approximately the
same amount, and if the price of the Broach cotton falls
in the month of April he will lose from this decline on his
spot transaction, but his loss will be offset to a major ex-
tent by his sdes of the futures contract which has aso
now gone down. A hedge transaction is therefore a simul-
taneous purchase and sale in two markets—spot and
futures—which are expected to behave in such a way that
any loss realised in one may be offset by an equivalent
gain in the other.!

The principle of hedging is based on the idea that there
is an existing risk due to unexpected price movements ulti-
mately resulting in a loss on a spot deal. Such risk is
offset or hedged by setting up another transaction in a
futures market in the opposite direction. This subsequent
operation is nothing but a counterpart of the first already
made in a spot market and the risk that exists in the
actual handling of the commodity is thus covered or hedg-
ed. For instance, when our merchants buy 100 bales of
ready cotton either in an upcountry or a spot market they
sell ‘an equal amount on the Bombay futures market,” and
when they dispose of the 100 bales as a spot sale they buy
back the same amount of futures. Similarly, a spinner
may purchase futures concurrently with the sale of goods
or he may in the same manner sell futures with the pur-
chase of cotton. A dealer thus makes two equal and oppo-
site transactions in two different markets, using, a spot
rr]n:z\]lrk_et for merchandising purposes and a futures one for

edging.

Icf.  "Hedging may be defined as the practice of making two
contracts at about the same time of an opposite corresponding
nature, the one in the actual trade and the other in the specula-
tive market." S. S. Hubbner: The Stock Market: 1934, p.62.

>There are two types of hedging transactions: (a) hedging sale
and (b) hedging purchase. When cotton is bought in upcountry
an equivalent sale of futures is made; the transaction is called a
hedging sale. Similarly, when spot cotton or cotton goods is sold
in advance and an equivalent purchase of futures is made; the
transaction is called a hedging purchase.
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Assumption of a Normal Spread: Hedging is done on
the assumption that prices of spot and futures contracts
will move up and down together. There is some relation-
ship between the prices of spot and futures contracts re-
sulting from the individual situations in the two markets
and it is known as a 'Normal Spread' between spot and
futures prices. Every hedger either in India or abroad
has to take this normal spread into account and base his
operations accordingly. It is aso assumed that as the
transactions are in the opposite sides of the market, the
decline or advance of one will be compensated by a cor-
responding fluctuation in the other. Hedging thus as
sumes the existence of a nearly parallel movement in spot
and futures prices. If such behaviour follows, a perfect
hedge has been effected. But such is not the case. The
degree to which this safeguard applies is limited. In fact,
there always occurs some difference in their movements.

In so far as the major price movement is concerned this
assumption may however be taken as substantially accu-
rate because spot and futures prices are governed by the
same broad factors of supply and demand. Interdepend-
ent as these prices are, under normal conditions, they
tend to move together. A rise in prices of spot cotton in
relation to those of futures by an amount equal to the
cost of carrying spot cotton is normally expected. The
question is whether the normal relationship or normal
spread between the two prices is maintained throughout
till the hedging operation is accomplished. Changes in
the relative supply and demand situations in the two mar-
kets bring about irregular variations in their normal
spread. Perfect protection is only provided when the
prices of different qualities of cotton move parallel to the
price of the basic grade adopted for futures contract. If
they do not, the hedger is still subject, in a minor degree,
to the risks of price movements. For instance, if a spinner
in India wishes to guarantee himself the supply of the
Pun jab/American cotton for future delivery, he will buy
the Broach April/May futures contract as a hedge, but if
the price of the Pun jab/American cotton rises to a greater
degree than that of the Broach futures, his loss will then
consist of the extent to which the prices of the two types
of cotton have got out of 'normal spread' or line. The fact
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that this normal relationship may not prevail adds an ele-
ment of risk to hedging operations. If the spot and futures
markets were always moving together or if the price rela-
tionship between the different grades of cotton remained
constant, hedging would be an operation giving highly
desirable results. The hedge under the prevalence of nor-
mal spread, of course, tends to eliminate speculative losses
arising from variations in major movements or general
level of cotton prices, and leave commercial returns more
or less untouched. It is certain that on an average, dur-
ing a single season this relationship remains sufficiently
constant to make hedging of great value, for, the spot and
future prices do move together with considerable regular-
ity.! But when the normal spread is disturbed the pro-
tection offered by hedging becomes imperfect. Not only
the normal relationship between spot and futures prices
alters, but the price relationship between grades of cotton
also undergoes a vast change between the time when the
hedge is placed and the time when it is lifted up. The rea-
sons explaining the occurrence of a disturbance in the

Table* showing monthly average of prices of Hedge Con-
tracts and Spot Rates: 1938-39. (In Rs. per candy of 784 Ibs.)

BENGAL BROACH OOMRA
MONTH Hedge Cont.  Spot Rts. Hedge Cont.  Spot Rts. Hedge Cont. %)ot Rts
Dec.-Jan. F. G April-May F. G. Dec-Jan. inea
Bengals. Broach. Oomr
1938 1939 1939 1939
Sept. 115 154 142 137 * oo
Oct. 117 L 154 138
Nov. 120 122 158 Ve 144 150
Dec. 121 123 158 cen 146 150
1939
Jan. 121 123 157 van 146 147
Feb.. e 118 151 151 . 142
Mar. van 119 154 155 . 143
1940 1940 1940
April 114 116 150 155 135 143
May 118 124 154 168 141 160
June 120 126 159 170 145 160
July 117 123 153 158 142 14
August 120 125 155 160 146 154

*Compiled from the Bombay Cotton Annual.
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normal spread will be set forth in the following section.
It is sufficient to note at present that if any definite spread
or price relationship between the markets appears with
great frequency and permanence, the hedger Is relatively
safe in assuming that the two prices will fluctuate in uni-
son and may operate with confidence.

Benefits: Hedging is practised for two main advantages:
(1) to secure an insurance against price hazards and (2)
to facilitate the financing of market operations. It goes
without saying that if protection against an adverse move-
ment of prices is to be secured, it cannot be obtained with-
out giving up the profit likely to result from a favourable
movement. In other words, the hedger foregoes the chance
of gain through price fluctuations in his favour in order
to Insure himself against loss when such movements go
against him. The possibility of having to forego specula-
tive profit in this way is to be regarded as a premium on
an insurance secured through a hedge which guarantees
the hedger against speculative loss. The difference bet-
ween a trader who follows the policy of hedging and the
one who does not, is that the former gets a comparatively
smaller but more certain profit while the latter's profit
though larger is more uncertain. Again, the amount of
credit which a trader can secure with a hedged commodity
is relatively greater. When cotton is not hed?ed, the per-
centa?e of its value advanced b¥ the bank of England is
usually lower." The practice of banks and financiers in
acpeptln% cotton as collateral for loans varies in India. In

rivate banking circles the percentages depend upon mar-

et conditions, but the proportions of 90-95% and 70-75%
are fairly representative.” A striking example of the value
of he_dgin? Is furnished by the Federal Farm Board in
granting loans to co-operative cotton marketing associa-
tions. These loans amount to 90% of the value of hedged

"'Liverpool banks lent freely with a margin of only 5%
agand hedoed commodities, buf with a much wider margin
agang unhedged ones.  Thus for unhedged cotton they might Te-
quire a margin_of 30%." . Proceedmgg’ of the Washington Con-
gress 1931, p.35. International Chamber of Commerce

“Persond investigation.
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cotton and not more than 75% for unhedged cotton.® The
combination of both these advantages results in the possi-
bility of doing business on a much smaller margin ot pro-
fit to the trader. Because of hedging, hedgers are able to
put in a larger business with the same amount of capital.
This means smaller cost per unit of a commodity handled.
Through the force of_comﬁetition the margin between the
purchase and sale prices has been reduced in proportion
to the lower handling charges. Hedging thus tends to
make it possible to give the benefit of either lower prices
to consumers or higher prices to producers and at times,
to both of them. It may therefore be said that hedging is
of great benefit to the trade.

Dependence of Hedging on Speculation: On a futures
market, every hedging operation involves two parties: (i
the dealer in spot cotton, i.e. the hedger himself and (ii
the dealer in futures, i.e. the opposite ﬁarty. This second
party is generally a speculator. It is the speculator, read
to buy or sell at any moment, who furnishes hedgers wit
the required party and assumes the risk. He may conti-
nue to carry a contract on either side as required by the
trade. He, Inhisturn, sellsto or buysfrom some oneelse
and makes hisprofit or loss. Thisthird party then carriesfor-
ward the wei%ht of the hedge. Thus, any particular posi-
tion created by a hedger may be passed from party to
party a score of times before its ultimate closing.

Hedging demands the existence of a constant market
which is provided by the speculator. If there were no spe-
culators, hedging interests would have been obliged to
shoulder the risk themselves. Speculators sell as well as
buy taking thereby a'short' or selling and 'long' or buying

ositions in the market. This is essential particularly for

ed%ers whose operations require at one time a buyer and
at the other a seller. Moreover, a hedging purchase sel-
dom equals a hedging sde when a hedger_ wants to ope-
rate and vice versa. In the absence of speculators the
position of hedgers would be that if in a given season there
was an excess supply of hedging contracts from dealers
over the number reguired as hedging purchases by spin-
ners, the price would be forced so low that manufacturers

'Report of the Special committee of the Chamber of Commerce,
U.SA., 1930, p.24. :
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would be induced to contract in advance for their supplies
of raw material. The load of the market will thus be
taken by the spinners. Similarly, in the case of an excess
demand for hedges from industries and a consequent high
price, prospective sellers might be induced to sell their
contracts in advance. Such a development would mean
that dealers and manufacturers bear the burden of the
inevitable risk arising from their ordinary marketing
transactions. Further, a futures market composed purely
of hedgers will in all probability encounter considerable
difficulty in timing the transaction and finding the requir-
ed opposite party. In fact, the need of dealers, in actual
cotton, who like to buy or sell hedges does neither coin-
cide in time nor necessarily in volume. As a practical
issue, there can therefore be no hedging without specula-
tion. The existence of a hedging market thus pre-
supposes the existence of a speculative market.

2. CONSIDERATION OF BASIS.

In the preceding section we have noticed that the theory
of hedging rests on the assumption of a 'normal spread'
between spot and futures prices. This very assumption is
the real source of its shortcomings. The fact is that the
question of maintaining a normal price relationship or nor-
mal spread between the spot and futures prices presents a
baffling problem to hedgers, since, it resolves itself into a
consideration of 'basis which is a variable factor.

Meaning of the term 'Basis: The word 'basis is a general
expression applied in business usages to a number of close-
ly related situations. Ordinarily, it is used in three dif-
ferent meanings: (1) the widening or narrowing of differ-
ences expressed technically as points 'on' and 'off' on one
or more of the qualities determining class of cotton, (2) to
designate the settlement grade in a futures contract from
which 'ons and 'offs’ are reckoned and (3) to designate the
relative values of spot and futures cotton. It may further
be used as the 'buying basis and 'selling basis. The for-
mer refers to the amount bid or paid per unit over and
under some specified terms, while the latter refers to the
amount over or under the futures at which a sale of spot
cotton is made or offered. The trade at times aso speaks
of an 'advancing basis' or a 'declining basis. For instance,
when the price of Broach April/May contract on a given
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day in the Bombay market goes to, say, Rs. 170/- from
Rs. 176/- but the price of Fully Good Machine-ginned
Broach goes down to, say, Rs. 178/- from Rs. 180/-the basis
on that day will be Rs. 8/-. This will be called the 'advanc-
ing basis in comparison with the previous basis of Rs. 4/-.
The reverse will betrueinthe case of the'declining basis,
eg. on a given day the price of Broach April/May futures
contract may go up to Rs. 180/- when the price of the
F.G.M.G. Broach cotton in the spot market may have
advanced to Rs. 182/-. The basis in this case will be Rs. 2/-
only and the trade will say that the basisis declining. Hence,
'‘basis may be defined here:

"The word (basis) is usually used to designate the rela-
tionshiP between the price of spot cotton and of con-
tracts for future delivery or the points on or off Spot
cotton compared with the price of futures contracts.”

Expressed alternatively, the term 'basis means the differ-
ence or price relationship between the price of a futures
contract and the spot price of the basic grade used in that
futures contract. For instance, if the price of the Broach
April/May futures contract in the Bombay market on a
given day is quoted at Rs. 176/- and the price of F.G.M.G.
Broach cotton (which is a basic grade for the Broach futures
contract) in the spot market is Rs. 180/-, the 'basis' will be
Rs. 4/-. This will be expressed in the trade language as
‘4 on' and in the case of a spot quotation of Rs. 172/- for the
same grade as '4 off' the Broach futures contract.

Elements of Basis. A merchant or spinner who uses a
futures market as a hedging medium never thinks in terms
of price but always in that of 'basis.’ Basis is a more im-

ortant matter to a hedger than is the trend of prices. In
act, the latter is entirely immaterial if the normal spread
or 'basis remains the same when the hedge is closed as
when it was placed. It is the risk involved in basis that
renders a hedge far from affording a complete means of
insurance. There are various elements which go to make
up the basis. These elements are: (i) premium, (ii) cost of
delivery, (iii) business profit, (iv) manufacturing condi-

;A. B. Cox: Marketing American Cotton in England, 1928, p.57.
tradingin the Bomba%/ and Karachi spot markets is done in
terms of the basis rather than in those of absolute prices.
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tions, (v) crop conditions and (vi) market conditions. The
first three may be said to form one group since they remain
more or less constant and the other three to form another
group since they, from their very nature, are changing.

Thus, in the consideration of the problem of basis, all
these elements must be taken into account both indivi-
dually and collectively.

Causes of Variations in Badss It is generally known in
the trade that, at times, spot cotton is worth more than
futures; sometimes it is even and at other times, itis lower
than futures. This difference between the prices of spot
and futures may be made up of a number of factors. These
factors may conveniently be divided into four groups,
viz., (a) Interrelation of spot and futures prices, (b) Dif-
ferences in place and date of delivery, (c) systems of fix-
ing differences and (d) other factors.

(@) Interrelation of spot and futures prices. The prin-
cipal group of factors causing variations in the basis arise
from the interrelation of spot and futures prices. The im-
portant influence in causing spot to rise is the storage costs.
Cotton stored into even-running lots commands a better
price than the same amount of bales when unassembled.
The carrying of cotton in storage involves expenses for
warehousing, interest, insurance, deterioration and so forth.
Most of these charges vary more or less directly with the
length of the stor%ge period. Hence, the ﬁremium in spot
over futures should vary directly with the remoteness of
the position of a futures contract traded in. This tendency
refers to both the prices for the same crop. Similarly, the
spot price normally rises relative to that of futures as the
crop year advances. The premium of any given futures
should vary directly within the same crop year with the
difference In time between each spot trading month and
the given position of a futures contract. The largest pre-
mium should appear for the remotest position and the
smallest in the month of maturity, because, the carrying
charges in the former are the greatest and in the latter
the smallest. Discounts of futures under spots are to be
commonly expected when a futures is for a new crop and
a spot for an old one. Further, short crops tend to advance
spot prices more rapidly than the futures. This advance
is likely to affect the price of the near positions of futures
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in comparison with that of the more distant ones. Large
crops, on the other hand would depress spot prices in the
earlﬁ part of the marketing season. As a result, the price
of the near positions of futures would go down as com-
pared with that of the distant ones.

(b) Differences in place and date of delivery, etc.
Fluctuations in the basis are aso largely accounted for by
differences in place and date of delivery, in terms and con-
ditions of sale as well as in the quality and classification of
cotton. Prices of the same quality in various markets
differ considerably and these differences are reflected in
the basis. Prices of futures contracts in different mar-
kets for delivery during the same period may differ widely
and result in a substantial difference in the basis. In the
same way, differences in terms and conditions of saes
affect the basis. One of the most important factors affect-
ing the basis is the difference between the immediate and
prosi)ective demand and supply situation for cotton. Large
supplies of spot cotton immediately available in a market
may depress prices of spot in relation to those of futures,
particularly for the more distant positions of a futures
contract and vice versa. Price pegging or other forms of
an organized control may result in a relative shortage of
supplies of spot cotton immediately available in a market,
so that prices of spot cotton may be high in relation to
those of futures, particularly for the more distant posi-
tions, even when the total physical quantity of cotton in
existence is relativel?; large. Prices of spot cotton may
vary appreciably with the grade and staple length desig-
nations and these variations in prices are reflected in the
basis. Spot prices for higher grades and long staples may
be substantially higher than prices of futures .contracts
whereas at the same time and in the same market prices
of lower grades and shorter staples may be materially
lower than those of futures. These differences on the basis
of grade and staple length vary with changes in the rela-
tive supply and demand situation for cotton of various
qualities in a given market.

(c) Systems of fixing differences. Another important
group of factors causing wide variations in Basis is the
system of fixing differences between the basic grade of
the futures contract and the range of other deliverable
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grades. The futures contract provides that any of a num-
er of grades may be delivered at the option of the seller
in fulfilment of a contract. These grades have a com-
mercial value. Their relative prices in a spot market plus
or minus the premium or discount for anY given date deter-
mine which grade will be most profitable for the seller to
deliver. At any given time, there is usually a particular
grade which sellers may deliver to better advantage than
others. The futures price will reflect that grade which at
any given time is most profitable to deliver. Thisis easily
seen from the buyer's point of view. He is aware that the
seller has a right to choose any girade. He will, therefore,
base his bid knowing that the seller will choose the cheﬁo-
est grade. The futures price will reflect this "most like
deliverable" grade not only during the delivery period
but for months in advance. This is the basic and perman-
ent factor causing variations at all seasons of the year
between the two markets. The extent of deviation is mea-
sured by the ‘degree of variation occurring from time to
time between the most likely deliverable grade and each
of the other grades of cotton.

Generally speaking there are two systems for fixing dif-
ferences: (1) the periodic or fixed difference system and
(ii) the commercial difference system. As their names
suggest, under the first system a schedule of price differ-
entials is used subject to regular periodical revision. Under
the second, instead of fixing the differentials in advance
they are established daily and applied currently to deli-
veries. The first system operates on the theory that the
established differentials should be kept in proximity to
those prevailing in the spot markets and this can be done
by an occasional adjustment. The plan gives greater em-
B asis to the possible delivery of grades other than the
asic grade. One of the main limitations of this system
lies in efforts made to estimate at the outset of the season
what the prevailing commercial differentials will be for
the whole period. Its other important limitation is the
human element of bias and error in judgment. The second
system eliminates any major mal-adjustment between
actual spot differences and those applied on futures con-
tracts. This system is aso not free from limitations. It
is subject, as In the preceding case, to personal element.
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Daily differences 'on' and 'off might well be arbitraril
altered either way. Moreover, daily adjustments of dif-
ferentials continually create uncertainty in the minds of
hedgers, regarding the true value of their hedges. While
this limitation might be thought to be a small one because
deliveries on futures are small, it is important in the sense
that continual uncertainty is created whether delivery
takes place or not.

A set of differences based essentially on spinning values
has therefore been proposed by a section of the trade. The
advocates of this plan believe it possible through scientific
spinning tests to establish differences once for all and thus
to eliminate a most vexed problem. The process suggested
is that estimates of waste in each grade might be made
after testlgg a large number of bales. These figures ma
then be reduced to percentages of basic grade. This will
enable the trade to establish permanent differences for
each grade. The plan overcomes the common limitation
of human element. There is no doubt about the fact that
the plan has a place in establishing commercial values
but the percentage of yarn turned out is only one factor
in determining differences. Other factors vary from mill
to mill and from time to time, depending on a variety of
causes. The laying out of machinery, the placing and
training of labourers, the establishment of branded goods
and other influences are the price-making factors inde-
pendent of the yarn outturn. Further difficulty lies in the
fact that the volume of cotton is not measured by its spin-
ning contents alone, but the charapter of cotton, i.e. colour,
strength, cleanliness, etc., is of material importance. Under
the splnnln? difference system it is likely that longer
staples would hardly be delivered and the quality would
be poor. This would most certainly have a depressive and
uncertain effect upon the price of futures.

There is a wide variation in relative prices between the
various grades. Relative price changes are occasioned
mainly by corresponding changes in the demand for and
supply of each grade produced every year. Any changes
in relative prices are certain to cause loss to some hedgers.
Hence, it is hoped that the difference system may be so
adjusted as to prevent losses. This cannot, however, be
the case so long as the cotton futures market permits deli-
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very of a number of grades and classes, capable of wide
variations in price in a spot market.

(d) Other factors: Other factors affecting the basis
are: (i) the rate of consumption of particular grades and
staples, (ii) differences between various grades and staples
in the spot, (iii) changes in the volume of futures tran-
sactions, (iv? squeezes or corners resulting from natural
or artificial factors, (v) changes in exchange rates and in
freight rates, (vi) variations in the condition and position
of deliverable supplies, (vii) markets for spot cotton are
widely scattered while those in futures are centered at a
few places. As a result, purely local conditions affect spot
prices more than futures.

A buyer of a futures contract has the privilege of con-
verting it into actual cotton. If the former fails to keep
ace with any advance in the latter, he can actually tender
%/ selling it. Inthe case of a decline in spot prices, a seller
of futures has the %B ortunity of acquiring the spot com-
modity at a favourable price and making a delivery upon
futures if it fails to decline. It is this knowledge of such
alternatives that keeps the futures price in line with that
of the spot. SL)ot and futures prices are held in line not
only by such knowledge but aso by 'badla’ or straddle
operations between these two markets. For example, if
April/May Broach advances without a corresponding in-
crease in the price of spot, merchants will buy the spot
and sell a corresponding amount of futures. This kind of
straddling will bring the two markets back into line. Simi-
larly, spot prices may temporarily be too high relative to
the futures. Merchants will then be encouraged to sell
their spot cotton at once; and as sales are made, they will
remove their hedges in a futures market by buying an
equal quantity of the futures. This will tend to advance
the price of futures and to lessen the demand in the spot
market. The significance and importance of the spot-
futures spread thus lie in the fact that the relationship of
spot and futures prices primarily determines the effective-
ness of hedging.

!Speculative operations on a large scdle cregte price move-
ments of futures which may not be” accompanied by equivalent

changes in ot prices.
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Basis Gain and Loss: Fluctuations in the basis may, how-
ever, result in substantial gains or losses which are not
offset by the normal hedging operation. It is a basis gain
or loss that is all important to a hedger. He is protected
against any genera] movement in a market." If he can
S0 manage his business that a basis gain covers costs of
operation and leaves a profit, his business is a success ir-
respective of the market being high, low, advancing or
declining. But the basis loss constitutes the principal
limitation to a successful application of hedging.

Gross basis gain or loss is made up of two parts entirel
different in character: (i) the expected basis gain and (iigl
the unexpected basis gain or loss. Together they account
for the 'gross gain or loss. These estimates may turn out
to be too small or at times more than sufficient. As arule,
they are comparatively small, though occasionally a rela-
tive and unexpected change of large proportions takes
place. To some extent these unexpected basis changes are
neutralised by counter movemernts at otheir times thus
minimising their importance. Again, changing basis bet-
ween markets make the hedge far from being a simple
matter. Big concerns greatly enlarge their hedge position
through the use of 'badla’ or straddle. The aim of a hedger
in effecting a combination of ‘'badla’ transactions and
hedges is to secure opportunities for shifting futures to
meet changing trade or technical conditions and thereby
to enlarge his gross profit. It affords him a greater freedom
of operating in either spot or futures market as the situa-
tion warrants. It is needless to point out that such opera-
tions require ample resources and a thorough insight into
the probable developments in the basis during every sea
son. Moreover, hedging is something more than mere set-
ting up counter futures transactions and hoping for the
best, since, it does not insure against inefficient manage-
ment, deterioration in commodity, changes in tariffs, handl-
ing and carrying costs and many other factors.

™ |tmay be said, perhaps, that the price risk faced by a hedg-
ing merchant or spinner in the fluctuations of basis prices is not
more than 10 to 15% of the price risk faced by a non-hedging
merchant or spinner in the fluctuations of full prices, on an
average, for hedging provides perhaps, 85 to 90% protection
against loss by price changes on the descriptions most commonly
bought and sold." A. H. Garside: Cotton Goes to Market, p.288.
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[llustrations: A few illustrations will facilitate the under-
standing of basis gain or loss on a hedging transaction.

Suppose a merchant sells 100 bales, the Sind Sudhar or
N.T. cotton at 60 'on' Broach April/May on December 12th
1939 to a spinner in Bombay. He makes his actual pur-
chase of N.T. cotton at 55 'on' on January 27th 1940 when
he also enters into a hedging operation by selling 100 bales
Broach April/May at the prevailing rate which was, say,
Rs. 264. Then the man to whom he sold N.T. 100 bales
comes on February, 26th 1940 to fix the price when the
rate was Rs. 271. A page in the merchant's book will show
the following entries:

Date Bought Sold
12-12-39 60 'on' Broach April/
27-1-40 100 bales N.T. ready at May 100 bales N.T.

55 'on' Broach April/ 100 bales April/May

May at Rs. 264. futures at Rs. 264
(264+55=319)
26-2-40 100 bales April/May 100 bales N.T. ready at

futures at Rs. 271. Rs. 331
(Rs. 271 plus 60)
Gain on spot transactions Rs. 12 per candy
Loss on futures transactions Rs. 7 per candy
Net profit Rs. 5 per candy

or (Rs. 5 x 50 candy) Rs. 250 on 100 bales N.T. cotton.

Again, suppose a merchant in Bombay on January 20th
1939 sold to a Manchester buyer 500 bales 4F cotton for
March shipment at points 67 'off May Liverpool. On Feb.
1st, 1939, he made a purchase of 500 bales, 4F cotton in
Karachi at Rs. 160 per candy. Against this, he sold 400
bales, May futures in Liverpool at 4.64d on the same day.
The call was fixed on 24th March 1939 when Liverpool was
4.77d.  On the very day he bought 400 bales May (futures)
Liverpool at 4.77d. In this case, the actual sale of 4F in
Bombay would work out at (4.77—.67) = 4.10d. This might
roughly be taken as Rs. 164 per candy. His actual pur-
chase of 4F in the Karachi market was at Rs. 160 per
candy. This gave him a net profit of Rs. 4/- per candy or
Rs. 1000 per whole transaction in India. But he incurred
a loss of (4.77—4.64) points 13 on a Liverpool May futures
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operation which would roughly come to about £120 x
13 1/3 = Rs. 1600. His books will show the position as
under:

Date Bought Sold
20-1-39 500 bales 4F at .67 'off'
May Liverpool
1-2-39 500 bales 4F ready 400 bales May Liverpool

at Rs. 160 per candy. at 4.64d.
24-3-39 400 bales May Liver-Call fixed at 4.77d i.e.

pool at 4.77d. 477—.67 = 4.10d.
Gain on Indian transaction Rs. 1000
Loss on Liverpool transaction
(£120 at 1/6) Rs. 1600
Net loss on 500 bales 4F cotton Rs. 600

Further, during the season 1939-40, Champaner Cotton
which is a variety of Broach was sold at Rs. 8 'on' in April
and May in Bombay. In July when the call was fixed it was
sold at Rs. 25 'on' July/August giving a net profit of Rs.
17/- per candy.

African A.R. Kampala was sold in March at Rs. 127/-
'‘on' on Broach April/May futures in Bombay. In July
it went up to Rs. 217 'on' when the call was fixed giving
thereby a net gain of Rs. 90.

Adoni Farm i.e. select variety was available in April at
Rs. 20/- 'on'. In July it was sold at Rs. 50 'on' thus giving
a gain of Rs. 30/- per candy.

Risk is also equally great. During the season
1939-40 due to the War, Kampala had gone up to Rs. 202
‘on' and then dropped down to Rs. 167 'on' resulting in a
net loss of Rs. 35/- to people who bought at Rs. 202 'on'
and sold at Rs. 167 'on'. This variety further dropped later
on to Rs. 127 'on'. A net loss of Rs. 40/- from 167 or Rs. 75
from 202

Fluctuations in C.P. Tracts are practically seasonal every
year. In the beginning, say, in December it is sold at
Rs. 20/- 'on' or so, on the basis of Oomra contract and then
drops to Rs. 11 to 14 'on' by March. Broach cotton affects
it considerably. Likewise, N.T., 289F, etc., i.e. Sind-Punjab
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varieties from October to December sell at Rs. 50/- to Rs.
60/- 'on' Broach April/May futures. Then, when Surat,
Navsari, etc. come in, these 'ons drop to Rs. 40 to 35 'ons
causing a loss to merchants who cannot sell off before these
competitive styles come in.

It may therefore be concluded that while the hedging
supplies an efficient means of insurance, it does not give
complete protection. The protection furnished by hedging
is imperfect because of the consideration of the basis. Re-
cognising hedging as an inevitable operation in the mar-
keting of cotton crop, the basis risk must thus be regarded

as an integral part of hedging and calculations must be
made accordingly.

3. SYSTEM OF 'ON CALL".

Changed conditions in the cotton trade and market have
brought about a modification in hedging practices for mills.
Hand-to-mouth buying has characterised the textile indus-
try for many years. Another variant is that some mills
do not hedge purchases of spot cotton at all. They employ
'on call' method of buying their requirements. ~ Buying
and selling 'on call' has developed largely since 1920 due
to hand-to-mouth policy of retailers and wholesalers of
cotton goods.

Nature of 'On CalP: An 'on call' transaction is the one
wherein a seller agrees to deliver certain quantity of cot-
ton and a buyer agrees to receive it within a certain
period. An option or right for the date of 'call' is given
to the buyer or seller, as the case may be, who fixes the
price at so many points 'on' or 'off the specified position
of a futures contract. A 'call' is an option or a right to
choose the time to fix the price. Under this system the
position, quantity and points ‘on' or 'off' are fixed at the
time of making a contract except the price. Such a tran-
saction takes either of two forms: (i) a buyer's call con-
tract or (ii) a seller's call contract. For instance, in India,
a large part of export business as well as a considerable
proportion of buying by millsis done on either the buyer's
or seller's call. Our mills very largely use a buyer's call
and the sellers and merchants a seller's call. Under the
buyer's call, the buyer has the privilege of fixing the price
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on the cotton purchased at any time until the deliver

period and the reverse is the case under the seller's call.
What is common in both types is that so many rupees or
points 'on' or 'off' a particular position of a futures con-
tract, say, Broach April/May are fixed at the time of mak-
ing the contract; leaving the ultimate price to be fixed later
on when theJ)arty having option of fixing a call thinks it
advisable to do so. For Instance, a particular Indian mill
might estimate its needs for the next six months on Sep-
tember 1st at 1000 bales of the Sind/Punjab American
varieties of fine average staple cotton, for each month. It
then inquires from a merchant about his quotations for
an 'on call', delivery at the mill in Ahmedabad. The mer-
chant notes the prevailing basis for this style which may
be Rs. 50/- 'on'" April/May Broach. He estimates the cost
of delivering cotton at the mill in Ahmedabad with an
allowance for profit and considers any likely changes in
the basis, the character of the crop, the ease with which
business is being placed, the credit, etc. He in turn offers
to sell the cotton at Rs. 60/- 'on' Assuming that the mill
accepts the offer, it will have aright to determine the price
by calling it at any time during the life of the contract.
The actual purchase price will be the price of the April

May futures on the day the call is fixed plus the 'on' dif-
ference of Rs. 60/-. It the cotton is not called sometimes
during the period of the contract it is automatically called
on the last day." Under the seller's call contract the seller
fixes the price of cotton sold and the other process is the
same.

Inter-relation of 'On Call' and Hedging: Under a buyer's
call, if a seller of spot cotton does not wish to speculate
for a profit through change in the basis, he will buy spot
and sell futures holding the hedge or futures sales until
the buyer fixes the price. After the final price is fixed,
he buys in the futures and bills the buyer according to the
terms of purchase. If he does not purchase spot cotton

'Usually, however, arrangements can be made to extend the
period though this may be costly to the mills. Some merchants
insert a clause in call “contracts requiring the fixing of the price
not later than the beginning of the delivery period of the futures
and all try to persuade the spinner not to postpone his buying too
Itﬂng. Ttheyt insist on the prices being fixed before the expiry of

e contract.
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till the buyer calls and the basis widens in the meantime
he incurs a loss in the case of 'on' basis or makes a profit
in the case of 'off' basis. The reverse is true when the
basis has narrowed. So far as the merchant in Bombay
or Karachi is concerned he hedges supplies involved under
his call contracts by sdes of futures from the time the
cotton is bought till the date it is called. In practice, the
purchase of a futures by him on the day the cotton is call-
ed serves a double purpose of closing the merchant's hedge
and establishing the basic price for the call contract to
which is added or substracted the agreed difference 'on' or
'off' the particular futures contract.

The call contract as such does not involve hedging opera-
tion. The primary use of a futures market in such a con-
tract is for price determining instead of for hedging. A
merchant does not need to hedge until he buys spot cotton
and that would be an occasion for a hedge sale equally in
any other case. Many mills in India seldom employ a
futures market for hedging and a buyer's call contract
Ie}erdqely frees them from such a need. When to place a
hedge sde and how to handle it is a concern of a mer-
chant. The only concern of a spinner is a fair fixation of
price. A spinner usually does not call the price soon after
entering upon a buyer's call contract. During the time
that passes between the making of a contract and the price
fixation, if the merchant has not yet purchased the requir-
ed cotton to supply the spinner, the price fixed by the latter
gives the former an open futures purchase for a hedge. If
he has already bought the cotton, the price fixed closes
the hedge sale. Thus the system of 'on call' and hedging
are inter-related with each other, and 'on call' transactions
are in purpose, if not in appearance, hedging operations.

Advantages of the system of 'On Call': If the crop of any
particular variety is reported as being short and the price
Is comparatively higher, a mill will use the buyer's call for
deliveries at certain dates and make the call when the
price is such that it will result in a profit. The price of
the contract on which the call is based is taken into account
while quoting the prices on orders for yarns or cloth to
customers, and after the sale is effected the price of raw
cotton is fixed near that price as far as practicable. Simi-
larly, a farmer can leave his crop with the factory owner



126 FUTURES TRADING AND MARKETS IN COTTON

fixing the 'on' or 'off and leaving the final price to be set-
tled when he thinks it profitable. Thus the producer and
the consumer both can get the benefit of the system. The
special advantages of this system to a spinner are that (i%
it gives him a definite assurance of adequate supply o
the particular quality of cotton required by him and (ii
it permits him to fix the price of the cotton in line wit
the sale value of the product. A call contract protects the
user against a loss arising from a change in the basis and
allows him to fix the price when he thinks it advisable to
do so. It enables a mill to obtain a stated quantity and
quality of cotton without commitment as to price. A
spinner secures his needs for some time ahead without
having to pay up for it before he sells his yarn. As sales
of goods are made, the mill calls for a portion of the cot-
ton as needed or all at some particular time. If the gene-
ral level of cotton prices declines, the mill will probably
have to sell at lower figures to meet competition. But it
will in turn obtain its supplies of raw cotton at a lower
level by an amount equal to the decline in futures. In
short, by means of 'call’ contracts, a spinner is enabled to
have a supply of the right kind of cotton when required,
without taking the risk of pricefluctuations, without hav-
ing to store the cotton much ahead and also without hav-
ing to pay interest on capital.

Its Dangers. While the system has certain advantages
and renders genuine service to mills and growers, it is
not free from drawbacks. From its very nature the first
and foremost drawback is that a transaction is not really
complete until the price is definitely fixed. It may happen
that in a particular position of a futures contract, there
may be a large number of such calls accumulated to be
fixed. Under such circumstances, prices are likely to go
up temporarily. This in turn affects the basis which is
not beneficial to the trade in general. Another disadvan-
tage is that a buyer is not going to the market at the time
of entering into an 'on call' transaction. This has the
effect of not allowing the price to find its own level, which
normally would have been the case had the buyer made
an outright purchase in the market. Thirdly, it keeps the
rate of the transaction standing. To call cotton without
fixing prices is tantamount to taking advantage of price
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fluctuations in future. This, at times, encourages the user
to indulge in speculating in futures or the probable trend
of prices and the danger is that it may lead him to Hake
aview' of the market. In other words, the system induces
or facilitates the user to speculate in ‘call contracts' which
is not healthy for merchandisers, producers or consumers
of actual cotton. This generally happens when a buyer
anticipates the demand of certain descriptions at a future
date. Moreover, the action becomes a regular price-mak-
ing factor in the market when the buyer comes to fix up
the call. Hence, it is difficult to say whether, on the whole,
the advantages of the 'call' system tend to outweigh its
probable dangers.

4. EXTENT OF THE USE OF HEDG NG.

Hedging and Merchandising Interests: The use of hedg-
ing varies widely between the various interests engaged In
the marketing of cotton. Among the cotton merchants,
dealers, shippers and those who share in the handling of
raw cotton in India hedging is a general practice.’ Those
who are inclined to take speculative risks rather than make
use of a futures market do not hedge. Otherwise cotton
is hedged from the time of its reaching the concentration
point until represented in sdes of manufactured goods.
The practice of hedging is regarded by the merchandisers
of spot commodity not only as desirable but economically
also a sound policy for their business venture.

Hedging and Mills: Mills avail themselves of hedging
facilities partly by way of (i) directly selling and buying
futures respectively against their purchase of raw mate-
rials and sale of finished products and mainly (ii) by em-
ploying futures as hedges by an indiréct method of usin
‘on call system. The practice of buying 'on call' whic
while not a hedge rgg(t}/ serve to keep the position of mills
even, if properly used.

H_ed%ing_and_ Farmers: Among the farmers especialy in
India hedging is rarely used® "They do not hedge ~for
obvious reasons. Most of them sell promptly. In many
instances, they are indebted to middlemen or financiers.

'Personal investigation.
2personal investigation and also ref. to report of the Bombay
Provincial Banking Inquiry Committee; 1929-30, Vol. |. p.101.
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They are thus not in a position to hold cotton under hedge.
Further, a grower's failure to use a futures market even
supposing he would like to avoid the risk involved in price
variations can easily be explained. In most cases, our
farmers have no knowledge of futures or hedging. Those
who have are faced with other difficulties. The crop of
an individual Indian farmer is generallK 10 to 20 bales and
in afew cases, 50 to 100 bales. Under this situation he can-
not employ futures as sales against his crop. Moreover,
the clearing amount and at times the margin money re-

uired of the holder of an open futures contract make it

ifficult for a poor and small grower to hedge. In this
country, a grower with a large crop can ordinarily sell his
cotton promptly without the agency of a futures contract.
In so doing he avoids commission expense, interest charges
and cost of carrying spot cotton. Finally, in the majority
of cases, the farmers wait for better prices due to their
natural inclination as sellers.

Conclusion: So far as the extent of hedging is concern-
ed, it may be said that a cotton futures market in India is
used for hedging as a regular practice by exporters, mer-
chants, and indirectly by manufacturers. But the average
Ihngllian grower or factory-owner makes very little use of

edging.



CHAPTER VIII
HEDGING (CONTD.): PROBLEMS IN INDIA

Introductory: IN the preceding chapter it has been point-
ed out that there are two kinds of risks against which a
hedger needs protection. The first arises from fluctuations
in the price level of cotton and the second from variations
in the basis. So far as the first risk is concerned, a hedger
gets complete protection by entering into a futures con-
tract in a futures market to counteract the sale or pur-
chase of cotton in a spot market. With regard to the
second, the position is best summarised in the market
maxim that 'basis cannot be hedged.' In other words, a
hedger has to bear the risks involved in basis variations,
since, he has no means of avoiding them. AIll he can do
is to take into account the elements of basis and provide
for them before making any commercial commitment. Up
to now, the trade has not been able to devise any method
of counteracting the risks involved in basis variations. It
has also been made clear that even the 'on call' system is
dependent on the basis and is not free from limitations;
in spite of the fact that the system is a definite step for-
ward on that of hedging in the cotton trade and is advan-
tageous to the user. Apart from the basis risk, a hedger
in India has to face an additional risk resulting from the
present system of hedge contracts. We propose therefore
to discuss the present system of hedge contracts in Bom-
bay and to sug%est improvements to relieve a hedger in
India from the burden of the special risk.

1. CONTROVERSY OVER THE NUMBER OF HEDGE

CONTRACTS

The hedge contracts® in India differ from those in Ame-
rica, in two main points, viz., (i) number of contracts and

'Hedge contracts in India are nothing short of futures con-
tracts abroad. However, the trade indulges in using the word
'hedge’ contract because the term ‘futures has a derogatory
meaning in India since it is associated with gambling in Ank-farak
and Kutcha Khandi. See also p.64.
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(i) months of delivery. In American markets, there is
only one futures or hedge contract for the whole of Ame-
rica's cotton crop. The contract is open for all the twelve
months of the year and delivery against it can be given
during all these months. The months for giving or taking
a delivery are all single. So far as the number of con-
tracts is concerned, we have in India not one but several
hedge contracts for the whole of India's cotton crop. The
contracts are neither open for all the twelve months of
the year nor are the months for giving or taking a deli-
very all single. Bearing in mind these fundamental points
of difference resulting from the peculiarities in the cha-
racter of the American and Indian hedge contracts, it will
be easy to follow the controversy over the number of
hedge contracts in India.

Two Schools of Thought: Since the inception of a cen-
tral organisation to control futures trading in Bombay,
there have been two schools of thought on the system of
hedge contracts: (i) Those who believe that there should
be only one hedge contract for the whole of the Indian
cotton crop, and (ii) those who believe that there should
be as many contracts as there are varieties of cotton in
India.

The advocates of the system of one hedge contract are
the Government of India,® and the Bombay Millowners'
Association.? The second scheme is adumbrated mainly by
the brokers and traders.® Thus, there are two extreme
shades of opinion on the question, representing on the one

As regards hedge contracts, the Government of India re-
cognise that the ideal to aim at is that there should be as in the
Liverpool and New York markets, a single hedge contract." Gov-
ernment of India, Commerce Department, No. 6505, correspond-
ence between the Chief Secretary to the Government of Bombay
and Secretary to the Government of India—Better known as Mr.
Innes' letter: 25-9-1920.

2*The ideal to be aimed at in all well established markets of
the world is that there should be one contract open for the whole
of the twelve months'. Report of the Millowners' Association,
Bombay, 1931, p.59. '

¥In the opinion of my Committee, the number of hedge con-
tracts should be increased to ten maximum and the growths ten-
derable under each of them should be narrowed." Representation
to the Cotton Contracts Act Committee by the Bombay Cotton
Brokers' Association; 1930, p.15.
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hand, the buyers' point of view, and on the other, the
Standpoint of the sellers. The gulf between them is by
NnO means narrow.

Historical Background: In the early days of cotton
futures trading in India, there were three pedge contracts:
(ﬁ Broach, (2) Bengal and (3) Dhollera.” Each contract
called for the delivery of one grade only. For instance,
the Broach contract was for Broach cotton alone and did
not include any other variety, that is, cotton grown in an
area of about 40 to 50 miles from Ankleshwar to Dabhoi
was regarded as the Broach crop. Similarly, the Bengal
contract stood for the cotton from the United Provinces
only. Dhollera was mainly for the long stapled cotton. In
the beginning the buyer of a hedge contract knew definitely
at the time of purchase that if he chose to take delivery,
only the specific grade could be delivered. This form of
hedge contract was particularly useful to dealers in actual
cotton, since, it was employed to dispose of or acquire spot
cotton. In 1917-18 there were five hedge contracts to re-
present the five principal varieties grown in India.? These
contracts were as under:

1. Full[%/ I_Good Machine ginned Bengals for 25th January
elivery.

2. Fully Good Machine ginned Khandesh for 25th January
Delivery.

3. Fine Khamgaon Akola, fair staple 25th January
Delivery.

4. Fine or Good Machine ginned Broach for 25th April
Delivery.

5. Good Machine ginned Westerns for 25th May Delivery.

The Cotton Contracts Board increased this number 1n

1919 to seven with changes in names and basis, as follows®

(1) F.G. Bengals, (2) F.G. Broach, (3) Fine Oomra, (4)

F.G. Oomra, (5) Good Southerns, (6) Punjab/American

and (7) F. G. Khandesh.

With the inception of the East India Cotton Association
in 1922, however, the number of hedge contracts, was
brought back to five by incorporating the Punjab/Ameri-
can Into the Broach contract and dropping altogether the

........................................................

'personal interviews.

’Report of the Indian Cotton Committee, 1919, p.205.
*Bombay Cotton Annual, 1919-20, p.40.
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Khandesh. As time passed, the systems of classification
and fixing of standards became more elaborate. This great-
ly limited the ability of an individualist to gain control
over the deliverable supplies and in that respect the im-
provement was worth while. The contracts were widened
and the deliverable supplies increased. As several quali-
ties were deliverable at the option of the seller, it seemed
only fair that some adjustment should be made to allow
for variations in standards. This was complied with by
what is known as the system of fixing differences. A par-
ticular grade or afgroup of grades was chosen as the basis.
Should the seller find it desirable to tender one or more
of the other deliverable grades, an allowance in price was
made to compensate both the parties. Thus in one form
or another, the five hedge contracts as they are today have
been in existence for years, though the details of some of
them have been changed from time to time.

One or several hedge contracts? Those who advocate the
adoption of one hedge contract for all the varieties of
Indian cotton maintain in the first place that, in the Bom-
bay market, it is not possible for mills to effect a satis-
factorK hedge against forward contracts in yarn and cloth
for which raw cotton has not already been secured. Se-
condly, under the group of several hedge contracts, a
shortaé]e of deliverable supplies against any one of them
would raise prices high enough frustrating therebK its
utility as a hedge contract.® But if there is only one hedge
contract for all the groups of Indian cotton, failure of any
one of them will not affect the price of the hedge contract.
It is therefore advanced that the basis of the hedge con-
tract must be wide enough to prevent cornering ard squeez-
ing or what is known as 'manipulation’ by speculators. The
third point raised against the system of several hedge con-
tracts is that since there is a single hedge contract in all
other leading markets of the world, our market should
not lag behind in this respect. For all these reasons, they
claim that the ideal to be aimed at should be the system
of one hedge contract for the whole of India's crop.

'For instance, the Oomra contract for January, 1932 was so
squeezed owing to a short crop that its price at one time was
quoted at Rs. 20 higher than Broach. The Oomra crop was a
failure and the shortage of its arrival caused bears to cover their
foreign sales of Oomra cotton at a great sacrifice.
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No matter what form of new contract we may introduce
in our market, it is certain that it would never constitute
a satisfactory hedge because of the inherent short com-
ing, as we have seen in the preceding chapter, of the ver
principle of a hedge contract in any market of the world.
On the other hand, it appears that the greater the num-
ber of hedge contracts, the better for mills, as it would
enable them to buy a contract closely approximating to
what they have sold. For example, if amill has sold yarn
of 6V2 counts, they could buy the Bengal contract from
which this quality is ordinarily produced and for 10 to 16
counts the Oomra contract will serve the same purpose.
For higher counts the Broach contract can be availed of.
If they could only buy a single contract, it would bear
much less relation to what they have sold because, there
would be cotton tenderable against such a contract differ-
ing in value probably to the extent of a hundred of rupees
per candy and differences would be liable to wide fluctua-
tions at varying intervals. Moreover, our enquiry in this
connection goes to show that mills in India hardly use a
hedge contract for hedging against purchases of cotton.
They employ the system of 'on call' for the purpose. This
indicates that a fair trial has not been given by the mills
}30 the system of having several hedge contracts in Bom-

ay.

Another argument in favour of one hedge contract
is that "the contract must be wide enough to prevent cor-
nering by speculators.”  When such a statement is made,
the fact is lost sight of that the same thing happens in
New York inspite of the maintenance of one contract for
the whole of the American cotton crop. Similarly, inLiver-
pool there are also manipulations, corners and squeezes.
Moreover, the experience of the last 20 years during which
period attempts made by Messrs. Umar Sobani, Sangildas
and others resulted in failures,® fasifies the plea  Fur-
ther, when cornering took place our market was passing
through abnormal times. Today, the E.I.C.A. ensures
pretty well that a person who attempts a corner does not
run away with the market and they have powers to knock

!Sir Purshotamdas Thakurdas. Evolution of the Cotton Trade
(if94180mbay: The Indian Textile Journal—Jubilee Souvenir—Jan.
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the bottom out of his venture. They do see that no one
is able to make a corner. In normal times, as a matter of
fact, it may be said that there is not much chance of cor-
nering the market. In answer to the third line of attack,
the fact must be mentioned that the leading markets of
the world do not follow the system of one hedge contract.
Alexandria, for instance, trades in three contracts for dif-
ferent varieties produced in Egypt whose total crop on an
average does not exceed a million bales. These three con-
tracts have been based on_three different and distinct
varieties grown in Egypt. They would not have maintain-
ed more than one contract but for the fact that the spin-
ners all over the world would not be able to make their
purchases had there been only one contract for all the
varieties grown in Egypt. Again, in Liverpool, there are
a number of contracts to deal in various kinds of cotton
which differ from one another in spinning value. They
have the Empire contract for cotton other than American
and at the same time, there are separate contracts for
Egyptian Sakels and Uppers. The history of the establish-
ment of the Empire contract itself shows that the best
authorities in Liverpool are against having one contract for

widely varying growths. Liverpool refused to
have one contract for American, Indian and
African growths. The claim that Liverpool

has one contract for all kinds of cotton is there-
fore misleading. It will be noticed that all the arguments
made by the advocates of the system of one hedge contract
for a country like India fall to the ground. This confirms
the contention of those who insist that there should be
separate contracts for styles of widely different spinning
values. *
Conditions in India do not warrant the adoption of one
contract for all the varieties: In order that the question of
adopting the system of one or several hedge contracts may
be settled once for all, let us further examine here the
advisability or otherwise of the system of one hedge con-
tract for all the growths of Indian cotton. At the outset
it may be noted that the proposition bristles with many
practical difficulties which cannot be overcome so easily.
As things stand at present, there is a vast difference in the
characteristics of several growths grown in India. The
cotton crop of America has a uniform season. It begins



HEDGING (CONTD.): PROBLEMS IN INDIA 135

about August, and ends about March. In India, the cotton
season varies from district to district according to its geo-
graphical position. At one place the crop is finished about
the same time as it begins in another. Again, varieties of
growths in India far out-number those in America. Hence,
If there is a system of one hedge contract in India the un-
saleable and unwanted cotton varying from low Bengals
to Superfine Broach will be tendered. It will not then
be a safe hedge and buyers will be scared away. Even
mills will not be able to make use of it and in reality they
will be afraid of it. If the mills who can use cotton for
one or other counts are afraid, what about the traders who
are not themselves the users. The?; will  be still more
afraid of such a contract for which they will not be ready
to bid higher prices. No buyer would come to buy the
contract in which he himself does not know with certainty
what quality he is going to get. Such a contract would
be only for the facilities of the seller who would sell it
freely and would not find it difficult to tender. If such a
contract is created, not only Indian short-sellers but the
whole cotton world will come to sell their cotton in India
either by way of speculation or hedgig(?. What a huge
pressure such a contract will be subjected to can easily be
Imagined. It will always keep the contract price depress-
ed in parity with the foreign cotton thus putting the coun-
try at undue loss.

There is another difficulty involved in the adoption of a
system of one hedge contract and that is, if there is to be
one hedge contract some one style will have to be taken,
as in America they have '‘Middling', as a common basis.
What style would make such a basis as reﬁresenting all
Indian cotton and its value is a point worth considering.
The answer is that there is no such style in India as '‘Mid-
dling' isin America which can represent the whole of the
Indian cotton crop. Further, if the system of one hedge
contract is adopted for all the different growths of Indian
cotton, the calculation of the probable 'on' and 'off' will
become a hazardous operation. The contract will be de-
preciated and the basis will have to be raised. Moreover,
the trade at large thinks that they cannot have ope hedge
contract for all the varieties of Indian cotton crop.’ It must

*Personal talks.
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hot be forgotten that the success of any hedge contract
system depends also on the attitude of the market. For
fnstance, if one hedge contract was forced on the market
and if the dealers refuse to trade in, the result will be
that there will be no hedge contract at all and the trading
will be confined to spot transactions only. It is therefore
obvious that an impossible state of affairs might arise
should every Indian quality be included under one con-
tract. It will be noticed that for all these difficulties the
system of one hedge contract will have its repercussions
on the price structure of Indian cotton and the poor far-
mers will be made to suffer the most, because, it is the
hedge contract quotation that forms the basis of the price
offered to the upcountry cultivator. The fact is that we
should not put more weight than the hedge contract can
stand; otherwise, the effect will be to depreciate the price
of Indian cotton. If the proposal of one hedge contract
is adopted our cotton might sell materially below its in-
trinsic value. It may therefore be concluded that one
Ih'idg? (cj:pntract system is most unsuitable for a country
ike India.

2. EXISTING SYSTEM OF HEDGE CONTRACTS
IN BOMBAY.

Endless correspondence, however, goes on between the
Bombay Millowners' Association, and the East India Cotton
Association since 1922 on the question of a system of hedge
contracts and each body tries to uphold its own scheme.
As a result, the position today is such that it satisfies none
in the trade.

Present System: Let us describe here the existing system
of hedge contracts in the Bombay market. Following are
the five permissible hedge contracts at present:

(1) F.G.M.G. Bengal contract, fair average staple of the
season including cotton from the United Provinces, the
Punjab, Sind and Rajputana. The following are the stand-
ards for this contract: Of M.G. U.P., Superfine, Fine, Fully
Good (Basis), Good to Fully Good (Half class off Full
Good.), Good. Of M.G. Sind, Superfine, Fine, Fully Good,
Good to Fully Good (Half a class off Fully Good), Good.
Of M.G. Punjab, Superfine, Fine, Fully Good, Good to Fully

'Bye-laws of the E.I.C.A., pp.80-89, Schedule A.
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Good (Half a class off Fully Good), Good. Of M.G. Rajpu-

tana, Superfine, Fine, Fully Good, Good to Fully Good

(Half a class off Full Good?, Good. Cotton below the

'‘Good to Fully Good ‘ alf a class off Fully Good)' standard

;\irejegtelzd. Months of delivery: December/January, March,
ay, July.

(2) F.G.M.G. Broach contract, fair average staple of
the season including cotton of the following descriptions,
viz., Broach, Saw-ginned Dharwar, Coomptas, Uplands, Pun-
jab/American, Sind/American, Surat, Navsari, Rajpipla,
Dholleras, Kalagin, Cutch and Kadi/Viramgaum. The staple
of Punjab/American, Sind/American, Dholleras and Kadi-
Viramgaum tendered to be not less than 6/8", the staple of
Navsari, Surat, Rajpipla, Coomptas, Uplands, Cutch and
Kalagin tendered to be not less than 7/8". The following
are the standards for this contract, viz.,

Of M.G, Broach Super-  Fine Fully Coed Good Fully Good Fair
fins Basis to good

Of Saw-ginned Dharwar » uoouw o w
Of MG. Uplands » ou ou mw
Of MG C00m '[aS £1] 1 1 ” 1
Of M.G. Punjab/American ” u Lo ”
Of M.G. Sind/American » u u " "
Of M.G. Surat " . " " ”
Of M.G. Navsari » u uon "
Oof M.G. Rajplpla " 1 1 ”» ”
Of M.G. Dholleras " 1 1 m ”
Of M.G. Kalagin " u now »
Of MG CUtC » 1 11 ] ”
Of M.G. Kadi/Viramgaum " u u ” »

Cotton tendered which is below the 'Good' standard sample
is rejected. Months of delivery: April/May, July /August.

(3) Fine M.G. Oomra contract, fair average staple of
the season, including cotton from the Central Provinces and
Berar. The following standards are prepared for this con-
tract:

Of M.G. Berar, Extra Superfine, Superfine, Fine  Fully codto
(basis), dassoff fine

Of M.G.C.P. No. 1 wo o " " do.

Of M.G.C.P. No. 2 wo o . » do.
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Cotton below the standard 'Fully Good to Fine' (half a class

off fine) is relhected. Months of delivery are: December/
January, March, May, July.

(4) F.G.M.G. Oomra contract, fair average staple of the
season including cotton from Berar, the Central Provinces,
Central India, Khandwa/Burhanpur, Khandesh and Kathia-
war (Muttia). The following standard samples are prepar-
ed for this contract:

Of M.G. Berar, Fully Good, @ Good to Fully Good Good
(Basis) (Half a class off Fully Good)

Of M.G.C.P. No. 1 ” do. »
Of M.G.C.P. No. 2 ” do. "

Of M.G. Khandwa/Burhanpur, Superfine, Fine, Fully Good
Good to Fully Good (half a class off Good)

Of M.G. Central India , " do. do. -
Of M. G. Khandesh y y do. do. y
Of M.G. Muttia Y y do. do. .\

Cotton tendered which is below the standard 'Good to Fully
Good' (half a class off Fully Good) is rejected. Months of
delivery are: July and September.

(5% Good M.G. Southerns contract, including cotton of
the following descriptions, viz., Westerns, Northerns (ex-
cluding 'red’), Bijapur, Bagalkote, Coompta, Miraj, Cambo-
dias, Tinnevellies and Karungannis. The staple of Northerns,
Coompta, Miraj, Cambodias and Karungannis tendered to
be not less than 7/8". The staple of Westerns, Bijapur,
Bagalkote and Tinnevellies tendered to be not less than
6/8". Provided that Coompta cotton not less thian 6/8"
may be tendered if the seller declares on his Delivery order
"no premium claimed over basis' and similarly, Karun-
gannis cotton not less than 6/8" may be tendered if the
seller declares "no premium claimed over Tinnevelly."
The basis is "M.G. Westerns Good." The following stand-
ard samples are prepared for each of the above descrip-
tions: Fine, Fully Good, Good, Fully Good Fair, Good Fair
to Fully Good Fair (half a class off Fully Good Fair.) Cot-
ton that is below the "Fully Good Fair" standard sample
is rejected. Months of delivery are: May/June, August/
September.
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Of the five, the last two contracts have not been popular
in Bombay." The popular contracts are therefore only
three in number. They are in order of importance, Broach,
Oomra and Bengal.

Complaints Against the Present System: One hears of
several complaints against the present system of hedge con-
tracts in Bombay. These complaints may be divided into
three groups: (a) Those of the Millowners, (b) of the Agri-
culturists and (c) of the Trade.

Taking first theMillowners' complaints, their main objec-
tion is that in certain months of the year, they are unable
to make hedge contracts which can be used against their
purchases of cotton or sales of cloth, since, there are only
two or at the most three positions in which a particular con-
tractis traded in. For instance, Broach has only April/M ay
and July/August deliveries and Oomra or Bengal has
December/January, March, May and July. Their second
objection is that when one contract expires no new con-
tract is available to transfer the hedge. Hence, the mill-
owners want a contract open for all the twelve months of
the year with a continuous character. So far as the agri-
culturists are concerned, their principal objection is that
under the present system, they do not get a proper hedge
against their cotton, since, all growths do not come under

Table* showing cotton bales tendered against each hedge
contract.

Year ending F-GM.G. FG.M.G. Fine M.G. F.G.M.G. Good M.G.

3lst August. Bengals. Broach. Oomres. Oomras. Southerns.

1930-31 34,900 71,700 63,700 — —_
1931-32 28,800 35,400 20, 800 — —
1932-33 26,200 62,600 40,100 — —
1933- 34 53,500 10,400 62,000 — —
1934-35 77,200 69,100 56,700 - -_
1935- 36 26,550 2,63,800 16,050 — —
1936- 37 17,000 76,700 52,450 — -
1937-38 8,700 1,32,200 19,850 — —
1938-39 5,800 60,200 8,700 — —
1939-40 29,150 61,600 31,050 — —

*Compiled from Bombay Cotton Annuals.
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one or the other popular hedge contract. Their objection
is that the growths which are not included under any of
the three working hedge contracts realise less values than
others.® Hence, what they want is a system so devised as
to include each and every Indian style under the working
hedge contracts. As regards the trade, their main objec-
tion is that under the present system the delivery period
is extended over two months which unduly depresses prices
and at the same time gives to a seller an undue advantage
of delivering for 55 days. For instance, under Broach for
April/May or July/August and Oomra or Bengal for
December/January delivery can be made from the first day
of the first month to the 25th of the second month. They
point out that when in a sister market like Karachi, they
have got the monthly delivery system, why should we not
have the same? Secondly, the present contracts are very
wide making it thereby difficult to accept delivery in the
fulfilment of a contract. Thirdly, the contracts are not
balanced and as a result, the double pressure of hedge and
speculation falls on one contract, namely, the Broach which
is regarded as the price-barometer for Indian cotton. This
uneven pressure widely depresses the Broach price result-
ing in the price depression of all other varieties in gerneral.
What the trade therefore needs is that months of delivery
should be all single and the contracts framed in such a
manner as to make concentration of trading proportionate
to all.

Measures Taken by the E.I.C.A.: Taken together, all these
complaints indicate that there is something wrong with our
existing system of hedge contracts in Bombay. This fact
is recognised and duly appreciated by the E.I.C.A. and they
have taken steps to put it in order.? The Board is giving
due consideration to the system of hedge contracts and a
sub-committee has been appointed to submit their proposals

"The reason why it is necessary for every growth to come
under hedge contract is that one cannot be satisfied with the dif-
ferences that would be fixed between untenderable cotton and the
cotton which is tenderable under the hedge contract." Personal
interviews.

2'Your Directors had again under consideration during the
year the question of the existing hedge contracts which they are
convinced require adjustments.” 18th Annual Report of the E.I.C.A.
for the year 1938-39.



HEDGING (CONTD.): PROBLEMS IN INDIA 141

to the Board in due course’ The E.I.C.A. has adopted the
following principles for revising the existing system of
hedge contracts:

"1. That the contract should be such that it ensures to
the cotton grower the price that he would be entitled
to in the international markets.

2. That it is not ﬁossible to frame one contract which
car(}| carry the whole burden of the Indian cotton crop,
an

3. That if in devising a contract it ma){1 not be possible
to settle the same quite definitely, the benefit of the
doubt would have to be given to a narrowish con-
tract in comparison with a broader one."

The question of universal standards for Indian Cotton:
There is one more point to be considered in connection with
the existing system of hedge contracts in the Bombay mar-
ket and that is the 3uestion of the preparation of standards.
The standards should be on a certain basis and uniform all
throughout the year as well as for ten to fifteen seasons.
For instance, 'Fully Good' or 'Superfine' should not change
every year, but must be constant. The best thing in a coun-
try like India which has to sell cotton in foreign markets is
to have uniform standards for our cotton or what is known
in America as "Universal Standards'. In America no one
is allowed to sell cotton except by "Universal Standards".
Liverpool and Bremen had to throw off their standards and
accept the "Universal Standards'. In India, standards for
Indian cotton were prepared by the E.I.C.A. and the Karachi
Cotton Association for their respective markets.  These
standards were different in respect of the same varieties
of cotton and the result was a keen competition between
the two markets. This tended to injure the interests of
the cultivators. It was therefore decided in 1933 that the
Indian Central Cotton Committee should take up in co-
operation with these associations the question of having
"Universal Standards’ for Indian cotton, applicable in

"They have submitted an interim report to the Board." 19th
Annual Report of the E.I.C.A. for the year 1939-40.
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India.! Since then the matter is under consideration of the
respective associations. But they have not adopted the
"Universal Standards" for our cotton as the basis for their
own standards. In consequence, at present the position in
India is that the standards prepared by the E.I.C.A. for
the Bombay market materially differ from those prepared
by other markets and hence, what is passed in Bombay
may be rejected in Karachi or Madras and vice versa. It
is therefore urged that the E.I.C.A. should adopt the
"Universal Standards" for Indian cotton as basis for their
own standards for all hedge contracts.

3. REMEDIES.

The question is whether the contract should be broaden-
ed or narrowed. Again, what size of the contract will be
in the interests of both, the seller and the buyer? The
theory of a hedge contract is that it should be as narrow
as possible, i.e. it should contain products of as nearly
equal quality as possible, and that it should be wide enough
to make a corner in the contract normally impossible.
These two requisites are difficult to be satisfied. If the
contract is too narrow it is exposed to corners and
squeezes; and if too wide to include cotton of inferior qua-
lity, the buyer will be scared away and the result will be
that the price-level will remain depressed. It should
therefore be considered at the outset whether the contract
is for the benefit of the buyer or of the seller. In fact, it
should be attractive to both. The ideal contract is the one
that reflects at all times the value of actual cotton.

Since the present scheme is not satisfactory, let us con-
sider whether the contracts be widened or
narrowed down. The general opinion is that
the contracts should be widened. A narrow contract is
regarded as a bad contract in many respects by every-
body. The seller may be squeezed in a narrow contract.
It is therefore not a good contract for the party at stake.
A narrow contract has other drawbacks. The crop is at

The Indian Central Cotton Committee at its meeting held on
the 23rd February, 1933 passed the following Resolution: " That
steps be taken to introduce "Universal Standards' for Indian Cot-
tons for use in India itself and the local sub-committees be in-
structed to prepare a scheme for the purpose in conjunction with
the various trade Associations."
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the mercy of the weather and a catastrophe may happen.
It is therefore in the interests of the trade in general—
not of individuals—to make the contracts sufficiently
broad. The first and foremost question is whether all the
cotton grown in India must be included in one or the other
contract. There are at present a great many kinds of cot-
ton which are left out and the question is whether these
varieties should be made tenderable against any one of
the hedge contracts. That is the fundamental point. Can
a system be devised in such a manner that cotton grown
in every corner of India even to the minimum extent can
be tenderable in the contract? Here is the most practical
difficulty. The reply can only be that such a scheme can-
not be devised.

An example of a well-constituted and yet a broad con-
tract is furnished by the American contract which takes
care of both the current crop and the previous year's carry-
over. In spite of this the fact remains that there also cer-
tain varieties are not tenderable and all kinds of cotton
are not included in the contract, since, the contract signi-
fiesthat "nothing below Middling shall be tendered" which
excludes nearly 20 to 25% of inferior varieties. The exist-
ing system in India is not satisfactory to all sections of
the trade, because, the interests of the consumer and the
producer are quite different. The producer would always
like to have a contract with a specific single growth ten-
derable against it, while the consumer would like to have
a contract against which as many varieties as possible are
tenderable so that he can buy his requirements cheaply.
For instance, the present Broach contract is considered by
some as being too broad to discourage buyers which is
against the interests of the growers. But any artificial
demand will not, in any way, benefit the growers. The
harm done by the bear raid is equal to that done by the
bull raid. Therefore, the contracts should be framed in
such a manner that they must not be exposed to either
bear or bull raids. The proper functions of a hedge con-
tract are to protect the interests of purchasers, sellers,
growers and traders. What is wanted is a hedge contract
which is indicative of the average price of our cotton. The
correct thing therefore is not either to broaden or narrow
the hedge contract but to remove from it any variety
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which artificially depresses prices and frightens away
buyers from it.

Suggegtions for Improvement upon the present system
of hedge contracts considered: The next point is how
many contracts the Bombay market can deal in? It is
difficult to form an ideal system of hedge contracts for a
country like India. It is certain that all the important
rowths should be made tenderable under the existing
ree hedge contracts because the trade does not want to
Work more than three."

(@ Number of Hedge Contractss  We have received
from the trade in connection with the system of hedge
contracts various schemes and suggestions out of which
only two (because they are important and deserve consi-
deration) may be noted in order to arrive at the correct
solution. The first scheme is that it is natural to divide
Indian cotton into three particular divisions, V|z2 (1) Short
staple, %) Medium staple and (3) Long Staple Accord-
ingly, there should be three contracts. The details of this
scheme are as under: (1) Broach to be a long stapled con-
tract and to include all growths having staple of 7/8" and
above, (2) Oomra to be a medium stapled contract and to
include all growths having staple of 5/8" to 13/16" and
(3? Bengal to be a short stapled contract and to include

growths having staple of %" and below. It is claimed
that these three contracts include all Indian cotton accord-
ing to merits.

The second scheme is that the Indian growths should be
divided into the following groups, each forming a single
separate contract: (1) Long staple, (2) Fair staple, (3)
Oomra and (4) Bengals. The details of the scheme are as
under: (1) A stapled contract to be created embracing all
staple varieties with 15/16" and onwards. Since this will
take away all cotton of higher staple from Broach, (2) a
fair staple contract to be created with the inclusion of
C.P. No.l and all other varieties having %" staple, (3)
the Oomra contract excluding C.P. No.l to include Fine

™ Thereis a reasonable concensus of opinion among all sec-
tions of the trade that there should be three hedge contracts to
cover three main divisions into which the cottons of India can be
distributed." Report of the Wiles Committee: 1930, p.7.

’Table* showing the character of the Indian cotton crop.
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Khandesh, Fine Central India and Fine Moghlai varieties,
and (4) The Bengal contract to remain as it is.

Both these schemes are subject to certain limitations.
First of all, in making the division of Indian cotton accord-
ing to these schemes, the real trouble would arise with
regard to the Broach contract which is popular all over
India as well as outside the country. The Bengal contract
is made up of short ste?ole varieties and hence, should pre-
sent no difficulty in framing it. Oomra and Khandesh
may safely be put under one contract. But it is very
difficult to fix up the hedge contracts according to staple,
because, many growths in India have mixed staples and
a constant change in the staple length takes place from
year to year in certain styles. There Is a further difficulty
of measuring the staple. Variety in the length of staple

Description of cotton 1937-38 1938-39
(I'n thousand bales of 400 Ibs. each)

Short staple, below 7/8":

Bengals 1,347 1,035
Oomras 1,395 1,152
Central India 217 252
Broach (Part) 262 223
Dholleras 493 337
Coomptas and Upland (Part) 17 23
Warangal and Cocanadas 24 21
Bijapur, Bagalkot Jowar i & Westerns (Part) 147 155
Chinnapathi, Salems, Comillas 88 52
Total short staple, Quantity 3,990 3,250
Percentage on ‘total all supplies 69 63

Medium and long staple, 7/8" and above:
Americans,f Punjab and Sind (Staple 1"

and above) 178 227
Americans, Punjab & Sind (Staple below 1'y 773 804
Central Provinces & Berar Verum 25 22
Hyderabad Gaorani 142 129
Broach (part) and Surti 134 183
Westerns (part) and White & Red Northerns 32 69
Coompta and Upland (Part) 138 185
Tinnevellies (including (Karungannis) 151 132
Cambodias 216 119
Total medium & long staple: quantity 1,789 1,870
Percentage on ‘'total all supplies 31 37
Total all staples 5,779 5,120

*Compiled from Annual Report of the Indian Central Cotton
Committee for the year ending 31st August, 1939.

tincludes 'Punjab-American 289F", Sind-American 289F (or
Sind-Sudhar)" and ''Punjab/American 289F/43."
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exists even in the same type of Indian cotton. Hence, it
is doubtful whether the trade would accept either of the
above schemes.

The weakness of the present system of hedge contracts
lies in the fact that for all intents and purposes there is
only one active contract in Bombay, namely, the Broach
to take care of speculation and the whole Indian cotton
crop.® The Oomra contract is balanced well enough but
it comprises few and essentially export styles. As these
styles are taken up and shipped the contract registers a
progressive tightness which often develops into a mild
corner, or what is known as 'squeeze’ with the result that
?rowers and stock-holders of Oomras are shy of using it
reely as a hedge. The Bengal contract is very narrow as
most of the Bengal cotton is now stocked in Karachi and
islittle used as a hedging medium in Bombay. The
Southerns contract is badly constructed since most of the
styles comprising it are consumed locally and do not come
to Bombay. In consequence, this contract has met with a
natural death since its inception. The net result is that
the Broach contract receives a double pressure of both
speculation and hedging and is often rendered subject to
fluctuations unwarranted by the existing market condi-
tions. Needless to add that it is this absence of a proper
balance of hedge contracts in Bombay which is the source
of all troubles. It follows that the spirit underlying the
reforms in the present system should aim at such a recon-
struction that would bring an even distribution of both
the speculative and hedging interests and eliminate the
possibility of over-trading in any one contract. It is thus
the faulty construction or ‘technique' of the present sys-
tem of hedge contracts in the Bombay market which is
the real cause of depreciation in a hedge contract.

(b) Period of delivery: Another point that demands
improvement refers to the period of delivery. In the
Liverpool and New York markets all the twelve months
are traded in. If deliveries are made and accepted every
month in India it will satisfy all bonafide traders. It is
certain that operators would not deal in those positions

. “The concentration of trading under the three live contracts
is: 75 cerﬂtoSOge‘oerﬁBroach,tho 15 per cent Oomras
and 4 10 6 per cent Bengds.
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which are not likely to encourage trading and such
months will not be active at all. Isthere any objection to
decide that every hedge contract can be traded in every
month of the year? The trade may take it as it suits it.*
We have had many suggestions that the delivery months
should be increased and single months for all contracts
should be adopted, and we see no reason why this should
not be carried out by the authorities.

(c) Right of buying 'on account': Next in importance
is the reform of restoring the right of buying 'on account'
of defaulting sellers. This is the most important point in
regard to the system of hedge contracts. Under the pre-
sent rules of the E.I.C.A. this right of the buyer is taken
off2 The trade does not approve of this. Hence, the insti-
tuting of the right of buying 'on account' should go a long
way in improving the present system of hedge contracts.

4. CONCLUSION.

Our examination of the problem of hedge contracts in
India has led us to conclude that if the system of hedge
contracts is to discharge its functions properly, the exist-
ing hedge contracts in Bombay should be reconstructed.
The revision of the present system will have to be tho-
rough in all its aspects, including the periods of delivery.

~ "'Werecommend that in future forward trading should be for

single months and for any month of the year." Wiles Committee,
E.S. See @l an Interim report submitted to the Board of the
=.1.C.A. by the sub-committee on 'Hedge contracts recommending
sggle month delivery periods, etc. Bombay Cotton Annual No. 21,
p.25.

“Bye-law No. 60.



CHAPTERI X.
SPECULATION

SPECULATION initsbroader sense of takingrisks in the
process of buying and selling for profit has been in exist-
ence for centuries and is said to be as old as the history
of mankind. It is carried on both in 'spots and 'futures'.
Speculative system should therefore be divided into two
types: (1) Unorganised speculation or speculation in spot
and (2) organised speculation or speculation in futures.
Our immediate concern is with speculation in futures as
opposed to that in spot cotton. Hence, we need to consi-
der the definition and character of organised speculation.
This will enable us to examine the role of speculation in
the distributive system and to scrutinize its effects upon
the price-level of an agricultural commodity like cotton.

1. GENERAL

Difference between speculation in spot and futures:
The most conspicuous point of difference between the
organised and unorganised speculation lies in the fact that
in a futures market the commodity and the methods of
buying and selling it are so standardised that it is possible
for an individual to buy and sell without taking the trou-
ble to learn the technique of judging the qualities, and
other details which are necessary for operating in a spot
market. Other important points of difference between the
two systems are (a) short-selling is very much restricted
in the case of speculation in spot, ﬁb) turnover under spot
is relatively slow, and (c) speculation in spot requires
proportionately more capital than that required in orga-
nised speculation. Since payment as well as delivery are
postponed, heavy trading on a relatively small amount of
capital is possible under speculation in futures. Thus, it is
easy to see why a futures market attracts a great number
of dealers who may be connected with the trade in no
other way.

Definition of Speculation: The word speculation is de-
fined as the purchase or sade with the expectation of pro-
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fiting "by anticipated but conjectural fluctuations in
price."* 'Its primary condition is that the fluctuations in
price which form the basis of speculative transactions
must be 'conjectural'. Speculation thus denotes a busi-
ness venture involving unusual risks for the chance of
securing large profits as distinct from ordinary earnings.
The two principal elements involved in speculation are
(1) chances of making an extraordinary profit and (2)
equal chances of incurring huge losses. Since both these
elements are intermingled, the former cannot be availed
of without accepting the latter. Those who neither desire
nor mean to speculate will let go both of them by enter-
ing into offsetting transactions, and depend only upon the
mer chandising returns arising out of the ordinary course
of business. Accordingly, all those who run the risk of
adverse price movements with a view to making a profit
from a favourable change in price variations should be
regarded as speculators. For instance, a grower who ex-
pects a rise in price and does not sell his cotton runs the
risk of getting lower prices, that is to say, he is speculat-
ing in cotton. Similarly, a manufacturer who buys at a
fixed price his requirements some months in advance
without entering into orders either for manufactured
goods or fufures, runs the risk of an adverse change in
prices and is speculating in cotton with a view to secure
profits should the prices advance. In the same way, a
merchant who buys cotton upcountry and does not make
the offsetting transaction in futures runs the risk of price
variations which may be for or against him, is also spe
culating. A speculator in cotton may thus be defined as
a person who ostensibly buys and sells cotton or cotton
futures for the main purpose of profiteering from uncer-
tain fluctuations in prices.

Forms of Speculation: So far as the relation of specula-
tion with marketing is concerned, the trading operations
of speculators resolve themselves into two principal
groups: (1) constructive and (2) destructive. Operations
based on intelligent appraisement of market conditions
affecting cotton may be included in the first group, while
those which are based largely on a foundation of mob-

Webster'sNew International Dictionary.
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psychology should fall under the second group. Destruc-
tive speculation is hardly based on rational appraisement
of Joresent and prospective conditions affecting supply of
and demand for cotton. Such transactions may have ori-
ginated either from a group of inexpert speculators or
professional traders. They tend at times to overbalance
the activities of the more skilful and expert speculators.
The presence of such operators in a market and their deal-
ings should distinctly be considered as destructive.

Speculation and Gambling: In any form of speculation
the only way in which an operator can reasonably expect
to make a profit is by way of securing a difference bet-
ween the prices of buying a commodity and selling it.
This skill may arise from special training, unusual ability
to judge the trend of the market, or from an access to
special sources of information not available to all those
who are prospective dealers. As a result, the speculative
undertakings take a variety of forms var?/ing between the
two extremes. On the one hand, speculation may shape
itself into a form of most legitimate and highly desirable
trade activity and on the other, it may degenerate into
gambling. There is indeed a close kinship between them.
Speculation occupies the border territory between con-
servative investments and gambling.

Some people maintain that speculation and gambling
are one and the same form of activity. Their contention
is that there is no apparent difference between the two.
Of coursg, it is very difficult to draw a line of demarcation
between legitimate speculation and gambling, because, it
is difficult to state where speculation ends and gambling
begins. Gambling is a vague term which is used by dif-
ferent people in a different sense so that it is difficult to
define it. However, it may be noted that so far as the
speculator is governed by rational calculations based on
factual data the transaction is essentially commercial.
When he buys or sells simply in the blingl hope that the
market will turn his way it is gambling. A contract in
futures is an obligation, enforceable at law, to deliver or
accept and pay for a stated quantity of cotton. A person
may actually deliver the cotton or receive it, or he may
step out of the transaction and never handle a bale of
cotton. Nevertheless, he is for the time a part of the
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distributive system. A speculator acquires commercial
rights and duties; a gambler acquires neither.

The fact that Iike gambling speculation de-
pends on uncertainties tends to  cause the
two words to be used indiscriminately. But
there is one point which should be borne in mind in
this connection. In every gambling transaction there are
two or more parties and some one must win what others
must lose. This is not the case with speculation. For inst-
ance, suppose the price of the Broach April/May futures
contract stands at Rs. 225 and A buys 100 bales. When
the price goes up to Rs. 230, he sells the 100 bales to B who
in turn may sell it to C at Rs. 232. C may get the chance
of selling the same at Rs. 235 to D who may still be able
to make a profit due to a continuous rise in prices by sell-
ing, say, at Rs. 240/- to someone. Assuming that A had
bought from a person who purchased at Rs. 230/- and was
obliged to sell at Rs. 225/- thus making a loss of Rs. 5/-
per candy in this transaction, it is certain that only one
person has lost in the course of this chain of speculative
transactions. But it may happen that even the original
seller might have bought at a lower level than Rs. 225/-
and in that case, there would be a series of operations with
all profits and no losses to any one. The case of gambling
is therefore not at all analogous to that of a sale of cotton
by a speculator at an increased price. In the instance
cited above, there has been an actual tncrease in price to
which probably the speculator has contributed by the
responsibilities he shouldered during the time he was a
party to the contract.

Referring to the economic difference, a speculator as
sumes the risk that already exists in the very nature of
marketing a commodity, while a gambler joins with others
in creating a situation out of which a risk develops. Each
transaction of buying and selling cotton necessarily in-
volves some risk while betting merely on incidental re-
sults of a particular contest is the assumption of a risk
that did not exist before a bet was made. Thus a gambler
creates his own risk but a speculator merely assumes the
existing risk. Again, the detailed nature of the work
done by a speculator far removes it from the realms of
the mere staking of money on an artificially created risk
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of some chance event. He makes an intellectual examina-
tion of data collected and searches out the trade informa-
tion likely to tell upon a given market. He bases his indi-
vidual opinion on reasoning which takes the form of a
prolonged and systematic analysis. In short, speculators
form a class of experts whose chief business is to strive,
discover and foresee every event that has some bearing on
prices. Speculation presupposes intellectual efforts while
gambling blind chance.

2. THE ECONOMIC ROLE OF A SPECULATOR

In so far as the process of marketing an agricultural
produce is concerned the fact universally acknowledged is
the element of risk always present in 1t. This point is
better appreciated when it is realised that a small change
of annas two per candy in the case of Indian cotton means
Rs. 6/4 per 100 bales and a change of one point per Ib. in
the price of American cotton in the U.S. equals 500 dol-
lars or in case of Liverpool £2. On a stock of five million
Indian bales or ten million American bales, this amounts
to a rise or fall of Rs. 312500 or 500000 dollars respec-
tively. Fluctuations of Rs. 10 to 20 per 100 bales, and 50
to 100 cent points in the American market and 20 to 40

enny points in the Liverpool market over a period of
ew weeks are common. It amounts to a tremendous rise
or fall in the price and affects the aggregate value of cot--
ton realised by the producing countries like India, the
U.SA., etc. Formerly, a merchant had to assume herself
the risk of changes in prices. But the market being local
the risk was comparatively small. With the development
of world markets he was called upon to bear an increas-
ing risk. As the speculative element in marketing be-
came more important the burden increased in its magni-
tude. Those who pursued the marketing business were
hardly prepared to face it. A distinct class of traders
known today as speculators was therefore needed to re-
lieve the producing, merchandisin% and consuming inter-
ests of the speculative element of their business.

Functions of Speculation: The main function of the spe-
culative class is to be always ready to take over or deliver
the commodity at an established market price. To bear
the burden of inevitable risks involved in marketing is
the chief justification for the existence of speculators. The
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speculator's profit depends upon the accuracy with which
he can forecast market conditions. With this end in view,
he organises and elaborates a system to get advance in-
formation. Intelligent speculation generally tends to
afford the non-speculative merchant, producer and con-
sumer a basic price upon which to make their future
arrangements in actual commodity. The economic func-
tions of speculation are (i) to localise the merchandising
risk among the speculative class whose special function
is to bear it, (ii) to relieve producers and consumers from
carrying the whole year's stock by enabling the former
to convert his crop promptly into cash and the latter to
supply himself with raw material as his periodical needs
may require without the prices being unduly enhanced,
and (iii) to reduce the cost of distribution of a commo-
dity to a minimum.

Acting as a Buffer: It is a professional dealer who really
acts as a 'shock-absorber' in the trade. He is said to be
playing a vitally important role by bearing the risk that
others cannot afford or dare to assume. When buyers are
scarce during the marketing period his action assists ma-
terially in carrying the weight of the crop, for, he shoul-
ders the greater part of risk resulting from price move-
ments. On the other hand, when buyers are numerous
and sellers scarce, he performs the very function of a
seller and satisfies the present demand. The importance
of this class can hardly be overestimated. The speculative
class is said to be the best fitted to bear the risk inherent
in marketing the commodities. He bears the burden of
risk without any corresponding hedge against it. He may
therefore be described as a buffer between the two ex-
tremes in a distributive chain of producing and consum-
ing interests.

Providing a Ready Market: The next important service
rendered by a speculator lies in the fact that it is he who
is always ready to assume the role of the requisite other
party in a hedging transaction. It is he who provides a
ready market at any moment to any operator in futures.
In fact, a speculator helps the market to function smooth-
ly. Speculative operations are in large measure neces-
sary, if the cotton market is to maintain continuous and
stable conditions. They make the market broad and
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mobile. The ease with which a deal can be put through
is the most important and singular service performed by
him to the trade in general. He provides what is known
as 'liquidity'.! Without a speculator the element of liquid-
ity will be lacking and the market will not be able to fulfil
its real function. |If there were no speculators, one would
not be able to buy or sell big quantities of cotton for future
delivery. A speculator acts as a buyer and seller at a
comparatively small cost. If this body of shock-absorbers
is withdrawn, the market would be, rendered not only dull
but narrow. It would lack in continuity. Had it not been
for this continuous character, the most important func-
tion of a futures market, namely, hedging, would be hin-
dered to a considerable extent, since, there would be a
difficulty in finding the requisite other party for hedging
purposes. The force of hedge buying or selling is absorb-
ed by speculation without causing any undue shock to the
market. The presence of speculators including jobbers,
floor traders, scalpers and others render it easier for
bankers and financiers to finance the movements of pro-
duce at every stage from a producer to a consumer. Thus
by standing ready always to buy or sell, the class of spe-
culators provide a ready market with all the advantages
resulting therefrom to both producers and consumers.

Discounting the Future: Another important service of
the speculative class is that it generally tries to forecast
the trend of probable prices. In other words, speculators
discount the future long before it would otherwise be rea-
lised by the general public. Their fortune lies in fore-
seeing the point at which price-making factors are going
to find their focus. The speculators are concerned with
facts and their interpretation with respect to the future
course of prices. All known influences brought by the
informative service to the attention of many are given
careful consideration by them in anticipating the future
trend. This serves to discount the future. It is said that
a speculator by reason of his temperament, special train-
ing and experience is competent to judge price trends.
He translates his opinion and beliefs into the form of ope-

~ !The term 'liquidity' means that. the commodity may be sold
mstantatneously and in ‘any amount and turned into at any
moment.
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rations in which the probable effects of his judgment of
the future trend of prices are reflected. Further, by means
of their ability to forecast prices for cotton to be deliver-
ed at different times in future, they direct the investment
of capital into the most profitable channels. As a class,
the speculators by means of specially collected trade in-
formation and statistical data are in a better position to
discount the future some time before favourable or un-
favourable news are published. The commodity often
sells off when good news come out and not infrequently
holds firm when unfavourable news are made public. This
is attributed to the fact that the development has been
discounted in advance. The effects of favourable or
adverse developments is thus spread out over a period of
time. The distant positions of a futures contract serve as
a guide to opinion as to what price will be after some time
and the contracts in a spot market are made upon the
basis of these expectations. The mere presence in the
market of a group of traders who have formed opinions
as to the future of prices and will buy or sell in accord-
ance with their beliefs is a constant assurance of orderly
adjustment of prices. In this way, by its watchfulness
and use of both official and other information including
statistics, the speculative class discounts the future, pre-
vents panic, and spreads over a longer time the conse-
guences of unexpected news, either favourable or adverse.

Regulating Consumption: As a corollary to the preced-
ing service, speculation regulates the rate at which the
year's crop is consumed. Each season's crop be it large
or small should be adjusted to the year to which it applies.
Speculation by its forecasting service tends to accomplish
this. By forecasting the prices of cotton to be delivered
in future, the speculator exerts an effective influence in
regulating the consumption of the crop. This in turn is
rendered possible by the collection of statistics and trade
information both officially and privately for the current
as well as past so many years. For instance, if the figures
relating to the visible supply of Indian cotton plus the
carry over and other relevent statistics make a total supply
of our crop unusually low, it is likely under normal con-
ditions that the prices will show an upward tendency. This
higher level of prices will decrease the rate of consump-
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tion. Similarly, if a grand total figure of sugply is un-
usually large, it may be expected, other things being equal,
that prices will decline and the result will be an mcrease
in the rate of consumption. Since price is the prime re-
gulator of production and consumption, the discounting
service of the speculative class is mainly held responsible
for regulating the output and utilisation of the crop. The
movement of prices brought about by the forecasting ser-
vice indirectly benefits the trade by way of regulating
consumption of the available supply so that each year's
crop whether large or small just happens to meet the
needs of the consumer.

Creating time and place utilities: Other important ser-
vices rendered by the speculative class are those of creating
time and place utilities. Because the speculator supplies
contracts for the delivery of cotton in future, he is the
creator of what is theoretically referred to in economics
as 'timeutility.' Similarly, because he moves cotton from
one place to another by buying where it is cheap and sell-
ing where dear, he is regarded in the same sense as the
creator of "place utiIit%‘. Moreover, he is said to hasten
what would otherwise be a tedious process by smoothening
difficulties in the way of necessary movements of cotton,
from the field to the factory. He ensures that cotton shall
find its own way from a place where it is not needed to a
Elace where it is badlg required. Thus by straddling he

eeps prices in level between different markets.

Consideration of a speculator's remuneration: For ren-
dering all these services what return does the speculative
class expect ? What is the aim of a speculator is a question
with which one gets puzzled so often. It is not infrequent-
ly answered that the aim of the speculator is to make
money and the services rendered by him are the by-pro-
ducts.” A speculator as an individual is out to make
money and not to serve anybody. The speculator who
correctly foresees the trend of events profits by his judg-
ment and promotes the necessary re-adjustment of prices
at the same time. Al speculators bu?/ when they think
that cotton is going to advance and sell when they see the
coming decline. Their purpose ostensibly is to pocket the

'Replies to Questionnaire.
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differential gains. Each trader operates in the hope as
well as confidence of being a winner and some are gainers
for a period of time while others are losers. It is pertin-
ent to inquire whether speculators make or lose money on
the whole. The common opinion in this connection points
out that in the aggregate they neither put money into the
cotton trade nor take out of It.

It may then be asked what is the source of income to
speculators? One source as suggested by some economists
consists of the small losses incurred by hedgers  The
hedger's loss is something like premium money paid for
an Insurance against heavier losses. Since the speculators
are described as underwriters or insurers and the hedgers
as insured, it is but natural that the insured should pay
the premium to the insurer. This small loss incurred by
genuine dealers is, however, a variable phenomenon and at
times may largely be offset by similar gains in the oppo-
site transactions. It therefore cannot form the main source
of remuneration to the speculative class. It may further
be inquired here as to what should be the principal source
of his income. Since no statistical data on the point are
available, it is difficult to get any enlightenment on this
particular aspect of the subject. It may, however, be said
that the main contribution comes probably not from pro-
ducers, consumers or genuine dealers but from the very
many small speculators drawn from the 'general public.’
Generally speaking, these small dealers who buy and sell
on the futures markets are neither close students of the
situation nor familiar with conditions of supply and de-
mand. Such outsiders possess neither good g‘udgment nor
keen business sense.  Their activities are influenced more
or less by tips and rumours rather than by keen analysis
of market conditions. Hence, in the long run this class
mostly loses and that brings some money to the profes-
sional speculators. Another source of remuneration to the
speculative class is an occasional failure of a big specu-

The Economic Journal: F. Lavington, The Social Interest in
Speculation, Vol. 23, p.40. See also Vol. 44 Stewart Blair, The
Profits of Professional Speculators, p.415. See also Vol. 33, pp.
428-30 and 579-81: Discussions on the profits of Speculators.

’personal Investigation and see also J. G. Smith: Organised
Product Markets: 1922, p.103.
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lator. He may misjudge the market and in consequence
pay a heavy toll for his error. Mistaken speculators are
penalised with the utmost severity. The amount they are
called upon to pay makes the fund for others.

3. SHORT SELLING

The trading on a futures market takes the form of either
first selling and later buying or first buying and later sell-
ing. The latter practice Is common to both spot and
futures while the former is mainly confined to specula-
tion on an organised market. Traders on the exchange
naturally fall into two classes representing the supﬁly and
demand forces. In the language of the exchange they are
called 'bulls' and 'bears.’” The 'bear' will express his
opinion if he thinks that the price-level is higher than
what it should be by 'selling short'. Selling cotton with-
out in hand with a view to buy back later at a lower price
is 'short-selling’. The reverse of this is 'long buying'. The
only difference between taking a long position and a short
position is that in the first case a person buys first and
sells later while in the second case, he sells first and buys
Ialgarl. In both cases, there must be a purchase as well as
a sae.

Short-selling and total turnover of futures. Because a
speculator when he thinks that prices are higher than
what they ought to be comes forward and makes short-
sdes, it is popularly thought that he increases the turn-
over in a, futures market for his own advantage. It is true
that a short-seller is one of the factors making the huge
total of the sale and purchase of futures contract but there
are other factors as well. For instance, it may happen
that a seller of cotton for future delivery has got the com-
modity in his possesson and enters into a hedging sae as
protection. Under no circumstances can this be regarded
as a speculative short sale, although his position in the

'A bull is a person who anticipates that the price will rise
before he is called upon to accept delivery of the goods. This
gives him an opportunity to sell at a profit before that date. A
bear on the other hand, is a trader who anticipates that the price
will decline before he is called upon to deliver the goods he may
have sold. This gives him an opportunity to buy at a profit be-
fore that date.
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market appears as that of a short-seller. Again, there is
no means of ascertaining whether a short-seller possesses
cotton or not. It is equally difficult to decide whether a

particular short sale is meant for speculative or hedging
pur poses.

Apart from this, the common argument that
cotton is sold in a futures market so many times the actual
crop in a country like India is erroneous in the sense that
it gives the picture of one side only. The fact that cotton
is also bought in the same market so many times the actual
crop is lost sight of. For example, when 100 bales of
Broach cotton are sold by an operator, he ordinarily buys
them back as soon as the price movements tend to favour
him so that a small differential gain may be pocketed. He
thus buys and sells or sells and buys for a number of
times in a day, week or month. In the course of his deal-
ings he goes on adding to the total turnover of futures con-
tracts. The volume is also increased by a merchant who
uses futures against spot transactions. Similarly, a spin-
ner, factory-owner, shipper and various other interests
connected with the trade employ futures either for one
purpose or the other and add to the total turnover of deal-
ings in futures. Further, a dealer may find it necessary
often to change the position of a futures contract eg. from
Broach April/May futures to Broach July/August futures
contract. This changing of positions is a new transaction
in futures and goes to increase the total. In the same way,
'badla’ or straddling also adds to the volume. Now the
fact should never be lost sight of that every hedger, strad-
dler or speculator who might have sold a certain quantity
has an obligation either to buy back before the due date
of a futures contract or tender the cotton contracted for.
A volume of futures contracts in any one year should
therefore be much greater than the total out-turn of the
crop which is made the basis for futures. In the absence
of any statistical data relating to the total turnover of
futures contracts made upon the East India Cotton Asso-
ciation or any other futures market in India, it is difficult
to give exact figures showing the volume of futures against
that of the actual production of cotton. We have received
several estimates in this connection. The estimates vary
in figures, but the volume of transactions in futures con-
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tracts in India in any one year _cannot be less than 15 times
the total volume of our crop.

Function of Short-selling: Since every short-seller is a
potential bu?/]er, the function of short-selling may be said
to cushion the market from run away prices In either
direction. A market without a short-seller might become
a place of wide and violent price swings. The presence of
a short-seller checks such wide fluctuations either upwards
or downwards, by selling in the first instance and cover-
ing in the latter. At times, he spends a lot of money and
energy to collect relevant data with a view that he may
be able to judge more correctly the probable trend of the
market. Short-selling enables dealers, manufacturers and
shippers to enjoy the full benefits of a futures contract by
making it possible for them to hedge their trade profits
against losses through price fluctuations.

Short-Selling and Prices: It is not uncommon to hear
in India from the producers quarters that short-selling in
a futures market like the E.I.C.A. tends to depress the
price of their produce. If it were not for the enormous
volume which futures trading has reached in Bombay it
is probable that this feeling would be much less pronounc-
ed. It by no means follows, however, that the large sales
of futures necessarily depress prices. The prejudice
against short selling in our country is largely due to the
fallure to appreciate its function. A short-seller neither
interests himself nor wishes to go against the natural fac-
tors affecting prices.- The history of organised speculation
is a convincing evidence of the inability of short-sellers to
defy natural conditions of supply and demand. Instead
of constantly depressing prices, short-selling at times,
contributes a potent factor in sustaining them. Any sys-
tem which prevents extreme fluctuations on either side
would tend to steady prices and be correspondingly bene-
ficial. This is precisely what short-selling aims at accom-
Blishing for the trade. A vast number of traders may be

uying cotton for a rise at times when natural conditions
do not ﬂ'ustify an advance. It is just at this stage that a
short-seller steps in. He sells short relying on his ability

Y1t is estimated that the total volume in the American cotton
on the different markets of the world exceed 20 times the actual
production of the crop in the U.S.A. in any one year.
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at a subsequent date to purchase the cotton at a lower
price. His sales obviously tend to prevent the unwarrant-
ed advance from being realised. On the other hand, when,
as a result of other conditions prices have fallen sharply,
the fact that a short-seller must cover his sales by coun-
ter purchases contributes a sustaining influence of great
importance. With a short interest in a market, the buy-
ing power develops almost immediately after a decline is
started and opposes a downward tendency. It will be
noticed that if short-selling has a depressing effect on a
rising market it has an uplifting influence on a declining
market as well. What really breaks a market in Bombay
during a bear raid is the selling of weak and timid owners
who do not reappear as buyers. Short-selling is as useful
as long buying and both are equally beneficial in so far as
they express an intelligent judgment of the probable trend
of prices in a given market. As a matter of fact, short-
selling does not ﬁrevent prices from eventually reaching
a level either high or low warranted by conditions of sup-
ply and demand. It is not that short-sellers actually deter-
mine prices. All they do is simply to express their judg-
ment as to what prices will be in the future. If they are
mistaken they pay the penalty for their errors of judgment
by having to enter the market and buy at higher prices.
When the drop takes place they must become buyers to
realise their profits. In this way an excessive drop in
price is avoided. Short-selling therefore does not unduly
tend to depress prices as is often asserted. It is instead
a powerful agent in steadying them.

4. MANIPULATION

It cannot be denied that there are circumstances under
which the market may be manipulated by some specula-
tors. Prices, at times, may be markedly influenced by their
actions. The term 'manipulation' refers to the artificial
raising or lowering of the price by operators through con-
-centrated speculative dealings. Manipulation has many
forms and degrees. Its chief method is to create false opi-
nions as to the general conditions of supply and demand,
eg. some speculators in Bombay will lead the market ge-
nerally to believe that they are working for a fall when
really they are buying quietly and by indirect means much
more largely than they are selling. Conversely, they will
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buy openly when they are really speculating for a fall. Its
another method is to disseminate unauthentic news. Such
news are calculated to influence prices without regard to
the actual demand and supply position in a given market.
To guard against such actions very severe penalties have
been incorporated in the rules of the exchanges. For
instance, every member of the E.I.C.A. is liable to payment
of afine, suspension or even expulsion for publishing any
statement which is calculated 'to mislead the members
ant(alj/or the1 public with regard to the state of the cotton
trade, etc.'

'‘Corners and Squeezes: The term manipulation aso in-
cludes 'wash sdles, 'matched-orders, 'squeezes, 'corners,
etc. A corner is the towering form of manipulation. There
is said to be a corner when one speculator or a group of
speculators secures possesson of almost all the deliverable
cotton. For instance, on May 27th, 1921 Broach was Rs.
327, Oomra Rs. 283 and Liverpool 849d. On August, 12th,
Broach came down to Rs. 320, but Oomra went up to
Rs. 326%, Liverpool advancing only to 860d. It will be
noticed that Broach which was Rs. 44/- higher than Oomra
on May 27th, was actually cheaper by Rs. 6% on August
12th. This was the result of a corner in_Oomra contract
engineered by the late Mr. Oomar Sobani.? Broadly speak-
ing, corners are of two kinds: those which are planned
deliberately for the fleecing of shorts and those which are
brought about unintentionally through an unavoidable set
of circumstances. The usual method of effecting a corner
engineered by a speculator is to buy all the offerings of
short-sellers and to encourage them to go on selling until
their sades exceed the amount of deliverable cotton. Mani-
pulators then demand delivery in due course an& refuse
to settle except on their own terms. Since the manipu-
lator gains nothing by absolutely ruining the shorts, the
terms arranged are in the nature of a compromise. The
victims are sgueezed according to their financial stand-
ings. To be successful, the manipulators must have suffi-
cient resources to acquire the necessary amount of the
commodity. When the prices rise supplies from various

‘Bye-laws of the EI.CA.. No. 17 (e).
Bomb@( Cotton Annual No. 4, S d9 report of the
Bombay Mill .

owners Assoaation for the year 1922, p.l
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sources would rush in. To maintain the corner the mani-
pulator has to purchase all these supplies, otherwise, the
shorts may make the best of them. Manipulators have
thus to run great risk. They have to discount in advance
any gain likely to result from the venture. When the cor-
ner aimed at becomes successful a temporary squeeze re-
sults. The price is driven up for the last few days of the
contracted position and the shorts have but to settle.

A squeeze is a little corner in a particular position of
the futures contract. This occurs frequently. For instance,
on December 29th, 1924 Broach April/May was Rs. 456,
Oomra December/January was Rs. 438 and Liverpool
13.28d. On January 23rd, 1925 when Liverpool went down
to 12.85d and Broach came down to Rs. 454, Oomra went
up to Rs. 465} Similar cases occurred in 1930-31 when
Oomra December/January was quoted at a premium of
Rs. 15% over April/May Broach and in 1934-35 when
Broach April/May was sgueezed and its price from Rs. 220
in March jumsﬁed up to Rs. 251 in May. A sgueeze results
rather from snortness of supply artificially created by one
or the other factor than that caused by actual scarcity of
cotton. The manipulator merely acquires control of the
deliverable supply of cotton in a particular city where the
exchange is located. He keeps hlsOProgramme secret until
near the end of the delivery perio Short-sellers of that
|oart|cular position are obliged to make delivery by the

business day of the delivery period. If they are un-
able to meet their commitments in time they are required
to settle their contracts with the manipulator on his own
terms. A commodity corner or sgueeze cannot easily be
contrived in the beglnmng or middle of the season but in
the end it may be possible to squeeze the market.*  For
example, Julg/August in the case of Broach and July in
Oomra can be squeezed with comparative ease in our
market.

Manipulation in the form of corners and squeezes is
condemned by society because of the general feeling

lBombay Cotton Annual No. 6, p. 10.

In considering a corner or squeeze there are three major fac-
tors that must be taken into account and they are: (1) availabi-
lity of cotton for tender, (2) the distance of or creation of size-
able short interest in a position and (3) activity of the market
must be sufficient to accumulate a long position.
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against tampering with prices, and the plight of the vic-
tims who have to accept unconditionally the terms dictat-
ed by the manipulators. Corners or squeezes constitute a
menace to speculative markets and do not serve any useful
economic function. When financed knowingly they repre-
sent a misuse of credit funds. They tend to disrupt the
machinery of legitimate speculation and cause the gravest
in%ustice to the market. When corners are attempted, the
effective reply on the part of intended victims is counter
manipulation. The corner can be broken by continuously
selling short and forcing the cornerers to take not only the
whole of the real supply but the artificial supply as well.
This course is no doubt a bit risky for the shorts unless
their capital and nerve are greater than those of the bulls.
For the most effective and successful remedy one may
therefore look to the organised markets themselves. Autho-
rities can prohibit trading in a particular futures contract,
fix the settlement price of a particular position of a futures
contract or the maximum and the minimum prices of a
certain futures may be fixed for the entire season.  For
instance, the Board of the E.I.C.A. prohibited trading in
July/August 1924 Broach contract during the season 1923
24. The maximum rate for Broach was fixed at Rs. 700/-
and rates for other contracts were aso fixed and all trad-
ing except for settlement business was prohibited for
several days' During the season  1929-30, the E.I.C.A.
fixed the minimum price at Rs. 240 for July /August Broach,
Rs. 197 for JUIK Oomra and Rs. 175 for" July Bengal. Simi-
larly, during the season 1930-31, the Board of the E.I.C.A.
fixed minimum prices for the various contracts and trad-
ing in new crop was commenced earlier than the usual
date A further remedy that can be suggested is the deve-
lopment of public opinion against the manipulators.

'‘Wash-Sales and Matched-Orders: The traders of the
present day do not favour corners or squeezes as a popular
method of manipulation. This is largely attributable to
the fact that the rules of an exchange now make it diffi-
cult, if not impossible, to carry out such an operation to
its successful conclusion. But manipulation by means of

'Bombay Cotton Annual No. 5, p.8.
’Indian Cotton Review for the season 1930-31, p.10.
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“wash-sales' and 'matched-orders’ occurs from time to
time on a futures market. Wash sales are fictitious tran-
-sactions in which one broker arranges to sell to another
at an artificially high price. Others being unaware of this
arrangement are led to believe that there is genuine rea-
son for the advance in prices. In case of matched orders
a manipulator desiring to advance or depress the market
gives simultaneous orders to different brokers with in-
structions to buy and sell at a certain price. The market
can in this way be stirred to activity and the prices may
be made to appear at a level pre-determined by a mani-
pulator. In most cases the brokers employed are ignorant
of the object in view and they act in good faith. The
success of the manipulators in these cases, however, de-
pends mainly on the fact that the buying and selling bro-
kers should not deal with others but among themselves.
‘Though the exchanges have strict rules prohibiting such
fictitious transactions there is no practical means by which
they may be detected.

Uses and Abuses of Speculation: So far as evils result-
ing from manipulation or tampering with the markets are
concerned it is probable that the system at times may
aggravate the very condition it should correct, viz., extreme
violence in price fluctuations. Such a condition would
mean in most cases that the legitimate function of the spe-
culative system is being perverted. It would also indicate
that prlces are being influenced by little more than pure
gambling.! The influence of this gambling element in the
market at times has been great and it is useless to deny
it.

A great weakness of the present speculative system
is that there are too many people to supply futures con-
tracts. Due either to the needs of other lines of business
or absolute limitation of funds, they cannot stick through
the long run and are wiped out by the first or second un-
expected turn of the market. Individuals with little or
no knowledge of the trade and lacking in the poise that
accompanies ample financial resources and training con-

“For a given time a single individual or a group of indivi-
duals supported by sufficient capital, may so dlsorganlse the mar-
ket as to deprive speculation o all’ its normal benefits." H. C.
Emery: Futures in the Grain Market: The Economic Journal,
Vol. 9, p.65.



166 FUTURES TRADI NG AND MARKETS I N COTTON

stitute an undesirable element in the market. It is true
that they serve to lend continuity to the market but
against this advantage the adverse effect of those who fail
and cause disturbance in the price cannot be overlooked.
Speculation sometimes proves disastrous to many people.
The evil is steadily increasing with the increasing number
of inexperienced and lazy speculators who hope to earn
a fortune by ready made astrological forecasts. For inst-
ance, we have come across a fairly large number of traders
in Bombay, Ahmedabad and other places who mostly rely
on astrological tips and base their operations on such
forecasts. These dealers operate in the Bombay and
Ahmedabad markets not because they are convinced by
the economic facts relating to the conditions of supply
and demand for Indian cotton, but because their astrolo-
gers have given them what they regard and value as most
confidential tips regarding the effects of the movement of
a particular 'star' or planet. They prefer this short cut
to money-making to the hard work of a
professional speculator. In fact, the speculator
is a man of high professional attainment which these peo-
ple lack. If it were possible it would certainly be desir-
able from a social as well as economic point of view to rid
our market of the small and uninformed outside specula-
tors because they bring with them the spirit of gambling.

As regards benefits a speculative system renders various
advantages. For instance, it stimulates competition in the
number of traders engaged in the business. The question
is in what manner speculation is availed of. Speculation
can certainly be made a very effective instrument in
steadying prices in either direction and at the same time
it may be used to carry prices to extremes by manipula-
tion. What is therefore desirable for a predominantly
agricultural country like India is not to abolish the spe-
culative system but to limit its application to useful pur-
poses only. In fact, speculation in India often bears the
brunt of attacks which are really directed against gambl-
ing and manipulation. The cotton market in Bombay is
often looked upon as an institution carried on for the pur-.
pose of gambling.® This is a very erroneous view and
does no justice to such an institution. Speculation is the

'Personal  discussion.
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necessary element in the maintenance of a balanced and
a continuous market. Abuses follow uses but uses cannot
be discontinued because of that. Speculation when har-
nessed by strict rules and put to the work of moving the
crop is a great benefit to the society. :Speculation Is an
aid to distribution of the staple. The part that speculation
plays in the distribution of the crop is of immense import-
ance to a producer, merchant and consumer in a country
like India, because, we have to distribute 50% or more of
our crop abroad and if there is no speculative market there
would be no hedging facilities.

The wuses and abuses of speculation, in fact,
have been the subject matter of endless dis
cussion; but none can deny its healthy effects. The
speculator's function is as much productive as that of the
producer to whom he affords protection against a large
amount of risk due to the uncertainty of future demand.
But there are those especially in our country who take part
in speculation simply by way of gambling. They bet upon
the course of prices of the Broach futures contract in Bom-
bay without any knowledge of facts concerning the fac-
tors affecting the price level in India® Therefore the
modern system of speculation in futures has proved itself
a convenient scapegoat in Bombay for all the evils of the
trade. Whether or not measures can be devised either by
Government or by institutions like the E.I.C.A. to put an
end to the abuses of speculation in our markets without
serioule disturbing its uses is a matter of great difficulty.
In the light of these circumstances, it may be observed
that the authorities concerned should see that any reform
to do away with the evils of speculation should not tell
upon its benefits.

5. EFFECTS OF SPECULATION UPON PRICES.

~ There are three main considerations involved in -study-
ing the effects of speculation upon prices; whether spe-
culation in futures depresses, advances or steadies the
prices. These points represent conflicting views from the
cotton world including those of the growers, spinners,
merchants and speculators. For the sake -of analysis it is

JRefer to Chapter on 'Hedging*. . .
Especially this is true so far as the Bombay Presidency is
concerned.
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proposed to give in the first place, methods of testing
effects of speculation upon prices in a futures market like
Bombay, secondly, a few recent studies made in this con-
nection in other countries and finally, information receiv-
ed by us while making a personal investigation as well as
the answers received to our questionnaire on this”subject.
This should enable us to observe the effects of speculation
upon the cotton trade in general and prices in the Bom-
bay futures market in particular.

Methods of testing effects of speculation upon prices:
There are four possible methods of testing effects of spe-
culation upon prices; viz., (1) to compare pricesof the same
commodity at the same time in different places, (2) to
compare prices in the same market or in similar markets
at different times, (3) to compare prices of different
%rad&e of the same commodity during the same period in
the same market and (4) to compare prices of different
commodities whose markets in most respects are similar
except that some have and some have not facilities for
futures trading. If we compare cotton prices in different
parts of the world, we meet with the difficulty that the
prices in the spot market are directly influenced by those
in the futures market and vice versa' For instance the
spot price of the Fine Punjab/American cotton in Karachi
on 4th January 1938 was Rs. 18/14 and its January futures
price was Rs. 18/10. Similarly in Bombay the spot price
of Fine Oomra cotton on 4th January 1939 was Rs. 152
and its December/January futures price was Rs. 149. Thus
it will be noted that the prices in the spot market are not
wholly independent of those in the futures market. The
direct influence of futures may have been removed in the
case of the trading in a spot market but its indirect influ-
ence remains. If we compare the prices of different grades
of cotton, we meet with the same difficulty, because, the
prices of the grades deliverable on futures contracts and
those not so deliverable are interdependent.  Moreover,
either the two grades are substitutes in some degree in
which case the price of futures contract influences the
price of both or they are in no degree substitutes, in which
case, the several conditions of demand may be wholly dif-
ferent. For instance, 'fine’ and 'superfine’ or 'good' and

"Refer to Chapters on 'Hedging' and Trices.
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'fully-good' Broach are so close that they may be used as
substitutes in some cases but ‘fully-good' Broach and
'fully-good' Bengal are in no way substitutes and their de-
mand depends upon other conditions. Hence, it is certain
that the data cannot be freed from the influence of counter-
acting causes. If we compare the prices before the intro-
duction of futures trading with those of futures, we meet
with the difficulty of changed circumstances. The intro-
duction of organised speculation has been accompanied by
other changes such as the introduction of telegraphic
communication, the establishment of grading systems, the
improvement of transport and storage facilities, etc. These
changes collectively far outweigh in importance the advent
of the futures trading or organised speculation.”  Com-
parisons of the price fluctuations of similar commodities
such as cotton and jute or cotton and wheat present the
difficulty that the prices are not entirely independent of
one another. It should be pointed out that unfortunately,
any one of these methods Is subject to one or the other
defect which prevents it from establishing the singular
effects of speculation upon prices. In fact, it is admitted
by economists that none of these methods is satisfactory.”

Recent studies made to test effects of speculation upon
prices: We may also refer in this connection to studies
made abroad. Recently special studies have been made
in some_ countries to scrutinise the effects of speculation
upon prices. Amongst these the most conspicuous and
authoritative documents are (1) the Report of the Stamp
Commission, 1931, Canada, (2) the Report of the Inter-
national Chamber of Commerce, 1931 Paris, and §3) the
Report of the Special Committee of the Chamber of Com-
merce of the U.S.A., 1930, Philadelphia,

cf. "If different periods are selected for comparison, so early
a period has to be taken as representative of the times before
'futures’ were in operation that economic conditions wholly dissi-
milar from those of the present are brought into the problem as
disturbing factors." S. J. Chapman and Knoop Douglas: "Antici-
pation in the Cotton Market". The Economic Journal, pp.541-42.

2cf. "The influence of speculative marketing on prices", Usher:
American Economic Review: Vol. 6, pp.49-60. Usher concludes
that the problem is not susceptible of direct statistical solution.
See also Economic Journal Vol. 14, Chapman and Knoop, and Vol.
23, Levingston: 'Social interest in speculation”, pp. 36-52.
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(1) Report of the Stamp Commission: The Stamp Com-
mission observes' that

"The general effect of future trading on price fluctua-
tions is to 'put on brake'. Instead of prices falling
violently the fall is cushioned; it comes gradually in
a series of small steps. Or conversely, instead of prices
rising rapidly the rise is stepped up gradually. The
total effect is that the market range—the spread bet-
ween high and low prices—is reduced. Thus under
future trading, the daily, weekly, monthly and yearly
ranges in price are smaller than these ranges would
be without futures trading."

So far as the effects of speculation upon prices are concern-
ed, the Commission concludes’ that

"The effect is certainly and materially to lessen major
fluctuations in price extending from year to year and
guarter to quarter The effect of the system with the
features it involves in practical working is probably
and more especially at times of active, natural or in-
evitable changes of price, to increase the minor short
period oscillations round about the stabler fluctuations."

(2) Report of the International Chamber of Commer ce:
The report of the futures market Committee of Interna-
tional Chamber of Commerce maintains under the 'head’
of speculation® that

"This necessary activity of the market also contributes
to the smoothing out of violent fluctuations in prices.
_ It is true that futures trading being active entails
more frequent oscillations in prices but over a long
period there appears to be a close connection between
trading in futures and reduction in the range of
values."

(3) Report of the U.S. Chamber of Commerce: The
report of the Special Committee of the Chamber of Com-
merce of the U.S.A. submits® that

ZlReport of the Stamp Commission, 1931, p. 14.

,0n pp.68 to 72 summary of conclusion is given.

International Chamber of Commerce: Futures Trading, Bro-
churg No. 10, 1931, pp.15-16. _

Report of the gpemal Comniittee of the Chamber of Com-
merce of the U.S.A., 1930, p.28.
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"Futures trading has a tendency to bring closer toge-
ther the price extremes of a given crop. There can
be but little doubt that in many cases the intervention
of speculative demand and speculative supply through
the purchase and sale of futures has checked price
movements and has reduced the range between the
high and low prices."

Information received by us on the subject: It is appro-
priate to give the information received by us on the sub-
ect here. It may however be mentioned that we give be-
ow only a few selected but re#)resentative replies as it is
not possible to reproduce all of them.

(1) "Speculation cannot put up aolorice contrary to the
dictates of supply and demana.”

(2) "Speculative transactions make for a steady market
and help to prevent erratic fluctuations.”

(3) "Speculation has a great stabilising influence in the
market".

It will be noticed that according to the foreign studies
and opinions received by us speculation in futures has a
steadying effect upon the price level. It has the effect of
keeping price fluctuations within narrow limits.  Since
the interest of the speculative class lies in that of the trade
as a whole, they can only make a profit and survive while
serving the society.

Conclusion: The conclusion therefore in regard to the
effects of speculation should rest entirely upon theoretical
reasoning. So many other factors enter the situation
alongside the influence of speculation that it is very diffi-
cult to isolate its effects upon prices. The prices in a
futures market are determined by the existing supply and
demand which when taken as effective tend to be specula-
tive because they are dependent upon conditions in other
markets, and on judgment concerning the future. Future
supply and demand In turn exert their influence over the
present speculative supply and demand and the price is
also affected by them. A speculator deals mostly in esti-
mates of future prices. The question therefore is whether
the speculative increase of supply really tends to depress
the price and vice versa. It cannot be denied that the
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increase of supply whether artificial or genuine should
tend to depress prices. The point to be considered is how
far the speculative increase of supply succeeds actually in
depressing prices. It will be admitted that this should
depend upon the strength of demand. Speculators usually
hold divergent opinions as to the probable supplgl and
demand and one section must be wrong. This very diverg-
ence of opinion tends to prevent extremely violent varia-
tions. A bear speculator cannot depress prices by selling
artificial cotton indefinitely in as much as, a bull specula-
tor will become equally active and his purchases will
raise the price. The combined effects of speculative buy-
ing and selling should be to cause prices to rise or fall
in advance of changing conditions and to remove the ex-
tremes in price which would otherwise result. It is not
only in a falling market that profits can be made. It is
to create an artificial demand just as to create an
artificial supply. It cannot be gainsaid that bulls are in
any way less enterprising than bears. Contrary to the
general belief (a) of agriculturists, that speculation de-
presses the price and (b) of spinners, that it advances the
price; those who have studied the subject maintain that
speculation subsides violent fluctuations and has no per-
manent tendency in either direction. Instead they hold
that speculation brings about earlier a correct price level
than it would otherwise be established. Where a specu-
lative market is free fluctuations in prices otherwise vio-
lent and disastrous, ordinarily become gradual and com-
paratively harmless. Since every speculative transaction is
at one time a purchase and a sale at the other, it must
have a salutary effect in stabilising prices. A professional
dealer in a market is not for the purpose of either depress-
ing or raising PI’ICGS. He is as readK to make money on
arise as on atal. In either case, he tries to ascertain
what the probable tendency of the market would be be-
fore embarking on any undertaking. In so far as the ques-
tion whether speculation in futures depresses or advances
the price is concerned, it may thus be observed that the
urchases of those who buy because their investigations
ead them to conclude that the supply is likely to run short
or sdes of those who sell since they are convinced that
the supply has been underrated, would certainly tend
neither to unduly advance nor to unduly depress prices.
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As to the effects of bringing about steadiness or unsteadi-
ness in prices, it may be said that speculation tends to con-
centrate all the factors influencing prices in a given mar-
ket. Price differences between different places and posi-
tions of a futures contract are eliminated by 'badla’ opera-
tions. One reason why speculation in futures should pro-
mote stability of prices is that it stimulates the collection
of all sorts of information bearing upon the prices. As
information is gathered and disseminated the opportunity
for violent price movements would be restricted in any
market. The tendency of speculation to steady prices
largely rests on the informative service of the market.
The dissemination of information should bring about the
readjustment of prices from the time the changes in con-
ditions are first noted. Fluctuations arising from causes
that can be foreseen are therefore discounted in advance.
The natural result of such readjustment would be to re-
duce the violence of price fluctuations, because, the antici-
pation of changes in the future price affects the present
market prices. On the other hand, speculation makes a
market more sensitive to every change in condition of
domestic as well as world supply and demand for a com-
modity. The futures market is more mobile than the spot
market. Fluctuations, if less violent are more frequent in
futures prices. For instance, today the slightest change
in the supply or demand for Indian cotton exercises more
influence on the prices of the Broach futures contract in
Bombay than it ever did before. In fact, the more perfect
the speculative market becomes the more sensitive it is
to every change in conditions calculated to affect the price
level in a given market. This will result in a state of less
violent but more frequent fluctuations in futures prices.
The factors responsible for bringing about this frequency
in the price of 'futures' are: (a) in the futures market there
is more scope for reasoned imagination than in the spot
market, (b) a far greater quantity of business takes place
in futures than in spot and (c) the deal in futures is very
rapidly effected. Therefore the frequency in price fluc-
tuations tends to be increased though its degree or extent
is reduced.

It should, however, be observed that specula-
tion especially in our markets at times is responsible for
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increased fluctuations in the price of the Broach futures
contract. The possibility of manipulation,in the Bombay
market is a case in point. There is aso an opportunity
for registering the influerices of panic in business at Bom-
bay and trade cycles in India. oreover, the unreasonable
excitement of the outside public sometimes tends to cause
violent movements in price of Indian cotton. At the same
time it should not be forgotten that cases of manipula-
tion, panic influence or public excitement are rare nowa-
days in Bombay and of short duration when they occur.
On the whole, it seems safe to observe that under normal
circumstances, dealings in futures have steadyin? effects
on cotton prices. Buying and selling by professional
dealers should tend to steady prices.



CHAPTER X.
PARITY DIFFERENCES AND BADLA OPERATIONS

PARITY differences is a vague phrase in the cotton world
and sometimes misleading too. Speculation at times causes
irregular movements in different cotton markets all over
the world. It is a common conception that parity differ-
ence reflects all sorts of differences among various kinds
of world cotton. These variations are generally under-
stood to be 'parity differences. These differences give rise
to 'straddle’ operations or what is generally known in India
as 'badla business. It will therefore be our purpose first
to explain the meaning of parity difference and then to
examine its relation with badla OEerations and finally to
deal with badla business in this chapter.

1. PARITY DIFFERENCE

Meaning of the Phrase 'Parity Difference: The phrase
'‘parity difference’ denotes the difference in the prices of
two contracts based on the same growth; eg. the price of
the May position of the American middling in Liverpool
and that of the May position of Middling in New York
on a given day. But in India the phrase 'parity differ-
ence' is given a technical meaning. The 'parity differ-
ence' in our markets will denote the difference in prices
of the two different futures contracts, based on two differ-
ent growths; eg. theprice of the April/May position of the
Broach futures contract in Bombay and that of the May
position of the American middling in Liverpool on a
Particular day. In our market Parlance, thus, 'parity dif-
erence’ refers to the price difference between any two
kinds of cotton contracts such as Broach and middling,
Sakel and Broach, etc.'

Its principle: The theory on which the idea of parity
difference is based is that if a market is nearer to the
source of production the commodity should be cheaper there

. The expression 'parity of cotton' is used to denote compara-
tive or relative price.  The parity of Indian cotton in generd par-
lance means the price of Indian Cotton as compared with the price
of American cotton.” R. G. Saraya Speeth delivered at the
Sydenham College of Commerce & EConomics, 26th Feb. 1935
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than in a distant market since shipping expenses will have
to be incurred in the latter case. In cases where mer-
chants have to purchase cotton from any two distant
sources of production they take into account the compara-
tive prices including the cost of transport and other
charges. For instance, a cotton importer in Japan will
consider before making any purchase the difference bet-
ween the prices of American and Indian cotton. This
comparison of the prices of different growths will give
him the general idea of the parity difference between
them. If he finds that American cotton is comparatively
cheaper than Indian, he will arrange his programme of
purchasing cotton accordingly. For practical purposes,
however, it may be said that, other things being equal, the
parity difference generally relates to the price of cotton
plus the cost of freight, insurance and other incidental
charges between any two organised futures markets either
abroad or within a particular country. When the markets
go out of line, parity difference is regarded as either
widened or narrowed as the case may be and the prices of
two futures contracts are understood to be relatively high
or low between two given markets.

Methods of Finding Out Parity Differences: There are
two methods tofind out parity difference, namely, (a) the
reduction of the prices of any two futures contracts to a
common denominator and (b) ascertaining the intrinsic
value of different growths.

(a) The reduction of the prices of any two futures
contracts to a common denominator: For the purpose of
arriving at parity difference between the prices of any
two futures contracts let us take an illustration of the Mid-
dling at New Y ork and the Broach at Bombay and compare
their respective quotations on a given day. The middling
and the Broach do not mean one and the same kind of
cotton. What these different contracts represent may then
be analysed here. In the first place, the quotations for the
two contracts mean the price of Middling cotton in New
Y ork on aparticular day and that of Broach cotton in Bom-
bay on the same day. These prices are expressed in the
respective currencies of the countries, cents in Ame-
rica and rupees in India. The quantity quoted for is an-
other point of difference. The Middling price stands for
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one Ib. gross weight, while the Broach price is for a candy
equivalent to 784 Ibs. net weight. There is a great deal
of variation in standards. In New York 'Middling upland'
is taken as basis whereas in Bombay it is 'F.G.M.G.
Broach. Staple length of both aso differs. The Middling
has 7/8" as the staple length while the Broach has "the
fair average staple of the season.” Again, the months of
delivery are not the same. Middling in New York has all
single months of delivery, but the Broach in Bombay has
all double months; eg. Middling May cotton is deliverable
in May, whereas Broach April/May cotton is deliverable
in April and May. Thus a seller in Bombay gets an option
of two months in tendering, while the same option to the
New York seller is restricted to a month only. Finally,
on the New York contract, cotton can be delivered at any
one of the designated places, while on the Bombay con-
tract it can be delivered only in Bombay. Similarly, exam-
ples may be taken of American cotton in New York and
Liverpool, Egyptian cotton in Liverpool and Alexandria,
and Egyptian and Indian cotton in a market like Bombay
or Liverpool. In order to arrive at the correct difference
in the prices one has thus to take into account all these
points of variations between any two futures contracts.

To indicate the price difference it is obviously necessary
that the price of one futures contract be converted into
the terms and currency of the other. This requires a defi-
nite method. The method for finding out parity differ-
ences between different countries is given below.

To compare Bombay with Liverpool prices: One should
convert the former from a rupee per candK basis to a
pence per |b. basis at the ruling rate of exchange between
India and England and then compare the same with Liver-
pool quotation and vice versa. For instance, taking the
quotations on December 2nd, 1940, say, Liverpool at 6-80d.
per Ib. works out at Rs. 296 per candy at 1/6 exchange.
The Bombay quotation on that day was Rs. 236. This works
out to Rs. 60/- lower than Liverpool as parity difference.

Similarly Barity between New York and Bombay can
be obtained by reducing the cents per |b. to rupees per
candy at the current rate of rupee-dollar exchange and
comparing with Indian quotations and vice versa. For in-
stance, taking the quotation on December 2nd, 1934, say,
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New York at 1280 cents and the rupee-dollar cross rate
2.70, one arrives at a price of New York at Rs. 271 per
candy which comes to Rs. 287, if allowance' is made for
the net and gross weights. The Bombay quotation at Rs.
236 on that day works out to Rs. 287 minus Rs. 236 i.e.
Rs. 51 lower than New York as parity difference.

All these points may be expressed in a simple mathe-
matical formula as follows:

To find out parity difference, multiplg the price of a
particular position in a certain market by weight in Ibs.
and divide the multiplication by the ruling rate of ex-
change between the two countries. From that amount,
deduct the prevailing price of that particular position in
that market and the result will be the parity difference
in the currency of that country. OR, multiply the price
by exchange ratio and divide the multiplication by weight
in Ibs. and by substracting the same from the prevailing
price it will result in the establishment of parity differ-
ence between the prices of two countries.”

(b) Ascertaining the intrinsic value of any two dif-
ferent growths: Another method of arriving at the parity

'Allowance should be made for tare in case of New York
price, since, it represents a gross weight and not the net one as
in the case of Bombay or Liverpool. This tare is conventionally
estimated at 6% and so much will have to be added to the price
arrived at after its conversion.

>This formula may further be reduced to an algebraic equation
which is as under:

(i) Parity difference between Bombay and Liverpool:

Bombay: Liverpool price x_784 Ibs —the prevailing price
Rate of exchange
—Parity difference in Rs.
Liverpool: Bombay Price x Rate of exchange

784 |Dbs.

=s0 many d. per |b.
and by substracting this from the prevailing price in Liverpool,
parity difference in pence points will be obtained.

(ii) Parity difference between Bombay and New York:
Bombay: New York price x 784 |bs. —the prevailing price

Rupee-dollar exchange.

=Parity difference in Rupees.

New York: _Bombav_price x_Rupee-dollar exchange
784 |bs.

==So many cents per Ib.
and by substracting this from the prevailing price in New York,
parity difference in cent points will be obtained.
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difference is to ascertain the intrinsic value of any two
rowths. To find out the intrinsic value, the quality dif-
erence of different growths must be accounted for.  The
common belief is that there is a definite relationship bet-
ween all kinds of cotton, say, Indian and American, which
is reflected in their intrinsic values. This can be deter-
mined by various factors such as strength, staple length,
grade, colour, etc.,, or whatisknown as'Spinning perform-
ances. Difficulty, however, is that the spinning difference
is simply one of the factors affecting price relationship.
Hence, there could not be any fixed ratio of intrinsic value
between the two varieties.

There ae some traders who, however, be-
lieve that  this relationship is aways fixed."
They are under the wrong impression that parity differ-
ence is a fixed thing. Not only do they imagine that parity
difference is fixed, but they also act upon this belief. To
this class of people it may be pointed out that under any
circumstances there can never be anything like a fixed
price difference in existence. Parity difference simply in-
dicates a certain and not at all a fixed relationship at a
particular time. On the contrary, this difference i1s more
or less a constantly varying function. Those who imagine
that there is a fixed parity difference act on the idea that
if there is a disturbance in it, it would be a paying pro-
position to operate and take the full advantage of it. Un-
fortunately, when they actually operate under such un-
warranted assumption, they are likely to burn their fingers.

Assumption of 'Normal Parity Difference’: Let us now
ascertain whether there exists any tendency in this rela-
tionship which can be termed as 'normal parity difference'.
Parity difference for practical purdposes is expressed in
two ways: (i) Rupees or points and (ii) percentage.

(i) Rupees or points. For the purpose of entering into
badla busness a comparison of prices after making due

YFor practical purposes they follow the rough and ready me-
thod of calculatuR/(];_ arity difference.  "A change of 4 paints in
the price of the Middling New York or that of 225 points in the
price of the American Middling in Liverpool would mean a cor-
responding change of one rupee in the price of the Broach in
India. Still others work on the bass of Liverpool, 1 point=annas
six in India and New York one pointr=annas three" = This may
be conddered hardly scientific—Personal investigation.
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allowance for intrinsic value has been found useful from
trade experience. Let us therefore assume that Broach in
Bombay is, as a rule, Rs. 40/- lower than Middling in New
York because of its inferior spinning performance.’  For
instance, suppose Broach April/May futures on March
16th, 1939 was quoted at Rs. 155 and New York May at
833 cents. The T/T Bombay on New York was 2.86. The
parity difference will be 144 cents or Rs. 30/-. Taking the
assumption of Rs. 40/- as normal, this will signify that
there is a difference of Rs. 10/- in favour of Broach on
that day. Similarly, the example of Liverpool-Bombay
may be taken. In the case of Liverpool Rs. 50/- may be
regarded as the 'normal parity difference.” Taking Liver-
pool May at 443d. on 3rd August, 1939 and the rate of
exchange at 1/6, we get Rs. 193 out of which the price of
Broach, Rs. 154 on that day may be deducted. The net
difference would be Rs. 39. Taking the assumption of
Rs. 50/- as normal this will signify that there is a differ-
ence of Rs. 11/- in favour of Broach on that day. Con-
versely, if we take Broach April/May at Rs. 154 and Liver-
pool May at 4.43d. and the rate of exchange at 1/6 we get
350d. By substracting 3.50d. from 4.43d. we get the differ-
ence of .93d. Parity difference in these cases have been
stated in either rupees or points and they therefore are
known as 'rupee-parity difference’ and ‘cent or pence
points-parity difference’ It is necessary to emphasise that
the figures- of Rs. 40/- in the case of New York-Bombay
and Rs. 50/- in the case of Liverpool-Bombay are nothing
but pure assumptions, and the actual figures may be dif-
ferent on any day. As a matter of fact, ﬁarity difference
varies with the variation in prices. The higher the price,
the higher will be the parity difference and vice versa

(if) Percentage: Another way of expressing parity
difference is that of assuming normal percentage differ-
ence between the prices of two futures contracts. At pre-
sent the Broach cotton might be taken at 10% intrinsi-

'our ing)uiry has revealed that this fi?\LIJre at present be taken
as the probable “assumption in the case of New York prices. Some
take Rs. 50/- as normal. Howwever, this is a matter of opinion
and not a fixed thing since there are various difficulties in arriv-
ing at the exact intrinsic quality value difference.

Personal enquiry.
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cally lower in value than the Middling in New Y ork and
the relative parity difference be- watched accordingly. In
the case of Bombay-Liverpool, normal parity difference
may be assumed at 20%. Any Percentage higher or lower
than 10 or 20% respectively will be stated as so many per
cent higher or lower than normal parity difference. But
here also the fact that parity difference is not a fixed
guantum remains intact, since, 10% or 20% of today might
become 15% or 25% of tomorrow.

Advantages of expressing parity difference in percentage:
The advantage of percentage parity difference over the
point or rupee parity difference is that it gives a compa-
ratively better 1dea of prices. It aso'gives us an average
idea on both sides whereas the point or rupee parity dif-
ference indicates one-sided general idea only. In the case
of higher prices, the parity difference expressed in the
latter form becomes the absolute figure which might some-
times mislead an operator. If the prices are higher or
lower, the assumptions in the above-mentioned cases of
Rs. 40/- in the case of New York-Bombay and Rs. 50/- in
the case of Liverpool-Bombay will be changed, and the
proportion of parity differences will not be correctly re-
flected in either points or rupees. The proportions will
rather be magnified or contracted as the case may be; eg.
if Liverpool cotton is a shilling a Ib. the value of Bombay
will not be Rs. 50/- lower but possibly Rs. 100/-. If it'is
worked out in the perc_entaa%e form, the difference will be
in percentage and not in absolute prices.

~ One example may be actually worked out
in order to complete our discussion on per-
centage system of calculating parity. Suppose
the Liverpool quotation on 4th August 1939 s
4.41d. then calculating as usual we get 3.52d. for Broach.
Now if we take 100 for 4.41d. we would get 79.8 for 3.52d.

YInstead of assuming anything as normal parity difference it
may be suggested that a most scientific method of arriving at
normal price differences will be to take into account the quota-
tions of spot sales of Broach and Middling from the buyers mar-
ket such as Osaka or Liverpool for five years with due considera-
tion of expenses from Bombay and New York to Osaka or Liver-
pool. Then the mean of five years prices will have to be worked
out in order to establish the parity difference between them and
finally, the result may be turned into percentages.
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which comes to 20.2% as percentage difference.
instead of stating .89d. as parity difference it might be ex-
pressed as 20.2% as parity difference between the two
futures markets.

TABLE' SHOWING PARITY DIFFERENCE IN

PERCENTAGE

Liverpool (May American) & Bombay (April-May
Broach): Bombay prices converted to Liverpool

Thus

Equivalent at Exchange 1/6 per Re.
1934-35 1935-36 1936-37
Months Bombay. Liverpool. Diff. Bombay. Liverpool. Diff. Bombay. Liverpool.  Diff.
Rs. in per cent. Rs. in per cent. Rs. d. in per cent
May 194 579 297 226 623 1654 1% 558 19.18
June 217 636 2154 212 592 1757 210 586 1758
July 228 679 2283 224 612 1585 226 658 2097
Aug 231 692 2327 204 577 1872 215 633 21.80
Sept. 217 675 2607 198 571 2032 222 646 20.90
QOct. 210 658 2660 217 609 1806 220 667 24.14
Nov. 214 652 2454 225 634 1830 216 645 2295
Dec. 227 673 2244 220 626 1917 224 6.71 2325
Jan. 240 681 1894 205 586 1945 230 687 23.00
Feb. 245 672 1607 198 582 2182 225 7.01 2611
Mar. 228 642 1838 1% 584 2329 238 775 2942
April 238 649 1572 198 611 2553 244 750 25.20
1937-38 1938-39
Months Bombay. Liverpool. Diff. Bombay.  Liverpool, Diff.
Rs d. in percent. Rs. d. in per cent.
May 240 6.98 20.92 174 496 1935
June 22 675 2089 161 457 1904
July 227 6.86 2391 168 490 21.23
August 200 592 22.30 156 473 24.32
Sept. 183 529 2042 152 4.66 25.11
Qct. 165 4,78 20.71 155 4.80 25.84
Nov. 160 4.63 2052 160 486 24.28
Dec. 167 468 17.95 157 460 2152
Jan. 177 494 1761 158 479 24.00
Feb. 176 502 19.33 151 4.62 24.68
March 168 492 21.55 154 497 2857
April 160 474 22.36 152 448 2210

'Basd on data supplied by Messs Devkaran Nanjee, Bombay.
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2. FACTORSAFFECTING PARITY DIFFERENCE

The undermentioned factors play an important role in
the determination of parity difference: (@) Comparative
supply and demand, (b) Quality of the crop, (c? Transport
char_?es, aid) Rate of exchange, (e) Price regu ations, (f)
Tariff walls, %q) Technical factors, (h) General outlook and
(i) Local conditions.

Comparative Supply and Demand: The first and fore-
most factor that considerably affects parity difference is
the relative supply and demand of cotton in any two mar-
kets. In the case of a small crop in India, the supply of
Indian cotton will be restricted and the "demand being
constant prices will rise. This will be reflected in parity
difference with foreign cotton. There was really such a
situation in 1931-32, when our crop was only 46 million
bales. There was a famine in Oomra tracts. The demand
became so great that the Oomra December/January con-
tract lost its normal relations with Broach, and was quot-
ed at higherJorices. The result was that the Bombay mar-
ket improved rapidly. It was then considered to be a pro-
fitable proposition to import American cotton which was
comparatively cheaper and actual purchases were made
in America for importation into India. This was the
natural segquence of prices which before the commence-
ment of the delivery period ruled about as high as Ame-
rican cotton. A reverse cae may aso be noted. The
American supply for 1937-38 was a large one of 189 mil-
lion bales and had its reflections on prices and parity dif-
ferences of the world cotton.

Quality of the Crop: The character of the crop aso
affects parity difference. Suppose a certain crop contains
a smaller percentage of better staples. The demand for
stapled varieties will be greater and hence, the prices will
be relatively higher for them. For example India now
produces about 15 lakhs of bales of long staple cotton, the
demand for which is always comparatively greater than
that for other styles. In consequence, they fetch high

! "parity difference between Indian cotton and the American
varied from 2.66 cents on March 25th to .15 cents on 23rd Sept.
1937 when New York May prices stood at 14.03 cents and Broach
April/May at Rs. 272 and at 884 cents and Rs. 183 respectively."
Indian Cotton Review: 1937-38, p.29.
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prices. Similarly, if the American crop contains a greater

roportion of better quality and staple, it will command
igher prices in the world's crop, other factors being the
same.

Transport Charges. The next factor is the cost of trans-
port including freight rate, insurance and such incidental
charges. In the case of similar" growths, eg. Liverpool
American Middling and New York Middling, basis being
more or less the same the transport charﬂes greatly affect
the parity difference between the two. The case of Indian
cotton is different. Our cotton has to enter into competi-
tion with American and other growths in the world mar-
ket, and therefore shipping expenses are more important
to India. Since our cotton Is inferior to that of the U.S.A.,
this factor Plays a more important part by way of keeping
the ﬁrice of Indian cotton in line or out of line with that
of the U.S.A. As a matter of fact, freight rate is not a
fixed charge but is determined b¥ the demand and supply
of ocean tonnage and thus varies from time to time. Some-
times, transport charges are subject to political situations.
For instance, from July 1939 onwards, the political situa-
tion in Europe became ominous. War looked imminent
and among various thsierbgs, war-risk insurance charges and
freight rates were rai in India. As a result, the Indo-
American parity difference was narrowed down from 217
cents on July 27th 1939 to 157 cents on 15th August 1939.

Bate of Exchange: The rate of exchange has a direct
bearing on the calculation of parity difference. Prior to
1914 when only slight variations occurred from day to day
in the foreign exchange, it was not so important a factor
as it is at present. Further, the value of the pound ster-
ling has a direct effect on the price of cotton. England
went 'off gold in September 193I, and the price of cotton
in Liverpool went up with every fall in the London-New
York Crossrate. In Bombay aso partly for the same
reasons, and partly for the fact that the rupee was
divorced from gold and linked to sterling, cotton prices
soared high. But the buoyancy that was prevalent in
Liverpool and Bombay was absent in New York. This up-
set the parity difference between the Middling in New
York and Broach in Bombay or American Middling in
Liverpool to a considerable extent. The depreciation of
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the rupee for example, was only about 30% while Indian
cotton was 70% higher in price. The correction towards
normal parity difference took place during March. Later
on when the U.S.A. devalued the dollar this factor achieved
overwhelmingly greater importance than any other single
consideration. For example, the behaviour of the £ which
dggéecmted by stages from 485 7/16 dollars on 1 Sept.

to 464 13/16 dollars on 30th December 1938 and to
432 dollars on 31st August, 1939, occasionally brought
about the rapid narrowing in parity difference between
New York and Liverpool and New Y ork and Bombay. Thus
prices may go up and down with the probable fluctuations
In the rate of exchange and parity differences would be
affected to that extent.

Price Regulations: A factor that has recently entered into
the arena of calculating parity differences is the State
attempts at the stabilisation of the price of cotton. The
State in some countries buys the surplus cotton and tries
to prevent a decline in price by way of backing up the
market. This upsets the market relations and ultimately
the parity differences. A recent example of this kind is
furnished by the announcement of a loan to farmers by
the U.S.A. authorities on 27th August, 1938. It prevented
a fall in the American cotton prices which ordinarily
should have taken place in view of a crop of 12 million
bales during 1938-39. In India there being no such price-
pegging scheme in operation, the market recorded a decline
In prices. The inescapable result was that the Indo-Ame-
rican parity difference widened from .99 cent per Ib. on
1¢ September, 1938 to 148 cents on 23rd March, 1939.
Secondly, President Roosevelt emphasised in a special
message in April, 1939, the administration's desire to in-
crease cotton exports with the help of subsidg and the
Indo-American parity difference widened further to 158
cents on April 27 th and 233 cents on June 29th, 1939.
These facts go to show that artificial price regulations
exercise a powerful influence on parity differences.

Tariff Walls: Import duty on raw cotton has its reper-
cussions on difference in price of cotton. This will be par-
ticularly obvious in the case of long staple cotton in India.
If the foreign cotton has to pay import duty that amount
should be added to its price before arriving at parity dif-
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ference between the two. Any import duty imposed on
outside growth would tend to keep the internal price of
better varieties relatively higher. It will also render the
imports of foreign cotton uneconomic and unremunerative
for spinners. For example im(k))orts of foreign cotton in
India declined from 7,227,000 bales in 1937-38 to 4,01,000
bales in 1938-39. This decline was largely due to the
doubling of import duty by the Government of India with
effect from 1¢ March, 1939. The New Y ork-Bombay parity
difference shrank from 148 cents per |b. to 122 cents dur-
ing April, 1939. This really meant a parity difference of
339 cents per Ib. due to the higher duty of 217 cents per
Ib. This amply explains the importance of tariffs in parity
calculations.

Technical Factors. Mention should aso be made of the
set of factors that sometimes influences cotton prices and
causes them to remain high or low affecting thereby the
parity difference. These are known as 'technical factors'.
Among them the most conspicuous are the attempt at cor-
ner, squeeze, etc. Manipulation at times affects the parity
difference. An attempt to tamper with any particular posi-
tion of a futures contract by manipulating the spot rates
has also a temporary effect on price and parity difference
is disturbed in consegquence.

General Outlook: World-wide business conditions and
economic as well as political outlook are some of the gene-
ral factors that affect parity difference.

Local Conditions. Local conditions aso affect parity dif-
ference. The effect varies with the higher or lower level
of prices in a given market.

£
3. RELATION BETWEEN PARITY DIFFERENCE AND
BADLA BUSINESS

Having explained the conception of parity difference and
the factors responsible for the same, we should now deter-
mine its relation with the badla business. For this purpose,
we shall have to define the word 'badla’ or what is known
in other countries as 'straddle'.

Definition of the word 'Badla’ or Straddle.  The term
'‘badla’ or 'straddle’ is constantly used in the Bombay mar-
ket particularly since the World War of 1914-18. A 'badla
operation consists of any transaction which implies bridg-
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ing the gap or covering the spread between the prices of
the two futures contracts, by buying the one which seems
comparatively low in price at the moment and selling the
other which is relatively high." Badla operations also con-
sist of simultaneous buying for delivery in one month and
selling in another in the same market. For instance, sup-
Pose a dealer in Bombay buys 100 bales April/May Broach
utures at Rs. 200 per candy and sells the same quantity
of July/August Broach futures at Rs. 210 per candy. Then
whether prices rise or fall as a whole, he gains if the dif-
ference between the two prices becomes less than Rs. 10/-
in this case, but if it becomes more, he loses. On the other
hand, had the dealer bought July/August at Rs. 210 and
sold April/May at Rs. 200 he would have gained in the
case of the difference increasing and lost in the case of its
decreasing. Badlas are nothing but operations based on
differences between the prices of two different or same qua-
lities of cotton or two different markets such as Bombay
and Liverpool. The dealer in badla may operate in one
way so as to gain if the difference upon which he is spe-
culating increases, and in another way so as to gain if the
difference decreases. His gains or losses are in no way
affected by upward or downward movements of the mar-
ket as a whole, because, he is mainly concerned with the
difference or what is known in India as 'Gala’ between the
prices of two contracts. Badla business therefore is regard-
ed as one of the most highly specialised forms of trade
$cti&/ity on the leading futures markets, like Bombay, New
ork, etc.

Various kinds of Badla Operations: There are various
kinds of badla operations: (a) A b«:}dla between a near
and distant month in the same market,” eg. April/May and

~ YA straddle means a transaction in cotton for Future delivery
in which contracts are made either (i) for the purchase of a cer-
tain number of bales of one growth for a certain period of deli-
very and for the sde of an equal number of bales of the same
growth for another period of delivery, or (ii) for the purchase
of a certain number of baes of one growth for a certain period
of delivery and the sde of an equivalent or approximately equi-
valent in weight of another growth of the same or another period
R}‘ del7|very." Rules of the Liverpool Cotton Association: Rule
0. 27.

£I'his is strictly known as 'Switching'.
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July/August Broach futures in Bombay, (b) A badla bet-
ween two different kinds of cotton, say, Broach and Oomra,
in one market like Bombay or American Middlinfg and
Uppers in Liverpool, (c) A badla between two different
markets, say, buying Broach in Bombay and selling 4F in
Karachi or buying Sakels in Alexandria and selling Mid-
dling in New York, (d) A badla between two different
commodities, i.e. purchase of one commodity like cotton
against sde of a different commodity such as wheat or
jute, both of which should normally be closely allied in
rice movements. This may be in one city, country or
etween different countries. For example, sade of cotton
against purchase of seeds in Bombay or sale of cereal like
Barley and Oats in Chicago against purchase of cotton in
New York. Thus, there are four main kinds of badla ope-
rations.

Spread between spot and futures prices: There is still
another type of badla business in existence. The badla
between prices of futures and spot cotton is commonly
called 'a spot-futures spread.” Suppose Broach futures
contract is ruling at Rs. 275 and the spot cotton is higher
or lower than futures on account of various internal causes
such as supply relative to demand for a specified growth.
Against the Broach futures, Surat, Navsari, etc. can be
tendered at market differences. But due to better demand
for these varieties they may command higher premiurrj on
spot. Further, suppose the supply of Dhollera is greater
than trade requirements. It will then be discounted in
spite of the fact that it is tenderable against the Broach
contract and it must fetch the prevailing prices. This dif-
efrence in either premium or discount Is known as 'spot-
futures spread'.

Badla Business and Parity Difference: Parity difference
and badla business are interconnected and go together.
One affects the buying and selling operations in ditferent
markets and the other helps in bringing about the neces-
sary adjustment of prices. The purpose of badla opera-
tions is to take advantage of a temporary disparity in
anticipation of what should logically happen. Badla is
thus an operation whereas parity difference is a guide by
which operators come to know of the most attractive con-

'Refer to Chapter on 'Hedging'.
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tract position or market. Their relationship may be ex-
pressed by saying that parity difference gives rise to badla
business which in turn aids in the maintenance of normal
price differences between different months and markets.
Badla business refers to trading operations while parity
difference points out differences in prices of two kinds of
cotton. The entire badla business is based on price dif-
ferences since it depends upon the calculations of parity
differences. Parity difference between two markets or
positions of contracts on a certain date induces a trader to
enter into badla business as recommended by the then
ruling price differences. Thus, parity difference and badla
operations are closely related terms; one is the cause and
the other is the effect.

4. BADLA OR STRADDLE OPERATIONS BETWEEN
THE WORLD MARKETS

Position of Badla Business in other than cotton markets:
The position of badla business in other than cotton mar-
kets may be reviewed here. It is not only in the cotton
trade that badla operations are put through but this kind
of trading is carried on in all organised markets of the
world whether for commodities or securities. The ter-
minology differs according to the business. On the stock
exchange, badla business is known as 'arbitrage' dealing.
In the grain market, it is called 'spreading’.’ Hence, they
can be called more or less synonymous. An operator deal-
ing in this kind of business is known as a 'straddler' in
cotton trade, a 'spreader' in grain trade and an ‘'arbitrager
in stock and securities.

Badla or Straddle Operations within a country: Badla
business finds its real field within the limits of a particular
country. The advantage of carrying on badla transactions
within a country is that the dealer has not to refer to the
exchange rate and such other factors. For example,
Ahmedabad traders sell in Bombay when the two prices
go out of line and buy in Ahmedabad. In such cases the
operator may be prepared to take or give delivery against
his badla operations at current prices, because, he believes
that by the time of delivery, Broach will have higher price
or because, at some point before delivery date he will be
able to enter into a reverse transaction at a profit. In

Stamp Report: 1931, p.32.
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Karachi, dealers sell Broach in Bombay against their pur-
chase of 4F. This entails a conversion of Karachi maunds
into Bombay candy. If 4F rules at Rs. 34 on 3rd January
1940, they work it out at Rs. 324 per candy in Bombay.
Suppose the Broach on that date is Rs. 320. There is thus
a price difference of Rs. 4/-. This may not be in accord-
ance with the assumption of normal parity difference and
badla business takes place. Moreover, regular badla busi-
ness is going on between two different growths of the
same commodity in the same market. Suppose a merchant
in Bombay thinks that Oomra is lower and Broach is
higher than warranted by a normal spread between the
two contracts. He buys Oomra and sells Broach against
it. For example, in 1938-39, a feature of the season was
the behaviour of the Oomra contracts which remained very
firm in comparison with Broach owing to the serious
damage done to the crop by unwarranted rains and hail
storms during October 1938. As the season opened the
Broach-Oomra spread stood at about Rs. 18. It narrowed
down to Rs. 14 at the end of the calendar year. On 25th
March, 1939, it stood at Rs. 11 and on July 25th 1939 the
Oomra was sold at a price only Rs. 3 lower than the Broach.
Thus, it offered a good field for badla activity betweenthe
Broach and Oomra growths. Apart from India, badla busi-
ness in the same way is carried on in the U.S.A., Canada,
England, the Continent of Europe, etc.

Straddle or Badla Busness Between any two overseas
markets. Reverting to badla operations between overseas
markets, it may be pointed out that the business is being
done between (i) Bombay and Liverpool, (ii) Bombay and
New Y ork, (iii? Bombay and Alexandria, and so on. There
is the risk of fluctuating exchange rates in all cases except
between Bombail] and Liverpool in which case the Rupee
is linked with the Sterling. Hence, the Bombay-Liverpool
badla is more popular in India. Since England went off
the gold standard, and since the U.S.A. devalued the Dol-
lar, compllcatlons are being experienced by straddlers. It
is believed that since September, 1931, parities dance ac-
cording to the whims of the exchange. In spite of this,
badla business between any two foreign markets is going
on to a great extent. Of course, it will be difficult to know
under such conditions, what is a normal difference at a
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particular time. But to an operator, normal difference is
usually the spread or difference most likely to develop.
Thus, futures markets of the world afford an opportunity
to this sPeciaI class of traders who can intelligently enter
into badla transactions to their advantage in all markets
of the world.

Volume of Straddle or Badla Operations in the Indian
markets. Since Badla business either within the country
or with the foreign markets is regularly carried on all over
the world, its volume is bound to be considerable. Various
estimates have been made in this connection. Badla busi-
ness in Bombay is roughly estimated at two or three lakhs
of bales in each contract with each leading market like
Liverﬁool or New York per annum. It should be stated
that this figure only refers to the volume between foreign
markets. No consideration is given to the amount of badla
business within the country. Badla operations between
Bombay and Karachi might amount to about a lakh of
bales per year.! Similarly, account should be taken of
the badlas put in with Ahmedabad, Surat, Indore, and the
Mahajan Association in Bombay. Though exact estimates
are impossible in view of the information received by us,
the total figures can be roughly estimated at 8 to 10 lakhs
of bales of badla business within the country.

5. UTILITY OF STRADDLE OR BADLA OPERATIONS

Prices in different markets tend to become such that
an operator can buy in one market and immediatelc?/ sell
in the other at a profit. If the price differences widen or
narrow appreciably without apparent changes in costs, a
dealer would get an opportunity to do badla. Operators
in the trade realise the essential unity of all markets of
the world and they are quick to take advantage of any
disparity between them.

Economic Functions: The important functions of badla
business are (i) to keep the prices in different markets
inline, (ii) to act as a connecting link between two prices,
and (iii) to cement the spread between spot and futures
Brices. Taking the first function, it is the straddler who
y his operations keeps the prices in different markets in
level. Secondly, badla business tends to minimise as far

"Personal investigation.
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as possible any price differences which are not normal
between the two contracts. Unusual pressure on one mar-
ket or contract occasioned, perhaps, by the marketing of
a crop may depress it below its normal relation to the
other. The straddler is constantly watching for such price
disparities and operates accordingly. Finallgl, when spot
futures price reIationshiB deviates, it is the badla business
that tends to bring it back into line and hold it there.
This continual alignment and realignment of prices reflect
not only present prospects but future conditions as well.
The character of badla may be of short and long terms.
Badla transactions may be comPIeted by -actual delivery
or by offset. But the economic functions of badla business
lie in the just determination of differentials between loca-
lities, positions of a futures contract or two different con-
tracts and in some cases, different kinds of products of an
analogous nature.

Facilities for Badla or Straddle Busness To realise
these functions straddlers are given various facilities. By
far the greatest facility afforded to this kind of trading is
the natural difference in the timings of different markets.
On account of this difference in time, Liverpool opens at
about 2-30 p.m. in Summer and 3-30 p.m. in Winter accord-
ing to Indian time. Opening of the New Y ork market is
late by 8 to 9 hours compared with India. Moreover, some
special or extra facilities in the form of a special com-
mission are granted to straddlers in most of the leading
exchanges. This commission is known as 'a badla or
straddle commission." It amounts to one-half of what it
costs to buy or sell outright two futures contracts. Fur-
ther, a smaller amount of margin is required on badla
transactions than on ordinary futures contracts.  Thus,
apart from the natural time differences a straddler is given
every possible assistance by different exchanges.

Qualities Required of a Straddler: The badla business
necessitates a constant touch with the foreign markets.
The straddler must be a man of intelligence and expert in
grasping market conditions. He should generally be alert
regarding any developments affecting the relations bet-
ween any two markets. Not only must the straddler be
familiar with the usual factors affecting the price, but he
must also have an up-to-date knowledge of shipping costs,
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storage expenses, physical conditions of deliverable sup-
BHQS, fluctuating exchange rates and so on. Besides, badla
usiness demands experience and study. He must have a
clear idea of proportions between any two contracts. If a
straddler sells in one market a certain quantity he will
have to buy proportionately in the other. For instance,
the Indian proportion for badla operations is generally 500
bales in Bombay against 400 bales in either Liverpool or
New York. He should be guided by the facts available,
for, his success depends primarily upon knowledge of es
sential facts. There are certain firms in Bombay as in
other markets which make a sgecialit of badla business
and devote their full time to the work. There are some
whose business is in another field but they place an occa-
sional badla transaction and are considerably handicapped
b){1 a lack of detailed knowledge of this kind of business.
Thus, because of its highly technical nature, straddlers in
India are comparatively few in number. _

Uses of Badla or Straddle Operations: Since badla ope-
rations affect the movements in different markets or of
different Eositlons of contracts, farmers, spinners, shippers
and merchants, take into consideration this element of
price differences and operate accordingly. Such transac-
tions have their justification in the protection they give to
all these various interests. Farmers would like to sell in
what they think to be a relatively high market. At the
same time, spinners would like to put their order in what
they consider to be a comparatively low market. Shippers
who have cotton hedged in Bombay may transfer it to
Liverpool when Bombay becomes high. The spot interests
can move their hedges and get the result aimed at by en-
tering into badlas. Commission agents can use this method
to guarantee carrying charges from one delivery month
to another. Others may enter into badla business in order
to safeguard their_|i)ositions. For instance, mill buyers may
have bought April/May contract in October at Rs. 250 to
cover an order for goods to be delivered at some distant
date. Before they buy cotton to fill" the orders they may
find that Apnl/Ma%y as gone up by about Rs. 25 while
July/August has advanced by only Rs. 15/-. They may
therefore, sell their April/May and buy July/August and
make a profit. Speculators also do a great deal of this
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business so that such transactions account for much of
the badla operations on a futures market like Bombay.
Thus, badla business can be put to a variety of uses by a
number of trading interests. In certain cases deliveries
are aso ultimately resorted to, otherwise, when a pur-
chase of one contract and a sale of another are made, both
remain open, to be closed by a subsequent transaction. In
many situations, badla operations cannot be completed by
actual delivery, eg. buying of the Middling in New Y ork
and the selling of the Broach in Bombay and therefore,
generally, these operations are set-off before the arrival
of the due date.

6. INFLUENCE OF BADLA OR STRADDLE BUSINESS

The object of these operations is to take advantage of
temporary conditions which may cause two markets or
two delivery positions in the same market to sell at wider
or narrower differences than commercial conditions war-
rant. The obvious purpose therefore is to benefit by the
comparative widening or narrowing of the difference in
prices between purchase and sae.

Its Advantages. There are many advantages claimed by
the supporters of the badla business. (i) Badla operations
modify a tendency towards run away price movements
in any specific delivery position, (iit) These operations serve
the purpose of eliminating undue fluctuations which may
tend to put the market out of line with its commercial sur-
roundings, (iiiz Theﬁ serve as a connecting link in the
price level. iv) They make a market broad, active and
mobile for hedgers. (v) When intelligently employed, they
aid in bringing prices into proper balance both with res-
pect to time and position, i.e. they tend to bring back the
two markets or two contracts into proper alignment, (Vi)
They tend to prevent the development of unhealthy situa-
tions like manipulations of prices, corners, squeezes, etc.
and (vii) They make it possible to carry on marketing
smoothly and economically.

Objections Against Badla Business in India: The usual
criticism against badla business may be thus stated: (i)
During the active hedging period in the U.S.A. prices tend
to show weakness and some operators buy in New Y ork
and sell in Bombay where prices may even be lower on
account of the double pressure of hedging and speculation. .
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éii) All badla operations result in artificial supply and
emand because there may not be the least intention of
taking or giving delivery, (iii) Badla business is unpro-
ductive, since, it neither helps in makin% nor in disposing
of the crop, and (iv) Badla business has depressed the
Bombay market.

Observations: Prices in the various world markets and
in any given market for the several delivery months al-
ways bear a definite relationship which is primarily based
on existing commercial conditions. Apart from the vari-
ations in differences caused by broader commercial deve-
lopments operating over longer periods of time, there are
numerous transitory fluctuations in prices caused by the
appearance of sudden waves of buying or selling in one
market or another. This in turn may have been caused
by a number of local and general factors. But such a
wave of buying appearing in one delivery position of a
futures contract in a given market would tend to strengthen
prices for that position relative to others and here a
straddler steps in. Through his badla operations the effect
of the heavy buying is spread throughout all the delivery
months in that market. The tendency therefore would be
to lift prices in that market relative to prices in other
markets. Similarly, in the case of selling orders, the effect
would be the reverse. Obviouslh/, as a result of badla
operations undertaken by those who are qualified by vir-
tue of experience and information, the prices of different
futures contracts either between two different markets or
in the same market will be brought into line. These prices
in turn are more likely to reflect common opinions as to
the general conditions of supply and demand for cotton.
The badla business is therefore a very important trading
activity in the futures markets of the world. In fact, badla
operations play an important and useful part in helping
to maintain a well-balanced world market and prevent
violent fluctuationsin a given market.

Again, even in the absence of futures trading system in
the world, badla business can be carried on. With the
means of international communications now afforded all
over the world, different markets when not hampered by
extraneous conditions would tend always to seek the same
price level. Undoubtedly, as a rule, commercial people
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will choose to buy in a market that appears relatively low
for the time being and sell where the prices rule high.
Similar will be the case with different positions of the
same contract or two different growths in the same mar-
ket in the same country or in different countries. This
action on the part of a straddler tends to ensure that prices
in markets which are in close communication shall differ
only by an intrinsic difference in quality plus the cost of

transport, etc., from one place to the other and shall re-
main in level.



CHAPTER XI
COTTON PRICES

IT is said that the knowledge of the trend of cotton prices
is more important than any other single factor to a cotton
man. This raises the question regarding the causes of
high and low level of prices. The spot situation may be
and often is an important factor for particular grades of
cotton, but the general level of cotton prices is determin-
ed Iar?ely in a futures market which tries to adjust it
probably a year ahead." It should therefore be our object
to analyse the movements of prices as registered in a
futures market, eg. the Bombay cotton futures market and
ascertain how far they can be successfully forecasted in
advance by the dealers in futures. For this purpose we
need to take into account the major and minor factors
affecting prices in a given market and then to consider
difficulties or points involved in such a forecast.

1. LONGTERMFACTORS AFFECTI NGCOTTON
PRICES

Taking first the long-term factors affecting prices, it may
be said that cotton futures are bought and sold in just the
same way as any other article ordinarily traded in. Hence,
the fundamental factors affecting the price of cotton
futures are the same as those in the case of any other
article, viz., (i) cost of production, (ii) general level of
commodity prices, (iii) demand, and (iv) supply.

Cost of Production: The nearest approach to what is
called 'cotton prices' is the cost of production. It includes
the necessary costs for land, labour and capital and an
additional payment for the efforts of the grower just suffi-
cient to keep him from either increasing or reducing the

Since it is in the futures operation that anticipated needs
are met and since by the mechanism of straddles, such needs are
averaged out and communicated to the spot market, it may be
-said that the futures markets determine the prices” U.S. Depart-
ment of Agriculture: Technical Bulletin No. 50, 1928, p.3.
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size of the crop. The cost of producing cotton varies widely
from field to field and from country to country, but there
is a minimum figure below which a farmer cannot afford
to work the less productive area. It should, however, be
made clear that at any given time the price of cotton bears
no relation whatever to the cost of growing it. Once the
crop is produced it must be sold for whatever it brings
regardless of the cost of production. This may be quali-
fied by the possibility of withholding a portion of the sup-
ply. from the market in years of lower prices and selling
It in those of higher prices. The net effect of such a pro-
cedure is to iron out the extreme variations in prices and
make them conform more closely to the production costs
over shorter periods of time.* It is thus only over a long
period of time that such a relationship is evident.

General Level of Commodity Prices: At what level this
cost of production happens to fall is determined by the
eneral level of prices of all commodities. The general
evel of prices is determined by the supply and demand
situation along with the purchasing power of the monetary
unit in terms of which the prices are expressed. In a trade
which is so largely international in character, questions
of the rate of exchange inevitably achieve greater signifi-
cance and now that so many countries are off the gold
standard, including every major cotton growing country
these questions are gaining unusual importance. In con-
nection with this factor there are three price movements
worthy of note; (i) changes in the general level of prices
of all commodities, (ii) the gradual change in the relation
of cotton prices to those of other commodities, and (iii)
short-term fluctuations. The general trend of price changes
from one period to another, and is responsible for a large
Fart of the change in the price of a particular commodity
ike cotton. The changing business conditions usually re-
ferred to as 'business cycles aso cause fluctuations in the
price of cotton through their effect on the ability and dis-
position of buyers. Short-term fluctuations are more or

Very often the producers of cotton make no adequate adjust-
ments in the acreage for the following crop and another large
supply comes on the market to add to an already inflated carry
over. Under such conditions prices are often depressed to ex-
treme low levels, other things being equal.
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less irregular, They originate in or turn upon a wide range
of causes relating to demand and supply. It is thus a mat-
ter of common knowledge that with generally unchanged
crop situation, the improving trade conditions lead to ris-
ing prices for a particular commodity and the declining
condtions lead to falling prices, other things being equal.

Demand far Cotton: The demand for cotton is determin-
ed by two general factors: (i) the need of the people and
(i) purchasing power. There will be a demand for cotton
so long as people need cotton and possess means to pur-
chase it. Cotton falls in the list of what economists call
'necessities. Its demand is therefore supposed to be fairly
stable as well as relatively inelastic and every change in
price should not be thought of as a change in demand.

Other factors affecting the demand for cotton are: (i)
an increase in population with corresponding increase in
needs for cotton, (ii) industrial developments along with
new and extended uses for cotton; and (iii) changes in
business conditions, in styles and in competition of other
textile fibres. The influence of all these factors is reflect-
ed in changes over a period of time and is largely respon-
sible for the general trend in cotton consumption. Again,
the demand for cotton consists of two elements; viz., active
demand and potential demand. The former refers to the
activities in a spot market and the latter to the activities
in a futures market. The actual demand for cotton is mea-
sured by the consumption in mills and by exports. How-
ever, the changes in mill consumption and in exports may
not be accurately synchronised with changes in the mar-
ket demand for raw cotton on the one hand or with changes
in the demand by ultimate consumers of cotton goods on
the other. Hence, such changes in movements may have
very little relationship to purchases of raw cotton or to
consumption by mills. The forces on the demand side in
general exert their influence on the market through the
channels both of consumption and of speculation.  The
immediate price reaction is the same in kind, regardless
of the speculative purchase or the actual purchase for im-
mediate or future deliveries.

Supply of Cotton: It is customary to say that the price
of an article is determined by its 'supply and demand'.
Being interdependent, one cannot say that either the
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demand or supply is the more important factor in deter-
mining the price. It can, however, be ascertained which,
in a given situation, is more influential in causing prices
to change. Since the demand for cotton is fairly constant
and comparatively inelastic, changes in supply are rather
important accounting for major price variations. The chief
characteristics of cotton supply are: (i) The additions to
supply occur but once a year, (ii) Supply is subject to
vagaries of weather such as, drought, excessive moisture,
storms, frost, floods, etc. (iii) The plant is subject to disease
such as rust, weevil and an endless as well as ever-chang-
ing list of other forms of pestilence, (iv) Supply is widely
distributed all over the world in as much as millions of
farmers of different countries produce cotton, and (v)
Several months elapse from the time of planting to the
time of harvest. For all these reasons there remains an
uncertainty of what the season's crop will be.

The supply of cotton usually consists of two elements,
(i) visible and (ii) invisible. A visible or actual supply
may be fairly accounted for. An invisible or potential
supply is far more difficult to estimate. It continually
injects uncertainty in estimating the total supply. The
visible supply takes into account figures of cotton in tran-
sit and afloat, at terminal points, in store, and in the hands
of mills. The figures of Invisible supply cannot be accu-
rately availed of, because, they consist of those portions of
cotton which may be in the hands of farmers and upcoun-
try dealers. Moreover, figures of new crop are nothin
but estimates though they serve as an important index o
future supplies. The supply thus includes four items:
(i) Carry-over, (||? production of the current year, (iii)
prospective crop of the growing season, and (iv) stocks
of manufactured goods. Over a long period of time, avail-
ability and volume of substitutional materials should be
taken into account.

Each of these items varies in importance from one sea
son of the year to another. For instance, in India the size
of the total current crop becomes fairly certain by April
and this plus the carry-over makes up the supp{ily of the
Indian cotton for the season. The next crop is also a fac-
tor on the supply side. But its influence on the price of
spot cotton at this time is negligible. During this period
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the price is therefore largely a result of adjustment of a
known supply to the strength of demand. This adjust-
ment is usually made before the close of the period. It
can aso be made earlier by the trade. The statistics of
value in this period are those showing: (a) April esti-
mates of production for our cotton, (b) the carry-over, (c)
business conditions, (d) mill takings, (e) mill consump-
tion, (f) stocks of piece goods, (g) activities in the piece-
goods market, and (h) shipments of cotton and cotton
piecegoods.

Then comes the pitching of the new crop and
adds an uncertainty to the supply side which has an influ-
ence on the price of the old as well as the new crop. Dur-
ing this part of the year the market is particularly res-
ponsive to all influences affecting the growing crop both
In India and the U.S.A. By this time, the disposal of the
old crop has become fairly certain. The U.S.A. Reports
of acreage and crop conditions and the 'Cotton forecast'
issued by the Department of Commercial Intelligence and
Statistics, India; constitute one of the most important fac-
tors affecting price. Among the day-to-day influences no-
thing equals weather reports in importance. The figures
of peculiar significance at this time are the prospective
yield, the ginnings, the movement of the crop both into
Interior towns and exports, whether conditions affecting
both, production and quality of the crop and mill takings.
Changes in the supply situation brought about by changes
in estimates of the present and prospective size of the crop
in the U.SA., India and in other countries result in con-
siderable price movements. The year 1937-38 is the case
in point. A substantial proportion of the drastic decline
in cotton prices earIK in the season 1937-38 was accounted
for by increases in the estimated size of the United States
crop for 1937-38 which turned out to be 18946000 bales, a
record for all time. This bumper crop had a most depress-
ing effect on raw cotton prices all over the world. Thus,
in any given year, the supply of cotton already produced
or in prospect together with the various conditions of
demand, both actual and potential, tend largely to deter-
mine the price of cotton futures. The change in price due
to changes either in supply or demand is essentially an
annual movement. Hence, these principal forces may be
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regarded as long-term factors causing the major move-
ments or long-time fluctuations as opposed to short-term
or minor, variations in cotton prices.

2. SHORT TERM FACTORS AFFECTING COTTON
PRICES

Short-term or minor variations are the results of afairly
large number of causes relating to one of the two main
factors of supply and demand. Occurrences of these varia-
tions may be of a few months' or a few days duration.
This may even be of a few moments' duration. Thus, the
period covered by one of these movements as well as its
Intensity vary from time to time. Short-time variations
grow out of the fact that the crop is harvested only once
but consumed throughout the year. There should be
someone to carry forward the supplies from the time of
harvest to that of actual demand. It requires organisation
and expenditure in the form of storage equipments, insur-
ance, handling charges, etc. At any particular time, these
variations in price may depart far rrom the costs of carry-
ing cotton from one period to another.

Market Operations. The price in a futures market at
any time reflects the trade opinion which is expressed
through the character of purchases and sales made. The
quantity of futures available for trading is an indefinite
amount. Futures can be multiplied to any amount by the
operators through the facilities afforded on the market.
The trading becomes simply a matter of setting up agree-
ments in which one side assumes a long position and the
other a short one. Some of these contracts are closed even
five minutes after they are made. There being practically
no physical limitation to the rapidity with which transac-
tions are made, trading in a futures market ostensibly
depends upon the financial strength and nerve of opera-
tors. This fact has an important bearing upon the possible
influence which futures operations exercise upon prices.
If by circumstances, one side has the support of strong
financial interests and the other has not, it is likely that
prices will move temporarily in favour of the former.
Those on the weaker side may have ample evidence to
squort their views but prices will not move in their favour
unless and until an additional support or opposition is
encountered. So long as the enthusiasm for higher prices
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is rising, prices are likely to advance. When this general
enthusiasm wanes or financial sua%Port on the buying side
becomes inadequate, a radical reagjustment is sure to fol-
low. A decline may be the result of either profit taking
on the part of long speculators, a movement of bear spe-
culators selling for a decline, lack of interest on the part
of mills and exporters or the pressure of hedging opera-
tions. If there is a rise, it may be due either to a move-
ment of the bears to cover previous sales, a speculative
bull movement, increased activity on the part of mill
buyers or the lack of offering spot hedges in the market.

Again, prices are affected both by the manner of trading
and the amount of transactions put in. In general, a tem-
porary advance or decline in price may be the result of
traders increasing their long positions or covering their
short position in the market. But how far this is true is
open to doubt. Some believe that large-scale trading tends
to cause price movements in our market." Others ques-
tion it and express that perhaps price movements cause
large-scale trading. The fact lies half way between the
two views. It appears that the Bombay market moves
through the force of a third factor which affects both, the
Brice and large-scale trading. This third factor seems to

e the influence of the dailly news. It is probable that
these day-to-day movements in price are a product of both
large-scale trading as such and the important news of the
day reflected through the trading of the market as a whole.
If the principal news items on our market, for a certain
day are examined it will account for the day's upward or
downward trend of the market. It is possible that one or
more leading speculators would trade that day either in
response to the movement in price or in anticipation of
it. Many a time, however, the news of the day does not
supply an adequate explanation of the course of prices. On
such days, market operations grow in relative importance
as a cause of price variations.

Market News: If traders are in a position to sort out
items of fundamental importance from the enormous mass
of material circulated and to make timely decisions, prices
will reflect basic market conditions. Otherwise the prices
may move a long way out of line before corrective forces

'Personal  talks.
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crop up. All shades of news are thrown together to be
individually weighed by traders and then reflected in
price through their composite judgment. In this process,
the elements of time and opinion are all important. As
for example, all traders in India do not receive all the
items of information at the same time. Some rely on
trade journals and periodical reports, some on telegraphic
reports and newspapers and some on sources such as
gossip, rumours, tips, and astrological findings. In order
to receive in time |m|i)ortant information a trader has to
undergo a lot of trouble and expense. The degree of indi-
vidual judgment depends upon the efforts of the trader
in this direction. It therefore varies widely between the
trading interests. As a result, the market becomes a
many-sided affair fluctuating continuously in response to
changing opinions. Moreover, on a futures market, ill-
founded news play their part in affecting the price. If
the information is lacking in accuracy, the item of news
becomes a price factor. At times, it forms the basis of
trading activity. Both harmful and helpful news are fre-
quently circulated. To what degree a particular piece of
information is inaccurate or misleading is difficult to
ascertain, but it should be admitted that it has some in-
fluence on the market particularly in periods of high and
uncertain prices. Further, the price is frequently pulled
out of line from its normal course by false information of
various kinds, such as private estimates of cotton produc-
tion, rumours concerning prospective demand, etc.

Public Participation: A factor frequently mentioned in
.connection with prices on an organised market is that of
public participation. The word 'public’ usually refers to
individuals having three characteristics, viz., (1) occa
sional trading, (2) trading with small or moderate limits,
and (3) bullish attitude, i.e. trading in the hope that prices
will rise. This body of traders comes into prominence
during periods of rapidly rising prices. Each added ad-
vance attracts new traders to the market. At times when
prices are carried to extremes, new capital is not forth-
coming in sufficient quantities to maintain confidence, and
those already in the market have spread their capital over
too wide an area. A reaction in price is all that remains
to complete the cycle and liquidation with a complete col-
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lapse follows. Its influence is to drive prices too high
during the boom and then to abnormally depress to a low
level. However, it is not always the case that the public
in general act in this manner but those liable to sudden
and extreme excitement do so. Contrary to the general
belief that the public buys as prices advance and is forc-
ed to sell in declining market conditions, it may and does
happen that when Brices advance, the public becomes
sellers rather than buyers and vice versa' A possible
explanation for this is that in temporary advances, sellin

bK public occurs with the view that the position wil

shortly be reinstated at better figures, and when prices
decline purchases are made by the public in the belief
that the break has run its course. For this reason, it may
be noted that the public participation becomes a factor
influencing the short-term movements of cotton prices
only in periods of market excitement, and it cannot be
regarded as a factor calculated to influence the price
under ordinary circumstances.

Hedging: It is generally believed that hedging opera-
tions affect prices particularly during the marketing pe-
riod. Hedges in the form of future sales reach large pro-
portions during the season when the crop moves and
vary considerably between the various hedging interests.
For instance, when cotton is in the field and about to
mature there comes what is called 'hedge pressure’ in the
market. Later on, when actual cotton is sold these hedges
are simultaneously lifted. Hence, if prices tend to be de-
pressed at the time of hedge sales, they will tend to go
up when the hedge purchases are made. To what extent
hedging is itself a price factor is therefore difficult to
determine. At times, it is certain that the influence of
hedging is felt and the term 'hedge pressure’ serves as a
guise for the real cause of price movements.

Badla Operations. Badla operations of hedgers and spe-
culators are considered a further factor influencing the
price. The theory upon which straddlers operate is that
when prices between the two markets, between the two
months or between the spot and futures contracts get out
of line, they buy what is relatively low in price and sell

‘Personal observation.
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what is comparatively high. The general effect of this
operation should be to bring the two prices back to their
normal alignment. But at times, badla operations may
tend to cause high prices to go still higher and low prices
to go still lower and thus become a factor unduly influenc-
ing the course of prices.

Other Factors:

(@) Technical Conditions: A futures market is subject to
many technical trading conditions affecting the price at
which transactions are made. Apparent trade activities
can be created by means of 'Wash sales, 'Matched orders,
'Squeezes, 'Corners’ and various other forms of tamper-
in? with the market. Another type of transactions cal-
culated to have some effect on price refers to what are
known as 'accommodation or crossed orders. In India it
frequently happens that transactions are made privately.
For instance, a commission house in Bombay receives
orders from different customers. The convenient way
adopted by the house in the disposal of these orders is
that the transactions of buyers and sellers for the same
amount, price and futures are accommodated or crossed
without reference to the ring. This may tend to prevent
the market from registering price influences.

(b) Option or Teji-mandi transactions: In those mar-
kets in which teji-mandi or option business is permitted,
the prices are at times influenced by such operations, at
least for the time being. This happens on account of the
fact that when the options mature, there will either be
a large demand or a big supply of a particular futures
contract and its price is bound to be affected to that
extent.

(c) General Economic Situation: Another factor that
affects the price of cotton is the general economic and busi-
ness conditions. The most widely accepted principle in
connection with the price is perhaps the doctrine that
changes in the stock market lead to similar changes in
the volume and direction of business activity. As a mat-
ter of fact, it is usual in the cotton trade to regard the
movements of the stock market as an index of coming
events in other markets.

'Refer to Chapter on 'Teji-mandi or Option' business.
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(d) Political Developments. It is a matter of common
knowledge that the political developments both national
and international affect the price for the time being more
often than any single factor. For instance, in recent years,
the rearmament programme all the world over appears
to have been the factor of considerable importance in
causing the price movements. In the same way, rumours
of conflict between nations, or military pacts and other
simiklar items of information influence prices on a futures
market.

(e) State Control: The availability of suply as well as
the total quantity in existence affect prices over relatively
short periods. With a given total physical suEply in exist-
ence, the quantity immediately available in the market at
specified prices may be reduced by the State price-pegging
policy or by other forms of organised control with the
result that prices may be strengthened temporarily. For
instance, in America the restriction of output in 1933 caus-
ed an upward movement of cotton prices in 1934. Simi-
larly due to the Government activities the prices of Ame-
rican cotton were maintained at a relatively high level for
the greater part of the year 1935 In this connection,
instances may be cited of the activities of the Farm Board
and the Cotton Stabilisation Corporation. TheJ)assing of
the Bankhead Cotton Control Act in 1934 and the Soil
Conservation Act of the U.S.A. point to the same direc-
tion. Without entering into details it may be mentioned
that the price of American Cotton was strengthened by
loans to the farmers till 1938 and at one time the U.S.A.
Government had on its hand 11 million bales of cotton. In
1939, while thus buttressing the internal price of cotton
the U.S.A. Government subsidised exports of cotton to the
tune of 2 cents a Ib. Similar arrangements have been
made by the Egyptian Government to uphold the price of
Egyptian cotton.

(f) Spot Transactions. Last but not the least import-
ant factor affecting the price of cotton futures is the in-
fluence of spot transactions. The fact that a futures con-
tract can be converted into a spot transaction on the date
of its maturity accounts for this. The general changes in
Frices of spot cotton are usually associated with more or
ess similar changes in prices of futures, not so much be-
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cause one is determined by the other, but because they-
are both determined largely by the aggregate of the pre-
sent and future conditions of supply and demand. For
instance, a rise in the price of spot cotton may mean that
there is a shortage of present or anticipated supply in the
near future. Conversely, a rise in the futures prices may
denote the view of the dealers that the total available
supply is insufficient for the season should the present
rate of consumption continue. Thus, the price of cotton
futures on the surface represents a point of equilibrium
between the bids and offers of those actively engaged in
the marketing of cotton.

So far as the short-term factors are concerned it may be
concluded that the short-term variations in the price of
cotton are the products not of one, but of a variety of
causes. Generally speaking, these short-term factors are
not the fundamental forces determining the price in the
long run, but they are certainly factors determining the
precise points for the purchase or sale of cotton for a given
day, week or month. For this reason, they are of greater
concern and more important to an operator in futures than
any other single group of factors affecting the price of
cotton.

3. ANALYSIS OF FORECASTING COTTON PRICES

A cotton man usually concerns himself not only with
the price that will result from given circumstances of
supply and demand, but also the probable limits within
which fluctuations will be confined, because, if these pre-
dictions are correct, he turns out to be a successful ope-
rator in futures. The problem of estimating the probable
price is not an easy task, since, it resolves itself ink) mak-
mgl ag estimate of what the world supply and demand
Wi e

Factors to be taken into account while forecasting: Fac-
tors which influence the price of raw cotton in the world's
markets and require to be accounted for while forecasting
are as follows: gi) Causes bound up solely with the sup-
ply and demand for cotton, either spot or futures at any
given time and (ii) Financial causes. Under the first, one
has to take into account the statistical factors relating
solely to raw cotton which include (A) Annual Statistics
and (B) Current Statistics. Annual Statistics include ()
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the world's carry-over from the previous year at the close
of the season, (b) the raw cotton produced in the growing
season all over the world, and (c) the world's annual con-
sumption in the cotton season. The Current Statistics in-
clude (a) the amount of cotton moving into sight any
week from fields, i.e. the world's primary supply; (b) the
amount of cotton forwarded definitely to the mills, i.e
spinners' takings all over the world; (c) the gain or loss
between (a) and (b), and (d) the visible supply of cotton
in the world. Under the second factor, important points
are (a) Bank rates and (b) the rates of exchange. Besides
the general method of studying the whole situation by
the use of annual and current statistics and the histor

of cotton prices, there are a number of specia methods
which seem to isolate single factors and predict temporary
price conditions. The most common methods amongst them
are: (1) Chart study; (2) Weather-map reading, (3) Trad-
ing on direct information concerning the market position
of leaders in the trade, and (4) Trading on gossips, tips,
astrological beliefs, etc.

Statistics of world production of cotton and factors
affecting it are of fundamental importance in an analysis
of the cotton trade and prices. Their importance is due
to the fact that the world production of the staple is sub-
ject to wide fluctuations, not only because of changes in
acreage but also because of variations in yield per acre
through natural causes. Hence, the volume of new sup-
plies of cotton available to spinners of the world is con-
stantly changing. The fluctuations in world production
are necessarily reflected in the fluctuations in world prices
of cotton. Records of movement of cotton are of import-
ance principally as indications of demand for the staple,
and of current or prospective consumption of it. Those
covering movement from.producing areass may indicate
also the rapidity of harvesting and ginning and the free-
dom with which producers or distributors are selling.

Records of consumption rank with those of production
as being of prime significance in the studies of cotton trade
and prices. The world consumption of cotton does not
vary from one season to another so much as does produc-
tion, but it is subject to important fluctuations due to
changes in general economic conditions, political develop-
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ments and world buying power. It is aso necessarily
affected by changes in the supply and price of cotton and
to some extent, by the competition of other fibres. Thus,
the world's supply and demand, world's economic condi-
tions and international political situations as well as |ocal
conditions are all bound up together in the problem of
forecasting the prices of raw cotton in any country or in
a given market.

Difficulties Involved in Forecasting: The forecasting of
supply involves forecasting the acreage, the yield per acre
and the quality of the crop. The official reports showing
acreage, weather conditions, state of the crop, etc., issued
by the Department of Commercial Intelligence and Sta-
tistics, for the Indian crop, by the United States
Department of Agriculture for the American crop or simi-
lar official report of any other country do not attempt to
forecast the acreage under cotton. It makes simply an
estimate of the acreage under different crops as in June,
in any year. This estimate is corrected in April in the
case of India or in December in the case of the U.S.A. and
a general forecast report of the acrea%e harvested, yield
per acre and areas abandoned since that date is issued.
The final acreage figure is arrived at by dividing the pro-
duction by the estimate of the yield per acre.  Again,
forecasting the yield per acre involves many factors, wea-
ther being the prominent item. Other factors are (i) the
use of fertilizers, (ii) labour, (iii) kind and number of
pects and the effort used to combat them, and (iv) the
price. However, it may be said that the methods of fore-
casting the crop are highly developed. Periodic estimates
of conditions of the ?rowing crop may therefore be made
to serve as a basis of forecasting the probable yield.

It will be noticed that there is quite a large number of
factors involved in forecasting the world's acreage and
yield per acre which tend to frustrate any single attempt
at forecasting the world's supply of cotton for a given sea
son. Similar difficulties though of lesser degree are in-
volved in forecasting the world's demand of raw cotton
for any one year, since, it is very difficult to measure the
world's potential demand for a given period. Now-a-days,
difficulties in analysing the world's supply and demand
are greatly increased by uncertainties as to the economic
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policies of Governments with respect of such matters as
control of production and monetary standards. Further
difficulties in either arriving at the total supply of or
demand for cotton lies in the fact that the world's eco-
nomic condition and international political developments
may tend to upset all our calculations about them.

Special Difficulties to be Encountered by a person
attempting to forecast the price of Indian cotton: Apart
from the common difficulties involved in forecasting cotton
prices an operator in India has to face some special diffi-
culties in attempting to forecast the price of our cotton.
Taking first the supply side of Indian cotton, it may be
pointed out that there remains much to be desired in the
official estimates. Generally, there is a discrepancy bet-
ween the official and private crop estimates. Theflgures
of actual crop may be arrived at by two methods;!

(i) Actual crop: Net exports (exports-imports) of all cot-
ton (by all routes) + mill consumption + village
or extra-factory consumption + variation in stocks
(stocks at the end of the season—stocks at the be-
ginning of the season).

(ii) Actual crop: Cotton pressed + loose (unpressed) cot-
ton consumed in spinning mills + net exports of
loose cotton (by all routes) + village or extra-
factory consumption of loose cotton.

The application of the above formulae, however, suffers
from certain limitations. For instance, statistics of cotton
transported by road are not available in most cases. The
estimate of 450,000 bales of cotton known as village or
extra-factory consumption and used for domestic purposes
such as hand-spinning, the making of quilts, matresses,
etc., is based on the results of enquiries conducted by the
Indian Central Cotton Committee in selected areas only.
Moreover, this estimate is assumed to be constant which
cannot be safe for any given season. As regards variation
in stocks, the figures cannot be claimed to be complete.
Further, formula (ii) assumes that variations in stocks of
ginned unpressed cotton and kapas is negligible, which
however, is not always the case. For instance, the figure

Refer to Report on the Accuracy of the AIll India Cotton
Forecast of 1938-39 season: I.C.C.C., p.1.
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for total actual crop for the year 1939 was 6.2 million bales
whilethefiPureas per April 1939 All India Cotton forecast
was 5.1 million bales. If the size of the average Indian
cotton crop of about 6 million bales is taken as the stand-
ard, an error in an official crop report which would lead
to an ultimate depression of Rs. 5/- in the price of a bale
would cost the farmers three crores of rupees or more.
A corresponding error leading to a similar rise in price
would entail upon manufacturers and consumers a com-
parably heavy loss. This is unsatisfactory.

Accurate forecasting in case  of our cotton
IS no more difficult than in the case
of American cotton. But the method of issu-
ing the crop reports adopted by the Department of Com-
mercial Intelligence and Statistics is such that the statis-
tics of total supply become available only when the sea
son is over. For example, the first forecast of the 1939-40
crop showing an acreage of 14 millgons under cotton did
not relate to the entire cotton area“® It did not mention
an estimate of the final outturn but gave the reports as
received to a particular date. For this reason it Is never
possible to give in due course concise official details of the
total supply of Indian cotton. These defects in estimate
according to an enquiry conducted by the 1.C.CC. had
their origin in the manner of estimating the area, anna
valuation and standard yields of cotton. It may therefore
be hoped that the present official crop estimate would be
improved upon so as to render them most satisfactorx by
taking steps to remove whatever defects exist in them

But thisis not all. It is awell-known fact that the price
of Indian cotton is not finally determined from conditions
in India aone. It is said that the grice of Indian cotton
is determined not so much by conditions in India as by
the price ruling in America. As a matter of fact, the price
of American cotton not only leads our prices, but aso

YIt is gratifying to note that the question of improving the
accuracy of the official cotton forecasts has been receiving the
close attention both of the 1.C.CC. and Provincial authorities for
several years.

’Refer to First Cotton Forecast, 1939-40; released by the
Department of Commercial Intelligence and Statistics, India.
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.dominates the world's cotton markets.® The main factor
which determines the relative prices of American and
Indian cotton is the success or failure of the crop in the
two countries. In recent years the annual world produc-
tion is of the order of 28 to 30 million bales. India's share
is5to 7 million baes, while America contributes 12 to 14

'Table showing price movements during the season 1938-39 in
the markets of New York, Liverpool and Bombay.

Wed. night N.Y . closing Liverpool Bombay Broach
Thursday _ futures reaching in American expec- expected to
Bom Zuntepe M9 (ST [Rs. p&r candy]
Sept. 1938
1 828 (May) 479 (May). 159-0 (Apr./May).
8 806 467 156-0 »
15 781 465 ) 152-8 ‘
22 798 469 153-8
29 780 482 152-8 N
Oct. 1938
6 814 478 | 156-8
13 8.11¢ 479 156-0
20 796 473 | 152-0
27 823 | 483 154-0
Nov. 1938
3 826 484 154-0
10 824 » 475 157-0
17 828 484 % . 158-0
24 826 483 | 158-0
Dec. 1938
1 827 482 160-8 Y
8 809 461 157-0 ;
15 799 ) 466 158-0 y
22 814 480 159-0 ’
29 827 4.87 161-8
Jan. 1939 "
5 825 489 163-0
12 808 475 157-8
19 817 ', 478 156-12
26 816 a5 ) 154-0
Feb. 1939
2 809 476 153-8 ,
9 806 472 152-8
16 802 467 | 148-8 A
23 8og* 478 148-8
March 1939
2 824 | 488 152-8 .
9 824 493 152-0 !
16 833 501 155-0
23 817 | 481 152-12
30 8.08 4.62 154-4

*Wednesday morning quotation.
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million bales. The effect of changes in these figures of
production on the import and export trade of India is
very considerable, in as much as the parity difference
between the prices of Indian and American cotton widens
or narrows with the production and consumption situa-
tions of the respective growths both at home or abroad.
Of course, the seasona differences in the dparitg/ are natu-
ral according to the vicissitude of demand and supply of
the same, e.g. the sharp advance in the prices of American
cotton following the restriction of output caused these
rices to rise above their normal parity difference with
ndian cotton. This situation favoured a large disposal of
our cotton during the greater part of 1934.

With  world consumption at about 28  mil-
lion bales, India takes barely 3 to 4 mil-
lion bales and has a surplus of 2 to 4 million
bales to export. This surplus of Indian cotton which, as
is well known, is generally of shorter staple and lower
in quality than American cotton, is taken by foreign coun-
tries on its parity difference with the American cotton.
So long as our country has to export a considerable por-
tion of the Indian crop, the price of Indian cotton will be
ruled by what the surplus of Indian cotton abroad will
fetch.' ~ Expressed alternatively, the price level of the
Indian crop for a given season is determined by the ex-
Bortable surplus.  This level in its turn depends largely,

ut not entirely, on the price at which American cotton
is sold in world markets, because, America is the largest
cotton producing country in the world and the price paid
for it has a very large international significance. It will
thus be noticed that there are two principal factors of
predominant importance; viz., (i) India produces only a
small fraction of the world production and (ii) has a sur-
plus of cotton to export to the world. This explains the
reason why prices of Indian cotton quoted in our markets
as well as in those of the world generally move in sym-
?athy with American prices. One can therefore say that
or the broad movement, the price of our cotton rises or
falls with that of the American.

'R. G. Saraiya: Presidential address delivered to the Cotton
Association of the Sydenham College of Commerce, 25-2-1940.
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For the long term fluctuations, however, the
price of Indian cotton is influenced by local
conditions, Indian mill consumption, exports, 'do-
mestic consumption' and the exchange rate. So far as the
short-term variations are concerned the price of our cotton
is affected by market news, operations of the prominent
dealers, hedging and badla business, teji-mandi transac-
tions, general economic and commercial conditions in
India, political situation and activities in a spot market.
Thus, an operator attempting to forecast the price of
Indian cotton has to take into account and duly provide
for each of these factors, both individually and severally.

How far cotton prices can be forecasted in advance?
In spite of all these common and special difficulties in-
volved in forecasting the price in advance, attempts to
do so are being made daily, regularly and continuously
both in our country and abroad by the dealers in cotton
futures. Let us therefore inquire, by taking the Bombay
market as an illustration, whether cotton prices can be
successfully forecasted in advance and if so, how far.

A considerable difference of opinion prevails on the
question of price forecasting. The theory is that a com-
posite judgment of traders is superior to individual judg-
ment and_this should be reflected in an advance movement
of prices.' It is impossible to know just what the course
of spot prices would have been in the absence of futures
markets. It is possible however to gain an insight into
the problem of forecasting by comparing prices at differ-
ent points of time in one and the same market. The most
promising approach to the problem is to compare current
or spot prices during a delivery period with futures prices
for that period as they prevailed at some earlier time. For
instance, spot prices during the months of AFriI and May
might be compared with the April/May futures prices
Brevailing either in September and October or in Decem-

er and January on the theory that September and Octo-
ber or December and January prices of the April/May
futures contract, constitute the composite judgment of the
market at that time of what spot prices are likely to be
in the months of April and May.

1Report of the Industrial Commission: 1900, Part VI, p.196-213.
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Table showing pricest of Broach April/May futures con-

tract as forecasted during the months of Sept.-Oct. and

Dec/Jan. and realised during the months of April and
M ay

September October December January April May

Wk. Price Wk. Price  Wk. Price Wk. Price WK. Price  Wk. Price
ending Rs. as. ending Rs, as. ending Rs. as. ending Rs. as. ending Rs. as. ending Rs. as.

1930-31

4 210 12 2 200 4 4 190 B 1 1715 4 2 200 0 ¥ 179 8
11 208 4 9 196 8 11 178 8 & 17412 9 19512 14 183 4
18 205 1216 19 O 18 17212 15 17912 16 195 8 21 174 8
25 207 1293 195 8 25 175 4 22 184 0 23 19312 25 173 4
30 204 O 20 180 8 30 182 4
1931-32
3 153 4 1 16412 3 186312 7 200 0 7 18112 5 17312
10 149 0 8 16012 10 =200 8 14 20312 14 183 8§ 12 172 12
17T 148 4 15 16812 17 191 4 21 211 4 21 I8l 8 19 166 8§
24 153 8 22 17h 12 23 19712 28 209 4 28 1831 O 25 167 4
20 180 & 30 197 12
1932-33
1 253 &8 6 215 8 ! 23 0 &5 20012 o6 171 8 4 18 4
8 257 0 18 2012 R 196 O 12 204 4 13 175 & 11 194 4
15 228 0 20 204 8 15 195 O 19 201 4 20 198 4 18 200 O
22 214 0 27 209 4 22 201 8 26 197 4 27 17912 25 193 ©
20 293 4 29 19 12
1933-34
T 2000 5 19812 7 177 8 4 185 &8 5 198 0 3 188 12
14 195 0 12 iR9 4 14 181 & 11 195 & 12 197 12 10 1963 12
21 203 4 19 187 4 21 151 8 I8 200 8 19 1M 8 17 193 4
28 201 0 26 189 4 28 180 8 25 198 § 26 19312 24 193 0O
25 196 0
193435
6 226 0 4 20812 6 223 O 3 244 4 4 21912 2 243 4
13 222 R 11 206 8 I3 228 4 10 241 R 11 22T 8 9« 247 O
222 glg g 18 211 B 20 228 4 17 241 8 18 234 4 16 220 O
ll

25 209 B8 27 23412 24 252 4 25 238 0 23 251 12
31 250 8 25 251 4

1935-36

5 19112 3 20812 5 223 4 2 218 0 2 19712 7 198 O

12 199 0 10 217 4 12 222 4 9 215 8 9 197 4 14 197 §

19 199 12 17 21512 19 218 4 16 20512 18 198 4 21 200 4

%2 206 8 24 215 4 26 217 8 23 205 0 23 20212 25 199 0
31 %14 8 30 20112 30 200 4

*Weekly averages as given in Indian Cotton Review.
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September October December January April May
Wk  Price Wk. Price Wk. Price Wk. Price Wk. Price Wk. Price
ending Rs. as. ending Rs. as. ending Rs. as. ending Rs. as. ending Rs. as. ending Rs. as.

1936-37

3 21012 1 218 8 3 218 4 7 227 4 1 245 & & 227 12
10 216 8 8 2/9 4 10 21912 14 230 8§ 8 248 8 13 230 8
17 220 0 15 21812 17 22312 21 227 8 1ph 244 § 20 230 12
24 217 8 22 222 4 24 223 0 28 22512 22 237 4 25 235 4
2) 219 0 31 230 ¢ 29 230 8
1937-38
2 189 0 7T 165 0 2 183 8 6 171 % 7 15912 5 159 4
9 189 4 14 160 4 9 162 O 13 176 8 14 158 8 12 158 4
16 187 8 21 16412 16 166 8§ 20 17312 21 163 8 19 359 4
23 183 4 28 162 4 23 171 € 27 169 12 28 163 8 26 152 B
30 174 4 30 170 O
1938-39
1 158 4 6 164 8 1 160 O o5 16212 6 153 0 4 156 8
8 167 O 13 155 8 8 157 O 12 15812 13 151 4 11 162 ©
15 153 4 20 153 8 15 17 8 19 157 4 20 152 8 1R 166 8§
22 12 4 27 15312 22 18 0 26 155 8 27 154 O 25 171 0O
29 151 8 29 190 4
1939-40
7179 0 5 19t 0 7 288 0 4 316 8 4 234 8 2 260" 8§
14 182 12 12 192 0 14 3 0 11 321 4 1L 245 0 9 26312
20 21112 19 19912 21 322 4 18 a5 4 18 250 4 16 229 8§
28 205 O 26 195 4 28 302 0 25 74 8 2 249 0 §§ ]13'? g
£

The obvious shortcoming of this theory is that condi-
tions change between the time of forecast and that of its
fulfilment. A perfect estimate may have been made in
the month of June of probable prices of a futures con-
tract in September, but since weather conditions cannot
be forecasted beyond the limits of a few days, this fore-
cast must fail if growing conditions change. The point is
that the effects of anticipation in September, October,
December or January cannot be read in spot prices with-
out allowing for other influences which may have played
their part. "It is true that futures are traded in 12 months
in advance of their maturity. But this does not mean that
futures prices fully reflect the prices that will be actually
realised when the delivery period comes. The expecta-

" Thesituation is so frequently changed by appearance of new
and unpredictable conditions that futures prices oply imperfectly
forecast the prices that will be charged in the future". C. O. Hardy:
Risk and Risk-bearing: 1924, p.217.
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tions formed by the professional dealers and the specula-
tors themselves do not take the form of what the price
will be at definite future dates. Again, trading interest
centres largely in one position or delivery period of a
futures contract at any given time. The forces reflecting
prices are most likely to be first reflected in it. This be-
comes the standard to which the level of spot prices and
the prices of other positions of the futures contract are
adjusted. Further, the outlook and operations of most of
the traders do not extend beyond a few weeks. There are
still others who are interested in the probable course of
prices only during the next day or two. They buy the
April/May contract because, in India, it affords the broad-
est medium of trading on the Bombay market. At the
most, their interest is only concerned with prices current
during next few days or weeks. Hence the period of fore-
casting can be expected to extend only to a few weeks or
to be more exact to a month or two at the most.

Conclusion: Since the supply and demand factors which
determine the level of cotton prices change from month
to month it is impossible for any person to interpret and
express all the factors entering into the forecasting of
prices. The market is too big to be judged on the basis
of the facts which come to the attention of any dealer in
the course of his daily routine. No individual, however,
keen in his foresight can claim that he can successfully
foretell the coming changes in cotton prices for a number
of months in advance, for, there are larger unknowns or
gaps which cannot be foreseen or filled up even by the
most careful forecaster. This leads us to conclude that
cotton prices cannot be forecasted for minor or day-to-day
fluctuations and for a duration of time involving severa
months. Al that can be achieved is that the trend of
cotton prices can be forecasted for the period immediateIK
ahead. The period immediately ahead is not a fixed lengt
of time but it may cover, at the most, four or six weeks
and not more. The probable explanation for this state of
affairs lies in the fact that over and above the difficulties
involved in arriving at the world's total supply and de-
mand for a given season, general economic and ?olitical
developments enter the arena of cotton prices so often that
it isimprobable, if not impossible, to isolate both their re-
lative importance and respective influence.



CHAPTERXI I
TEJI-MANDI OR OPTION BUSINESS.

IT has been said that Teji-mandi or Option business has
always been a popular medium of speculation on the orga-
nised markets particularly in India. It seems that business
in Teji-mandi contracts has been done for the last one cen-
tury. Itsorigin lies in the transactions of Opium trade in
the forties of the 19th century. A tremendous amount of
speculation was carried on, on the price that opium would
fetch at the Government periodical sales. The business was
better known as 'Nazarana Transactions. With a view to
stopping gambling in these transactions, the Prevention of
Gambling Act, X X | of 1848 was passed. However, the busi-
ness was carried on as usual.

1. TECHNIQUE OF TEJI-MANDI TRANSACTIONS

Meaning of terms'Teji' and 'Mandi': 'Teji' denotes a rise
or an upward trend and '‘Mandi' afall or adownward trend.
On a speculative market 'Teji' implies a 'bullish view' and
'Mandi' a 'bearish view'. 'Teji' corresponds with what is
known as 'Call' in foreign markets and '‘Mandi' with 'put’,
and 'Teji-mandi’, 'Call and put'.

Kinds of Options. Various kinds of options are employed
by the trade for the purpose of dealing on a futures mar-
ket. These options are mainly of two kinds: (a) Single
option and (b) double option. Single option refers to
either 'Teji' or 'Mandi' while double option to both 'Teji’
and 'Mandi'. The business in India is popularly known as
the teji-mandi operations, whereas on the foreign exchanges
it is called 'option' or 'privilege' transactions. There are
two parties to do business in teji-mandi operations.  One
party buys the right and the other sells it. The former is
called a buyer of options and the latter a seller. Accord-
ing to the phraseology of the Indian market, those who sell
options are technically known as 'khanaras' and those who
buy are called 'Lagadnaras. Similarly, the sae of options
is commonly spoken of as teji-mandi 'Khadhi' and the pur-
chase as teji-mandi 'Lagadi'.
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Definition: The definition given by the Wiles Committee
may first be considered. "An option may briefly be describ-
ed as the purchase of a right to buy or sell cotton at some
time in the future when a fall or rise in the market price
makes it profitable for the buyer of the option to do so.
A Teji or call option is an option to buy cotton. A Mandi
or put option covers the right to sell cotton. And a Teji-
Mandi or Double option gives the buyer the right to buy
or sell as the market may suit him."* ~ This definition does
not cover all the phases of teji-mandi operations, as there
iS no mention of the price to be paid for obtaining the valu-
able 'right' to buy or sell. Moreover, it is too general in
nature and does not put the time limit recognised by others.
Another definition which runs as under is worthy of con-
sideration: "Teji-mandi business means an operation under
which one party by paying or agreeing to pay a specific
amount of premium to the other party gets the right of
declaring upto a certain date his option of purchase or sale
according to the teji-mandi a;%plied by him; and during this
period the applier can take advantage of fluctuations in the
market by open sales or purchases which, of course, will
be covered by his teji-mandi business as far as any loss is
concerned."? “A word or two on this definition should suf-
fice. It will be noticed that the definition is not only en-
lightening but also brings out the nature, character and
peculiarities of options. It goes a long way in explaining
certain aspects of these highly technical phrases which the
former definition fails to touch. According to this defini-
tion, the elements constituting the common conception of
the teji-mandi transactions are: (a) A buyer pays or agrees
to pay premium (b) to a seller of teji-mandi (c) to secure
the right to buy or sell (d) a certain number of bales (g)
on or before the stiloulated date (f) at the rate applied by
him. The latter half of the definition throws light on the
two important aspects, viz., (i) the buyer can take advan-
tage of intermediate fluctuations in the price by entering
into any number of open transactions and (ii) in so far as
any loss is concerned, it is limited to the money paid or pay-
able as consideration.

'Report of the Cotton Contracts Act Committee, 1930, p.15.
This definition is supplied by an important concern in" Bom-
bay which prefers to be “anonymous.
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Procedure: Now let us turn for a while to the practical
side in order that the technique of the teji-mandi may be
thoroughly grasped. The procedure of doing teji-mandi
business is that an operator buys teji-option If he expects
the market to ?o up and mandi-option when he thinks that
the market will go down. In the circumstances where it
is not possible to judge a definite tendency, the operator
chooses to purchase the double option which can be exer-
cised any way according to the trend of the market. Thus,
if a man looks for a rise but is not sure as well as ready
enough to bear the risk of buying outriﬂht, he prefers to
buy a teji option, and conversely, one who prefers instead
of selling short in as much as, he holds a bearish view,
resorts to buy a mandi-option. When a man has no clear
view of the market and still wants to operate without
shouldering any more financial liability than he can afford,
he buys the teji-mandi option. Whenever, a man wants to
indulge in options all that he has to do is to ask his broker
to buy, teji, mandi or teji-mandi options with payment or
with agreement to pay in cash at the ruling rate of pre-
mium. In any casg, it is not obligatory on the part of the
buyer either to sign the counter-part of the contract sheet
or to enter into any sort of commercial commitment at all,
even if his views turn out to be incorrect. But during the
currency of the option whenever the price shoots up and
becomes favourable, the buyer has a right and can enforce
it by asking his broker to close the contract. He can reap
the full advantage of his correct forecast by way of earn-
ing the whole difference between the price on which he
bought the option and the closing price of his operation.

The options are also bought and sold at the distant mar-
ket prices. This is a special form of teji-mandi business
known as 'Gulleys'. The peculiarity of '‘Gulley’ options is
that the teji-gulley can be bought on the prices higher than
the ruling price of a particular contract and the reverse is
the case for the mandi-gulley. Double-gulleys can be
bought at so much higher and so much lower than the cur-
rent market price.

It may be noted that the frequency of the teji option be-
ing dealt in is greater than that of the mandi, the probable
reason attributed to this is that the majority of traders are

YIn the case of a client, brokerage is deducted.
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more inclined to be optimistic rather than pessimistic. As
a result, they more often see a coming rise than a likely
fall in cotton prices.

[llustrations: To explain the teji-mandi business in detail
some concrete examples may be given here." SuPpose the
current market rate of Broach is Rs. 150/-. It chances
appear in favour of an advance an operator may buy teji
100 bales, the premium for which may be, say, Rs. 8/- per
candy. This means that he has to pay Rs. 8 x 50 candy=
Rs. 400, ger 100 bales. He can sell off at any time against
his teji but in order to have a real profit he should sell
only after the market advances more than theOPremium
paid because up to the advance of Rs. 8/- he would get back
the premium money only. He would get net profit with
any further advance in price. If the market is expected to
decline the operator may then buy mandi on the same
price. The premium for the mandi will also be Rs. 8/- per
candy or Rs. 8 x 50 candy = Rs. 400/- per 100 bales. He
has thus to invest Rs. 400/- in either case for doing the
option business of 100 bales. When the market declines he
can buy at any time against his mandi. Here also he should
buy after the market declines sufficiently to recover the
premium in order to secure a net profit. If the trend is not
ascertainable, the operator may apply double option. Its
premium would naturally be double. Suppose the current
market price is Rs. 150/- the double option would cost him
Rs. 16/- per candy or Rs. 16x50 candy=Rs. 800 for 100 bales.
It being teji-mandi the operator can act on any side of the
market. But he has to remember that his profit would
begin after he is able to recover the double premium that
he has invested.

If the operator in the three cases just cited above, does
not wish to make any intermediate transactions against his
options the probable situations will be as under:

(a) Teji example: :Sulgpose the prevailing price touches
Rs. 160/- the operator who bought teji on Rs. 150/-, can
close his transaction by declaring it a purchase which must,
of course, be sold out at the ruling rate, i.e. at Rs. 160.
He will get Rs. 10 per candy or Rs. 500/- for the deal. As

"IA11 these examples are from, the buyers standpoint and drawn
from the norma times. A fraction of a rupee is not taken with
a view to avoiding detailed caculations.
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he has invested Rs. 400/- his net profit will be Rs. 100/-.
If he has bought mandi on Rs. 150/- not only will he in this
case get nothing but lose the premium money of Rs. 400/-.
If he has bought teji-mandi, he will get back Rs. 10/- per
candy or Rs. 500/-. As he has originally invested Rs. 800
in that case, he will on the whole lose Rs. 300/- on a busi-
ness of 100 bales.

(b) Mandi example: Now suppose the market goes
down instead of goingsl;P and touches Rs. 140. He will
declare his mandi as a sale which will bring him a net pro-
fit of Rs. 100/-. Teji will put him in the position of a loser
of Rs. 400/-. Teji-mandi will result in anet loss of Rs. 300/-.

ﬁ:) Teji-mandi example: The chance to make money
for the operator who has bought double option will only
come when the price oscillates so much so that it may go
either above Rs. 166/- or below Rs. 134/-. In such cases
he will recover all his investment and reap profit, if pos
sible. Suppose the market touches Rs. 170 or Rs. 130, his
net profit on either side will amount to Rs. 4/- per candy
or Rs. 200/- per 100 bales.

(d) Gulley example: Finally, an example of gulley ope-
ration may be taken. If the ruling market price is Rs. 150A
the operator can apply teji-gulley or mandi-gulley and
teji-mandi-gulley onratesRs. 10, Rs. 20, Rs. 30, etc., lower or
higher than the ruling price. Suppose he buys teji-gulley
on Rs. 170/- and pays the Premlum quoted for it, he can
operate against this by selling when the market touches
Rs. 170/- or higher, and can cover it afterwards when he
gets suitable fluctuations. Similarly, he may buy mandi-
gulley at say Rs. 130. He can operate against this by
buying when the market touches Rs. 130/- or lower, and
can cover the same when he thinks it advisable. In the
cae of teji-mandi gulley he may make the best of either
side. It may happen that the gulley operator would not
get a single chance to operate. His loss is, however, limit-
ed to the extent of his small investment only.

Interim Operations: In some cases when much advance
IS not possible it would be advisable to sell against the
options even before the whole premium money could be
recovered. By so doing an operator would get the benefit
of the decline or rise in prices and thereby cover the pre-
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mium. Such operations should be covered off and on
according to the market tendency. When he covers, his
option becomes open again. A party can buy or sell in
this way as many times as he thinks advantageous against
the options. Suppose the market declines to Rs. 140/- and
if he does not expect a further decline, he may buy against
the options although his full premium may not have been
recovered. If instead of declining the market begins to
advance, he may decide to sell if he thinks that the mar-
ket has sufficiently advanced. By these operations of saes
and purchases against his options he can get back the
whole amount of the premium and sometimes may be
able to secure a decent profit provided the market fluctua-
tes and does not remain stationary. Thus, a clever
trader can if he makes the use of opportunities enter into
a number of operations under the protection of options.

Apart from the interim operations, traders may employ
what is known as the 'method of conversion'. Under this
method, he would sell 50 bales out of 100 at the rate at
which he applied teji and keep the remaining 50 bales
open for teji. His sde of 50 baes affords
him the mandi  too. Conversely, he would
buy 50 bales and turn the half into teji in the case
of mandi business. This kind of business is carried on
especially by those who are reluctant to part with the
double amount of money demanded by a seller of the
double option and still may be desirous of providing
a?ainst an unforeseen eventuality. At the time of buying
of a single option they therefore enter into a converse
operation for half the number of bales of the original
quantity at the ruling price on which they have applied
their single option, and hope to get the same sort of pro-
tection which the double option offers, of course, at half
the premium. These people can also do a lot of jobbing
business on their options and make a profit while the
option lasts or they may either sell outright or buy against
options if they so choose. But it imposes a limitation on
his total turnover and he has to be content with half the
business of the original lot entered into.

Premium: In securing the right or option a buyer has
to pay to a seller certain considerations generally called
teji-mandi premium. The determination of the premium
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is exclusively within the power of 2 seller and a buyer
has but to pay the amount so fixed.® The seller takes all
the risk for so small a consideration that it would not be
fair for the buyer to get his say in this matter. In fact,
no buyer has ever tried to dispute the seller's right of
determining the premium money. Moreover, the compe-
tition among the sellers is so keen that quotations are
found most reasonable to secure a larger amount of busi-
ness? These quotations vary from time to time in order
to keep pace with market fluctuations. The premium for
a teji option is always identical with that of a mandi for
the same interval of time. A question arises whether in
a rising market the amount asked for the teji is in any
way more than that for the mandi and vice versa. But
such a discrepancy has no room to arise, for, the rule of
quoting the premium is that the teji at any moment costs
the same as the mandi and half as much as the teji-mandi.
In practice, however, a sum of annas four is charged more
for a single option and is known as the jobber's turn.
Apart from it, the rule must be qualified by the fact that
under exceptional circumstances, it may not be possible
for sellers to maintain always the same relationship bet-
ween the premium quotations for teji or mandi and teji-
mandi.

The premium rates for the gulleys are comparatively
much lower than those quoted for the ordinary teji-mandi
options. This rate goes on declining with the increase in
the distance of prices from that prevailing in the open
market. The buyer of gulley has to pay a smaller amount

JInterest is_to be deducted at the rate of 4Y%%.

Quotation Table*
Broach April/M ay at Rs. 153-12.
Annual Monthly
Rs. Rs.
TeJ| mandi 13-8 2-12
Tell 7-0 1-66
Mandi 6-12 1-6-6
Teji-Mandi Teji at
Annual 10% 310 Rs 165 3-8
15% 212 Rs 170 2-10
20% 2-0 Rs. 1’5 1-14
25% 1-8
Monthly 3% 0 9

5% 0-4
*Supplied by J. D. Thacker, 9-8-1939,
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of consideration, because, the risk of the seller who may
be called upon to fulfil the contract is much less in the
first instance and still less in the second. The whole sum
received as the premium on gulleys is practically swallow-
ed away by the sellers in normal times.

As to the factors taken into account by sellers in fixing
the premium money to be charged, it may be said that
there is no particular system or an actuarial basis on
which sellers can safely rely. They are guided in their deal-
ings chiefly by the 'speculative impulse’ and sometimes by
a 'guess. The speculative impulse is in turn influenced
by two principal factors; viz., (i) Duration of the teji or
mandi and the teji-mandi and (1i) fluctuations in the mar-
ket. The duraton of options depends upon the length of
time during which they are to run. The longer the period,
the higher is the premium rate and vice versa. With re-
gard to the second factor, the range of fluctuations has an
Intimate relation with the premium amount. The risk of
sellers varies directly with the probable chances of price
stability for a certain period. The more unstable the mar-
ket fluctuations become the greater is the risk to sellers
and consequently, the higher will be the premium quota-
tions and vice versa

Long and Short Range Options. There are daily, weekly,
fortnightly, monthly and annual teji, mandi and teji-
mandi options. These options may conveniently be divid-
ed as (i) long-range options and (ii) short-range options.
Except the annual options which come under the long-
range, all others fall in the latter group. The long-range
option is the most popular form of teji-mandi business in
India. It opens with the new year's crop and the 25th of
March is regarded as the date of maturity for the April/
May Broach contract. Similarly, another annual option
can be availed of when the July/August Broach contract
opens. The maturity date of this option is fixed as the
25th of June every year. Under the short-range option
the monthly period is most popular. The trading com-
mences on the 16th of every month and the date of settle-
ment is the 21st of the ensuing month. Uptil the 21t
March the monthly business is carried on in the Broach
April/May contract and later up to the 21st June, it is
carried on in the Broach July/Aug. contract. Daily option
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business is done in Karachi, while weekly and fortnightlyis
carried on in Bombay, Surat and Ahmedabad. Generally,
option transactions are so arranged that they mature on
or about the day preceding the maturity date of particular
contract. This seems to be in conjunction with the rules
and regulations governing the futures contracts.

Declaration Day: Whether an operator enters into any
kind of operations against his options or not, he has to
settle the business finally on the due date when the option
expires. This last date is the day on which options are
to be declared and is called the 'declaration day'. After
that date the business becomes open. The nature of the
option business requires that an operator should exercise
his right by declaring or electing either to be a buyer or a
seller on the due date. It is said that in a majority of
cases the option declares its own position. This is alright
in cases where the market prices are higher or lower on
the declaration day than the prices on which the option
was bought. The seller asserts his position by a common
practice that a certain option would be declared as a pur-
chase or a sale. This practice of taking things for granted
is at times liable to cause misunderstanding. It is there-
fore advisable to be on the safe side and formally declare
one's own intention with a view to avoiding possible mis-
givings. Further, there are circumstances under which it
is difficult to clearly differentiate between the closing
price and the price on which the option was applied. In
such cases, option may not and probably cannot speak
definitely for itself. There is one technical term used in
cognition of this state of affairs, known as teji-mandi
'‘Dubgai’ i.e. option lapsed. As a matter of fact, a majority
of the traders are satisfied with this sort of automatic set-
tlement, thereby foregoing their most important privilege
of making a formal declaration of their intentions. It is
necessary therefore to emphasise that under any circum-
stances, the formal declaration of one's intention to be-
come either a buyer or a seller on the due date must offi-
cially be made. Obviously, this will make the position of
a buyer and a seller quite clear and most businesslike.

Nature of Teji-Mandi Transactions: Teji-mandi opera-
tions are no doubt regarded as commercial transactions,
but they are not the contracts of the usual type that one
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generally comes across on an organised commoditK mar-
ket. Their peculiar nature lies in the fact that they do
not constitute outright saes or purchases of cotton bet-
ween the parties at the time the contracts are first entered
into. Instead they give rise to the 'right' to sell or buy
cotton on a stipulated future date. The party in question
is at full liberty to buy from or sell to the other party
without any compulsion. This is true so far as a buyer
of options is concerned but the position of the seller is just
the reverse. Stated otherwise, the teji-mandi contracts
are unilateral and not reciprocal. The unrestricted choice
of the buyer is a feature of these contracts. It is this free-
dom of choice given to the buyer that makes the business
more attractive to a dealer. If the freedom or the right
of becoming a buyer or seller is taken away, the transac-
tion will become nothing short of ordinary futures con-
tracts.

Further, the most important point is whether to
exercise the right or not. This may be regarded as an
arch-point in options. The moment a party exercises the
right, his transaction is no more regarded as a teji-mandi
transaction. It becomes an open futures contract subject
to the rules and regulations of an exchange. When the
right is exercised a mandi turns into a sale and a teji into
a purchase. For instance, suppose A bought 100 bales as
teji on 1t December at Rs. 175/- and he exercised his
right of becoming a buyer on 20th December, say, at the
then ruling price of Rs. 190/-. Now this becomes an open
futures contract between the seller to sell and A to buy
100 bales which he may sell off and pocket the gain imme-
diately or afterwards. The reverse will be the case in the
cae of mandi. Taking the case of teji-mandi, suppose A
bought teji-mandi of 100 bales at Rs. 175/- on 1st Decem-
ber and exercised the right on 20th December when the
Brice was ruling, say, at Rs. 190/-. Now his mandi is lost

ut teji gives him a right of becoming a buyer and the
transaction becomes an ordinary futures contract. In such
a contract, cotton is deliverable at the instance of a party
concerned. Otherwise, a party in question may bring
about a settlement by the usual method of 'offset' and ex-
change the difference, if any. In this way, the resulting
contract becomes a futures contract on the due date of
the teji-mandi transaction.
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Options Compared with Futures: Option transactions
may now be compared with futures operations with a view
to note the points of difference between the two. Those
who are on a futures market and make use of options say
that they employ teji-mandi because it is a speculative
transaction within limits, and therefore, a better contract
than an outright speculative dealing in futures. Of the
two contracts,, options are regarded as less speculative
than futures. A dealer in options may incur a loss to the
extent of the premium money involved whereas in the case
of open sale or purchase it is hardly possible to operate
with a limited amount. The risk in a futures contract is
in the first place an unknown element, and secondly, it
cannot safely be limited to one's financial capacity. In the
teji-mandi business, the element of risk is pre-determined
and therefore it can be measured in advance. Since risk
can be decided at the time of buying teji-mandi, a dealer
can limit it to the extent of his financial capacity and will-
ingness to part with his money.

2. INFLUENCE OF TEJI-MANDI BUSINESS

It has been claimed that teji-mandi business was devis-
ed by human ingenuity to minimise risk. Another reason
as to why these transactions are so widely indulged in
seems to be the fact that they afford a very useful mode
of speculating on the commodity exchange. Traders in
almost all commodity exchanges in India indulge in these
transactions and cotton markets top the list, both in the
volume and the amount staked. Its cheap popularity lies
in its utility to the various trade interests.

Functions of Options: The first and foremost function of
option is to act as a sort of insurance against the probable
rise or fall in prices. Option is employed to bridge the
gap between the prevailing price and the probable future
price. Teji-mandi is availed of to ease off the difference
between a day's, week's, fortnight's, month's, or year's
trading operations. The important economic significance
of teji-mandi business lies in the fact that the option
transactions are useful to the trade particularly from the
viewpoint of a buyer of options.

Economic Utility of Options: Options can be put to a
legitimate use by all sorts of operators on a futures mar-
ket. The dealer who buys a mandi option insures against
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the market falling, but stands to gain if it rises. In the
cae of a teg'i option, the insurance is against the market
rising but it the market declines he stands to gain. Simi-
larly, in the case of teji-mandi a dealer insures against
both the market falling or rising. It has the protective
value to merchants, traders, manufacturers, agriculturists,
factory-owners and speculators. For instance, a read

cotton merchant long of actual cotton, if he buys a mandi
and waits till the market moves up to a certain extent, he
might make a good profit on a comparatively small amount
of premium. If the market declines he has got mandi's
full protection. A%ain, a trader having some definite pro-
gnostications for a big rise or fall in prices can, by apply-
ing the %ulley option up or down for a paltry amount, reap
the whole benefit without any undue risk if his forecast
materialises. Similarly, a manufacturer of yarn or cloth
on application of option can limit his risk on the stocks
on hand, and at the same time it gives him freedom to
make profits on his stocks if the market advances during
the period. A factory-owner can aso avail himself of this
business. Some people at times avoid hedging and for
them option is useful. Finally, a long or short -position in
foreign markets can be insured by the corresponding ap-
plication of options in domestic exchanges.

Merits and Demerits of Options: Option-dealing offers a
fairly large number of advantages in general, and over
the outright purchases or sdes in particular. The general
advantages are: (a) Unlike any form of known insurance,
in teji-mandi business one gets a chance of reaping unlimit-
ed profit if the expectations materialise, eg. some unknown
development might take place on account of the. occur-
rence of some eventuality and a trader may be placed in
a position to realise the whole amount of profit, (b) This
business can be effected at a small amount of premium.
Advocates of option-dealings maintain that even if your
forecasts are not realised or dyou are not presented with
any opportunity which would enable ?/ou to make money,
you have not to worry at all, since, all you willlose is the
premium paid and nothing more than that. Moreover, a
man with a limited means can do afairly large amount of
business with the risk of a limited loss, (c) Option offers
an opportunity of jobbing. A shrewd operator frequently
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makes use of his option to carry out the interim transac-
tions between the day of purchase and that of the expira-
tion of options, especially when there are such opportuni-
ties, both in the case of violent fluctuations as well as in
the state of comparative stagnation, (d) Sometimes it
saves the market from declining further. The business has
been a source of support in the tprocass of keeping up
prices.” (€) It widens the field of demand by bringin

more people to trade. It thus increases the volume o

business. The market without options would be narrow.
(f) It has the Protective utility of safeguarding the trader
against wild fluctuations. These transactions have helped
but not hindered interests of trade in general.

The special advantages of options over futures are that
the risk of the participants in the former case is limited
and known in advance while that in the latter is both
unlimited and unknown. Within limited investment one
gets equal chances of gains by buying options.  Options
are particularly favoured by two types of traders: (i) per-
sons whose means are limited and still desire to do busi-
ness and (ii) those who want to do business on limited
investment only. Moreover, the option business saves an
operator from making arrangements for periodical clear-
ings. This is considered as an advantage over the futures
contract in a way, because, if a man is a genuine investor
and for the moment is short of funds either to pay the mar-
gin money or settlement amount, he is free from such res-
ponsibilities under the options. As a result, it is likely that
even the genuine investor may be attracted to teji-mandi
and it should not be surprising if genuine traders resort
to options.

While the advantages are many, teji-mandi business is
not free from drawbacks. Opponents of options are loud
in their efforts to establish that the business should be
treated as unhealthy because it encourages the speculative
instinct. These facilities induce the layman to gamble
in cotton creating thereby adverse effects on the business
community as a whole. It is therefore argued that this
sort of business should completely be done away with,

Had it not been for these transactions, prices in all pr(ib-a_-
bility would have been still worse". Seth Begraj Gupta: Times
of India, 29-9-1934.
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particularly for the sake of the middle and poorer classes.
It is emphasised by one section of the trade that the futi-

lity of options can better be realised from the moral stand-

point. The morality of our society deteriorates when it
becomes a hobby of all the classes to indulge in teji-mandi
Business and every recurring loss plays havoc with the
uyer.

Focussing our attention to the economic shortcomings
of- teji-mandi, it is vehemently stated that options do not
serve any trade purpose and hence, should not be regarded
as a commercial necessity. On the contrary, they create
rather an artificial demand and supply of contracts than
a bona fide situation in a market. The atmosphere creat-
ed by options is regarded as economically unhealthy caus-
ing at times a violent disturbance in the price structure.
Again, loss being limited, teji-mandi allures a layman to
take a chance and thereby 'add to the artificial transactions.
This affects the, market and keeps the prices unduly high
or low for some time, which ultimately becomes a sort of
nuisance to the genuine trader. Hence, if they are with-
drawn from_the market, the trade will be confined to bona
fide traders.'  Further, it is said that when an option-
seller has to unload on an unwilling market in competi-
tion with actual holdings of cotton, his endeavours keep
the prices down and our cotton may be sold cheaper than
that of others. Finally, a plea is made by some on the
Iground that teji-mandi is not a constitutionally recognised
orm of business in India. Doubts are aso expressed re-
garding its legal status.

Having noted the pros and cons of teji-mandi business,
it may be stated here that these operations may be car-
ried out by specbulators with a view merely to avoid un-
limited losses. To the question whether it serves any
trade purpose or not, it may be pointed out that teji-
mandi does serve the trade by affording the protective
utility to the various interests concerned. In spite of its
drawbacks the business of teji-mandi remains popular on
account of its advantages of enabling a buyer to carry
out his business with small and limited investment and

'Ref. to the minute of dissent submitted to the Wiles Com-
mittee by Sir Ness Wadia: Report of the Cotton Contracts Act
Committee: 1930.
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at times with the prospect of reaping a large profit. It
may therefore be observed that from the standpoint of a
buyer the teji-mandi business is both commercially
healthy and economically sound. But the question whe-
ther it might not bring about economic ruin of small peo-
ple is a serious point demanding some deliberation from
the authorities concerned, particularly from the Govern-
ment.

Position of Sellers of Options: The business of selling
options is regarded as somewhat risky because it is the
seller who undertakes liabilities against the possible fluc-
tuations whereas the buyer is comparatively free from
commitments. The seller has to sell options on every
price available as well as on any level. He protects him-
self by constant vigilance and if need be by operating at
every notable price movement. In order to protect him-
self he generally operates for half the quantity dealt in.
For instance, if he sells teji-mandi for 200 bales he tran-
sacts the business for 100 bales with a due consideration
to the trend of the market. He has also to go on changing
sides. If he has purchased against options sold and the
market shows signs of going down he may immediately
sell off the whole lot, and if necessary may make further
sales in order to safeguard against the mandi sold by him.
If he then finds that the market is going up again, he has
to cover those sales and buy sufficient quantity to shield
himself against the options sold. He has thus to make a
large number of transactions before the arrival of the
due date. |If at all he is able to earn, it is only a small
portion of the amount received by way of premium mo-
ney. However, in years of small fluctuations the sellers
are able to save more. In abnormal times when the mar-
ket is subjected to every kind of influence, financial and
political, the fluctuations become so rapid and violent that
it isvery difficult for them to maintain stability and earn
profits."~ The seller has to worry much about his position
in a market.

A few examples from the sellers' side may be given as
some of the buyer's actual trading operations have already

'We know for instance that out of the four parties that failed
to meet their liabilities at the outbreak of the European War of
Sept. 1939, three were the sellers of teji-mandi in Bombay.
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been described. These illustrations will help in making
the seller's position clear. Suppose Rs. 160/- is the ruling
rate of Broach and a seller sells a double option at Rs. 20/-.
So long as the market remains steady he can afford to be
indifferent but the moment it passes beyond Rs. 20/- either
side, i.e. a Rs. 140/- or Rs. 180/- level he has to operate.
Imagine a case where instead of having sold only 100
bales, a seller has sold several thousands of bales, say,
20,000 for a particular contract. By his sdes he has got
enough money to cover himself so long as the price moves
in either direction by Rs. 20/-. The moment the market
touches Rs. 140/-, he becomes an actual seller of 10,000
bales. If it touches Rs. 180/- he becomes a buyer. If the
market still rises, he becomes an eager buyer. The pro-
cess is exactly the same when the market goes below Rs.
140/-. He would then become a heavy seller.

In this way, he hasto carry out anumber of transactions
on either side according to the price variations, so that
his stability may not be threatened. The wider the fluc-
tuations, the greater is the excitement. It is under such
circumstances that the position of a seller of options be-
comes a real problem to the trade as a whole. The seller
then becomes the abnoxious part of the teji-mandi busi-
. ness. Since the buyer knows the extent of his loss, teji-
mandi may be useful to him. A difficulty arises over the
seller, because, there is no settlement for him until the
maturity of options. The buyer can at any moment pro-
tect himself, but the man who cannot help himself is the
seller. The crux of the whole problem of options is the
position of the seller for whom it is very difficult to ascer-
tain his own position till the end of the option period. If
he cannot ease his position he might bring about a crisis.
Since the outstanding liability of an option seller cannot
be determined until maturity, and if he fails in the mean-
time, the market would violently be upset. The result
would be that many would suffer particularly the buyers
of options. It is merely the price which isin question. It
cuts both ways. It may become prejudicial at any moment
to the interests of the consumers or the producers. There
can hardly be found any means to protect traders against
the operations of sellers. If a seller of option fails there
may not be any definite remedy available, because, he
might have operated on whatever price levels he liked.
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It is therefore imperative that the business should be
made with those sellers, who are recognised parties of
sound position with large resources at their command
Otherwise, appreciating the difficulties and sympathisin
with the responsibilities of this secton, at times, buyers o
option from a weak seller may have not only to waste the
premium money but also to lose the opportunities present-
ed during the currency of options. Unless a seller is an
expert operator, there is the probability of his bein
knocked out. Hence, a majority of dealers in this kin
of business would certainly prefer to be the buyers to the
sellers of options. Since it requires an expert and an alert
mind and sound financial ability, the number of sellers of
options is small.

Volume of Business. Generally speaking, the amount of
cotton involved in these transactions varies directly with
the number of buyers and the quantity purchased and in-
directly with the numerical strength of the sellers. In
other words, the greater the quantity purchased the grea-
ter is the volume of teji-mandi business, other things be-
ing equal and vice versa. In 1930, the volume of business
was estimated somewhere between 6 to 9 lakhs of bales per
year." This favourably compares with the estimates re-
ceived by us in 1939 that the teji-mandi business in Bom-
bay amounts to 45 lakhs of bales on each contract per
annum. There being two positions, the total volume
might exceed 10 lakhs of bales per year. It isworth while
to note in this connection that this is after all a matter
of estimation, subject to correction. In the absence of
any statistical data, 910 lakhs of bales a year might be
regarded as a fairly good guess for the probable extent of
teji-mandi turnover on a leading market in India.

Effect on the Course of Prices. It is asserted that the
teji-mandi operations influence the course of prices on a
futures market. The trade opinion, however, is divided
on this issue. Some people think that option dealings
cause violent fluctuations in prices by reason of their huge
turnover of either sdes or purchases of futures contracts
in a given market. This affects the market which tends
to decline or advance more than it ordinarily should. They
maintain that to safeguard his own position a seller would

~ TReportof the Cotton Contracts Act Committee, 1930, p.15.
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generally be forced to operate in such a way as to obstruct
the natural phenomenon of prices. His large-scale opera-
tions ostensibly make the market fluctuate artificially. The
liquidation of open interests on the expiration of an option
has frequently a tendency either to unduly depress or
raise the prices. This may not happen at all in small busi-
ness, as it will not have much effect on the market. But,
once the operations are in large quantities they are bound
to affect the prices.

Another school of thought oints out that
one fact must not be lost sight of and that is, the
buyers of oEtions enter into just the opposite sort of
business to that of the sellers. This counteracts the undue
bullishness or bearishness caused by the act of sellers.
They therefore hold that the operations of buyers and
sellers are cancelled in the end and the business registers
no appreciable effect on the market. They further point
out that ordinary business dealings would soon tend to
bring about the needed adjustment if there is any disloca-
tion of prices. If options artificially stimulate prices the
trend would automatically be arrested by the fact that
operators would sell when theCFrices are higher and buy
where the prices are lower, and in consequence, the price
adjustment would easily be brought about. It is therefore
put forth that the teji-mandi business exerts no more in-
fluence than the ordinary speculative operations do.

However, we disassociate with either view and are con-
vinced by our personal observations that if a very large
number of teji-mandi transactions happens to accumulate
on any one position of any one contract,
the natural sequence is that a seller of options will
have to buy in a rising market .and sell in a falling one.
Stated otherwise, it helps both the bullish and the™ bear-
ish trend in the market and the general result is to accen-
tuate, at least for the time being, to a certain extent the
price fluctuations on either side of the market. Moreover,
there can be little doubt as to the fact that the position
of the seller of options, as we have examined above, should
tend to accentuate price fluctuations in a given market.

3. LEGAL NATURE OF TEJI-MANDI OPERATIONS

The legal intricacies involved in the business require
the consideration of the legal status of teji-mandi tran-
sactions. It was believed till recently that options are no-
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thing short of wagering contracts. This view is now held
to be erroneous and option transactlons are ordinarily re-
garded as genuine futures contracts®

Question of Wagers Examined: Formerly, there was no
unanimity of opinion in the judicial decisions on the teji-
mandi transactions. One school of thought held that
options were 'wagers pure and simple'. On the other hand,
some expressed the view that these transactions on matur-
ity result by their very nature into futures contracts and
stand on an equal footing in the eyes of law. The ele-
ments which distinguish teji-mandi transactions from
wagers are: (a) the buyer pays the premium to the seller
in consideration of securing a right of declaring a sale or
a purchase on a certain day, (b) money paid by the buyer
is by way of an insurance premium against the bearish
or bullish trend of the market, (c) as in a futures contract
a trader gains or loses according to the trend of the mar-
ket, the option-dealer loses the premium money or gains
the whole amount over and above the premium sum, (d)
the operator's intention is clear from the fact that options
expire a day before the date of maturity of a futures con-
tract, and (e) both futures and options can be 'offset' and
delivery may or may not take place in their fulfilment.
Speculation in futures cannot necessarily be regarded as
wagering. The difference between the two forms of spe-
culation was explained in 1921 by Justice Kincaid. He
stated that teji-mandi transactions are "the less specula-
tive of the two."? This was subsequently reaffirmed by
the Courts of Appeal and confirmed by the Privy CounC|I
in 1926, in Sobhagmal Gianmal vs. Hukumchand Birla.?

The legal aspect of options is that teji-mandi business
is not necessarily illegal. It was looked upon more as a
wagering contract because there was some legal doubt as
to whether delivery is contemplated or not. The sole
point at issue is whether the option has cotton behind it
or whether no delivery is contemplated. In the latter case
the business is illegal under the gambling law. If there is

R. R. Mody: The Law of Pakki-Katchi Adat and Teji-Mandi
Contracts 1937, preface.

%Kincaid, J. in Manubhai vs. Keshavji (1921) 24 Bom. L.R.60,
68.

*R. R. Mody, p.171.
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cotton behind the option and the delivery is contemplated,
it is alegal contract.® In fact, in all contracts of teji-mandi,
delivery is contemplated as soon as one elects to become

a buyer or a seller. It is therefore nothing short of a legal
contract.

Legal Opinions: The E.I.C.A. and the Cotton Brokers'
Association have since long secured some legal advice
from their respective counsels on the option business.
These opinions are given below:

(a) Advocate General: "The purchase of the option is
not a transaction in cotton. The resulting transaction is;
therefore, the original purchase would not be subject to
the bye-laws of the E.I.C.A., but the resulting contract
would come under section 2 of the Cotton Contracts Act."

(b) Bhulabhai Desai: "These transactions ought to be
brought under the purview of the Association's rules. That
is the legal aspect of the question."”

(c) Sir J. B. Kanga: "I cannot understand why the
E.I.C.A. should not make rules governing teji-mandi con-
tracts. The contracts in the absence of evidence that they
are wagers, should be treated as genuine contracts."

A Recent Case of Teji-Mandi: In order to complete our
legal survey it will be appropriate here to cite the recent
case of Nathalal Bechardas vs. Amrithlal and others.? This
was a suit filed by the plaintiffs to recover a sum of Rs.
5,891. The plaintiffs had paid premia for options to the
defendants who denied their liability on the ground that
the option transactions were not in accordance with the
bye-laws of any recognised cotton association and were
therefore altogether void. In delivering his judgment
Justice Kania said that the "word contract as defined in
section 3, sub-clause (e) of the Bombay Cotton Contracts
Act IV of 1932 included options and that Section 8 thereof
was applicable to option transactions also." The fact was
admitted that there was no provision in the bye-laws

~ "|fthe teji-mandi is based on a cotton contract, | presume
with the dictum of counsel that it must be taken to be a genuine
contract." Sir Gilbert Wiles: Bombay Legislative Council Debates:
Vol. 31, 1931: pp.693-94.
’Suit No.936 of 1935 unreported judgment dated 16th July
1936, given in Mody's book, pp.243-44.
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framed by the E.I.C.A. in respect of options. In his Lord-
ship's opinion the defendants' contention was incorrect. If
the bye-laws were silent on a particular point, the defend-
ants would be unable to establish what contracts would
be in accordance with the bye-laws of a recognised asso-
ciation. In conseguence, the transactions were held as
valid and a decree was passed in favour of the plaintiffs.

4. POSITION OF OPTIONS ABROAD

Let us now take a bird's eye view of the position of
option business in the important overseas futures markets.

England: Whilst options are not officially recognised in
Liverpool, they are not tabooed. The association has not
made them illegal. There is no definite rule barring mem-
bers from dealing in options. The association recognises
the use of a clearing house in order to validate this form
of trading and prohibits the credit terms. The business
period is restricted to one day before the delivery on a
futures contract. The option business is being done on
the official Liverpool contract form. If a man in Liverpool
buys an option of 100 bales at the prevailing price, the
amount paid for the option is written in red ink for a
cash consideration of so many pounds, say, £50 per con-
tract. An actual contract between a buyer and a seller
of option is passed through the clearing house. First of
all, the option is not recognised although it is recorded.
The moment, the premium rate is reached, the transac-
tion becomes an ordinary contract. The clearing house
will take cognisance of the price which is stated on the
form and the option becomes a matter of private business
subject to the adjustment between the parties concerned.
It becomes an alive contract as soon as the price goes
above or below the premium paid on the basis. Therefore
the contract in the case of a single option is either alive
or dead according to the price level, but in the case of a
double option it is alive on both sides. The position of
options in Liverpool appears to be this that the associa-
tion officially does not recognise them in any form what-
soever, but when converted into futures contracts they
are duly recognised by the authorities.

Egypt: Apart from ordinary futures contracts there are
option transactions regularly dealt in on the Alexandria
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exchar]ge.1 Options in Egypt are known as 'Stellage
operations.

Prevalence of Options on Other Exchanges: Option
dealings are practised on other organised markets of the
world including stock and security exchanges. For inst-
ance, options are known as 'privileges' in Canada and Tuts
and Calls' in London. The privileges though in vogue
were not formally recognised by the Winnipeg Grain Ex-
change. In recent years, the exchange has organised a
regular market for their purchase and sade? When they
were not officially recognised operators used to deal in
them before, during or after trading hours. Since their
formal recognition, members areforbidden to deal in pri-
vileges at any other time than during the trading hours.
Apart from commodity markets, options are effected in
bullion exchanges, especially in India. The business is
also prevalent on the Stock and Security exchanges of
Europe, particularly in London, Paris and Berlin markets.
It will thus be observed that the option business has been
a Fart and parcel of the world oraanised markets in gene-
ral and of the cotton futures markets in particular.

5. ANOMALOUS POSITION OF OPTIONS IN
INDIA

Present Position in Bombay! The present position of
options on the Bombay market is that teji-mandi business
is neither officially recognised nor is there any rule pro-
hibiting it. In fact, the present position of option tran-
sactions is really anomalous. There are two systems in
vogue at present. One is the cash system and the other
is known as the credit system. Generally, the premium
for long-range option is payable while buying, but credit
is allowed, sometimes, in certain circumstances. On the
other hand, credit is commonly given in the case of short-
range option and premium money is payable at the end
of the period. The business, as in Liverpool, passes
through the clearing house. In view of this situation, one
serious difficulty arises over arbitration. Business in futures
and options is carried on side by side and this makes it

. 'Economou G. D. & Co. Some information about the Egyptian
Cotton market, futures and spot, 1926, 8'316'
Report of the Samp Commission, 1931, p.32.
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interconnected. A good deal of inconvenience is felt by
traders while referring the matter to arbitration. In con-
sequence, for a single sum due, it happens that a trader
has to refer for a part of the amount to arbitration rules
of the association, and for another part he has to submit
to the decision of the court, on account of the fact that
there are no rules providing for options in the bye-laws
of the association. Generally, it is difficult to separate
the amount due in most of the cases and much trouble
arises out of this. Many atime, it happens that the opera-
tor might have his position squared In a general way.
Now, as teji-mandi is not subject to the arbitration of the
association, his position might remain unclosed and no
award can be obtained under these circumstances. This
anomalous position of options often does injustice to the
trade. If we stress this point further, its logical conclu-
sion will be a timely demand for making rules and regu-
lations governing teji-mandi business and a formal recog-
nition of options.

Need for Regulation: It is relevant to inquire before
endorsing the above conclusion whether teji-mandi busi-
ness can be eradicated or suppressed. With regard to its
eradication, it should be pointed out that there is not a
single special reason as to why options should be done
away with. As far as the issue of suppressing the busi-
ness is concerned, it may safely be stated that it is difficult
iIf not impossible, to suppress option dealings. It may,
however, be observed that if a man overtrades in options,
you cannot get rid of him and his liabilities. The market
moves from the centre point, whatever it may be and you
have got no cover against it. It is therefore imperative
that teji-mandi business should be regulated as far as pos-
sible by bringing it under the bye-laws of the association.

Dangers of Recognition: A point now may be raised whe-
ther there is a need of recognising the options with a view
to avoid its present anomaloue position in India. It may
be admitted that the business cannot completely be sup-
pressed but by bringing it under the rules it can be con-
trolled. (Some people express their apprehensions - that
regulation of options may hand over the trade to a few
operators who may not really be interested in the intrinsic
value of the commodity but whose main concern may be
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the price difference only. The tendency will then be to
pass the control of the trade from the general body into
the hands of option sellers. The period for which the
option dealers will be able to control the market depends
upon two factors: (a) What is their interest? and (b) How
far the market can respond? Doubts may also be express-
ed whether the official recognition by way of formal regu-
lation would not make inroads on hedging. It is possible
that a man instead of making use of hedging facilities
offered to him by the futures market against his spot tran-
sactions may employ options for the same purpose by pay-
ing the required premium money. A real danger lies in
the probable development of a situation that it might not
then be necessary for the trader to make use of his know-
ledge of cotton but to rely only upon the options for his
profits against the movements of the market. Should such
a development take place the hedge market would be
restricted in its utility to that extent.

Competency of a Recognised Association to frame bye-
laws: While one cannot forbid option transactions on the
ground that they are void, they are defined as contracts
within the meaning of the Cotton Contracts Act.! Thus,
the Law approves but the authorities concerned do not
sanction the teji-mandi business. In fact, if futures con-
tracts are permitted there cannot be any objection against
option which is aso a contract for the purchase or sale
of a right exercisable in future.”? Competency to frame
bye-laws relating to options can ostensibly be derived from
the Act under which the E.I.C.A. works at present. Ac-
cordingly, they framed the rules and regulations govern-
ing the teji-mandi transactions and submitted them to the
Government of Bombay in 1935 for their final approval
before they could become the bye-laws of the association.
But the Government's decision thereon is still being
awaited.

'Bombay Act No. IV of 1932, Section 3, sub-section (e) "A
_contra%(t:t means the sae or purchase of cotton and includes options
in cotton.

%Ibid: Section 3, sub-section (h) "Option in cotton means a
contract made or to be performed in whole or in part in Bomba
for the purchase or sde of a right to sell or aright to buy or sell
cogon in future and includes, a teji, d& mandi, or a teji-mandi in
cotton."
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6. REMEDIES

Two Alternatives: There seems to be only two alter-
natives to improve upon the present position of options,
viz., (a) formal recognition or (b) complete ban. Whilst
the first proposition will clarify the present situation and
add to the strength of their official status, the second will
go a long way in reducing the cause of confusion. It may,
however, be stated that neither of these alternatives will
meet the objections raised nor will they remove the in-
herent weakness of options.

Suggestions: We would therefore suggest that the tran-
sactions in teji-mandi be recognised officially. But, in view
of the information received by us, it may be said that the
recognition should be qualified. Rules may be made to
ascertain whether an option is backed by a futures con-
tract or not. In order to restrict a seller's dealings rules
may also be framed prescribing the maximum limit of
amount and quantity beyond which he cannot sell options
on a particular position of a particular contract.



CHAPTER XI1I

REGULATION OF FUTURES TRADING AND
MARKETS

DURING the world war of 1914-18, prices of cotton in
India were regulated under an emergency measure and the
problem of permanent legislation was held in abeyance for
a time. In recent years, legislative activity has been con-
cerned with regulation and control of futures trading and
markets so that practices detrimental to the trade may be
eliminated. In fact, futures contracts made in an ordinary
way upon an organised market or exchange are legalised,
while prohibiting those created purely to trade in price
differences. The law rests content with the intention to
fulfil contracts by actual delivery. It should, however, be
said that legal regulations have been enacted frequently by
the failure of exchanges to correct conditions which lay
within their power to remedy.

The question of regulating the cotton futures trading and
markets in India is a matter of acute controversy. Since
the Government of India constituted the Cotton Contracts
Committee in 1918, under the Defence of India Act, to the
present day, it has been a matter of keen discussion both
In and out of the legislature and the exchanges. So far as
the Bombay market is concerned, this problem is of fun-
damental importance. It will therefore be our main con-
cern in this chapter to deal with the problem of regulation
in the light of the prevailing system in other countries.

1. THE CASE FOR REGULATION

Reasons why Regulation is Necessary: It is said that trad-
ing in futures upon an organised market is conceived to
distribute in an orderly way cotton from the field to the
factory. From an individual point of view the production
and distribution of commodities are carried on with aview
to their exchange. The tests of perfection of an organisa-
tion of trade are the promptness with which such transfer
is effected and the accuracy with which it is carried out.
It is by a due appreciation of these facts that one comes to.
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realise the importance of futures trading and markets. The
machinery of cotton marketing in use today is regarded as
most extensive and complex, In as much as, orders come
from many sources and operators are scattered all the
world over. In fact, the entire cotton trade of the world
centres around the futures markets.

In the absence of a futures market an exporter will not
be able to sell ahead to the consumer in Europe and the Far
East. A dealer will not be able to sell any forward delivery
cotton. A financier will not consider it safe to advance
loans to a cotton dealer without a heavy margin. With a
reduced buying power on account of credit restrictions and
by the disappearance of price protection those engaged in
the marketing process will be forced to operate on wider
margins, paying less to the producers and charging more
to the consumers. It may further be pointed out that those
commodities which lack the assistance of a futures market
suffer from many disadvantages. For example, the margin
between the cost of such raw commodity, and the sale price
of the finished article tends to be greater. It seems there-
fore, that all intermediate links take less out of the product
when there is in the centre a properly organised futures
market to act as shock-absorber. Because a futures market
provides a prompt buyer to a seller and vice versa at a
reasonable price under normal circumstances, it is of great
importance to the growers, factory-owners, middlemen,
merchants, exporters, importers and manufacturers. A
futures market, under the present system of marketing an
agricultural produce like cotton is theTeforei a sheer neces-
sity for its orderly marketing in the world.

However important an economic organisation like a com-
modity futures market may be, its shortcomings should
never be lost sight of, for the reason that after all, it is aso
a human institution and as such is subject to man-made
factors. A futures market is susceptible to many activities,
such as, squeezes, corners, manipulation, bear-raids, bull-
raids, etc. Though without a futures market, cotton trade
cannot now be thought of, these elements demand due con-
sideration. The point is that dealings made on a futures
market are liable to be abused by unscrupulous men. It is
likely that to make money people go to any length as in

'Replies to the Questionnaire issued by us
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all other trades and professions in the world. It should be
admitted that these activities are certainly undesirable ele-
ments in any well organised system of marketing, since,
they tend to exaggerate the price movements and in turn
affect the agriculturists, merchants and manufacturers.
They tend to produce adverse effects on the trade and in-
dustry. In short, at times, these elements make the market
unhealthy by becoming the cause of violent price fluctua-
tions and by rendering the futures contract of little use both
as a medium of hedging and as an indicator of the price-
level. Hence, such activities should be controlled and pro-
perly regulated.

The Scope of Regulation: It is gratifying to note in this
connection that the modern tendency is to restrict the un-
desirable activities by strict supervision on the part of
exchange authorities.” As a matter of fact the exchange
authorities particularly in India have not the power to con-
trol and regulate the futures trading and markets. Rea
sons for this are not far to seek. There is no comprehensive
piece of legislation empowering the Indian exchanges to
enforce strict rules and regulations on the trade. In order
to control undesirable speculative activities on a futures
market it is imperative that there should be a restrictive
measure of legislation. It may be suggested that harmful
activities on a futures market can be brought under control
by enforcing unity of control in the trade, limiting hours
of business, and restricting certain other matters, such as
price fluctuations for a given day, limiting trading position
of an individual, etc. This has been accomplished, as we
shall see in the following section, by most of the foreign
leading markets and the exchange authorities have taken
steps to improve the character of trading. But in India
much remains to be desired and achieved in this direction.
With a view to check the excessive speculation it is neces-
sary that the new Act should empower the exchange autho-
rities in India for adopting the following measures:

(i) The limitation of the price fluctuations.

i) The limitation on the trading of individuals to the ex-
tent of netlong or short position of 50,000/60,000
bales from the last clearing; this should not apply
to hedge sales or purchases.

“Ref. to chapter on 'Speculation'.
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(iii) The publication of such figures as to enlighten the
public at large in matters of volume of transactions
and other useful as well as relevant information
at least once a week.

2. REGULATION IN OTHER COUNTRIES
In most of the {eading countries, organised produce mar-
kets have to fulfil rigid rules and regulations prescribed by
the State. Some of these countries, viz., the U.S.A., Ger-
many and Japan may be taken for our purpose.

U.S.A.: The U.S.A. claim and rightly possess the largest
and most efficiently organised commodity markets in the
world. For more than 50 years there has been in progress
a gradual but steadily increasing extension in the types of
Federal Legislation affecting and in greater or less degree
governing the conduct of business. The most conspicuous
Illustration of thisis the U.S. Cotton Futures Act. The gist
of the Act is this: It imposed generally on all contracts for
future delivery made on any organised market a tax of 2
cents per each Ib. of cotton involved. It then exempted
from the tax, contracts that complieg with its conditions
which aimed at correcting the, evils® of futures trading.
Lastly, it provided machinery for carrying the scheme into
effect. When the statute had been og)eyed in this regard,
the contract was freed from taxation.

The Act gave vast powers to the Secretary of Agriculture
in aimost all matters connected with the dealings in cotton
futures. For instance, he was authorised to prescribe
regulations for carrying out the purposes of the Act, to
designate spot markets, standards, grades, etc. This inter-
vention of Government agency was welcomed by the trade
in general. However, it did not satisfy those who desired
a comprehensive type of measure, because, it did not aim
at broadly regulating or supervising the trading practice
of members. Hence, after sometime, a bill suggesting

The abuses on exchanges arose from five conditions: (i)
multiplicity of standards, (ii) a system of fixed differences, (iii)
delivery of low grade cotton, (iv) the failure of tenders, and (v)
the 'performa’ delivery practice: Service and Regulatory An-
nouncements, No. 5, U.S. Dept. of Agriculture, 1915.

ZThe exemption conditions are contained in Sections 5 & 10
and contracts made in compliance therewith are called S5 or
'basis contracts' and S.10 or 'specific contracts.'
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drastic measures was introduced in the Congress in April
1930." The bill was opposed by the Federal Farm Board
who approved of the regulatory legislation but expressed
that the present megsure would suppress futures trading
in cotton and grain.” It was suggested by the Board that
improvements in the present system would be accomplish-
ed if the exchanges were placed under Froper supervision
and control of the U.S. Dept. of Agriculture.

In the light of this suggestion the Commodity Exchange
Act was passed in 1936 rindging under the State super-
vision transactions for future delivery in cotton, wheat, etc.
The new Act is a supplement to the Cotton Futures Act,
1916 and Grain Futures Act, 1922.

The principal important conditions of the Act are:®

1. Markets which wish to conduct transactions for futures
delivery must be so designated by the Secretary of
Agriculture. It isunlawful for transactions to be made
for future delivery except through a regularly desig-
nated market.

2. Records of all transactions must be kept for a period
of at least three years giving all terms of the transac-
tions.

3. The designated market must allow the Se(_:retar% ins-
pection of all its records or minutes of official bodies
or committees of the market.

4. The Commodity Exchange Commission may fix limita-
tions both on the amount of speculative trading that
any person may do in one day and also upon the spe-
culative net position, long or short, that may be had
by any one person, at any onetime.* The Commission is

'Senate Bill No0.4129 entitled "To prevent the sale of cotton

and grain on futures markets."

2"We are fearful that so drastic a change would completely
upset the marketing machinery although we realise the need for
improvement." Correspondence between the Senate Committee
and the F.F. Board, April 1930. As reproduced in the Report of
the Special Committee of the Chamber of Commerce of the U.S.A.
1930. p.39.

Commodity Year 1939 Book, U.S.A., p.79.

*I't is important to note that the trading limitations do not
apply to bona fide hedging transactions nor to the trading of
futures commission merchants and floor brokers unless such trad-
ing is for their own account. :
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given wide discretion in fixing trade limits. It ma
aso fix different trading limits for 'spread’ and 'strad-
dle' operations.

5. Commission merchants trading in regulated commodi-
ties must be registered, the annual cost of which is 10
dollars. The registration must be accompanied by
financial statements which are carefully scrutinised by
the Commission. Registrations expire on December
31st of each year. Thus a new registration and new
report are required each year.

~ It will be observed that under this Act the Commission
is placed in a position to obtain a great amount of informa-
tion which was not obtainable under the previous laws.

Germany: In Germany, the principal exchanges and the
majority of the small ones are modelled on the pattern of
the Berlin Exchange the organisation of which was pre-
scribed by a Government decree in 1886. It was provided
that the establishment of an exchange must be approved
by the State. The governing body of the Berlin Exchange
is appointed by the corporate body of the merchants of
the city and has disciplinary powers for the conduct of
the exchange.! The State exercises supervision over ex-
changes, particularly in matters of clearing associations.
Commissioners are appointed as state officials charged with
supervising the business conduct of the exchange and the
observance of the promulgated laws and administrative
measures. They may also supervise directly the fixin% of

rice quotations on the part of professional quotation bro-

ers. Trading permits are necessary for all German ex-
changes.

Japan: The Act of 1893 was passed to recognise the ex-
changes in Japan. At the time of this legislation, ex-
changes were only seven.® In 1897, the number was re-
duced from seven to five and by 1916, the exchanges be-
came extinct. Hence, in 1922, the Act was passed which
brought five new exchanges into existence.®> The spirit of

lCommodi'EX Exchanges in Germany: Hans _ Hirrchstein:
Annals of The American Academy of Political and Socid Scence
Commaodity Exchange in Japan: Zensuku Ssno SD., 1bid,

§'The Exchange Act of 1922, 1bid, p.226.

p.22
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the law now in force ordains that the association will not
be granted permission for the establishment of exchanges
unless it is centrally or mutually organised. Another im-
portant provision is, that there shall be no more than one
exchange in a given district in respect of a given object
of transaction.

3. HISTORY OF REGULATION IN INDIA.

During the first two decades of the 20th century, several
bodies cropped up for. the protection of the various small
branches of the trade.! In any change in rules and regu-
lations or the various customs of the trade in Bombay,
these bodies had a say. Until amost the end of the year
1917 the position was more or less intolerable and nothing,
but legislation could mend it. In June 1918, under the
Defence of India Act, the Cotton Contracts Control Com-
mittee, under the chairmanship of Mr. (now Sir) G. Wiles,
was appointed by Government to control the trade in
Bombay. The Committee succeeded in making the best of
the situation then existing.

Act of 1919: As the Committee was constituted as a tem-
porary measure, in November 1918, a bill providing for
the control of dealings in cotton b%/ the Bombay Cotton
Contracts Board was introduced in the Legislative Council
by the Government of Bombay. It followed the rules pre-
viously laid down in connection with forward contracts.
On moving its first reading, the Hon'ble Mr. G. Carmichael
observed that, "though the Bombay Cotton Market handles
as much cotton as any other in the world, it has long been
recognised that the regulations under which its operations
were carried” on were seriously defective and coryiitions
were constantly recurring which reacted unfavourably on
the %enuine trade in cotton and on business generally in
Bombay. Various suggestions for reform have been made
from time to time but the primarP/ stgo to be taken, name-
ly, the constitution of one central body of control, always

YThere are at present in Bombay seven distinct bodies repre-
senting different branches of the cotton trade. They are: (1)
The Bombay Cotton Trade Association", (2) The Bombay Cotton
Exchange, (3) The Bombay Millowners' Association, (4) The
Cotton Brokers' Association, (5) The Marwari Chamber of Com-
merce, (6) The Cotton Merchants' and Muccadums' Association,
and (7) The Japanese Cotton Spinners' Association." Report of
the Indian Cotton Committee, 1919, p.205.
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proved insuperable." The real trouble always thus cen-

tered around the setting up of a central authority to con-
trol the trade. Hence, this bill may be said to be the first
enuine effort of Government regarding the unification of
the Indian Cotton Trade.” The Council accepted, as did
the trade, the main principle of the bill that there should
be a central controlling body to regulate the trade in cott-
on. The bill came into force as the Bombay Cotton Con-
tracts Control (war Provision) Act, 1919.

The Act being a war measure its repeal was moved in
1921 and passed in 1922, Accordingly, the Cotton Con-
tracts Board was to cease functioning from 1st June 1922.
The Board as a central body controlled the trade for more
than three years from January 1919 to May 1922.

It was during the regime of this Board that the Mackenna
Committee appointed by the Government of India in 1917
made out a case for the establishment of a central cotton
Trade Association in Bombay under a Royal %‘harter simi-
lar to the Liverpool Cotton Trade Association.” The report
of the Committee gave an expression to the view that it
was a matter of urgent importance that the Bombay Cot-
ton market should be organised on sound and health
lines. Mr. Mackenna, the president and Mr. (now Sir
N. N. Wadia, a member of the Committee interviewed the
trade as to the lines on which reforms should proceed. It
was unanimously agreed that immediate action was neces-
sary to create a central controlling body. At the same
time, it was duly recognised that the trade itself could not
then undertake its formation. The Government of India
in turn authorised Mr. Wadia to draw up in consultation
with the Directors of the Liverpool Cotton Association, a
scheme for the Cotton Association in Bombay.

'Bombay Legislative Council Debates: 1918, Vol. LVI; p.975.

2Cf. "I have absolutely no hesitation in asserting that the bill
is a right step in the right direction for the amelioration of the
Cotton Trade, not only of this city, nor of this Presidency only,
but of the whole of India." Sir Purshotamdas Thakurdas, |bid,
p.798.

%' One central Association to be known as the East India Cot-
ton Association should take place of the seven distinct bodies
which at present control the cotton trade in Bombay." Report of
the Indian Cotton Committee, 1919, p.210.

‘Govt, of India Commerce Dept., Communique No0.6505,
25-9-20 (Better known as Innes letter).
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The  main object of the reform  was,
of course, to control speculation which was
looming large during the war time. The autho-
rities admitted that while speculation could not be eli-
minated altogether, the aim should be so to regulate the
market as to secure the interests of bona fide traders and
to discourage speculation inimical to those interests. The
measures necessary to secure this end involved the pro-
blem of regulation of futures trading. Government ex-
pressed the view that asin Liverpool and New York, "It is
eminently desirable that a central cotton association
should be established in Bombay." A confirmed belief
both of the State and trade was that it would be necessary
to accord the said association, when formed, some measure
of statutory recognition. The Government of India in due
course invited the Cotton Contracts Board to get into
touch with the various sections of the trade with a view
to form a single association representing all the interests.
They gave an assurance that should such an association be
formed, they would introduce legislation giving it the re-
quisite powers of control.

Act of 1922: Now the trade began to think of formulat-
ing a permanent single commercial association for its re-
gulation. They were successful in forming one central
association which was named as sugg]&eted by the Mackenna
Committee, the "E.I.C.A." This body started its work
from May 1922 as a private institution without statutory
recognition. It should, however, be mentioned here that
the association did not succeed in enlisting the unanimous
co-operation of all the sections of the trade. The Mill-
owners Association opposed its constitution and withheld

M1fit is necessary (as it will probably be) to include in the
bill a provision to the effect that no contract for the future deli-
very of cotton shall be enforceable in any court of law in Bri-
tish India unless drawn up in accordance with the rules framed
on this behalf by the proposed Central Association, there is no
alternative but to undertake the necessary legislation in the
Indian Legislative Council. It is also evident that even though
the Association will presumably confine its activities mainly to
the Bombay city, its operations will affect the cotton Trade
throughout India and for this reason also, the Government of
Ig%ia think legislation must be undertaken in their own Council."
Ibid.
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their approval by refusing to join its membership. This
interrupted its progress and the organisation began to ex-
erience difficulties in its work. In fact, it was impossible
or it to carry on without official recognition. A condition
precedent to such recognition was that the central body
should be representative of all the important sections of
the trade. xperience gained during the regime of the
Cotton Contracts Board had proved that no voluntary cen-
tral association would hope to control the trade for any
Ien%th of time without legislative authority behind it. The
Millowners' Association had therefore to be reconciled
and their co-operation won by amending the constitution
onhthe E.l.C.A. before asking Government for a Royal
arter.

The association then represented to Government the
urgent necessity of passing the Act conferring upon the
E.I.C.A., (a) statutory powers to enable them to regulate
the trade and (b) sanctioning the administrative machin-
ery contained in the Articles of Association. On 25th July
1922, a bill legalising the establishment of the E.I.C.A. and
giving most of the powers exercised by the Cotton Con-
tracts Board was introduced in the Council by Govern-
ment." This was a natural complement of what the Gov-
ernment undertook in 1919. The Council passed the bill
and it came immediately in force as the Bombay Cotton
Contracts Act, 1922°

Growth of a Rival Body to the E.I.C.A.: For the first
three years, the E.I.C.A. had to face some opposition parti-
cularly from small traders. But no one tried to oppose
the association thinking that the Act of 1922 would be re-
pealed on its expiration. Contrary to this expectation,
the life of the Act was extended by Government for a term
of three years. On seeing that there was no hope of repeal-
ing the Act, the growing dissatisfaction of the traders took
altogether a new turn. The Act was scrutinised in all its
aspects by the opponents who noticed that there was a
scope for running a similar organisation on independent
lines. Section 5 of the Act was construed as having the

'Bill No.XIll of 1922 "A bill to provide for the regulation
and gontrol of transactions in cotton in the Presidency of Bombay."

“‘Bombay Act No.XIV of 1922. Its application was however
restricted to the city of Bombay only.



254 FUTURES TRADI NG AND MARKETS I N COTTON

effect of unenforceability at courts, of contracts made
under any other body except the E.I.C.A., since, it laid
down that any contract contravening the bye-laws of the
E.I.C.A. was simply void. It did not say anything further
than this. Ordinarily this was enough to prohibit the orga-
nisation of a rival institution, for, its contracts would be
void and a businessman could not afford
to enter into such transactions. But the
small traders and merchants found a way out by
making a distinction between void and illegal con-
tracts. This led to the formation of a new association in
1925 under the style of "Shri Mahajan Association.” In
fact, the formation of the Mahajan was the natural out-
come of a loop-hole in section 5 of the Act of 1922. Such
a contingency as the formation of any rival organisation
ought to have been visualised and provided for, by mak-
ing all contracts contravening the by-laws of the E.I.C.A.
not only void but also illegal or punishable af law. The
E.l.C.A. registered its protest against the establishment of
a new body but to no purpose.

In 1930, at the instance of the trade, Government con-
sulted the various interests and decided to appoint a com-
mittee to make recommendations for the amendment of
the Act." The committee was appointed consisting of an
official chairman Mr. (now Sir) G. Wiles and 13 other re-
presentatives of the trade including those of agriculturists.
The committee among other matters examined the pro-
blem of control of the trade in Bombay. The Act of 1922
in their opinion was defective to the extent that it did not
provide for the exclusion of other associations being form-
ed, because, the provision of contracts that contravened the
bye-laws of the E.I.C.A. was not effective in suppressing
void transactions. In view of this state of affarrs, the
Wiles Committee recommended that:

"A single association shall be given control of dealings
and that the passing of contracts contravening bye-
laws drawn up by the Association and sanctioned by
Government shall be made an offence punishable with
fine, that all forward business shall be done through
members of the Association and that the Act shall pre-
press Note: T7/th™ApriT 1930, Government of Bombay. T1he
operation of the Act of 192 was extended until Aug. 31 1931
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vent the formation of other associations for the con-
trol of forward business."!

Bill of 1931: A bill was introduced on these lines in the
Council on 29th July 1931% It followed the general lines
of the Act of 1922 except that it aimed at restricting futures
dealings to the agency of a member of the E.I.C.A. and
making illegal the passing of other futures contracts. It
was laid down that any contract not confirming to the
rules of the E.I.C.A. should be void and any person enter-
ing into such contracts shall upon conviction be liable for
each such offence to a fine not exceeding Rs. 1000° The
purpose of the bill was to give a death blow to an unrecog-
nised body like the Mahajan Association.

The debates that followed in the Council, however, in-
dicated the direction in which the wind was blowing. The
bill was regarded as a State measure of contro] over the
cotton trade and opposed accordingly.® The point at issue
was whether there should be unity of control or not. The
principle of the bill was to bring about the unity of con-
trol over the trade. It was agreed on all hands that a
control over futures trading was necessary, and regula-
tion of speculation in cotton contracts was of paramount
importance. The point to be discussed was whether that
control should be vested in one body only. Unfortunately
for the trade, the principle was misinterpreted as one of
giving monopolistic control to the E.I.C.A. at the cost of
small traders. Serious allegations were made against the
working of the E.I.C.A.> It was advanced that the control
should not be vestedinasingle body like the E.I.C.A. but
more than one association should be allowed to have a say
in this matter.

'Report of the Cotton Contracts Act Committee, 1930, p.18.

2Bill No.XX of 193L1.

3Section 6 (2), Ibid.

"1 am against any control.. So, Sir, | say that there should
be no control and nobody should be allowed to have any con-
trol". Rao Bahadur S. K. Bole, B. L. C. Debates, Vol. 31, 1931
pp.567-8.

5" 'Then Sir, the members of this E.I.C.A. resort to other tac-
tics with a view to depress prices, they combine to sell and sell
and sell——The prices in Bombay are brought down by a pecu-
liar sort of combine in which the sellers sell, buyers sell, the ex-
porters sell, the importers sell, the brokers sell.” Dr. M. K. Dixit.
Ibid p.605.
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~ The main agitation against the bill came from the Maha-
ll_an, since, it was a question of life and death for them.
hey vehemently carried on a big campaign against the
bill K issuing appeals after appeals and freely distributing
pamphlets to the public in general and Councillors in par-
ticular. In these appeals and pamphlets they tried to
point out the weak points of the E.I.C.A. and urged the
necessity of maintaining their organisation. Somehow,
most of the Councillors representing the mofussil strongly
opposed the bill to the extent that an amendment negativ-
ing the very principle and purpose of the bill was moved
and carried by 44 against 41.- The amendment referred
to the term ‘'association’. It stated that the word ‘associa-
tion' should mean the E.I.C.A. or any other association.
As aresult, the mover of the bill had to withdraw it. Thus,
the bill which should have really ameliorated the position
of the trade by giving effective unltarly. control to the
E.I.C.A. was lost and the system of multiple control con-
tinued to exist as before.

Act of 1932 In September 1932 Government introduced
in the Legislative Council a fresh bill. It provided for the
statutory recognition of the E.I.C.A. or any other associa-
tion if at any time it should be found desirable to do so
and aso enabled Government to withdraw such recogni-
tion from a recognised institution under the Act. Further,
it invested Government with powers to supersede at any
time, if necessary, the Board of Directors of a recognised
bod)é. Reasons for these innovations may best be explain-
ed by the then existin? circumstances in Bombay. In
India, it was the time of the Civil Disobedience movement
launched by the Indian National Congress against the Gov-
ernment of India. Those were the days of Hartals and
non-cooperation everywhere in every sphere. The cotton
trade in Bombay was no exception to this. The result was
an embarrassment of the English traders. No body could
help the situation. The Board of the E.I.C.A. was unable
to restore normality in spite of their passing so many re-
solutions to overcome the abnormal circumstances, as the
trade in general was reluctant to cooperate with foreigners.
In consequence, there arose an interruption and dead-lock

_ It is very difficult to say that this was the result of the Ma-
hgjan's campagn done.




REGULATION OP FUTURES TRADING AND MARKETS 257

for foreigners to carry on peacefully. They approached
the local Government to set the matter right who in turn
asked the E.I.C.A. to put their own house in order. Be-
cause the Board failed to restore the order, Government
introduced the bill and took the extreme view of with-
drawing the charter given to the E.I.C.A. in cae of emer-
gency. It will be noticed that the bill was the result rather
of a political countermove on the part of Government than
a mere economic arrangement." The E.|.C.A. registered a
vigorous protest against the bill by passing a resolution.
to the effect that it was unacceptable to them, because,
"there was no provision for unitary control."

In spite of this, the bill was pursued on the ground that
an improved legislation than that of 1922 was required to
set right the cotton trade. The Act of 1925 under which
the Native Share and Stock Brokers' Association works as
an officially recognised body with power to Government
to withdraw its recognition should the affairs of the Asso-
ciation be mlsmanaéged, was regarded as an ideal measure
for the cotton ills.” In fact, Government wanted by this
bill to revise its paternal attitude towards the E.I.C.A. and
to recognise, in case of necessity, a body formed by a par-
ticular section of the trade who might be able to win over
their approval.

In the course of debates on the bill, an amendment to
clause 4 was moved to the effect that if one or more asso-
ciations came forward with the requirements duly fulfill-
ed, they should be recognised by Government This time,
the amendment was, however, negatived on the ground
that in the interests of the cotton trade and growers there
should be unity of control. It was stated that Government

YGovernment are really going to introduce politics into busi-
ness by means of a statute.” Will not this emergency be over
shortly? Do _you think this hartal and boycott will go on for
ever?” Rao Bahadur B. R. Naik: B.L.C. Debates, Vol.35 1932,

p.73.
2Annual report of the E.I.C.A. for the year 1931-32.

3|t should however be noted that the present Act cannot be
said to be an ideal one nor can it be regarded as aiming at unity
of control since under the very Act there exist more than one
k%ggy _|tn Bombay to control and’regulate the business in Stock and
urities.
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was not in favour of dual or multiple control.! The bill
was then read a third time and it became the Bombay
Act No. IV of 1932 providing for the "Better regulation and
control of transactions in cotton in Bombay."

By enacting this piece of legislation Government estab-
lished their attitude towards the E.I.C.A. Of course, the
association was given due recognition under the Act and
the principle of unitary control by a single body was
accepted. But the alternatives of withholding the given
recognition and recognising another body or superseding
the recognised body, in case of an emergency, by an official
body were confirmed by the Act of 1932. The"principle
on which the previous bill of 1931 was thrown out by the
Council was duly recognised and accepted in a modified
way in the sense that contracts contravening the bye-laws
of a recognised body were not made illegal or punishable
at law which the previous bill sought to effect.

Bill of 1935: Since no penal clause was embodied in this
Act there was nothing to prevent the Mahajan or any
other body to function except that its contracts were, un-
enforceable at courts in British India.? The Mahajan
therefore continued to function asusual. Thetrade in gene-
ral resolved to put an end to this duality of control. Hence,
abill was introduced in November 1935, to amend the Bom-
bay Cotton Contracts Act No. IV of 19323 This bill was
introduced on private initiative and not by Government.
It aimed at giving the control to the E.I.C.A. by making
the contracts contravening its bye- Iaws not only void but
also illegal and punishable at law.* The Mahajan realised

The Hon'ble Sir Ghulam Hussain said that, "If we are to
recognise six, seven or eight associations, then there will be abso-
lutely no control in the market. Every civilised country has
unitary control." B.L.C. Debates, Vol.35, 1932, p.205.

In 1932, another association under the style of the 'Indian
Cotton Exchange' was formed in Bombay for the purpose of car-
rying on futures trading in cotton. For one or the other reason,
traders did not rally under its auspices in a large number. Before
its winding up on account of litigation no heavy transaction
were put in.

“Bill No. XLVII of 13

“"Thereshould be efficient unitary control in the interest of
forward cotton trade in Bombay city. That has prompted me to
bring in this measure." Sardar Rao Bahadur B. R. Naik: B.L.C.
Debates, 1936, Vol.44, p.1412.
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the strength of this measure and presented to Govern-
ment a memorandum accepting the principle of unitary
control in futures trading. In the course of debates in 1936,
the bill was, however, de{erred to the next sesson and
was ultimately withdrawn.

Proposed amalgamation of the rival bodies in Bombay:
In 1937, when the Congress Government came in power
the E.I.C.A. once again rose to the occasion and approached
the National Government for effecting unitary control over
the premier trade of Bombay. The attitude of Government
was quite clear on this point. They promised to go into
details of the problem and to set the matter at rest once
for all. They invited the views of all the interests con-
cerned on the question of making illegal all futures con-
tracts except those made through a recognised association.
They appreciated the point that the Act of 1932 had failed
to achieve its objects of unitary control and eliminate ex-
cessive speculation. They therefore acceﬁted that the prin-
ciple of effective unitary control was the only salvation.
For this purpose, it was realised that atpenalty clause was
closely interrelated to the principle of effective unitary
control, since, one could not exist without the other. By
this time, the past experience of the trade also suggested
thatdpenalty would further assist in checking undue and
inordinate speculation which the State sought to bring
about. Government ultimately made up their mind that
in order to pack up the troubles of the cotton trade, penalty
and unitary control should go together.

On the other hand, the Congress Government spared no
effort to bring about a lasting compromise between the
two rival bodies. In June 1938, the following proposals
were suggested by Government as a fair compromise bet-
ween the E.I.C.A. and the Mahagjan:

(i) That a rin%] be created for the smaller trader to ope-
rate with a unit of 20 bales.

“The bill met with opposition from certain quarters and the
Government of Bombay were unwilling to give it the support
which might have ensured its smooth e through the Assem-
bly." Sir Purshotamdas: Thakurdas: Evolution of the Cotton
ITradlszl obeombay, Indian Textile Journal. Jan. issue, 1941, Jubi-
ee Number.
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(if) That operationsin the small ring be restricted to trad-
||ng to a maximum limit of bales for each set-
tlement.

(iii) That members operating in the small ring be requir-
ed to pay a deposit of Rs. 3000 (inclusive of their
ems)tmg deposit with the Shri Mahajan Associa-
tion).

(iv) That members trading in the small ring be allowed
tEoI séeIAect two representatives to the Board of the

Government especiall reguested that representatives of
both the associations should meet and adjust their differen-
ces amongst themselves even if these proposals involved
modifications to some extent. The two associations first
met for the purpose on 12th September 1938 but could not
come to any agreement in regard to points number 2 and
4. Another attempt was made towards the end of Decem-
ber 1938 which aso did not succeed as differences on point
number 4 could not be wiﬁed off entirely. In 1939, Gov-
ernment again suggested that further efforts be made to-
wards bridging the remaining differences. Consequently,
further discussion took place and an agreement on the
issue of amalgamation was reached in June 1939." Accord-
|n1gly_a bill was to be introduced in the Legislature and
effective unitary control was to be accorded to the E.I.C.A.
In the meanwhile, the Congress Government resigned and
the bill could not be taken up for want of time. Hence,
the question of unitary control remained hanging in fire.

Origin and Utility of the Panel System: Involved in the
question of unity of control is the issue of the panel sys-
tem or the constitution of the governing body of the ex-
change. This is another vexed problem with which the
trade is confronted today. The question of the constitu-
tion of a controlling body dates back to the Act of 1919
under which the Cotton Contracts Board functioned. This
Board was composed of a chairman and 11 members. The
chairman and 6 of the members were to be appointed by
the Government. Of the 5 other members, 3 were to be
elected by the members of the Clearing House and 2 by

The Times of India, 25th June 1939.
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the Millowners' Association.' It will be noticed that the
origin of the system of panels thus lies in the constitution
of the Cotton Contracts Board and the idea of sections or
panels crept in the trade with the passing of the Act of
1919.

With the repeal of this Act the life of the said Board
came to an end but its precedent remained and had its
repercussions on the newly formed association. The prin-
ciple of representation to the Board accepted at that time
was that representation of interests is of more importance
than that of individuals. Each section of the trade com-
posed as a body had some misgivings about the other.
This made them discard the principle of democratic re-
presentation in favour of sectional and narrow interests.
There was the apprehension that if the individual repre-
sentation was provided for, the institution would become
an association of brokers who were then as now in a major-
ity. The trade in turn resorted to the panel system, as a
temporary measure giving each section a special repre-
sentation on the Board of Directors. At first sight the
system might strike to an outsider as curious, but the
institution of panels was the only measure which enabled
the E.I.C.A. to come into life as a representative body of
all sections and interests of the trade. Had the panel sys
tem not been devised, there would have been no unity and
no agreement among the various interests in Bombay. By
this system different sections got representation on the
main body consonant with what they considered to be
their interest and stake in the trade.

In 1930, most of the members of the Wiles Committee
showed their willingness to abolish the panel system
in favour of election by the general body. They express-
ed that the. system was not conducive to the betterment
of the trade in general, since, it made the trade think in
terms of compartments. Some of the members, however,
were not re ){1 to part with their sectional views. They
apprehended that their interests were not safe in the
hands of the general body, and for that reason alone they
demanded that the existing system should be allowed to
remain. Hence, on this as well as on the question of elec-
tion of the Board of Directors, the Committee was divided.

T Act of 1919 Sedtion 3 (i) (if) and (iii).
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The majority suggested the election to be by the general
body but the minority demanded that each section be
elected by the members of the respective panels.” This re-
commendation along with others was embodied in the
Act of 1932 and the panel system continued to function.

4. PROBLEMS OF REGULATION IN INDIA

In India, the problem of regulation of futures trading
and markets has come very recently into prominence par-
ticularly since the advent of a rival body in 1925 to the
E.I.C.A. At present the futures trading in Bombay is
under control of the institutions namely, the E.I.C.A. and
Shri Mahajan Association.” The problem is the most vital
one to all those who are interested in the handling, mar-
keting and consuming of cotton in India, since the price
of cotton is the concern of millions of farmers and thou-
sands of merchants, traders and consumers.

Two clear-cut issues are involved in this question, viz.,
(1) Unitary Control and (2) The Constitution of the Board
of the Controlling Authority. This aso involves the ques-
tion of limited or unrestricted powers of the Board.

(@ Unitary Control: The trade, as we have seen, is
governed by the Act of 1932 and the E.I.C.A. is given sole
authority to conduct the trading in cotton futures. In spite
of this, the fact remains that other associations do exist for
the same purpose. Under these circumstances, the present
position of the cotton futures trading is really anomalous.
The ﬁrinciple of unitary control is embodied in the Act
but the regulation is not effective. As a result, the duality
of control exists in the trade which is most detrimental
to all the interests concerned. It has increased the amount
of speculation by leaps and bounds. There is no limit to
the extent of pure and simple gambling under the shield
of genuine speculation that is going on now-a-days in the
City and Presidency of Bombay. This is the most deplor-
able state of affairs which no country in the interest of
the trade and growers can afford to tolerate.

'Report of the Wiles Committee, p.18.

trading in ﬂot cotton is conducted solely under the auspices
of the E.I.C.A. Hence it presents no such problems as does the
trading in futures.



REGULATION OF FUTURES TRADING AND MARKETS8 263

Recently a scheme of 'model bye-laws' has been suggest-
ed by one writer' both .&s an alternative and a solution
to the problem of unitary control. Under this scheme, any
number of organisations may be formed and run provided
that they all follow the bye-laws laid down as model .by
the State. The disadvantages of this proposal are so obvi-
ous that it is hardly necessary to enlarge upon them. In
fact, if more than one body is ?iven the power to regulate
the trade and to exercise control over it, it would not pnly
create conflicting interests but also cause some confusion.
The proposal if translated into practice would create such
conditions as to have the effect of defeating the very object
which the trade seeks to promote. The control which is
intended to be introduced can be compared with that of
a local self-govenment or Municipal Corporation in a par-
ticular town One cannot have two bodies in any one
town trying to run its administrative affairs. In a Cor-
poration there may be rival parties but they are not allow-
ed to function simultaneously. Again, the scheme of model
by-laws is not free from limitations. It is unworkable in
the sense that the administration of different associations
will differ. There will be different rates. Sﬁeculalion, per-
haps, nothing short of gambling will be the only result.
It will adversely affect the cotton price.

Further, is it not better in order  that
the  cotton interests may know  where they
stand to have a single regulating body rather than
have a number of bodies? There can be no such thing
as healthy competition between two or more rival bodies
controlling one and the same trade. Moreover, control by
more than one association means the negation of regula-
tion in practice. Having a number of bodies all following
the model bye-laws, it would be imipracticable to have
unitary control. If there is to be unitary control and if
it is to be effectively carried out it must be vested in a
sinﬁle body. That body should have ample authority to
deal with situations that may arise from time to time andto

251Dantwala, M.L.: Marketing of Raw Cotton in India, 1937,

) "Our idea of unitary control is that there should be one body
.Int one town to control "and regulate dealings in cotton." Personal
interviews.
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enforce its decisions thereon. This bod?]/ should therefore
be a well organised institution like the E.I.C.A. repre-
sentative of all sections of the trade. Three principal rea-
sons why it should be the E.I.C.A. in preference to the
Mahajan are: (i) It has arisen through the union of all
other associations who formerly tried to control the trade
in Bombay, (ii) when the E.I.C.A. was formed there was
no other association which could be said to have a great
stake in the trade, and (iii) the Mahajan Association is a
mushroom growth which was organised after the estab-
lishment of the E.I.C.A. It may therefore be hoped that
the sooner this problem is put an end to by giving effective
unitary control to the E.I.C.A., the better for all.

(b) Constitution of the Board of the Controlling
authority: The question of the constitution of the con-
trolling authority has become a burning issue to the trade
in Bombay. Because the present system of panels divides
the whole trade into unnatural and self-centered groups,
it does more harm than good to the trade in general. It
must be admitted that when the panel system was devised
nothing else was feasible. Even in 1930, it was feared that
if the panels were not retained, certain interests would
preponderate and sweep over the rest. Today, the issue
IS that can reasonable representation of all interests on
the Board of Directors be insured without dividing up the
trade? This is the crux of the whole problem.

The main drawback of the present system lies in its. un-
representative character. Panels do not either truly or
adequately represent on the Board the various ¢jasses in
accordance with their relative importance. For Instance,
the buyers' panel and the sellers’ panel return 4 repre-
sentatives each to the Board though their numbers of mem-
bership are 47 and 96 respectively. There are 198 brokers
and still they are allotted only six seats on the Board.
Now whichever way one looks at it, it overbalances the
other. To artificially balance the Board, one will have to
define strictly who will go on the brokers' panel, who on
the sellers' and who on the buyers? At present, the situa-
tion has developed to such an extent that any one member
does business in all the three panels and it is difficult to
say that he is only a buyer, a seller or a broker, because,
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he combines all three functions.! In fact, the dividing line
between the various groups is very thin and at times mis-
leading which renders the panel system not only futile but
also dangerous in its working.

Again, apprehensions as to the neglect of interests of a
particular section by the ﬂeneral body are based on the
comparative ignorance of the real interests of the general
bo;jg/ of members. It is argued that those who handle
ready cotton have a greater stake in the trade than those
who deal in futures and hence, to safeguard the interests
of the Beople dealing in spot it is necessary that panels
should be allowed to continue. Against this, it may be
pointed out that the interests of spot dealers are confined
to the production of the crop and its availability in Bom-
bay only, while those of the dealers in futures extend over
a vast field since business in futures comes not only from
all corners of India but also from every part of the globe.
It is therefore natural to emphasise here that the stake of
those who deal in futures is at least equal, if not greater,
to that of spot dealers. For this reason, it is but fair to
allow the trade to form the controlling authority by fully
trusting the good sense of the general body.

Another argument that is suggested is that the retention
of panels has some deep concern with the powers of the
Board. It is true that the Board has vast and almost un-
limited powers in matters of bye-laws and committees.
This trouble can be amicabI?/ solved by resolving that all
the standing committees including the committee on bye-
laws and discipline should not be nominated by the Board
but be elected by the general body as is the practice in
other similar associations abroad. If important decisions
are arrived at by these committees who will be independ-
ent of the Board by virtue of their being elected by and
made responsible to the general body, there would remain
no reason for demanding any more special representation

~ !"The system had its utility no doubt. Now it is not needed
since the trade has developed fo such an extent that no one re-
mains within the allotted panel but does the work of all panels.
For instance, we are buyers, sellers, brokers, muccadums, and
what no? There are so ‘many members falling in our category.
Therefore, we say that the system has outlived its utility and we
should adopt the democratiC principle of representation to the
Board." Reply to questionnaire.
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by way of panels. This will make the whole situation de-
mocratic and thoroughly representative of the premier
trade of Bombay worthy of its name. The time has now
arrived for broadening and democratising the constitution
of the Board and for bold as well as decisive measures to
be taken for this purpose as soon as possible. The direc-
torate of the controlling body should be elected by and
be responsible to the general body of members and the
panel system should be abolished. Such controlling body
will and must look after the interests of the trade in gene-
ral. It will then be a more homogeneous whole than it is
now.

It will be observed that the Bombay Act No. IV of 1932
under which the trade in Indiais controlled and regulated
needs a thorough overhauling. To solve the problems of
regulation in our country a new law granting effective
unitary control to the E.I,C.A. and making the constitution
of its Board democratic is long overdue and must be pass
ed at once to replace the present Act.

5. CONCLUSION.

In view of these considerations, the conclusion seems in-
evitable that there should be an effective unitary control
by a single body officially recognised by Statute, as in
other countries, making all contracts contravening the bye-
laws of such a body not only void and illegal but also
punishable with a fine. Further, the constitution of such
a body must be democratised on the acknowledged demo-
cratic principle of representation, viz., one man, one vote.
The general body should also be given more powers by
way of taking away the powers of nomination of the* stand-
ing committees by the Board and accepting the principle
of election of all such committees by the general body to
whom’ the Board and these committees should remain
responsible.



CHAPTER XIV.
SUMMARY AND CONCLUSIONS

WE are now in a position to put together the results of this
study. It will be noticed from the preceding pages that a
futures market performs several important functions ren-
dering genuine economic services most vital to the market-
ing of raw cotton. Cotton exchanges are of great use to the
trade for the orderly distribution of the staple, from the
field to the factory. A futures market is a clearing house
of all information. In seeking new sources of information
and in registering promptly the news which comes to the
market, the exchange goes further than mere acting as a
clearing house of information for the trade. It acts as the
record office too. The very fact that the futures markets
are operating for 70 years and that new exchanges have
come and are coming Into existence does of itself signify
that It_kfley have a useful and beneficial place in our econo-
mic life.

1. PLACE OF A FUTURES MARKET I N THE COTTON
TRADE AND | NDUSTRY.

The central feature in the economic organisation of
modern society is the market. From an individual point of
view the production and distribution of commodities are
carried on for the purpose of exchange. The tests of per-
fection of an organisation of trade are the promptness with
which such transfer is effected and the accuracy with which
it is carried out. In fact, the entire trade of the world cen-
tres around the futures market. In a futures market a com-
posite judgment of all the traders is recorded throughout
the trading sessions. Hence, such a market can be said to
reflect the consensus of trade opinion. Considering the
fact that hundreds of thousands of people are engaged in
the task of handling the world's raw cotton from the ori-
ginal producer through complex channels to the ultimate
consumer, the futures markets of the world have reached
a remarkable stage of organisation. The increased use of
cotton futures markets in India as well as in foreign coun-
tries bears testimony to the vitally important place held
by them.
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A Futures Market is an auxiliary institution: Though one
of the highest forms of mechanical and technical efficiency
is found in a commodity futures market, it is not used as
a means of merchandising the goods itself. In the first part
of this work, we have seen that only a fraction of the total
amount of cotton dealt with on the futures market results
in actual delivery. This fact shows that a futures market
is not meant to be used as a channel of actually merchandis-
ing the commodity. It is availed of rather as an aid to the
successful distribution of it. For the actual marketing of
cotton, one has to look elsewhere. Because there are so
many different classes of cotton with specific uses, a futures
market is ordinarily an unsatisfactory place in which to
buy or sell the actual staple. Those who deal in spot cotton
avail of the price recording facilities of a futures market
at all stages of marketing and manufacturing of cotton,
without making or taking a delivery against their sales or
purchases of futures contracts. In fact, commodities were
produced, transported, sold and consumed hundreds of years
before the first futures market was organised. It was not
developed as a channel of distribution through which a far-
mer disposed of his product and a manufacturer procured
his requirements. It can therefore be stated that a futures
market developed rather as an auxiliary institution con-
nected with speculation in prices, the financing of the trade
and the counterbalancing of the business risks. Its econo-
mic functionsalsolead ustothe same conclusion, since, al-
most all the vital services rendered by it are those of an
auxiliary character to the distributive system. While it is
not a direct link in distributon, it offers so many genuine
services to a dealer of the physical commodity that it has
become almost indispensable in the orderly marketing of
the world's leading staple of commerce.

The Importance of the Futures Market: If a futures mar-
ket is done away with, it would tell heavily upon agricul-
ture and manufacture alike, since its insurance service will
not be available. A good price-barometer indicating chang-
ing prices provided by a futures market will also be lost.
By the disappearance of the price protection, those engaged
in the marketing process will be forced to operate on wider
margins; paying less to the producers and charging more
to the consumers. Thus, in reality, the dealers would hedge
their marketing operations and producers as well as con-
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mers would be made to pay the toll. The information
received by us on this point shows that the effect of a lack
of futures markets (a) on agriculture, will be lower return,
(b) on trade, general restrictions, (c) on commerce, decreas-
ed activity, and (d) on industry, lessened demand for indus-
trial products. In this way, the importance of a futures
market is vital to the trade and industry as a result of
which it is used more and more now-a-days. In fact, the
more a futures market is extended to reach the two ex-
tremes of the chain, the better for everybody.

Effects of closing the futures markets: To clearly bring
home the necessit?; and importance of the futures market,
we may refer to the situation created by the closing of the
market in certain centres. At the outbreak of the world
war of 1914, the cotton exchanges both in Liverpool and
New York were closed for several months.

(a) Experience of Liverpool and New Y ork: The pre-
valence of extreme market fluctuations at the outbreak of
the last war and the failure of firms
dealing in futures made it necessary to
close  the markets both at Liverpool and New
York. When the markets were closed, the cotton trading
was largely at a standstill. There was no definite world
market. Prices differed in different towns. The variations
depended on the sales in sight. Chaotic conditions in the
trade were the immediate results. Merchants could not
safely buy cotton, because they could not hedge. The same
was true of other interests. In Liverpool, the authorities
were urged by the British Board of Trade to make possible
the resumption of futures operations. Similarly, in New
York, the Board of Directors received continual appeals
from spinners, farmers and merchants to reopen the market.
Continued pressure was brought to bear on the respective
authorities and Governments by various interests, empha-
sising the difficulty of carrying on business in security or
confidence without the functioning of futures markets. Thus,
it was not long after the exchanges were closed in Liver-
pool and New Y ork that there were demands for reopening
the same.

“The American Ex were cdosed once agan during the
'‘Bank Holidays March 1933 for a period of 14 days. It is heed-
less to add that the closing of the ex had a paraysing
effect on the American cotton trade.
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(b) Indian Opinion: In order to elicit Indian opinion on
the question, we asked for the same from several well-
known firms with reference to the closing of the exchange
during the war. We give below the consensus of opinions
rec%ived to different aspects of the question that we could
gather:

(i) Traders could not form any idea of the ruling price
of cotton.

(ii) The cotton trade was thrown in darkness.

(1i1) Farmers received lower prices though the con-
sumers were charged higher prices.

(iv) Margin between the cost of raw cotton and the sale
price of finished article became greater.

(v) Trade activities were decreased.

(vi) Prices varied to any extremes.

(vii) Cotton trade as a whole suffered much; both in
respect of accommodation and values.

(viii) The factory-owners and agriculturists had no
hedge to limit their risks. Same was the case
for spinners and merchants,

(ix) The exporters could not sell forward delivery cot-
ton.

A glance at these opinions will indicate how important
and indispensable a futures market is in the economic life
01 modern society. It is a legitimate institution necessary
for the successful handing of cotton business. Facilities are
afforded to every section of the trade by the existence of a
futures market. Operations on such markets are of direct
interest not only to their members and millions of farmers
as well as spinners but also indirectly to the public at large.

2. ECONOMIC SERVICES OF A FUTURES MARKET TO
THE COTTON TRADEAND INDUSTRY

Cotton Exchanges in India: In India, the growth of cotton
exchanges as economic institutions for the distribution of
cotton was as natural as the growth of any other economic
institution. It is of interest to note that the spot business
in cotton came first, then 'to arrive' contracts and out of
these two developed the modern system of futures mar-
kets where futures trading is carried on, on an extensive
scale. Trading in cotton futures has been conducted now
for several decades. It should, however, be pointed out
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that the East India Cotton Association, the Karachi Cotton
Association and other Indian futures markets are of recent
origin; they were set up after the post-war commercial
boom.

We have seen that the E.I.C.A. and the K.C.A. maintain:

(i) Different hedge contracts for different varieties of
Indian cotton,

(i) A reasonable size of the unit of the contract, namely,
50 bales,

(iti) A modern clearing association for periodical settle-
ments and delivery of cotton; and

(iv) A spot market.

Besides, they gather from every part of the world, news
bearing upon the existing supplies, visible and invisible,
production and its prospects, carry-over, local and world
prices in futures markets and similar materials of value
required by members and the trade at large. This infor-
mation is placed before the buyers and sellers to keep them
in touch with every price influencing factor known so
that the operators and the investing public may intelli-
gently determine their procedure in their best interests.

On the other hand, Shri Mahajan Association, Bomba
and the rest have: (a) only one hedge contract against all
the varieties of our cotton, ()b) smaller unit of 10 bales,
(c) no clearing house, and (d) no interest in the spot busi-
ness. Moreover, none of them takes the trouble to furnish
its members with the valuable statistical information. For
all practical purposes, the cotton futures markets in India
should therefore be divided into two groups. The E.I.C.A.
and the K.C.A. should be placed in the firsta%roup, both of
them being of major importance. The Mahajan Associa-
tion, Bombay and the rest should be included in the other
group, they being of minor importance.

Hedging and Hedge Contracts: The principal service of
the cotton futures market is to afford hedging facilities.
In order to protect against losses occurring under unfore-
seen circumstances in a business, there is a tendency among
businesmen to insure against everything. The trade in
cotton is not an exception to the policy adopted for the
main reason that the position of an uninsured trader in the
market remains precarious due to wide fluctuations in
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prices. By the use of a futures contract, a limit is placed
on the possibility of loss and the protection thus obtained
is in the nature of price insurance. To serve the purpose
of hedging, a futures market must be broad. A broad mar-
ket makes possible the putting on or taking off, of hedges
for large amounts with the minimum price disturbance.
This characeristic is largely the result of giving the pro-
fessional risk-takers and the public a convenient means of
trading in futures on an organised market. Besides the
requirements of breadth, hedging needs continuity in a
futures market. The importance of a continuous futures
market can be better appreciated when it is realised that
it affords the dealer a market ever ready to absorb as
large a stock of cotton as he desires to unload. Similarly,
a dealer whose spot cotton may not have been sold for a
moment gets an opportunity of selling it through futures
which gives him an outlet for delivery. Thus, the fact that
the market is continuous is itself an insurance against the
risks of unsold cotton. However, it may be noted that the
continuity in a market is disturbed when it responds to
manipulation which makes the situation abnormal. Under
normal circumstances, a futures market is so broad and
continuous that any large order registers no appreciable
effect on prices which are quoted from minute to minute.
It is this character of continuous price quotations that is
more important to a hedger, because, price quotations of
the futures regularly form the basis of bidding in the
spots. Because a ready market for the whole marketing
season is always at the command of the buyer and the
seller, cotton is also established as desirable collateral for

bankers.

For the purpose of hedging against Indian cotton and
cloth, the markets of major importance, viz., the E.I.C.A.
and the K.C.A. are well-equipped and better suited. So
far as the extent of hedging is concerned, our conclusion
is that a cotton futures market in India is used for hedging
as a regular practice by merchants, dealers, and though
indirectly to a considerable extent by manufacturers. But
the average Indian grower or factory-owner makes very
little use of hedging.

While hedging supplies an effective means of insurance
against fluctuations in prices, it should be admitted that it
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does not give complete protection to a hedger. The pro-
tection furnished by hedging is imperfect because there is
no cover against changes in 'basis. Apart from facing the
situation arising out of the variations in basis which can-
not be hedged, the hedger in India has to countenance the
additional risk. This additional burden is the direct out-
come of the faulty construction or ‘technique’ of the pre-
sent system of hedge contracts in the Bombay market.
Hence, a rational reconstruction of the hedge contracts
with a thorqugh overhauling of the existing system is long
overdue. Though the matter is receiving some considera-
tion at the hands of the E.I.C.A. a formula agreeable to
all the sections of the trade is yet to be evolved. Our sug-
gestion in this direction is that the system of hedge con-
tracts in India should be based neither on one hedge con-
tract for all the principal growths of Indian cotton, nor on
a large number of hedge contracts for different styles. Our
conclusion is that there should be only three contracts for
our market and they should cover all the main varieties
of Indian cotton. These three hedge contracts should be
framed as under:

1. Fully Good Bengal Contract: It should be as at pre-
sent with the addition of Kathiawar—M uttia—cotton. The
basis of Bengal should be 'Fully Good' while that for
Muttia should be 'Fine' so that only clean Muttia should
pass in survey and not inferior quality. Karachi being the
natural port for Bengals, less and less of this cotton will
be railed to Bombay in future. Hence, the addition of
Muttia will not make it a bear contract. The seller should
be given the option of delivery either at Bombay or Kara-
chi. This would create a revival of interest in this con*
tract. Months of delivery should be single: December,
January, March, May and July.

2. Fully Good Broach Contract: The present Broach
and Southerns contracts should be amalgamated into one,
except that Surat, Navsari, Cambodia and Karunganni be
excluded from the new contract, because, these superior
varieties tend to scare away the buyers and investors.
Other conditions should be the same as at present except
that the basis should be 'Fully Good' throughout and no
cotton below %:" staple should be tenderable. A condition
about class and staple will eliminate all inferior classes
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and low staple growths. Delivery should be in single
months; March, May, July and August.

3. Fine Oomra Contract: This contract should aso in-
clude Khandwa-Burhanpur and Khandesh cotton.  Basis
should be 'Fine' for all styles. Delivery months should be
single; December, January, March, May and July.

Cotton Prices. The main object of the marketing
tem is to ascertain the proper price of every commodity
which passes through it. As a corollary to this, it also
aims at securing uniform prices for a particular commo-
dity throughout the world. It is the futures market that
renders possible the conception of a world market. The
futures prices ruling during the trading hours are readily
ascertainable, because, at any time they can be quoted on
the market. They are %wen free publicity in the world's
press. It is on the published market quotations that all
Interested in the trade rely in every day business affairs.
The price paid to the growers generally depends on the

rice of futures. Besdes, the price determined on a
utures market serves the foIIowm% purposes: (a) it indi-
cates the market value of cotton, (b) it is used as the set-
tlement price for futures contracts; and (c) it acts as a
guide to chountry ents in their transactions. Since,
each day thousands of bids based on the futures quota-
tions are received by producers and country dealers, and .
thousands of offers based on such prices are sent to mills
and distributors, the price-registering function of a futures
market is of considerable importance. Without this ser-
vice the interests of producers and consumers would suffer
most because they would not know the price of cotton
from hour to hour and day to day. Every information
affecting present or future prices registers its influence im-
mediately in a futures market. It may be weather condi-
tions in the Broach District or in the American cotton Belt,
business conditions in India or England, labour troubles
in Ahmedabad or Lancashire and the outbreak of war bet-
ween Poland and Germany, all these news are instantly
recorded and their effects registered in futures prices. A
futures market as compared to a spot market is highly
sensitive, keenly competitive, and more responsive to every
change in market opinion. Hence, the price quoted at any
moment, represents a balanced Judgment of those buying
and selllng in a futures market.
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It is through a futures market that the dealers are en-
abled to exercise their best judgment to discount the
future at once in the form of actual transactions. For
instance, the effect of a short or a bumper crop upon prices
is discounted long before it would otherwise be realised
by the general public. The daily discounting of current
events thus tends to subsidise the sudden decline or rise
in prices which otherwise would have occurred upon wide
publication of slowly developing events. The existence of
such a market where cotton is sold at a price which will
not be ordinarily dislocated by any amount of sale or pur-
chase, is of great service to the various interests, such as,
agriculturists, manufacturers, investors, etc., who wish to
anticipate the future trends of prices for their individual
interests. While describing a futures market as a price-
registering organisation, it is not an exaggeration to say
that the price registration is the most vital service upon
which hedging and financing of the trade depend.

Facilities afforded for hedging to all those who need pro-
tection is not the only point in favour of the E.I.C.A. or
the K.C.A. but the price-level established there has a far-
reaching significance both in India and abroad. There-
fore, if prices can be successfully forecasted in advance,
our exchanges will tend to render the economic service of
the highest order to the cotton trade and industry. Having
examined the difficulties that a successful forecaster has
to overcome in general and for Indian cotton in particular,
we have come to the conclusion that the price of cotton
futures cannot be forecasted for minor fluctuations and for
a duration of time involving several months. All that can
be achieved is that the trend can be foretold for the period
immediately ahead. The reason for this lies in the fact
that over and above the difficulties involved in arriving at
the world's total supply and demand for a given season,
general economic and political developments influence cot-
ton prices so often, that it is impossible to isolate both
their relative importance and respective influences. More-
-over, the minor variations are the products not of one but
of a variety of causes. These causes can never be visualis-
-ed in their proper perspective in advance. Though the
short-term factor or factors causing minor variations are
not the fundamental forces determining the price in the
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long run, they are certainly the factors deciding precise
points for the purchase or sale of a futures contract for a
given day, week or month. For this reason, they are of
greater concern to a dealer on a futures market than any
other single group of factors calculated to affect the price
of cotton. Even among the short-term forces, by far the
most important factor influencing the price is the market-
news. Interpretation of news by traders on a futures mar-
ket assures a degree of anticipation of future events that
would not otherwise be possible. Hence, if the present
standard of information that is circulated to the trade and
made available to the public is materially improved, better
results can certainly be obtained.

Badla Business: The futures price quoted on a particular
market represents the general price-level of the growth or
growths dealt in that market. It is this element of gene-
ral price-level that can be compared with those ruling on
the different futures markets of the world. This is ren-
dered possible only by a net work of communication ser-
vices connected with the futures markets all over the
world. It is in these markets that all the buyers and
sellers of the world meet throughout the working hours
of a trading day and exchange their views regarding
prices. As aresult, allowing for the cost of transport, etc.,
plus the difference in quality, cotton prices in different
markets are rendered uniform. This makes it possible to
link together the different markets of the cotton world.
When such uniformity in a particular market is disturbed,
the operators generally known as 'straddlers' try to bring
about the necessary adjustments by operatin% in other
markets. Straddlers enter into badla business between the
different markets of the world and assure that so far as
it can be accomplished by human foresight the coming
events will be reflected on the present price-level before
their actual appearance. Should the price in one market,
considering cost differentials and quality be out of line
with the price prevailing in another, a straddler will buy
in the low and simultaneously sell an equal amount in the
high market. The product is thus caused to flow from a
place where for the moment it fetches low price to the
place commanding a high price. A straddler by a con-
stant watch keeps all the leading markets 'into line' with
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one another. This is an important though most technical
service rendered to the cotton trade by a futures market
to our modern industrial society.

Teji-Mandi Transactions: Although a transaction in Teji-
mandi is not officially recognised in India, it forms a popu-
lar medum of dealing in cotton. No doubt, from the stand-
point of a buyer the teji-mandi transaction is both com-
merci aII?/ healthy and economically sound. Hence, the busi-
ness on leading exchanges in India assumes such a volume
that it affects the trend of cotton prices, especially in Bom-
bay. In what direction the pricefluctuationswill be accen-
tuated depends upon the position of a seller of teji-mandi
contracts. There can be little doubt as to the fact that the
position of the seller of options, as we have explained
above, tends to influence a price-level in a given market.
If a large amount of teji-mandi transactions happen to
accumulate on any one position of any one contract, the
natural sequence is that a seller of options has to buy in
a rising market and sell in a falling market. In other
words, the ogerations of a seller of options help both the
bullish and the bearish trends of prices. We would there-
fore suggest -that the transactions in teji-mandi should be
official ?/ brought under control and a limit be prescribed
on a seller's trading in options. For this purpose, a formal
recognition of teji-mandi transactions is absolutely neces-
sary. But such a recognition must be qualified by a pro-
viso that in order to restrict a seller's dealings, rules should
be framed imposin% the maximum limit of amount and
guantity beyond which he cannot sell options on a parti-
cular position of a particular contract.

Speculation: Recognising the value of hedging and con-
tinuous price quotations on a futures market, the specula-
tive transactions must be regarded not only as inevitable
but also as desirable operations. Similarly, the existence
of continuous price quotations pre-supposes the existence
of a speculative market. If it were not for the futures
market and the existence of professional dealers, the vast
quantity of cotton lying in godowns amounting to crores of
rupees would not be available for business purposes except
in a very crude manner. By the existence of a speculative
market, a commodity is rehdered less expensive, because,
the margin of profit is cut very fine. The fact of an open,



278 FUTURES TRADI NG AND MARKETS I N COTTON

market with quotations freely distributed, keeps both the
producer and consumer in close contact with the price-level
resulting in the narrowest of the handling charges. Traders
are enabled to do more business with less capital, for,
bankers are willing to enlarge greatly the volume of credit
on commodities dealt on a futures market. In any field
of business activity, the element of risk is generally repre-
sented in price. The greater the risk of the dealer, the
wider his margin of profit must be. A dealer who can rid
himself of the risk incidental to price hazards can afford
to do business on a small margin of profit." In the absence
of a futures market spot transactions would need to be
made at somewhat wider margins. It is only due to the
existence of a speculative market that prompt and ample
finance are forthcoming and the marketing is rendered
cheap as well as easier. But for the quality of liquidity,
the banks or financiers would be reluctant to finance the
movements of the crop. The element of liquidity provides
a banker with an ever-ready market in futures and gives
him confidence that he will be able to sell cotton at a mo-
ment's notice and get his money back should the necessity
arise. The liquidity of futures rests essentially on the fact
that personal risk is largely eliminated. Each member
deals with all others indiscriminately, because, the obliga-
tions of the futures are made transferable.

The general characteristics of a futures contract, though
highly technical in nature, render its form so clear and
simple that it requires no immediate attention of the trader
to greater details. Its upshot is that transactions in futures
are indiscriminately carried out both by professionals and
the public. Consequently, speculation sometimes degene-
rates into gambling. Again, It cannot be denied that under
certain circumstances, the price may be manipulated or
dictated by some operators at the cost of others. While
these circumstances may be natural or artificial and the
shrewd dealers may be taking due or undue advantage of
the situation the fact remains that our market, at tfmes, is
considerably influenced by their activities. The manipu-
lative action of a speculator tends to injure the interests

'Evidence recorded to our inquiry points to the effect that
an average net profit to the Middleman after deducting overhead
charges and interest on capital comes to about one per cent.
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of producers or consumers and sometimes of both. The
modern system of trading in futures, therefore, proves it-
self a convenient scapeg?oat in India, particularly in Bom-
bay, for all the evils of the trade. Abuses of the specula-
tive system disrupt the machinery of legitimate specula
tion in futures on an organised commodity market. They
not only constitute a menace to a futures market but aso
cause grave injustice to an economic institution like the
E.I.C.A. or the K.C.A. Hence, some drastic measures must
be taken before the evils of speculation gather momentum
to interfere with its benefits.

Our suggestion to suppress the inordinate speculation
that is going on in Indian markets are:

1. The shortening of the period of clearings, i.e. to main-
tain a bj-weekly settlement if not daily on the leading ex-
changes."

2. The introduction of a system of maintaining a mini-
mum amount of deposit with the clearing house; and

3. The adoption of the compulsory margin system for
clients in proportion to the magnitude of the business put
in.

We believe that sooner these suggestions are put into
effect, the better for the trade in general.

Control of futures trading and marketing: An organised
market provides and enforces rules for the conduct of
business. It also establishes bye-laws for the settlement of
disputes. Such a market is characterised by a compre-
hensive system of rigid rules especially when compared
with a spot market. In a business where producers and
ultimate buyers are so widely scattered, it is easy to appre-
ciate how a lack of rigid and systematic control over the
morale and practices of various individuals constituting the
market would lead to chaos and misunderstanding. Those
dealing in futures need a definite basis of understanding
expressed in established rules, because, the futures con-
tract does not relate to any specific cotton but is a basis

Yt is gratifying to note that after our discussion with the
leading merchants, and operators as well . as due to the present
abnormal (war) conditions, the period of settlement has been
shortened from a fortnight to a week since Sept. 1940. See a0
Appendix A. '
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contract. The multiplicity of rules of an exchange is
largely to be explained by the aim, on the one hand, to
make the contract perfectly general in all its aspects, and
on the other, to make it enforceable at law. In addition, a
futures market provides for the controversy that may arise
from the qualities and from matters connected with ac-
counts, between persons engaged in the trade. A machin-
ery known as adjustment by arbitration is prescribed. It
tends not only to foster high standards of business moralTty
and trade usage but also to minimise litigation. It further
simplifies and even expedites the process of marketing.

One of the main objects of a futures market is to estab-
lish just and equitable principles and to control, promote
as well as regulate the trade in any particular country.
For this purpose, it regulates trading and provides for its
conduct in an orderly manner. It is through an organised
market that various Improvements are affected in the trade
practice and customs. It is instrumental in bringing about
uniformity in rules and etiquette. An exchange also exer-
cises control over speculation when it becomes’inordinate
and wild. In this connection, it will not be an exaggera
tion to say that there is no greater commercial problem in
India than the problem of regulation and control of futures
trading and futures markets in cotton. Our analysis of
this problem, however, points to the conclusion that if the
authorities make up their mind and pursue the question
earnestly the problem is not so difficult as it appears at
first sight. If the Government, once for all decides to
grant an 'effective’ unitary control to the E.I.C.A. the pro-
blem is capable of being easily solved. Of course, the prin-
ciple of unitary control is accepted by the State and em-
bodied in the Act No. IV of 1932 under which the only re-
cognised body is the E.I.C.A. but the pity is that the con-
trol is not made effective. The control Is not effective in
the sense that other institutions whose stake in the trade
IS questionable are allowed to function not only in different
places in our country but aso in one and the same city
like Bombay or Ahmedabad. In conseguence, today, dual-
ity r(zflcontrol exists which is detrimental to the trade as
a whole.

Our submission in this matter is that in order to remove
the troubles of the cotton trade, the unity of control should
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be made effective under the auspices of a single body offi-
cially recognised by statute making all contracts contra-
vening its bye-laws not only void but aso illegal and
punishable at law. Further, in order to put an end to the
panel system which has outlived its utility, the Board of
Directors of a statutarily recognised institution should be
elected by and be responsible to, the general body of mem-
bers. This would tend to do away with the division of
trade into buyers, sellers or brokekrs. It would then cer-
tainly create a wider outlook and better atmosphere for
the cotton trade of our country.

3. FUTURE OUTLOOK FOR A COTTON EXCHANGE
IN INDIA.

However important an economic organisation like a
commodity futures market may be, its shortcomings should
never be lost sight of for the reason that after all, it is aso
a human institution and as such, is subject to man-made
factors. Granting for a moment that the control in India
is made effectively unitary, the problem of regulation of
futures trading and markets will not be completely solved,
because, even If the effective unitary control is vested in a
single democratically constituted body like the E.I.C.A., it
is possible that some of its own members may frustrate
the very purpose of the legislation. Excessive and inordi-
nate speculation could be carried oneven in a single body.
At times, such activities make the market unhealthy by
becoming the cause of violent Price fluctuations and by
rendering the futures contract of little use both as a me-
dium of hedging and as an indicator of the price-level.
Hence, these undesirable activities should be controlled by
legislation. Such activities can be brought under control
by enforcing margins, limiting hours of business, and res-
tricting certain other matters, such as price fluctuations
for a given day, limiting the trading position of an indivi-
dual, etc. This has been accomplished by most of the
foreign leading markets and the authorities have taken
steps to improve the character of trading. In view of this,
we suggest that in India the authorities of a single statu-
torily recognised body should be asked to consder the
advisability of adopting the following measures:

1. The limitation of the price fluctuations.
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2. The limitation on the trading of individuals to the
extent of net long or short position of 50,000/60,000 bales
from the last clearing. This should not apply to hedge
sales and purchases.

3. The publication of such figures as to enlighten the
public at large in matters of volume of transactions, depo-
sits maintained by the partieswith the clearing house and
other Eseful as well as relevant information at least once
a week.



APPENDI X A
NOTE ON
"WAR AND FUTURES

THE declaration of war in September, 1939 influenced
every sphere of our economic activity, some being directl
affected and some indirectly. Those commodities whic
are used as sinews of war, are sublject to direct influence.
Prices of raw materials Particulary of those in which
futures trading is actively carried on took an upward
trend after the outbreak of hostilities. Cotton and jute are
the cases in point. For instance, the price of cotton futures
rose from an ordinary pre-war level of Rs. 160 to Rs. 341.
In course of time, however, the price again dropped to
Rs. 147-8. In view of this, it is of interest to discuss the
prices of cotton on futures markets during the first two
years of the war.

1. COTTON PRICES.

The cotton year 1938-39 opened with Broach at about
Rs. 160/- and it practically closed on 25th August 1939 at
the same level. The fluctuations in prices though varied
were of a limited character. The sudden outbreak of war
in Europe changed the entire outlook. The crisis was the
least expected and it was believed that like the Munich
Pact, some pact would be formulated and even at the ele-
venth hour war would be averted. The Bombay market
was, therefore, staggered at the first impact of war and a
frenzied speculative activity was in evidence. For inst-
ance, the Broach April/May futures contract which stood
a Rs. 158-8 on September 1, 1939 shot up to Rs. 224-8 on
September 15.

If we compare the range of fluctuations during the
months of August and September (the month immediate-
ly preceding the declaration of war and the month imme-

iately following the outbreak of conflict) we find that
PI’ICG variations were most normal during August ranging
rom Rs. 152 to 160 while the same became equally abnor-
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Table* showing immediate effects of war on the price of
cotton futures.
Broach April/May quotations in Rs.

Y ear Opening Noon  After-noon Closing Night Night.
opening  closing

1939 (11-30)  (12-30) (3-00) (4-30) (7-30) (8-30)
7th Aug. 153-4 1544 154-8, 1550 1550 1550

14th Aug. 156-2 156-12 156-12 155-0 155-0 154-12
21st Aug. 151-12 1514 152-0 152-2 — —
28th Aug. 160-4 159-12 160-8 160-0 159-8  159-12
2nd Sept. 162-0 164-0 167-0 165-8 1654 166-10
4th Sept. 174-0 177-12 1880 186-8 1850 182-8
9th Sept. 187-8 1858 186-0 187-0 186-8 183-0
16th Sept. 206-0 208-8 211-0 211-8 211-8 222-0
23rd Sept. 208-0 206-8 207-8 205-8 204-8 202-8
30th Sept. 198-0 194-12 194-0 192-12 192-8 192-8

These quotations were personally collected while at-
tending the Futures Ring, E.I.C.A., with Messrs. Devkaran
Nanjee, Bombay.

mal during September ranging from Rs. 162 to 222. Even
if we take the range of fluctuations for a given day, say,
14th August and 16th September, it is evident that on the
14th August prices varied from Rs. 156-12 to Rs. 154-12, i.e.
a variation of Rs. 2 per day, whereas on 16th September
the movements were violent varying from Rs. 206 to 222,
i.e. a variation of Rs. 16 per day. A further observation
that may be made from the above table is that prices were
ruling at Rs. 160 or so till the end of August, while after
a fortnight they jumped up to Rs. 222 registering thereby
arise of Rs. 62 or 39%. This contrasts favourably with the
variation of Rs. 26-12 throughout the year 1938-39. The
explanation for this phenomenal rise in prices is not far
to seek. The war in Europe was chiefly responsible for it.
The moment the conflagration was ablaze, there was a tem-
porary collapse in the dollar value of the English and
Indian currencies. The £ receded from 432 dollars on
August 31 to 3.83% dollars on September 18, 1939. This
gave a fillip to the bull activity in the cotton market and
prices began to rally fast along with other commodities.
Among other factors the following were mainly responsi-
ble for this steep rise:
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(@) The smaller carry-over from the 1938-39 season,

(b) The smaller crop for 193940 than the previous sea
son,

(c) The technical situation of the market, eg. there was
heavy short position in the market either against
spot cotton or badla business;, and

(d) Teji-mandi transactions.

As aresult of the combination of all these factors as well
as the impetus given by the war the market moved up
from height to height establishing new levels at every in-
terval. Moreover, at every new level the badla and teji-
mandi transactions had to be reversed which in turn sent
prices still higher.

Cotton Prices in 1939-41: When the last war broke out
prices began to decline and it was not until the war was
well along in its second year that prices returned to nor-
mal. The experience of the last war of 1914 created an
impression that prices would collapse in the beginning
owing to war scares and uncertainties. This impression
was fostered and translated into action. But this timei
when the war broke out the position was quite the reverse.
Heavy commitments by way of monthly and annual teji-

'Average monthly price of Broach futures per candy of 784
Ibs. during 1914-15 and 1939-40.

Months 1914-15* 1939-40**
Rs. Rs.
June 289-8 158-10
July 281-0 152-6
August 227-8 146-14
September 212-0 195-6
October 185-8 195-14
November 180-8 229-10
December 175-0 305-2
January 187-0 299-14
February 199-8 265-14
March 224-8 258-4
April 267-0 242-6
May 246-0 229-0
June 240-8 175-6
July 238-8 166-4
August 248-0 178-4

*Based on data supplied by Messrs. Devkaran Nanjee.
**Based on data supplied by Messrs. C. B. Mehta & Co.
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mandi contracts found the market exceptionally short.
Hence, the market was rendered uncontrollable and prices
began to rise by leaps and bounds. In addition, Bombay
was feverishly excited on the steep rise in the Liverpool
market and the fall in sterling. This put our market out
of all relations with others.®

A reaction as a necessary corrective came in October,
1939 when prices declined by about Rs. 40/-, Broach April/
May dropping from Rs. 224-8 to Rs. 184-8 on October 5.
This drop in prices was due mainly to peace rumours from
Europe. These rumours did not take any shape and with
the advancement of war the prices began once again to
rise, touching Rs. 206 on October, 14. On speculative buy-
ing by Bombay and Calcutta dealers, the prices rose to
Rs. 289-8 on November 30 and to Rs. 305 on December 2.
Bombay saw this new high level of Rs. 300 after a lapse of
some years. But the market being unsteady this level was
not maintained for a long time. Following the weakness
in the jute and other markets Broach dropped to Rs. 267,
on December 7. The downward trend was, however, arrest-
ed by better advices from Liverpool and New Y ork which
sent up prices to Rs. 338-8 on December, 18. The season's
peak price of Rs. 341 was reached in the Bombay market
on January 5, 1940. At this stage after a short pause, prices
terminated with a downward move. A bearish tendency
developed because of (a) arrivals from upcountry, (b)
accumulation of stocks and (c) the Excess Profits Tax Bill.
It created a slump in the market and the price of Broach
declined to Rs. 248-8 on January, 30. The threat of labour
trouble in the Textile Industry on the question of dearness
allowance also caused some anxiety. A further setback
in price was registered in March. But it was not until
the month of May that the feeling of nervousness was
brought about in the trade. The market was shocked by

1. Bombay Broach Liverpool/Americans Wed. night New

expected to open expected to open Y ork closing re-
Rs. per candy d per Ib. ceived in Bombay
: on Thurs. morning
cents per |b.
Sept. April/May May May
7 190-8 573 857

21 210-0 571 842



WAR AND FUTURES 287

the news of the invasion of Holland, Belgium and L uxem-
burg and the possibility of some more markets being lost
to Indian cotton. Besides, the closing of the Mediterra-
nean to cargo ships increased the difficulties of export
trade with the U.K. and the Continent of Europe. The
depreciation of the Shanghai Dollar, scarcity of freight
gpace and the difficulty of obtaining exchange permits from
japan further aggravated the situation. The total effect
of this was the heavy accumulation of stocks in Bombay
and Karachi which pulled down the price of Broach from
Rs. 263-12 on May 1 to Rs. 181 on May 22 and to Rs. 168 on
June 6. The news that negotiations in respect of the Indo-
Japanese Trade Agreement were indefinitely postponed
also proved depressing to cotton prices. This accompanied
by the lack of war risk insurance facilities heightened the
burden of hedges. Italy's entry into the war on the side
of Germany, the breakdown of French resistance and the
aggressive activities of Japan in the Far East contributed
to bring about such a demoralisation in the Bombay mar-
ket that the Broach quotation came down to Rs. 147-8 on
July 2, 1940. This was the lowest point touched during
the 193940 season. As a result the entire war gain in prices
was wiped out.

From this point prices took an upward turn. Demand
in the spot market developed which helped to keep prices
firm. Later on, the Government of India announced a
compulsory scheme of war risk insurance. This coupled
with better SPIO'[ demand produced a bullish effect on the
market and the prices on 31st August, 1940 touched Rs.
190-8. On Sept. 2, 1940 Broach April/May 1941 contract
was quoted at Rs. 192. During the four months Sept. to
Dec. 1940 the range of price fluctuations was comparatively
normal varying from Rs. 213-12 to Rs. 181-8. As the crop
began to move the pressure of hedge sales was witnessed
in the market and the price of Broach April/May fell to
Rs. 1758 on Jan. 22, 1941. This was the lowest price of the
1940-41 season. During Feb. and March the tone became
firm. Indian mills were the chief supporters in view of
the fairly large war orders that they were receiving. Japa-
nese houses also availed of this level. Moreover, the out-
look was brightened in sympathy with the prices of Ame-
rican cotton which were improving because of the record
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domestic consumption and the passage of the lease-and-lend
legislation in the U.S.A. In view of all these factors, prices
jumped up to Rs. 200 on March 14 and touched Rs. 249 on
March 24. It was at this time that a squeeze was hinted
at and a heavy rush of all-round buying was noted. In
consequence, the price of Broach April/May, after a slight
recession soared high and stood at Rs. 323 on May 15, 1941.
An interesting feature of the season 1940-41 was the fact
that the JuITy/August 1941 contract which was quoted at a
premium of Rs. 58 over the April/May 1941 contract in
the beginning was now being quoted at a discount of
Rs. 73-12. To meet this extraordinary situation, various
measures were adopted by the E.I.C.A. which we shall re-
view in their proper place. It will suffice to note here that
the Broach April/May contract price had to be finally set-
tled on the basis of Rs. 297 'as fixed by the Board of Direc-
tors on the due date (May 24.)'

In July 1941, prices came down owing to the following
factors:—(i) Import control imposed by the Government
of India; (ii) a circular issued by the Reserve Bank of
India withdrawing the availability of U.S. Dollars for the
payment of differences owed on futures business in the
New York market, and (iii) an order freezing Japanese
and Japan-controlled Chinese assats in India. As a result,
the selling pressure developed in the market and the July/
August 1941 contract was finally settled on Aug. 25, 1941
on the basis of Rs. 230 'as fixed by the Board'. It may
thus be observed that prices during the war are governed
more by political and other factors than by pure economic
considerations or the demand-and-supply situation in a
given market at a given time.

Parity Difference between Indian and American Prices.
If we compare the range of fluctuations in the price of
Broach in Bombay with the range of fluctuationsin that of
Middling in New York, we find that Broach lost all its
normal price relationship with Middling during the first
year of war. The parity difference between the prices of
Broach and Middling, varied from a discount of 149 cent
points for Broach or minus 17.4% in the beginning of Sep-
tember, 1939 to a premium of 147 cent points or plus
14.1% over Middling in the middle of December, 1939. At
this stage, along with the changes in the respective prices



WAR AND FUTURES 20

the Earity difference took a reverse turn and it got widened
to the maximum discount of 457 cent points for Broach
or 44.1% in the first week of July, 1940. It will be noticed
that Broach cotton which was dear by 147 cent points or
14.1% in the middle of December, 1939 became cheap by
457 cent points or 44.1% in the beginning of July, 1940.
This tendency continued during the second year of war.
A gap in the pricespread between the U.S.A. and Broach
cotton widened and became violent by the end of the sea
son 1940-41. For instance, the price parity between the
two cottons widened from 103 cent-points per Ib. on Sept.
5, 1940 to 651 cent-points on Aug. 28, 1941. In conseguence,
our imports of the American cotton during 1940-41 were
reduced by 97% as compared with the imports of the pre-
vious season. Among other factors responsible for this
drastic decline in imports were, of course, the transporta-
tion and exchange shortages.

2. CLEARING.

Period of Settlement Shortened to a Week: A sense of
general fear prevailed in the trade throughout the cotton
year 193940 that the fortnightly settlement clearings
would not go throu?h smoothly during this critical period
of rapid and wide fluctuations. To give only one example,
the fortnightly settlement clearing of January, 29, 1940
involved an amount of Rs. 19740157. This, of course, was
cleared without any dlsturbance establlshlng thereby an
all time record since 1918 But it strained the mind of
traders to a great extent. Hence, members of the E.I.C.A.
requested the Board to shorten the length of time of the
settlement. The Board in their turn resolved with a view
to afford better security to the trade to introduce a system
of weekly settlement since September 1, 1940 in place of
the existing system of fortnightly settlement. The clear-
ing of differences at intervals of every week was a press-
ing need in the interests of the trade.? The ideal to be
aimed at, however, is the system of 'daily settlement'.

1It is mterestlng to note here in passing that an all time re-
cord of Delivery Orders issued on any one day was reached on
May 7, 1941 when 1255 Delivery Orders were issued against the
Broach, Oomra and Bengal hedge contracts as against 921 Deli-
very, Orders isued on Sept. 1, 1922.

2For details refer to Chapter on 'Clearing' in the Text.
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Under the present conditions when wild fluctuations have
become the order of the day, one cannot expect to trade
in 'futures' and accumulate differences over a longer period

of time than 24 hours.

3. WAR MEASURES.

In view of the grave situation created by the war which
threatened the stability of the Bombay market, several
measures were adopted by the authorities.

(i) Ban on Teji-mandi transactions: Among the vari-
ous measures adopted by the E.I.C.A. the most important
was the prohibition of all teji-mandi transactions except
the annual options maturing on 24th March, 1940! This
met with the approval of members as in the then existing
circumstances when prices began to soar high everybody
thought that teji-mandi transactions of shorter duration
would cause wider fluctuations and tend to wupset the
balance of trading or at least, disturb the confidence. On
22nd September the Governor of Bombay issued an Ordin-
ance prohibiting all option dealings in cotton throughout
the Presidency.-* Under this Ordinance, options in cotton
entered into after that date were declared void. Govern-
ment explained that the main factor responsible for the
violent fluctuations was the option business. The Ordin-
ance bewildered the trade in Bombay as the operators
were not prepared for the news in regard to the abolition
of the annual options. Government had also in view the
introduction of a Bill on more or less the same lines ex-
cept that options were to be made a penal offence under
the new Act. The E.I.C.A. made a strong representation
to the Government of Bombay to exempt the annual teji-
mandi transactions from the operation of the proposed Act.
As the Ordinance was due to expire on the 3rd November,
the Bill was published on the 24th October, 1939 embody-
ing the same clauses with regard to options. But the Con-
gress Ministry resigned on 1st November and the Bill was
not put through the legislature. After its usual life of
six weeks, the Ordinance lapsed on November 3, and the
option business was renewed in Bombay.

!Notice issued by the Board of the E.I.C.A. on 15th

September 1939.
2Ordinance 11 of 1939.
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Prices of raw and manufactured jute in India were soar-
ing high and dealers in jute had an opportunity to make
money. These war-profits had to be profitably employed
somewhere and cottoncarried itsown investment e%opeal.
A heavP/ volume of teji-mandi option was entered into
particularly by speculators from: Calcutta side. An un-
ending spiral of higher and still higher prices was the
result. Hence, the Ordinance was enacted and all option
dealings including annual teji-mandi transactions in cot-
ton were declared void under an Act made by the Gover-
nor of Bombay on the 11th December 1939.'" The provi-
sions of the Act aso apBIied to the partially excluded
areas in the Province of Bombay. The Act aroused some
indignation from the trade.> While the desirability of
checking an unhealthy speculation in cotton is recognised
b%/ all, opinion on the question of abolishing the practice
of option dealings is divided. Some are strongly opposed
to its abolition, particularly the annual teji-mandi busi-
ness. With a view to_ avoid repetition of what has been
said by us in the text,> we may conclude that the correct
remedy to prevent violent fluctuations in cotton prices is

*Act No. X XV of 1939: an Act to provide for the Prohibition of
options in cotton and for certain other purpose in the Province
of Bombay. It was explained in the Official communique that
"the effect of options is to exaggerate price movements. It hap-
pens that, at present, as a result of option busness, the upward
movement of prices has been exaggerated and prices have risen
above parity. But it is possible that during the next few months
there may be a reaction and prices may tend to go below parity;
and in that event options will exaggerate the downward move-
ment with the same violence with which they have forced up
prices at present. That will be definitely against the interest of
the cultivator. For these reasons, His Excellency considers that
it will be in the interests both of the cultivator and of the trade
to stop options."

As for the apprehensions that options would exaggerate the
downward movement with the same violence, the cotton grower
and the trade might inquire why a similar ban on options had not
been imposed during the long period of depression. The impres-
sion therefore, is that the Act aimed at preventing cotton prices
from rising. If it be s, it is deplorable and the Board of the
E.l.C.A. feel that they must lodge their emphatic protest against
this action." Sir Purshottamdas Thakurdas. Times of India, 14th
December, 1939. .

*Refer to Chapter on Teji-Mandi or option business.
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to regulate teji-mandi transactions, especially annual
options.

(ii) Other measures. The other measures taken by the
E.I.C.A. during the first year of the war were (a) timely
warning by the President against over-trading, (b) res-
trictions on forward sales of Jul%//August and July con-
tracts by a member without a sufficient cover, (c) calling
in of statements of outstanding business and (d) the hours
of trading on working days except half holidays were fixed
from 12 noon to 530 p.m. with effect from May 15, 1940."

Quite a different set of measures had to be adopted by
the authorities to meet the extraordinary situation that
was developing from time to time during the second year
of the war. In the middle of the season 1940-41, it was
apprehended that a corner in the Broach April/May con-
tract was being engineered by some of the traders and
at least a squeeze was within the vicinity of a shrewd dealer.
The Board of the E.I.C.A. realised the gravity of the situa-
tion. Consequently, with a view to bring about the ease
in the market, they adopted the following measures.—(a)
A notice was issued drawing the attention of the trade to
the clause giving powers to the Board to deal with Cor-
ners or 'bear raids' in any and every kind of cotton, Eb;
trading in new crops was opened earlier than May, (c
the fixing of the daily rates was undertaken by the Board,
(d) the trade was given a warning not to accentuate the
July/August position any further, and (e) the prices of
Broach April/May and July/August 1941 contracts were
fixed by the Board on the due dates at Rs. 297 and Rs. 230
respectively.

All these measures, it should be noted, have beep suc-
cessful in realising the desired effects to a certain extent
which helped the market to settle down under the prevail-
ing conditions to what may be regarded as 'normal’.

(iii) Suggestions from the Cotton World: As men-
tioned above, the order freezing the Japanese assets in
India and later on the declaration of war by Japan on the

'Under the Defence of India Rules, the Government of India
appointed a special Price Advisory Officer for cotton in Bombay
in March, 1940.
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Allies have aggravated our export situation still further
by reducing the figure to almost nil. As a result, there is
a surplus of about 20 lakhs of bales mostly of short staple
cotton. In view of this, the I.C.C.C. and the E.I.C.A. have
suggested some measures to meet the present circumstances.
The most important suggestions are: (1) that the acreage
under cotton should be reduced by 50%, (2) that food-
stuffs should be substituted for cotton, (3) that the long-
staple varieties should be replaced wherever the short-
staple cotton is growing, (4) that the Government of India
should come to the rescue of the cotton grower by pur-
chasing the short-staple cotton, and (5) that a new hedge
contract should be framed,* to remain in force during the
war, for the purpose of trading on the E.I.C.A. so that the
solution to the problem of the disposal of the short-staple
cotton may be facilitated by the trade in general. These
suggestions are receiving due consideration at the hands
of the cotton interests and the Government of India.

4. CONCLUSION.

From the above brief review of the 'Cotton futures dur-
ing the first two years of the War' the principal points that
may be observed are: (i) that the immediate effect of war
of 1939 was a sudden rise in prices, (ii) that this time the
prices went up with the outbreak of hostilities and a climax
was reached in January 1940, while during the war of 1914
prices in the beginning and for sometime during the year
went down, (iii) that options should be recognised and
brought under regulations of the E.I.C.A., and (iv) that
taking both the years together it may be said that it was
undoubtedly a trying time for the Cotton Trade. In spite
of this the fact which needs no conviction remains that
the futures market in India’ hasstood up to its many em-
barrassments in a most befitting and noteworthy manner.

'Report of the Special Sub-Committee of the Hedge Contracts
Sub-Committee: 23rd March 1942.

’In England, the Liverpool Cotton Association has been closed
for private trading and British cotton firms are now acting as
agents to the U.K. Government. Similarly, Egypt had aso to close
the Cotton Exchange at Alexandria.
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QUESTIONNAIRE.

Hedge Contracts—one or several.

(A) 1.
B) 2.
3.
4,
(C) 5.
6.
7.
8.
(D) o.
10.
11.
12.
13,
(E) 14
15.
16.
17.
(F) 18
19,

Does Hedge Contracts System safeguard the
position of the User?

Is it true to say that Hedge Contract is nothing
but a 'paper contract'?

Do you think that if there is only ONE hedge
contract, it would greatly reduce speculation?
Is the existing machinery of hedge contract
satisfactory to all the Interests?

What would make a hedge contract system an
IDEAL one for a country like India?

When do you make use of the hedge contracts?
Under what circumstances do you employ dif-
ferent contracts for hedging purposes?

Kindly distinguish hedging FROM speculation.
What led to the system of futures contract?
What group—(a) Buyers (b) Sellers (c) Traders
played the most important part in its evolution?
Do you agree to the statement "Futures contract
is a sellers' contract and therefore one-sided"?
Should the futures contract be used as an aid to,
or, as a means of, 'distribution of cotton'?
Please state, why are only a small percentage of
futures contracts entered into, ever liquidated
by the actual delivery of cotton?

Does a system of call serve any specific purpose
of all the parties concerned?

Will you kindly point out its advantages and
drawbacks?

Please state when do you make use of the sys
tem.

Kindly suggest, if you can, any better device.
Do the cultivators avail themselves of the facili-
ties offered by hedging?

What is your average turn over in, (a) Hedge
contracts (b) Forward transaction?



Prices.

(A) 20.
21.

(B;

(C)

(B)

(©

22.
23.
24.
25.
26.
27.
28.

29.
30.

31.
32.
33.
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Kindly state the main factors affecting Price.
Are there any other subsidiary factors affecting
price? If so, please state the same.

Is there any connection between the Spot and
Futures prices?

Are the futures prices governed by speculation,
sentiment or actual supply and demand?

Are the forward transactions responsible in
keeping the Prices 'up' or 'down'?

Can speculation put up a price contrary to the
dictates of Supply and Demand?

Do the World markets influence the price of
Indian cotton.

What is the influence of Exchange Ratio on the
price of our cotton?

How far do the political situation as well as the
international situation affect the price?

Kindly state how Parity is worked out?

Does it affect the buying and selling operations
in different markets?

Please explain the straddle business.

What is its influence on the price of cotton?

Is there any relation between 'Straddle' and
'Parity'?

Teji-Mandi Operations.

What are the Teji-Mandi operations?

Please explain the procedure followed.

Do they serve any trade purpose?

Are they, in any way, harmful to the user?
Should they be eradicated or maintained?
What is the influence of Teji-Mandi transactions
on the determination of price?

Are they of any advantage to the agriculturists?
What is their utility to the mills?

What are the moral, social and economic effects
of these operations on the community?

Kindly say, why they are not recognised by the
East India Cotton Association, Ltd.

What js the legal position of the buyer and
seller under the Teji-Mandi transaction?
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I'V. Spot and Futures Markets.

45,

Is there any difference in performing the spot
and futures contracts?

V. The Cotton Exchange.

(A) 46.
47.

48.

49,

(B) 50.

(C) 51.

(D) 52.

53.
54.

(E) 55.

56.
57.

Are you a member of the Exchange?

Should the Exchange be a Public or a Private
BODY?

Do you favour the Panel Electorate?

Is the existing Constitution of the East India
Cotton Association, Ltd. conducive to the econo-
mic betterment of the Trade in general?

What should the Government do to bring about
afair and evenly distributed CONTROL over the
cotton Trade?

Is it desirable that in a single controlling autho-
rity and in no other BODY should the powers
be vested to control all the dealings in cotton?
What is the Unitary Control?

What is the Monopolistic Control?

Kindly say, out of these two, which do you pre-
fer?

Are you in favour of "free trade"?

Should the . Sister-associations be amalgamated?
Should they be recognised and identified?

V1. Clearing House.

(A)' 58.
59.

60

(B) 61.
62.

63.

Do you make use of the Clearing House?
Please explain the working of it.

Is it the ideal system of clearings?

What is the utility of it to the Trade?

What economic role does it play for all its sub-
scribers?

Can you devise a better machinery than the
existing one?

VIIl. Survey and Arbitration.

(A) 64.

(B) 65.
66.

67.
(C) 68.

Is the system of survey satisfactory?

When do you go in for the Arbitration?

Kindly state the procedure followed.

Is the machinery satisfactory?

Please explain the circumstances under which
its award must be given and regarded as final.

\
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VIIIl. Trading Hours.
(A) 69. Do you favour the maintenance of NIGHT ses
sions?
(B) 70. Should the business hours in cotton trade be
limited from 11 am. to 4 p.m.?
I X. Speculation.
(A) 71. Should speculation be supported or eradicated?
72. Do you favour any sort of control on speculative
transactions?
73. Is speculation conducive to genuine buyers and
sellers?
74. s speculation necessary?
75. Kindly state the advantages and drawbacks of
speculation.
(B) 76. Does speculation, in any way, affect the interests
of agriculturists?
77. Do the agriculturists speculate?
78. Please explain the position of a farmer with re-
gard to speculation?
(C) 79. What is the object of a speculator?
80. Is he out to serve the Community?
81. Kindly state the services performed by the spe
culator.
(D) 82. What is meant by short-selling and long-buying?
83. Should they be allowed or dispensed with?
84. Are they economically healthy?
85. Would you kindly explain their commercial im-
portance.
X. Futures Market.
(A) 8. Do you make use of futures market?
87. Does it serve your purpose?
88. Please say whether it is necessary for the
agricultural commodity like cotton to have a
'futures’ market.
89. Kindly give your opinion on the Organised
Commodity Market.
(B) 90. Are there any ‘undesirable' activities on the
'futures market'?
91. Do you think they are indispensable?

92.

Please state the way in which this 'element' can
be successfully controlled.
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(C) 93.
94.

(D) 95.
96.

97.

99.
100.

(F) 101.

FUTURES TRADI NG & MARKETS | N COTTON

Please explain, what will be the effects of a
lack of 'futures’ market on (a) Agriculture,
(b) Commerce, (c) Industry, (d) Trade.

Can you trace the 'Genesis' of Futures Markets
all over the world in general and in India, in
particular?

What are the functions of the Futures Market?
What is the importance and usage of the
Futures Market to the Cotton Trade?

Can we not do away with the Futures Market?
Does jobbing help the smooth functioning of the
Market?

Should the jobbing be maintained or not?
Kindly give your opinion on the question whe-
ther a division of functions between a Broker
and a Jobber would be beneficial to the trade in
general?

Kindly say whether the Futures Market helps in
financing the Cotton Trade.

Out of 750 copies sent to all those persons or institutions,
who are connected with and interested in 'cotton' all over
the world, 200 replies were received.
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sites of, 25 to 29; Regulation of, 244.
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Objects of E.I.C.A., 43.
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demerits of, 230; ordinance prohibiting, 290; position of sellers
of, 233; special advantages of, 231.
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Panel system: 264, 265n; origin of, 260.
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302 FUTURES TRADI NG AND MARKETS | N COTTON
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