
Utility of the Futures Market in Cotton 
M G Pavaskar 

The futures market in cotton has been held responsible both for keeping cotton prices too low and thus 
denying farmers their rightful returns and for aggravating the rise in cotton prices. Surprisingly, neither allegation 
has been substantiated by evidence — statistical or other. 

The examination of the utility of the futures market in cotton attempted below provides no evidence to 
support either allegation. On the contrary, the conclusion is that the closure of the market wilt, far from bene
fitting either cotton growers or consumers of cloth, only raise the cost of marketing cotton by denying the hedg
ing facility to buyers and sellers. 

DESPITE the long and chequered 
history of organised futures trad

ing in this country, no business acti
vity is so little understood and so large
ly misconceived as speculation on com-

modity exchanges. In the last few 
years, speculation has often been made 
a scapegoat for aggravating the rising 
trend of prices in many commodities. 
Thus, futures trading in gur come to 
be prohibited in early 1963, in gold and 
silver later in the same year and in 
rapeseed/mustardseed, groundnut and 
groundnut oil in June 1964. The expec
tations of the Government, however, 
were belied on all the three occasions, 
and the rise in prices in these commo
dities was not only not arrested but 
actually reinforced after the closer of 
the futures markets in them. 

The futures markets in cotton have 
so far been spared this sad fate; but 
since last year they too have come 
under fire, albeit not for aggravating 
any rise in price of cotton but for pre
venting such rise and thereby denying 
the farmers their rightful return for the 
commodity they produce.1 Doubts are 
also often expressed about the utility 
of the cotton futures markets, and oc
casionally, a section of the unin
formed public have marched in pro
cession demanding their closure. Amaz
ingly, however, the various allegations 
against futures trading in cotton which 
have never been substantiated by any 
evidence—statistical or otherwise, It is, 
therefore, proposed to examine in this 
paper the utility of futures trading in 
cotton and its influence on ready prices 
with a view to assessing the real impli
cations of such trading. The study has 
been confined to the futures market in 
cotton at Bombay as it happens to be 
the premier futures market in cotton 
in the country.2 

Effectiveness of Hedging 
The principal economic justification 

for Establishment of futures market in 
any commodity is the need for hedging 
in it. Since commodity prices are con
tinuously fluctuating, the risk in mar
keting commodities, especially those 
which involve considerable holding of 
stocks, is necessarily large. The buyers 

and sellers of the commodity, therefore, 
enter into opposite sales and purchases 
in the futures market so that their loss 
in the one market due to adverse price 
change is offset by the gain in the 
other. Speculators, on the other hand, 
enter the futures market to absorb such 
hedge sales and purchases and in so 
far as they enable the buyers and sellers 
of physical commodity to transfer the 
risk of price fluctuations, they perform 
a useful economic function. 

Curiously enough, no statistical data 
is available to indicate the extent of 
hedging activity in any futures market 
in this country. However, the need for 
hedging to the dealers and the stock
ists against either their forward pur
chases or stock accumulations, and to 
the processors and the mills against 
their forward sales of processed or 
finished goods can hardly be disputed. 
The risk of price fluctuations which 
different market functionaries face in 
the course of their trade is very much 
real even under conditions of short 
supply, and any step which seeks to 
avoid or reduce such risk is readily 
welcomed by them. The use of any fu
tures market for the purpose of hedging 
can, therefore, be assumed if the fu
tures contract traded therein is really 
an effective medium of hedging. 

The hedging efficiency of any futures 
contract like the efficiency of any other 
business act depends upon the compa
rative relationship between the returns 
thereof and the costs therefor. A mer
chant would hedge his commitments in 
the futures market so long as the mar
ginal 'net' return anticipated from hedg
ing is more than the marginal cost of 
such hedging. The cost of hedging in
cludes such fixed sums as brokerage, 
stamp duty, interest on margin depo
sits, etc. These are small in all organis
ed futures markets. In the cotton fu
tures market at Bombay, such charges 
altogether account for less than one-
fourth of one per cent of the value of 
cotton to be hedged. An important ele
ment of cost, however, is the differ
ence between the bid and the asked 
price in the futures market at the time 
of placing and lifting the hedge. This 

difference varies directly with the vol
ume of actual hedge and inversely with 
the volume of activity or turnover in 
the futures market. Such difference is 
large when the market is narrow and 
transactions are few, but is very small 
in more active and liquid markets. The 
cotton futures market at Bombay can 
claim to have a very high degree of 
liquidity, since the average daily turn
over in it during the active marketing 
months is in the neighbourhood of one 
lakh bales or more. Hedgers can, there
fore, place and lift their hedges with 
almost nil or little difference in the 
bid and the asked prices. So, normally, 
the total cost of hedging in the cotton 
futures market at Bombay would scar
cely exceed one-fourth of one per cent 
of the spot price of cotton. 

The anticipated return from hedging 
depends upon the extent to which 
hedging reduces the risk of losses in the 
ready market. A study3 of profits and 
losses from hedging in the cotton fu
tures market for the six seasons viz, 
1953-54, 1954-55, 1956-57, 1957-58, 
1958-59 and 1962-631 gave the results 
shown in Table 3 for hypothetical hedg
es of one and two month duration.5 

During these six seasons, the long-
basis hedgers (i e, those who hold 
stocks or make forward purchases for 
delivery and sell in the futures market) 
met with losses in the ready market on 
55 per cent of the occasions on stocks 
carried for one month and on 66 per 
cent of the occasions on stocks carried 
for two months. Their average loss dur
ing these occasions on one month's 
holdings of stocks was Rs 24.65 per 
candy and on two month's holdings was 
Rs 36.12. Hedging reduced their loss on 
an average by 41 and 30 per cent res
pectively. As their average loss in the 
ready market was found to be about 3 
and 4 per cent of the average value of 
cotton (carried for one and two months 
respectively), the net return from hedg
ing was around 1½ and 1¼ per cent 
of such value which was obviously well 
above the cost of hedging estimated at 
one fourth of one per cent. 

As against these hedges with losses 
in the ready market must be set the 
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hedges with gains in the ready market. 
During the six seasons, the long-basis 
hedgers earned profits in the ready mar
ket on their stocks or forward purchas
es on 45 and 34 per cent of the occa
sions of one and two month duration 
respectively. But hedging was unprofit
able on these occasions as not only 
they lost their gains in the process of 
hedging, but incurred fresh losses 
amounting to about 1 and 1¾ per cent 
of the value of cotton hedged. If ac
count is taken of the profits in the 
ready market which would have accru
ed to them had they not hedged in 
the future market, the 'net' average 

loss to the long-basis hedgers on these 
was almost 6 and 8 per cent of the 
value of cotton hedged for one and 
two months respectively. On all the 
hedges (with both profits as well as 
losses in the ready market) therefore, 
the 'net' average return to the long-
basis hedgers was found to be negative 
being approximately (—) 1 per cent. 
On the other hand, since losses to the 
long-basis hedgers are necessarily gains 
to the short-basis hedgers (i e, those 
who buy in the futures market against 
their forward sales for delivery), the 
net average return from hedging to 
such'short-basis hedgers was found to 
be positive by one per cent of the 
value of cotton purchased in the future 
market. In conclusion, therefore, it 
may be stated that while the cotton 
futures contract at Bombay provided 
adequate hedging protection to the 
short-basis hedgers (like mills and 
those merchants who make forward 
sales of. cotton to mills on delivery 
contracts), it discouraged indiscrimin
ate long-basis hedging on the part of 
cotton merchants and stockists. 

However, though the average 'net' re
in m from hedging to the long-basis 
hedgers was negative, it should be re
cognised that in the actual practice of 
hedging, it is futile to rely solely on 
such average 'net' return for assessing 
the expected return from hedging. The 
empirical validity of the average 'net' 
return derived on the basis of uniform 
hypothetical hedges is based on two 
assumptions, neither of which arc true 
in the real world. Firstly, it assumes 
that the total volume of stocks held 
by the trade is always the same 
throughout the year. In fact, however, 
the unsold stocks with the trade vary 
from time to time, and the incidence 
of hedging losses is infrequent when 
stocks to be hedged are large. This is 
so because large stocks have always a 
bearish influence on the futures price 
of a commodity. Secondly, the concept 
of average 'net' return assumes that 

hedges are placed and lifted indiscri
minately without taking any view of the 
market. But in practice, hedges are 
always discretionary and selective, and 
are placed only when the stocks are 
large and the market is expected to 
move adversely to the detriment of the 
heuger, Though, the price expectations 
of hedgers may, at times, prove wrong, 
they are often correct, especially when 
the size of the cotton crop is known, 
for prices are then wholly determined 
by the trend in the mill demand for 
cotton and imports which can be esti
mated with a fair degree of accuracy, 
The more intelligent among the cotton 
merchants and stockists, therefore, do 
make effective use of the futures mar
ket from time to time for hedging their 
stocks or forward purchases particular
ly when they expect fall in the ready 
price of cotton. Thus, during 1963-64 
season, the total tenders of cotton aga
inst the futures contract at Bombay 
amounted to over 43,000 bales. These 
large deliveries (which could not have 
been issued by pure speculators) com
prising different varieties of cotton 
tendered at various upcountry centres 
illustrates the use of the futures mar-
ket by the dealers and the stockists 
even .it times when ready prices rule at 
ceiling. 

Influence on Ready Prices 
Although most of the critics of fu

tures markets readily concede their 
utility for the purpose of hedging, they 

nevertheless denounce such markets 
mainly because of their supposed ad
verse influence on the behaviour of 
ready prices. Thus, it is generally be
lieved that since the futures price of 
cotton is quoted at a backwardation,6 

the futures market imports a consider
able bearish influence on the ready 
price of cotton. This belief is based on 
the oft-repeated assumption that fu
ture price is the expected spot price 
during the delivery month of the fu
tures contract. A lower cotton futures 
price is, therefore, interpreted to imply 
that the consensus of market operators 
believes that the ready price of cotton 
is likely to decline til l the delivery 
month. As such expectation discourages 
holding of large stocks, it is feared that 
the cotton futures market experts a 
bearish influence on the ready price of 
cotton. 

This fear, however, is entirely un
founded. As commonly supposed, the 
backwardation in the cotton futures 
price is not the outcome of bearish 
market expectations, but is the com
pound result of many complex factors 
such as the broad-based nature of the 
cotton futures contract, the convenience 
yield on unsold cotton stocks, the sys
tem of fixing tendering differences at 
PICA, etc. For the purpose of this 
paper, it is scarcely necessary to discuss 
these various factors; suffice it to note 
that market expectations do not play 
any significant role in the discounting 
of the cotton futures price. Besides, 
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from the data presented in T a b l e d 2 it 
may at once be realised that the lower 
cotton futures price does not precipitate 
any unloading of cotton stocks as ex-
pected ; but, on the other hand, trade 
and industry generally accumulate 
stocks as the futures contract progress
es towards its maturity. Evidently, the 
Cotton futures market does not have 
any depressing influence on the ready 
price of cotton, 

The question that may then arise is: 
Does the cotton futures market aggra
vate the rising trend in ready cotton 
prices? It is true that the futures price 
of cotton rises relative to the ready 
price over the length of a futures cen-
tract. But this rise is merely a technical 
corrective to the large backwardation 
that is witnessed in futures price at the 
commencement of trading in each de
livery, and could not he termed as a 
price aggravating influence. Such rise 
in futures price is expected because the 
futures market must reach the level of 
the ready market before the futures 
contract eventually goes off the board. 
In so far as the cotton futures market 
follows this expected behaviour, the 
cotton futures price does not appear to 
influence the level of the ready price, 
but is itself influenced by the latter. 

It should, nevertheless, be recognis
ed that, at times, in a future market, 
some of the unserupluous operators do 
attempt to manipulate prices through 
speculative excesses especially when 
deliverable supplies are scarce. But 
thanks to the vigilance and the regu
latory curbs imposed by the Forward 
Markets Commission, such opportuni

ties for manipulation are now few in 
all commodity futures markets. More
over, in the cotton futures market, the 
fact that many varieties of cotton 
could be tendered against the futures 
contract itself deters the operators 
from accumulating heavy 'long' posi
tions. Besides, the effect of all mani
pulative activities is necessarily short
lived and is generally restricted to only 
the delivery month. In fact, for last 
several years, the total outstanding 
business in the cotton futures market 
has rarely exceeded even 2 lakh bales 
and is usually less than one lakh bales 
when the futures contract enters its 
delivery period. In a commodity with 
an average crop of over 50 lakh bales 
(of which over 80 per cent is tender-
able against the futures contract), such 
small outstanding business can hardly 
make any serious dent in the price 
level particularly when at no time he 
unsold cotton stocks in the country are 
less than 7 to 8 lakh bales. 

As against its supposed adverse in
fluence on the ready price, there is 
some reason to believe that the cotton 
futures market may have partly reduc
ed the seasonal variations in the ready 
price. A recent study of seasonal varia
tions in wholesale prices of certain 
commodities 7 indicates that the sea
sonal amplitude of wholesale prices 
(i e, difference between maximum and 
minimum of seasonal indices) in com
modities like cotton and raw jute 
which are served by well-knit futures 
markets is much smaller than in ma
jor food crops like rice and wheat 
which have no organised futures mar-

* Expressed as percentage of the average ready price of the basis variety. 
@ The average stocks for the same months differ from delivery to delivery 

because averages for each delivery do not represent the same years, but 
represent only those years in which the respective deliveries were actually 
traded. 

kets. In fact, amongst the individual 
commodities, the average seasonal am-
plitude of wholesale prices for the pe
riod from 1951-52 to 1964-65 was the 
lowest for raw cotton, being only 4,2 
per cent. It is further significant that 
the actual seasonal band in cotton 
prices has steadily narrowed over the 
last 14 years from 4.5 per cent during 
the period from 1931-52 to 1955-56 
to 3.7 per cent for the period from 
1961-62 to 1964-65. Although several 
factors, besides futures trading in cot
ton, may account for the narrow sea
sonal swing in cotton prices, the avail
able data clearly indicates that the func
tioning of the cotton futures market has 
in no way heightened the seasonal varia
tions in cotton prices as is often alleg
ed. Evidently, the conflicting supposi
tions that the cotton futures market 
functions against the interests of ei
ther the cotton growers or the mills 
arc scarcely well founded. 

Conclusion 
As a hedging medium, the cotton 

futures market at Bombay offers ade
quate protection to all short-basis 
hedgers, The long-basis hedgers also 
receive some protection, provided their 
hedging is selective and discretionary. 
On the other hand, as commonly sup
posed, the futures market does not ap
pear to have any bearish influence on 
the ready price of cotton and there
fore can have no adverse impact on 
the price received by the farmers. 
There is also no evidence to indicate 
that the cotton futures market has ag
gravated the rising trend in ready pri
ces during the last few seasons. De
monstrably, therefore, none can gain
say that the closure of the cotton fu
tures market would, far from benefit
ing either the cotton growers or the 
consumers of cloth, only tend to swell 
the cost of marketing cotton through 
denial of hedging facility to the diffe
rent market functionaries whenever 
such facility is needed by them. 

Notes 
1 The Government of Maharashtra 

appointed last year a Study 
Group on Forward Markets in Cot
ton with M B Ghatge as Chairman 
to enquire into these allegations 
against the cotton futures markets. 
The report of the study group is 
still awaited. 

2 Besides Bombay, futures trading in 
cotton is at present also conducted 
at Ahmedabad; but the activity 
there is much smaller than that 
at Bombay. The futures market in 
cotton at Akola is inactive. 
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