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DERIVATIVES

INTRODUCTION

The Securities and Exchange Board of India (“SEBI), vide its circular dated September 29, 2022 (the “Circular”)
permitted SEBI registered Foreign Portfolio Investors (“FPIs”) to participate in Exchange Traded Commodity
Derivatives (‘ETCD) in India. The Circular has been issued at the backdrop of the consultation paper floated by SEBI

on February 24, 20222, (“Consultation Paper”) soliciting public comments on the proposal to allow FPI participation

in ETCDs in recognized stock exchanges and the subsequent press release dated June 29, 2022° (the “Press
Release”). The Press Release permitted the participation of FPIs in ETCDs and discontinued the Eligible Foreign
Entity (‘BFE’) route, which required actual exposure by such EFEs to Indian physical commodities.

BACKGROUND

In 2015, SEBI merged with the Forward Markets Commission (“FMIC’), the erstwhile regulator of the commodity
derivatives marketin India to act as a consolidated financial regulator for equities and commodity derivatives in India.
Since the merger, SEBI has been actively taking steps towards the development of the commodity derivatives market,
one of which was the constitution of the Commodity Derivatives Advisory Committee (‘CDAC’). The main purpose of
CDAC has been to advise SEBI on matters related to the regulation of the commodity derivatives market, which inter
aliaincludes advising the market regulator on steps to boost market efficiency, transparency, and safety, apart from
advising on matters pertaining to delivery mechanism and warehouse related matters and productintroduction in the
commodity derivatives segment.

INSTITUTIONAL PARTICIPATION IN THE COMMODITY DERIVATIVES MARKET

As part of its objective to encourage institutional participation in the commodity derivatives market, SEBI, on the
recommendation of CDAC, opened up the commodity derivatives market to institutional investors in a phased

manner. Starting with Category Ill Alternative Investment Funds®, SEBI gradually permitted EFEs®, mutual funds®, and

later portfolio managers7 to participate in the commodity derivatives market.

FPls participationin ETCDs through the EFE route

Vide Circular No. SEB/HO/CDMRD/DMP/CIR/P/2018/134, dated October 09, 2018° (‘EFE Circular’), EFEs i.e.,
foreign entities having actual exposure to Indian physical commodity markets were permitted to participate in ETCDs
for hedging their exposure. The minimum net worth requirement for such EFEs was set out to be USD 500,000. Such
EFEs were permitted to trade in all commodity derivatives traded on Indian exchanges except for those contracts

having underlying commodity as ‘sensitive commodity’g. Accordingly, the FPIs and Foreign Venture Capital Investors
(“FVCI”) having actual exposure to Indian physical commodity markets and having clear segregation of funds/
securities/commodities under the respective registrations, were permitted to participate in the commodity derivatives
market.

The EFE Circular inter alia subjected EFEs to compliances such as meeting with know your customer (“KYC")
requirements, submission of periodical report to the exchanges, timely submission of declaration and undertaking to
Authorised Stock Brokers (“ASB’), imely submission of application for the renewal of limits in advance before the
expiry of earlier approval from exchanges, and the submission of other documents to ASB, exchanges, SEBI, and
any other law enforcing agencies, as required.

THE CIRCULAR

The Circular while permitting FPIs to participate in the ETCD market through the FPI route, subject to prescribed
conditions, has also repealed the EFE Circular. This has reduced the compliance burden on FPIs, by removing the
requirement of them having actual exposure to Indian physical commodities for participating in ETCDs.

The Consultation Paper had stated that the reasons behind the discontinuation of the EFE regime was that the EFE
Circular never gained the momentum that was expected of it, neither did it prove to be a stimulus for foreign investors
to participate in the ETCD market. SEBI realised that the restrictions imposed by the EFE Circular on participation by
FPIs rather proved to be counterproductive, deterring the EFEs from participation in Indian ETCDs.

Conditions for participation of FPIs

SEBI, in a clear attempt to promote institutional participation in the ETCD market, has now permitted participation by
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FPIs through cash-settled non-agricultural commodity derivative contracts and indices comprising such non- What India’s Transition to New Data

agricultural commodities. This implies that no physical delivery would take place and only the difference in the price Protection Law Means for Global
would be settled. This decision by the market regulator to permit all settlements in cash is expected to enable more Businesses

liquidity in the market while simultaneously reducing the cost and time applicable for contract settlement. January 23, 2025
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The Circular permits FPIs other than individuals, family offices and corporates to participate in eligible commodity

derivatives products as clients. While such FPIs have been subjected to rules, regulations and instructions, position
limit norms as issued by SEBI and stock exchanges, the position limit for FPIs belonging to the individuals, family
offices and corporate category has been keptat 20% of the client level position limitin a particular commodity
derivatives contract. Itis to be noted that the position limit for the latter category is similar to the position limits
prescribed for currency derivatives.

TAKEAWAYS

Introduced as an attempt to do away with the restrictions imposed by the EFE Circular, and to enhance liquidity and
market depth as well as promote efficient price discovery, the Circular is exactly the fillip required by the FPIs to
restore their faith in the Indian ETCD market. However, the market regulator’s decision to allow FPlIs to trade only in
cash-settled contracts restricts them from trading in compulsory delivery contracts.

Additionally, the Circular currently does not permit FPIs from participating in agricultural commodity derivative
contracts, however, taking into account India’s appetite for agricultural commodities, expectedly FPIs may be
permitted to participate in agricultural commodity derivatives in the coming future. Further, since the current exposure
is limited to non-agricultural commodity derivatives, the prices of bullion commodities may also likely see an
increase.

Putting aside certain limitations, including ones mentioned above, the Circular should likely resultin more FPI
participation in the Indian public market, especially of the global institutional players who are engaged in high
frequency / algorithmic trading and trade in the futures and options segment. This development definitely spreads the
wings of the FPIs and is a welcome step in SEBI's movement towards making Indian listed market a center of
attraction for foreign sophisticated investors.

— Ritul Sarraf, Prakhar Dua & Kishore Joshi
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