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Forward Markets in Conditions Of Short Supply 
M G Pavaskar 

In a developing economy, which has not discarded the market mechanism, the uses of forward markets far 
outweigh their abuser, even under conditions of short supply. 

When supply is inadequate and demand is strong, a rise in price is inevitable whether a forward market 
exists or not. The closure of the forward market in such circumstances not only will not give any relief, but is likely 
to reinforce the rise in price owing to a possible hectic scramble for the available supplies in the absence of any 
hedging medium. 

On the other hand, if forward markets are operating, effective curbs could be imposed through the levy of 
special margins or through fixation of limits on trading and open interests. As a result it would be possible to reduce 
the elasticity of futures prices so that the stabilishig influence of forward markets could be brought to bear on 
ready prices, while retaining the forward markets' function as effective hedging media and reliable barometers of the 
trend of market forces. 

COMMODITY futures markets 
are institutions designed by the 

free market economies for facilitating 
transfer of risks flowing from price 
uncertainties which cannot be cover
ed by any other means of insurance. 
Such markets exist mostly in agri
cultural commodities which are grown 
seasonally, but are sold round the year. 
It follows that the bulk of hedging on 
forward markets take the form of 
'sales' against accumulated stocks. 
The well-known Keynesian account of 
"normal backwardation" in forward 
markets relies for its validity on this 
hypothesis. But the prevalence of 
'short' hedges also presupposes the 
existence of conditions of surplus sup
plies and scare of price fall. Perhaps 
this fact explains the rapid growth of 
forward markets in many countries of 
the world during the latter half of the 
nineteenth and the early twentieth 
century, when commodity markets 
were marked by repeated fears of cy
clical depression. 

In India under inflationary condi
tions and with supplies from agricul
ture falling far short of demand, seri
ous doubts have been raised about the 
utility of forward markets. It is, 
therefore, proposed to examine in this 
article, both theoritically and empiri
cally, the utility of forward markets 
under conditions of short supply. 

Perfect Market: A Condition 

Forward markets do not exist in all 
commodities; only those that are cap
able of attracting adequate speculative 
activity are favoured for trading in 
"futures". The existence of a 'per
fect' market in a commodity is by far 
the most important pre-requisite for 
speculation. This condition is satis
fied by commodities, the supply of and 
demand for which are (i) large, (ii) 
uncontrolled and (iii) uncertain. Large 
supply and demand promote a conti
nuous and orderly market, and pre

vent any individual or individuals 
acting in concert from getting a do
minant: hold on i t . Secondly, effec
tive control by a governmental body 
or a private agency—over cither the 
supply of or demand for a commodity 
reduces the futures market in it to a 
farce, as the price of such a commo
dity could be raised or reduced at the 
wil l of the controlling authority. 
Finally, if supply and demand are 
both certain or capable of being de
termined in advance, prices automa
tically adjust to changes in either of 
them, without the intervention of any 
organized market machinery. It is, 
therefore, only when the supply of and 
demand for a commodity are large and 
both uncontrolled and uncertain that 
the interplay of diverse economic 
forces brings about continuous fluctu
ations in prices, attracts speculation 
and paves the way for the establish
ment of a successful futures market. 

Shortage of Supply No Bar 

But is surplus output of a commo
dity also a necessary pre-requisite for 
futures trading? The reference to 
'large' supplies in the preceding para
graph does not imply that supplies 
have to be larger than demand. What 
is necessary for the successful organi
zation of a futures markets is that the 
supplies of the commodity selected for 
futures trading should be large enough 
in the absolute sense so that no sec
tion of the trade can easily lay hands 
on all or substantial portion of the 
marketable surplus in it and hold the 
market to ransom. In fact, the need 
for the element of 'uncertainty' in sup
plies clearly visualises the case for 
futures trading in a commodity which 
faces years of both serious shortages 
as well as abundant supplies. It is only 
then that a futures market—on which 
are focused the present as well as pro
spective forces of supply and demand 
—acts as a prime regulator of con

sumption, adjusting the needs of the 
community to availability of supplies. 
It is manifestly clear that so long as 
the free market mechanism has not 
been displaced as the medium of the 
allocation of supplies, a futures mar
ket remains, wherever possible, the 
only suitable method of adjusting 
consumption to supplies. In theory, 
therefore, there is sufficient: economic 
justification for opening futures mar
kets in commodities facing shortages 
so long as appropriate measures ar^ 
taken by the authorities in charge of 
such markets to prevent: the growth 
of manipulations and corners on the 
exchanges. In fact, the danger to die 
market from the anti-social practices 
of manipulations and corners exists 
even when futures trading is permitt
ed in commodities with large 'surplus
es', though the danger then operates 
on another side of the market and from 
the opposite section of the trade. 

The economic functions of a futures 
market are usually summarised under 
two broad heads, viz, (i) the hedging 
function, and (ii) the market-making 
function. The hedging function, offers 
the services of insurance to the trade 
,against the risk of adverse price vari
ations, while the market-making fun
ction (consisting of accurately record
ing the prices to the prospective con
ditions of supply and demand) facilit
ates smooth distribution of goods from 
the stage of production to that of the 
ultimate consumption. 

The Need for Hedging 

In a steadily rising market, the need 
for hedging is most acutely felt by 
the exporters and the forward sellers. 
In this country, in a number of com
modities such as jute goods, oilseeds 
and their products, pepper, raw-cotton 
etc, export sales are often made 1 to 
3 months or at times even as many as 
3 to 6 months in advance of the 
actual shipments. Locally, forward 
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sales of oilseeds, oils as well as oil
cakes or of raw-cotton, raw-jute, etc, 
are also frequently made to the or
ganised sectors of industry nearly 6 
weeks to 3 months prior to their 
eventual fulfilment by delivery. It is 
apparent that in all such cases, the 
forward sellers—exporters or inland 
sellers—assume considerable risks in 
respect of both the availability of the 
commodity and its prospective price, 
unless they are in possession of the 
commodity or purchase it forthwith 
from the ready market. Whenever, 
therefore such forward sales are 
effected either in the local market or 
for export, the sellers invariably find 
it convenient to hedge them through 
purchase of an equivalent quantity of 
futures contracts whose maturity coin
cide most nearly with the period of 
consummation of the actual sales. 
Later, when they buy the ready com
modity to meet their forward com
mitments, the hedges in the futures 
markets are removed by liquidating 
the futures contracts. 

Its Extent 
Of late, the need for effective hedg

ing by exporters has assumed signi
ficance in view of the importance of 
export promotion in our economic 
policies. During the last few years, 
the Government has deliberately 
boosted exports of a number of agri
cultural commodities and their finish
ed products, especially oilseeds and 
oils, even at the partial cost of do
mestic consumption. As a result, the 
internal price levels of these commo
dities have become vulnerable to 
marginal changes in their output. On 
the other hand, as the international 
markets in primary commodities have 
swung in favour of the buyers, the 
profit-margins of the exporters are apt 
to be small. In these circumstances, 
an exporter wil l generally not prefer 
to bind himself to deliver abroad 
months hence without seeking a 
prior hedge against the possibility of 
either his commodity advancing in 
price locally, or the sellers refusing to 
give him delivery. In so far as the 
organised forward markets provide 
against both these contingencies, they 
become a useful instrument of export 
promotion in commodities in short 
supply. 

A study made by the present writer, 
on the basis of the available data, to 
ascertain the extent of hedging by 
export houses in some of the oilseed 
commodities and pepper for selected 
periods during the two agricultural 
seasons 1959-60 and 1960-61, revealed 

that nearly 25 to 50 per cent of the 
export commitments in the different 
commodities were hedged in the fu
tures markets'. It wi l l be apparent 
from Table I (which has been taken 
from the aforesaid study) that the 
actual export commitments in respect 
of which hedges were sought in the 
futures markets, either wholly or 
partially-, were fairly large, especially 
in H P S groundnut and linseed oil 
and also to some extent in pepper and 
groundnut oil compared to their total 
shipments during the period. 

The proportion of shipments that 
remained uncovered by hedge was 
large in castor oil during 1959-60, but 
the situation in it also altered during 
3 960-61 when over 40 per cent of the 
export sales were hedged in the futures 
market at Bombay. Besides it is pro
bable that in all commodities, the pro
portion of export sales hedged in the 
futures markets may even be larger 
than that indicated in Col 5 of Table 1 
since the data for the said table was 
collected from the special margin ex
emption claims preferred by the ex~ 
porters to the Forward Markets Com
mission, while some of the exporters 
might have used the futures markets to 
hedge their export sales without seek
ing any exemption from payment of 
special margin for fear that the latter 
course might result in disclosure of 
details of their export commitments. 

More recently (i e, during April and 
May 1964) exporters in groundnut 
meal claimed exemption from payment 
of special margin in the different 
futures markets in groundnut oilcake 

at Bombay and Saurashtra on total 
export commitments for nearly 25,000 
tonnes, and their combined 'long' 
hedge position acquired against such 
commitments accounted for nearly 25 
to 30 per cent of the total open posi
tion in groundnut oilcake in all mar
kets. 

Manufacturers Also Interested 

Apart from exporters, processors and 
manufacturers of end products in diffe
rent agricultural commodities, especi' 
ally oilseeds, have also used the futures 
markets during the last few years to 
ensure their supplies of raw-materials 
in view of the acute shortages in such 
commodities. Thus, it is common know
ledge that many reputed firms of 
crushers and vanaspati manufacturers 
held from time to time fairly large 
'long' positions in futures markets in 
groundnut and groundnut oil during 
the last three agricultural seasons. It 
is true that these 'long' positions were 
often accumulated without any corres
ponding 'short' commitments in the 
end products, and therefore perhaps 
might not be technically construed as 
hedge positions by the authorities. But, 
since the prices of end products do not 
vary over short periods, manufac
turers usually feel it safe to take steps 
to ensure their requirements of raw-
ma te rials at reasonable prices so that 
their normal profits are assured and 
the process of manufacture continues 
uninterrupted without regard to any 
intermittant upsurge in prices of such 
raw materials. Accumulation of 'long' 
position in futures markets serves this 
purpose and also saves the manufac-
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turer both the trouble and expense of 
building up large inventories of raw-
materials. Holding of such long posi
tion by processors/manufacturers, 
therefore, is a perfectly legitimate 
'hedge' activity and has been recog
nised so even in U S A.3 It is under
stood that in 1963, in the groundnut 
and groundnut oil futures markets, as 
much as 10 per cent of the total mar
ket positions were at times held by 
crushers, vanaspati interests and other 
industrial users of vegetable oils in 
the form of such long hedges. 

Role of Forward Markets 

Though, no one can seriously dis
trust the utility of forward markets 
to the exporters, processors and manu
facturers in times of shortages, per
haps the same cannot be said unequi
vocally with regard to their use to the 
dealers and stockists. During the last 
few years, the markets in most of the 
commodities have shown a broad ris
ing trend and apparently, therefore, 
the need for short hedges by dealers 
and stockists seems to have disappear
ed. Yet, such markets have not been 
absolved all the ups and downs that 
are normally witnessed in commodity 
prices. Not only have there been the 
swings in prices from year to year, but 
even within each crop year, prices have 
ofien tended to decline with at times 
even protracted spells of easiness. Evi
dently, the need for 'short' hedges 
has not become extinct; prudent trad' 
ers still prefer to hedge their unsold 
stocks, especially during the imme
diate post-harvest months. In the 
course of my enquiries with some of 
the trade interests in the local oil
seeds market, I found that during 
1962, many dealers and stockists had 
in fact hedged, from time to time, in 
the groundnut and groundnut oil 
futures markets at Bombay and Sau-
rashtra, almost three-fourth of their 
net long commitments (i e, excess of 
unsold stocks and outstanding pur
chases against non-transferable speci
fic delivery contracts over similar out
standing sales) in the two commodi
ties. The position in other years as well 
as in other commodities is unlikely 
to be materially different. 

The economic function of marketing 
or distribution implies creation of time, 
place and possession utilities. Although 
forward market is not a direct link in 
the distributive system, it plays an 
important part in the marketing and 
merchandising of commodities. In the 
scheme of distribution, forward mar
ket acts as an organisation designed 

to assist the markets in physical com
modities in creating the three 'u t i l i 
ties'. 

A forward market serves the same 
purpose and function with regard to 
'time' utility as the physical spot mar
ket serves with regard to 'place' uti
lity. Through price forecasting and 
commodity hedging, a forward mar
ket facilitates the even flow of goods 
from the period of peak marketing 
months to that of lean months with
out causing abnormal variations in 
prices. It also assists the creation of 
'place' utility through arbitrage bet
ween the regional markets. And finally, 
since a forward market helps the pro
cessors, manufacturers, exporters and 
other consumers to place long hedges, 
it ensures supplies whenever required 
and thereby helps in creating the 
'possession' utili ty as well. 

Influence On Ready Prices 

The success of any forward market 
in its market - making function de
pends on its efficiency in directing 
"rightly" the course of ready prices. 
That ready and futures contracts in 
a commodity are closely linked in 
price is a long recognised fact. But 
the economic usefulness of futures 
trading presupposes not only the 
maintenance of this close and intimate 
relationship between futures and ready 
prices, but also the superiority of the 
forward marketing mechanism over 
any other form of market activity in 
determining the values of commodities. 
In other words, to be useful, a forward 
market must act as a true price-baro
meter, reflecting accurately the funda
mental trade conditions - both pre
sent as well as prospective. 

This superiority of forward mar
keting mechanism in determining com
modity prices is clearly demonstrated 
in methods of physical purchases and 
sales in vogue in principal commodity 
markets. Thus, in the cotton trade, 
until a few years back when the cot
ton hedge contract was more realistic 
and representative of the different va
rieties grown in the country, mills 
mostly secured their requirements of 
cotton through purchases on "on call" 
contracts. A typical "on call'' contract 
in cotton specified the variety of cot
ton to be delivered and the amount 
of premium (or discount) to be paid 
over the price of the "Indian Cotton 
Contract" (which is the cotton fu
tures contract traded at Bombay), on 
the same day on which the buyer calls 
for delivery of the cotton. Likewise, 

sales of groundnut are made in many 
parts of the country largely through 
similar "on call" contracts (which are 
styled as "Jangad" contracts in Sau-
rashtra and "unfixed" contracts in the 
South ), whereunder the buyer receives 
delivery of goods forthwith, but is re
quired to pay the price on some future 
date to be fixed at the option of the 
seller and at the rate then prevailing 
in the futures market.4 In the raw 
jute and jute goods market at Calcutta, 
transferable specific delivery forward 
contracts are a common feature of 
the trade, and the jute mills freely 
enter into such contracts on their own 
as legitimate and integral part of their 
business. These transferable specific 
delivery contracts have, for all prac
tical purposes, very little to distinguish 
from the futures contracts and are al
ways influenced by the latter. 

Such a direct and widespread use 
of the futures contracts in different 
commodities by both the trade and 
industry clearly repudiates the com
monly held belief that futures con
tracts are used exclusively by the spe
culative interests. The reliance which 
the trade and industry places on the 
prices of the futures contracts in de
ciding upon their manufacturing as 
well as distributive plans also demons
trates in an unerring manner the role 
played by forward markets in the mar' 
ket making function. The short or 
marginal supply conditions that pre
vail in many agricultural raw materi
als have only tended to enhance this 
type of utility of futures markets, 
since in the absence of any other fore-
casting medium, the processors and 
manufacturers arc apt to frame their 
production lay-outs on the basis of 
prices ruling in the futures markets 
and must also rely on the futures con
tracts in them for fulfilment of such 
plans. 

Steadying Impact 

A manifest concomitant of the mar
ket making function of futures trad
ing is the stabilising influence it wields 
on the prices of commodities subjec
ted to such trading. An analysis of 
elasticities of futures prices attempted 
by the present writer for the last six 
crap years in groundnut, castorseed 
and rapeseed/mustardseed and for the 
last five years in raw jute and jute 
goods confirms that commodity futures 
markets, more often than not, exert 
considerable steadying influence on 
ready prices'. The analysis especially 
revealed that despite the strong inflation
ary pressures in the economy and the 
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acute shortages of edible oilseeds du
ring the last six seasons and of raw 
jute, during the three seasons from 
1958-59 to 1960-61, the forward mar. 
kets had by and large assisted in ar
resting the rising trend in the prices 
of these commodities. It is clear that 
in times of shortages, forward markets 
act as safety valves for the prevailing 
speculative tendencies in the trading 

community, which otherwise assume a 
more serious and threatening form of 
hoarding and thereby aggravate the 
inflationary pressure in the economy. 
The sharp and sustained rise in prices 
witnessed in gur and bullion during 
the last year and more recently in 
groundnut, mustard seed and their oils 
after the total ban on futures trading 
in them, vindicates the truth underly

ing this statement 

The extravagant criticism of futures 
markets which one comes across often 
is aimed really not against specula
tion, but against the manipulative ac
tivities of the trade, although in com
mon parlance, the two terms are often 
erroneously used as synonyms. Specu-
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lation has been defined by Kaldor "as 
the purchase (or sale) of goods with 
a view to re-sale (re-purchase) at a 
later date, where the motive behind 
such action is the expectation of a 
change in the relevant prices relative
ly to the ruling price."' By manipula
tion, on the other hand, is meant 
"concerted buying or concentrated 
selling by two or more persons with 
the object of forcing prices materially 
higher or depressing them inordinately 
through the volume of such sales.": 

Thus, while a speculative purchase or 
sale is made in anticipation of an im
pending change in the ruling market 
price, the manipulators aim at forcing 
a change in price in the desired direc
tion through the volume of their pur
chases or sales. 

'Comers' and 'Squeezes' 
In the early days of futures trading, 

manipulative corners were attempted 
frequently on the commodity exchang
es. The rules of modern exchanges, 
however, are framed deliberately to 
prevent the occurence of such activities 
and to render them virtually ineffectual. 
The fearful corners of the 19th and the 
early 20th century have now become 
almost a relic of economic history; but 
their memories have lingered with us 
and constitute the back drop to the 
often unjustifiably violent criticism of 
speculation. 

Less important than the spectacular 
manipulative corner, but still no less 
real, is the danger from a manipulative 
'squeeze'. A squeeze is a relatively 
small corner, occuring in deliveries for 
some one month or some one grade. It 
usually appears when there exists a 
scarcity of the deliverable commodity. 
The 'long' interests in the market, while 
not desiring the commodity itself, may 
at times stand for delivery to profit 
from the temporary price rise caused 
by the efforts of 'shorts' to hectically 
cover or obtain the deliverable com
modity, and in the process a squeeze 
occurs for a short while. In promoting 
such a situation, 'longs' sometimes 
even withhold supplies of the tender-
able commodity in their control from 
the ready market, thereby inflating the 
ready price which must eventually tum
ble when the delivery period ends and 
the longs dispose of their unwanted 
supplies' 

The danger of squeezes is not pecu
liar to the conditions of short supply. 
"Some—or in fact, most—squeezes are 
inevitable on both the physical and ex
change markets and are not the result 

of illegal manipulation.8 But still, 
scarcity conditions in a commodity sub
jected to futures trading facilitate easily 
the unscrupulous market operators to 
engineer successful squeezes. It is, 
therefore, essential for the regulating 
authorities to be ever vigilant and adopt 
effectively and timely safeguards to 
keep the mechanism of forward trading 
free from manipulative abuses. 

Under the United States Commodity 
Exchange Act, price manipulation and 
attempted manipulation and corners 
and attempted corners are treated as 
offences and subject the offenders to 
punishment by way of fine or imprison
ment or both. Similarly, if the Secre
tary of Agriculture has reason to be
lieve that any person has manipulated 
or is attempting to manipulate the mar
ket price of any commodity, he may, 
upon evidence received, require all 
'contract' markets to refuse such per
son all trading privileges. In order to 
prevent squeezes and market conges
tion, the Secretary of Agriculture has 
been empowered under the US Act to 
provide for a period, after trading in 
contracts of sale of any commodity for 
future delivery in a delivery month has 
ceased, during which contracts of sale 
of such commodity for future delivery 
in such month may be satisfied by the 
delivery of the actual cash commodity. 
The incorporation in the Forward Con
tracts (Regulation) Act, of these and 
other like provisions of the US Com
modity Exchange Act, such as registra
tion of brokers and futures commission 
merchants and power to provoke such 
registration would no doubt go a long 
way in reducing the scare of manipula
tive abuses in this country. Meanwhile, 
the authorities can continue to rely on 
measures such as levy of special mar
gins, limits on periodical price fluctua
tions, limits on volume of trading and 
open interests, etc, which have by and 
large succeeded, during the last decade 
of regulation of forward markets in 
this country, in exercising proper re
straint over the mischievous elements 
of the trade. 

Conclusion 

In a developing economy which has 
not discarded the free market mecha
nism, the benefits that flow from for
ward markets far out .weigh their abus
es, even under conditions of short sup
ply. Trading in commodity futures has 
little organic relation with either ex
cess of supplies of commodities or 
marginal shortage in them. For a suc
cessful organisation of a futures mar

ket, supply and demand no doubt need 
to be large; but the abundance of 
each must be measured only in an ab
solute sense and not in relative terms. 

It has to be realised that when sup
ply is inadequate and demand is strong, 
a rise in price is inevitable whether a 
forward market exists or not, and the 
closure of the forward market in such 
circumstances not only will not give 
any relief, but is likely to reinforce the 
tendency for price rise owing to a 
possible hectic scramble among export
ers, manufacturers and other consumers 
for the limited available goods in the 
absence of any hedging medium for en-
suring supplies to meet their require
ments. On the other hand, if forward 
markets are operating, effective curbs 
could be imposed through levy of 
special margins or through fixation of 
limits on individual or combined mar
ket volume of trading and open inter
ests. The net effect of these and other 
like regulatory measures would be to 
reduce the elasticity of futures price 
so that the stabilising influence of for
ward markets could be successfully 
brought to bear on the ready prices of 
commodities while retaining their func
tion as effective hedging media and reli
able barometers of the trend of inde
pendent market forces. 

Notes 
1 "Hedging against Exports of Oil

seeds and Pepper", Forward Mar
kets Bulletin, September 1963 
(Special Number), pp 196-200. 

2 A l l export sales arc not necess
arily fully hedged in the futures 
market. Instead of seeking a 
hedge in the 'futures', an entire 
export sale or a portion of it 
might be covered through the 
possession or purchase of actual 
goods or by buying in the non
transferable specific delivery for
ward contracts. 

3 The United States Commodity Ex
change Act gave express recogni
tion to such practices of hedging 
on July 24, 1956. Section 4a(3)(C) 
of the Act now provides that bona 
fide hedging transactions in any 
commodity include "an amount of 
such commodity the purchase of 
which for future delivery shall not 
exceed such person's unfilled anti
cipated requirements for process
ing or manufacturing during a spe
cified operating period not in ex
cess of one year: Provided, That 
such purchase is made and liqui
dated in an orderly manner and 
in accordance with sound com-
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mercial practice in conformity 
with such regulation as the Sec
retary of Agriculture may pres
cribe." 
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4 Jawle Forward Markets Bulletin, 
July 1960. 

5 See "Futures Markets Statilise 
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dies, Vol V I I , No 1. 
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