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Why I Still Don’t Like MCX

In August 2013, I had written a blog post titled “Those Warehouse Receipts Again And 
What To Do About Them?” in which I had put down my thoughts on the FT-MCX situation 
at the time. Since then a lot has happened to both the businesses and many well-known value 
investors have bought into one or both of  their stocks.

This post is about my personal thoughts on why I still don’t like MCX.

Warren Buffett’s Letter

On 5 March 1982, Warren Buffett wrote a letter to a US Congressman John Dingell 
objecting to the creation of  the S&P 500 derivative contract. He talked about the negative-
sum game nature of  derivative exchanges. He wrote:

“Exchange brokers, of  course, favor new trading vehicles. Their enthusiasm tends to be in direct proportion to 
the amount of  activity they expect. And the more the activity, the greater the cost to the public and the greater the 
amount of  money that will be left behind by them to be spread among the brokerage industry. As each 
contract dies, the only business involved is that the loser pays the winner. Since 
the casino (the futures market and its supporting cast of  brokers) gets paid a toll 
each time one of  these transactions takes place, you can be sure that it will have 
a great interest in providing very large numbers of  losers and winners. But it 
must be remembered that for the players it is the most clear sort of  a “negative 
sum game.” Losses and gains cancel out before expenses; after expenses the net 
loss is substantial. In fact, unless such losses are quite substantial, the casino 
will terminate operations since the players’ net losses compose the casino’s sole 
source of  revenue.” [Emphasis Mine]

Buffett wanted to demonstrate that the aggregate revenues of  a derivative exchange and 
its members, must equal the aggregate losses of  people who buy and sell derivatives, most of  
whom were gambling.

“In my judgment, a very high percentage—probably at least 95% and more likely much higher—of  the activity 
generated by these contracts will be strictly gambling in nature. You will have people wagering as to the short-
term movements of  the stock market and able to make fairly large wagers with fairly small sums. They will be 
encouraged to do so by brokers who will see rapid turnover of  customers’ capital—the best thing that can 
happen to a broker in terms of  his immediate income. A great deal of  money will be left behind by these 95% 
as the casino takes its bite from each transaction.”— Warren Buffett

Why MCX is Also Like a Casino

Most trading on MCX never results in delivery. Most of  the sellers don’t own the 
commodity they are selling and most of  the buyers have no intention of  taking delivery. They 
just bet on anticipated price movements.

For example, in July 2014, MCX transacted business in gold having an aggregate value of  
Rs 1,15,08,553 cr. At the closing rate of  Rs 27.8 lac per kg, this translates into a total volume 
of  business in gold amounting to about 414,274 kgs. MCX’s report on quantity delivered in 
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July 2014 shows that only 538 kgs or 0.13% of  the total volume resulted in actual delivery. 
See the table below. 

The story is not much different if  you take different periods and different commodities. 
MCX is the functional equivalent of  casino where mostly gamblers gather to bet against each 
other. The casino operator is MCX which takes a bite from each bet facilitated by MCX. 
That bite is the primary source of  MCX’s revenue.

As a group, MCX’s customers cannot win. Between them, its a zero sum game and when 
you consider MCX and its brokers, then, taken together, all of  its customers are losers.

Nebraska Furniture Mart Vs. MCX

The business model of  MCX may be perfectly legal, but, in the end, it’s based on making 
money off people. Is this good for civilization? I don’t think so.

Contrast this casino-type business model with that of, say, Nebraska Furniture Mart, one 
of  Berkshire Hathaway’s subsidiaries. Here’s how Warren Buffett described it in one of  his 
letters:

“Today Nebraska Furniture Mart generates over $100 million of  sales annually out of  one 200,000 square-
foot store.  No other home furnishings store in the country comes close to that volume. That single store also sells 
more furniture, carpets, and appliances than do all Omaha competitors combined.”

“One question I always ask myself  in appraising a business is how I would like, assuming I had ample capital 
and skilled personnel, to compete with it.  I’d rather wrestle grizzlies than compete with Mrs. B and her 
progeny.  They buy brilliantly, they operate at expense ratios competitors don’t even dream about, and they then 
pass on to their customers much of  the savings.  It’s the ideal business — one built upon 
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exceptional value to the customer that in turn translates into exceptional 
economics for its owners.” [Emphasis Mine]

Think about this phrase for a moment: Exceptional value to the customer that in turn translates 
into exceptional economics for its owners. What a combo!

An ideal business is always one which does something good for its customers and also 
makes a lot of  money for its owners. I agree with Mr. Munger who that “it’s much better to make 
a living by being part of  a system that delivers value to the people who are buying the product.”

Sell What is Good for the Customer

Many years ago, Mr. Munger told a story about one of  his friends called Glazer.

“Glazer’s father gave him some wonderful advice that relates to the recent troubles on Wall Street. And Glazer 
loves to tell this story. His father said to his young son when he come back from the war. “Gull, as a general 
principle, I suggest that we try and make our money by selling people things that are good for them. Let’s not 
do gambling casinos or a lot of  other things or products that don’t really work 
for our customers. Lets only sell things that we really believe are good for our 
customer.” Well, Glazer took that advice — and it’s been very good advice for him. And, of  course, he’s 
now a billionaire, too. There’s a lot to be said for the ethical approach of  the elder Glazer.” [Emphasis Mine]

But What About the Pro-Social Functions of  MCX?

Arguments can surely be put forward that there is at least some social welfare that is 
promoted by MCX. For example a recent corporate presentation quotes a study by IIM 
Kozhikode which is said to claim that

“there has been a reduction in the price elasticity in cardamom post introduction of  futures trading and this has 
helped reduce the vulnerability of  cardamom farmers.”

The same presentation also quotes a joint study by IIM Calcutta-NISTADS which claims 
that 

“Mentha oil futures at MCX facilitated the rise of  India as the major exporter of  processed mentha crystals. 
Since 2005, Indian exports displaced the Chinese in international markets, as Indian exporters shifted from low 
value adding raw material export (oil or flakes) to high value added processed crystals.”

Even if  we assume that these claims are valid, they don’t change the underlying reality, do 
they?MCX remains a casino-type business model, overwhelmingly dependent on making 
money from people who have a propensity to gamble. Mr. Munger is right when he says that 

“Gambling does not become wonderful just because it pertains to commerce. It’s a casino.”

and that

“When you mix raisins with turds, you’ve still got turds.”



4

Is Promotion of  Extreme Leverage and Activity Good for Civilization?

Apart from having a casino-type business model, MCX cannot thrive unless its 
successfully promotes both extreme leverage and consequently, activity. All transactions in 
MCX involve huge leverage because margin requirements are very low (5%). Punters, in effect, 
put up only 5% of  the contract value and get a chance to bet on price volatility on the entire 
contract value. It’s the leverage which attracts the gamblers in the first place. Take away the 
leverage, and the punters will go elsewhere to punt. We know that because there is very strong 
negative co-relation between margins and trading volumes. Any time margins are increased, 
the speculative interest reduces.

Indeed the same effect takes place when transaction costs are increased. One reason why 
MCX is suffering in business volumes is the introduction of  Commodity Transaction Tax 
(CTT). Even though the tax rate is just 0.01% of  the value of  the contract, when it was 
imposed, trading volumes collapsed.

It’s in the interest of  MCX to promote more trading because it’s takes a bite from each 
transaction it facilitates. More trading is good for MCX and less trading is bad for MCX. 
That’s quite obvious.

But is more trading good for civilization?

In order to promote more trading, MCX introduced a 1 gm gold contract apart from its 
usual 1 kg contract! This was done to attract “retail clients” because the 1 kg contract was too 
big for them and with the 1 gm contract, they could now afford to make a bet on the price 
volatility of  just a gram of  gold by putting up a margin of  only Rs 90. See extract from MCX 
product brochure below.
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Is it good for civilization that promotes the punting in gold by small retail clients? God 
forbid if  a new client, attracted by the leverage of  19:1 and the small ticket size, made money 
on that trade. Even if  we ignore the fact that if  he made money, then someone else must have 
lost the same amount of  money, what would this win to do to the winner? Would he not want 
to go back and bet some more and then a lot more? And if  he kept making money (for a 
while at least) would he not have delusions of  grandeur and start believing that he doesn’t 
really need to be a cook, or a driver, or a barber, or a guard, when he can make so much 
money, so quickly? What’s the cost to society for promoting gambling?

Many years ago, Warren Buffett penned a wonderful column (“How to Tame The Casino 
Society?”)  in The Washington Post in which he wrote:

“It has always been a fantasy of  mine that a boatload of  25 brokers would be shipwrecked and struggle to an 
island from which there could be no rescue. Faced with developing an economy that would maximize their 
consumption and pleasure, would they, I wonder, assign 20 of  their number to produce food, clothing, shelter, 
etc., while setting five to endlessly trading options on the future output of  the 20?”

In that same column, Buffett proposed a 100% tax on “on any profits derived from the sale of  
stocks or derivative instruments that the holder has owned for less than a year. And apply the tax to everyone, 
including pension funds and other entities that normally are not taxed.”

Of  course that tax never came and of  course no one listened to Buffett’s objections to the 
introduction of  the S&P 500 futures contract. No one listened to Warren Buffett. But, that’s 
not the point. The question to ponder is this: Was Mr. Buffett wrong?

Was Mr. Munger wrong when he said:

“Look at the people who get addicted to poker, both online poker and gambling parlor poker. A huge crowd of  
people, 50, 60 hours a week and grinding away at these tables, of  course somebody who’s making croupier’s 
profit off  the top, and the very shrewd people are taking away money from the less shrewd people. Is this really 
in the public interest? I don’t think so.”

Was Mr. Buffett wrong when he said:

“We do not need more people gambling in nonessential instruments in this country, nor brokers who encourage 
them to do so. What we need are investors and advisers who look at the long-term prospects for an enterprise and 
invest accordingly. We need the intelligent commitment of  investment capital, not leveraged market wagers.”

And, is Mr. Munger wrong when he says:

“It is so tempting to run a great derivative book and make a lot of  money without making any real contribution 
to civilization.”

Conclusion

In his wonderful book “100 to 1 in the Stock Market,” the author Thomas Phelps wrote a 
chapter titled “Profits in Ethics.” While I agree with everything the author writes throughout 
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his book, I found the following passages particularly inspiring.

“Earlier, I said there were two approaches to investing, one, the psychological one and, two, the statistical. 
Actually there are three. And in the long run the third is the most important. It is what might be called the 
ethical or even spiritual approach… Ask yourself  whether the company in which you contemplate investing is 
contributing to making this a better world. If  the answer is no, avoid it like the plague.”

and

“Bet on men and organizations fired by zeal to meet human wants and needs, imbued with enthusiasm over 
solving mankind’s problems.”

To my mind, I have invested in only one business in the past, which is a net negative for 
civilization: VST Industries. While I made money in that stock, my stomach churned at the 
thought of  being a partner in a business which sells tobacco. I wrote about all this in a blog 
post in 2011.

Over time, I came to enjoy the peace, contentment, as well as the well-deserved, long-
term profits of  owning a class of  businesses which are net positive for civilization because they 
deliver something good to their customers likes homes, and coolers, and footwear, and jeans, 
and holidays.

Casino-type businesses like MCX don’t come in that class.

Sanjay Bakshi
September 7, 2014

Ends
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