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REPORT OF THE COMMITTEE ON HEDGING THROUGH
INTERNATIONAL COMMODITY EXCHANGES
(Summary of Recommendations)

Boosue of Indan  enies
priceriskshasbeenaccentuatedbythe
growing  integration of the Indan economy
withtherestoftheworidandincreasing
voumes of coss border trade.
examinethevariousissuesrelatingto
hedging againstprice riskthrough
Interational Commodity Exchanges, the
Reserve Bank of India appointed a
committeeundertheChairmanshipofShri
R.V. Gupta on “Hedging through
International CommodityExchanges” , with
the dlomng s o reerence:

o commodiy

In oder

TemsofReference

@ Toidentifyimportantimport/export
commodiy goups where price  volatiity
affectsindiancorporates,andwhere
suchrisks can be hedgedthrough
recognised International Commodity

Exchanges,

B To cary out areview of the financal
instrumentsavailable onthe said
Commodity Exchanges, and examine
ther  appropriateness wih reference
the sated obecive  of sk  reduction,
attendantcosts and constraints

© To examnefdently the mpotant  facets
of an appropriate  corporatelevel Risk
Managementpolicy/strategyandmake
suitable  recommendations,  examine the
edtent t which ‘ex ante® and 'ex post

sauinyhericaion G be udetden by

the reguetory  authorties, and fnaly
suggest a set of operational parameters
wih reference t© which the use of such
financial nstuments  can be regulated/
overseen.

O To eamre te rare ad exdent o legdl
impediments, ifany, whichbarthe
reoue o hden eies D nerdiod
commodityexchanges,andthesteps
thet need © betaken n ts behaf

TheCommitteesubmitteditsReporton
November21,1997.

Conclusionsand Summary of
Recommendations

1 Due © te iheent \oaily
commoditymarkets, moreoftenthannot,
entiles assocated  wih these markets are
N geaer need 0 hedge aganst price sk
thantheircounterpartsinothermarkets
includingthose dealinginfinancial
instruments. This  reglisation was perhaps
one of the major reasons for which
instuments  of price risk management were
nigly desed edady for texe nakes

2 Accodng © the insiuiond = w
goveming the tading process,  instuments
of commodity riskmanagementcanbe
classifiedintotwocategories—over-the-
counter (OTC)productsandexchange-
tradedproducts. WhiletheOTCproducts
canbeinnovative andtailor-madein
accordance wih the need of the user, most
ofthese productsfacethe problemsof
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ied oy adbge ety (5
Incomparison,exchange-tradedproducts
ae geredy  hghly  sandadsed

3 Compositionofexchange-traded
commoditieshaschangedovertheyears.
Giventhepresentlevelofavailability,
commodiies that are taded in fures and
options  exchanges can be dassiied in four
boed  caegories. Thee ae : () agoud
and died ocommodies, @ 2 enegy relaed
poduas, @ med ad med poduds,  ad
(v oher commodies. The curert  tend n
commodityexchangesshowsthatamongthe
exchange-tradedcommoditiesthevolume
of enegy products s generaly the highest
fdoned by melds.  Agioulud commociies
comeas adsant  thid

4. Broady speakng there are two types
ofregulationsornormsthatshapethe
fudos o te fuues ad opions nmakes.
The first  set of noms is selfregulating
measures devised and adopted by the
exchangesandotherrelated parties
themselves.  The other form of regulations
comefromthe Governmentbecauseit
assumes the e of apex reguator  and the
supenisor  of commodity exchanges  situated
wihn k& ety Though tee B o uom
unversal  framework  for  regulation of the
futuresexchanges, suchframeworkin
fures edanges genedy  ty 10 esbish
atasparet  and rue based system and take
Seps D guad agadt manplbive  pradioes
andexcessivespeculation.Mostofthe
countries, including the developing
oountries, irespecive o whether tey hae
theirowncommodityexchangesornot,
dov ther domesic enrepreneus 0 aoeess
ofshore  commodity futures  exchanges.

5 h e o te el hoher raes
oftariffsandguartitativerestrictions
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mpoed N Inda onimpats,  pices  of alage
number of primary products broadly folow
the movemens n nematond pices. I te
absence of access o commodily  derivatives,
markedpricefluctuationsintroducean

uncertainty factorwhich affectsthe

Qperational eficency o coporaes.

6 Linii J—— : |
by the Foward Contracts  (Regulation) Act
(FCRA), 1952,the Actgoverningthe
regulationofthecommaodityderivative
makes n te couty, & te B ogat
forIndian partiesto participatein
intemational commodity exchanges for the
pupcse of pice rsk management t  shoud
bepointedoutthattheprovisionsofthe

ik

FCRA 1922, have niadeniod
thatistheyareapplicabletocontracts

ecaed wihn  te hden ey Ben 5o,
the locus of the paty whois enteing into
te cotad B a0 aud for ts  pupcese
fFanihden elly wals D el o Uues
and options  contracts, abet in offshore
o be conssert wih the provisons  of the
FCRA,1952.

7. Aides 15 and 17 of the Act spediy
therestrictionsthattheGovemmentcan
impose under the Act on foward contracts
in commodiies. In the context of options,
Article19SectionlVoftheActhasputa
banket  prohiotion on ay such transadion.
However,  irespecive o aher povsions o
the FCRA 1952, Aide 27 Sedon M of te
Actempowersthe CentralGovernmentto
exempt, subect to such condiions
bespecified,anycontractorclassof
corads fom operaion o al o ay o the
povsons of the Ad Theefore, trough a
natiicaion n aGazee uder Afide 27 d
the FCRA 1952, the Cental Govermnent can
allowIndianentiesaccesstooffshore

furesopions produds.,

as may
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8 Proetisk B audon o te edat
o whch copoates ae pice tkes and the
extenttowhichinput/outputpricesare
volatile. Onthis basis, groups of Indian
importersicoporates exposed to pice risk
can be identiied Pogessve  dereguiation,
reduced rEevance o pice  nfuendg Sae
interventions and the  consequential greater
role ofmarketforces,hasmeantmore
uncertainty in asset prices. Viewed thus,
ogvng feedom 0 hedge aganst price  risks
5 annegd pat o the pooesss of econonic
reom  and beasaion

9.Aconsistentpolicy-stanceontisk
management should not differentiate among
different types of nsk. If companies can
accessoff-shorefinancialmarketsfor
to ofshoe  denvative products  shoud be
permittedtothose seekingtoreduce
commodity price risk. Hedgers and
speculators(traders)asparticipantson
fuures makets have different objectives;
there is, however, a measure of
interdependence betwveen these two sets of
playerswhich hasto be recognised.
Reguation of fuues makes shoud srke
abaance beween te neress o tese wo
players.Regulationofoverseasfutures
marketsandexchangesis,however,the
responsiiity of the counties  where such
markets are domicied. Indian  regulator's
areacofconcermwillnotextendbeyond
ensuing ordedy use of select derivative
poduds  for the pupose of sk  management
ay

10. Successil  hedgng requies tat  two
pre-condiionsmustbesatisfied—(@)the
newpositionassumed onthe commaodity
exchange seekstoaddressagenuine/
adhenic  undeing sk and () te hedge
transactioniscorrectlyexecutedand
moniored.  In the event ether o bah these
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condions ae not met, hedgng Wl aoquie
aspeculativehueandintheprocessmay

incease the fims  eqosue o sk Three
besc types of hedge operaions  which Indan
coporates ae lkdy 1o use woud be - (A
Offset Hedge, (B) PriceFixing Hedge, and
© Optons. In ofset hedge, the physical
eposue precedes o B coeminus wih  the
financial exposure  assumed on the futures
market. Price-fixinghedgeariseswhen

hedges ae mat bebdg  ter  bods aganst
physical contracts butare securing

(poeding) poiis  on anigpeied busness.
In the process the fim ties to remove the
uncertainelementfromitsbusinessby

buing or seing goods a prices that wil
dlow them to make profis  gven ther own
businesscircumstances. Ithastobe

recognsed tat i physca  exqosue o the
anicpated exent does not materalse, the
firm  wouldeffectivelybeoverhedged/
underhedged. Thereissometimesathin

dividing line between hedging and

speculation. Companies wil have to frame
definite policies onthe matter of

overhedging or underhedging as both are a
fom of speculation, and cdear procedures
have 0 be laid domas o howto get out of
te dEn

1L The supeir  fexdly o gos n
commodty hedging lles in enabing the user
to capitalise on profitable market
movements. Forrisk-reductionperse,
optons do not provide protection that is
superior  to fures : the advatage of the
omer B tet te poed  ioeese N pok
5 not forfeited. There seems t0 be a dear
Justiication onbebee for regiDy  foas
toremainfimiyfixedonhelpingIndian
coporates with authentic  price  expasures
0 acheve riskedudion, and NOTpoentd
price  participation wih a view to making
exta proits. This need be so ony for the
il peiod o about one year o so, which
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coud be termed as Phased. In due course,
as coporates develop ocore ik management
expertse, they can be pemited access 0 a
more sophisticated hedging strategy

combining use of fuures and options.

12, Futures coracts  on Exchanges are
sendardsd, ey D tasad, et widdy
disseminatedtransparentprices,costof
participation is low and there is assured
convenence of moving in and out of market
Theinitialaccessofindianuserscanbe
imed © sandad fuures ootads  issued
bybroker—firmswhichmustbeclearing
members of the Exchange. Abroke—im  that
isaclearingmemberofacommaodities
Exchangehastomeetstricterfinancial
requiements  than those appicable  to non
deaing bokes adae sbed b cgpa
basedpositionlimitsintheExchange’s
contractmarkets. OTCproductsaremore
e adenbetbed D s te Bues
basc rnisks can be eiminated  to an extent
whichmaynotbe possibleforexchange
tradedproducts.Beingnon-standardised,
efficent and sk free use of OTCproducts
s predcaed  upon the usedim  possessing
ameasureofsophisticatedunderstanding
o te podid adte rare o ik ooer t
diods. For cetan tpes of commodly price
isks, efedve  hedgng maynot be possbe
with the help of exchange traded
instruments. DuringPhase-,userfirms
shouldordinarilybepermittedaccessto
exchange traded rsk management products,
whie OTCproducts can be avaled of where
eitherexchangetradedproductsarenct
agbbe o et hedgng B demorstably
nt psse f e b Oy onedaxe
fraded products. However, the relaive  OTC
markets must necessarily have some depth,
iouidiy, tagpaey ad eqisbe  acess.
Duing Phased, use of OTCproducts can be
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resticed
be pemited

13 Hedgng in offshoe  fuues makets
noes oglen oss Fom edange oo
angle,thesecostsandrelatedforeign

exdhange ouions Wl have o be pemited

Costofhedgingcanconsistofmargin

o vala  swgps. OTCG-opions  can
n Phasell

requirements, o guarantees’siand by LCsin
keu theed, o negoiation o aeddmis
withBroker-firmsoperatingoncommodity

Exchanges,transactioncostsincluding
commission, and losses on cdoshg out the
fures conrads  on seffement dates.

14. Where hedging is conducted on of-
shorecommodity Exchanges, theIndian
regulatory  authorities have no roe of any
naturevis-a-visthese Exchangeswhich
fudon  under te juisddord aloly o
theirownregulators. Indianregulatory

authoriies do possess te  ‘hegaive right
b hat paigae ie, fobd awes © te
domestic  users.

15. Derivatives can sometimes generate
highlosses.Whenmeasuredagainstthe
enormousvolumeofbusinessundertaken
in Oervatives woldwde,  these losses hawe
beencomparativelyfewinnumber.Among
factorswhichhavecommonlycontributed
D thexe Isses ae exessve  podion &g
n hoh &k sumes nefeche nemrd
risk management procedures and
operationalcontrols,inadequaciesin
copocie  poy  regadng  use of deivelives
ax, not kas, insuficent udesandg o
the natre and risks of derivatives. There
doesexistanimbalance betweenthe
development/availabilityofsuchfairy
of endusers to fuy undesiand  and employ
the samewithoutcollateralfinancial
damage. Duing the initial ‘ransitional
peiod, te sad imbdance n respedt  of the
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Indian-user (whollynewtothistypeof
activity)couldprovetobeasourceof

conem. Gwen s ocoed,  t does not seem
appropriatetooptforanapproachthat
whollydispenseswitharnyformortypeof

e  sauiy  andrees uoon copoaes
toformulate,implement,and oversee
prudenthedgestrategies. Evenifsome
generalparametersofoperationalnature
couldbeset-outfortheguidanceofend-
usersitwouldnotbeadvisabletoassume
that Inden oopoaes  ineresed
overseaswillbe eithersufficiently
konedgeste o suficenty caell
periodoftransition/acclimatisationis
necessarywhereinthecompanyboardsand
seniormanagementgetanopportunityto
intemalise sk  management techniques.

16. There is substantve  rationde  for
hedge-freedomtobegiventolndianend-
uses N wo dsind Pheses, Phesel,  which
canbeforoneyear(uptoend1998),and
Phasedl commendng from the January 1999.
Phesel, the peiod o acdmisaion, hes ©
poike for amodoum of reglbioy  ovesght
o see that genuine undeying exsts, the

proposed  hedge instuments are  appropriate
n edion  © te saied dogedves and sk

N hedi
A bref

management process sl be in pace. The
reguatory  inppuit in Phased wil  be neiher
nsve nor transadionspedic. The soope

o rglioy  mput duig Phesel can be sad
D onst o) agmpe digene edte
atpre-eligibilitystagetoseethatthe

concemed  copoaie  hes authenic . underying
exposure,  a Cear-cut Board-approved  risk
management policy  has been fomulated, and
the coporate s prepared O put in pace a
weldesgred ssem o memd ocois  ad
ensureperiodicoversightbytheCompany

Board on an ongoing basis, (i) pefiodic
scrutny  of actual  hedge operations  based
principally on Revew repots  put up o the
Board, supplemented by Chartered
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Accountant  Certificates about the adequacy
a dewse o te compenys nerd aonics
andaccountingsystems. DuringPhase-l,

dgage () can be degpensed wih, whie dage
0 @aine wih ass aiy o padk
eqost souiny o adud  hedgegperaions.
Duing Phasel, oopoates can be pemited
aess b exdange taded fuures and seedt
commodityOTCderivatives,ifwarranted.
Exchange-traded options and select
commodity OTCoptions can be pemitted  in
Presel

17. Operationalisation o hedge srateqy
requres enduses t—@) keep tack of the
adequacy of accounting systems and
procedures  to record, summarise and report
te rsls o hedgg opeios () monior
te @ sBEmet s o edd  ad
unregised  gans and losses, (C) determine
te edent t© whch nemd  opeaiond  ad
accounting  controls  can be reied  upon to
preventunauthorisedtrading. Boardof
Drecs (o s equivaen) and the senor
management have to be acively  invoved  in
hedge operaions and to accept in witing
can  gedc eyoddies n comedn
therewith. Therearefiveimportantcore
principles for managing dervatives fisk.
These are

@ The boad o dedos (@ 5 equvaen)
shoud esddish ad gopoe  an efiedive
poy for te wse o deivaives whdh B
conssent wih the sraegy,  commercdl
objectivesandriskappetiteofthe
organisationandshouldapprovethe
instrumentstobeused,andhowthey
are o be used,

B Seniormanagementshouldestablish
clearwrittenproceduresforimple-
mening te denaives poicy st by the
Board, covering such matters  as deding
authory, repoing  hes, sk Imis,
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counterparty and documentation
appovals  and vauation  procedures, ad
andeffectivenessunderreporttothe

boad of dredos.

© Seniormanagementto ensure that
derivativeactivitiesare properly
apevsed  ad ae sbed b an efedve
famenok o nemd ocotos and audis
toensurethattransactionsarein
compliance with both external
reguiations (incdluding the capadty to
eer N0 such tasados) ad nemdl
policy(includingproceduresforthe
execution,confirmationrecording,
processing and settlement of
fansadiors)

O Seniormanagementshouldestablisha
soundrisk managementfunction—a
framework  of reporting, monitoing  and
controling a agpeds of ik  valing
exposures, assessing performance,
imts,  sress fesing and contingency
peming

(B Procedures  shoud bein pace to provide
for al adyss o cedd Kk © whh
omganisaion 5 exposed.

Practicalstepsshouldbetakento
implementtheseinaformstitabletothe
pedse doumsances o te user, induding
the size, frequency and purpose of
fansadions.



