w Implemented by
gemaﬂ - Daotaene Baalgaa’

lr IRIEFEd irsiinr
- Fusarrermenriwnil (015 Gree#
cooperation
DEUTSCHE TUSAMMENARBEIT

AN\

-

NS

P

-

Deutsche Gesellschaft fur
Internationale Zusammenarbeit
(GIZ) GmbH

-

NN
\ vy

P

S

B

A2/18 Safdarjung Enclave

.
New Delhi-110029 India |

Sy

AT

T: +91-11-49495353
E: nrm@giz.de
www.giz.de/India

.-' ',
N
N .
%

" Guidebook for
Farmer Producer Organisations (FPOs)

:

.""l'._,,-.

to participate in Commodity Derivatives Market



Published by
Deutsche Gesellschaft fur Internationale Zusammenarbeit (GIZ) GmbH

Registered Offices:
Bonn and Eschborn

Umbrella Programme for Natural Resource Management
A2/18, Safdarjung Enclave

New Delhi - 110 029, India.

T. +91 11 4949 5353 | F: + 91 11 4949 537

E: info@gizde | |- www.gizde

Responsible
Mohamed El-Khawad

Frogramme Director and Cluster Coordinator,
Environment, Climate Change and Natural Resource Management

Email: mohamed.el-khawad@qiz.de

Mr. Rajeev Ahal
Director, Natural Resource Management

Email: rajeev.ahal@giz de

lechnical Partners

NCDEX Institute of Commodity Markets & Research (NICR)
Akruti Corporate Park,1st Floor, Near G.E Garden , LB.S. Marg,
Kanjurmarg (West), Mumbai - 400 078, India.

Tel: +91-22-66406789 | Fax: +91-22-66406893 | Toll Free No: 1800 26 62338

Email: askus@ncdex.com

Content Review

Aleen Mukherjee

Chief Operating Officer

NCDEX Institute of Commodity Markets & Research (NICR)

Znd Floor, Jeevan Vihar Building 3, Parliament Street, New Delhi - 110001, India.

Tel: +91-11-66114804 | Fax: +971-11-66114848
Email: aleenmukherjee@ncdex.com

Mr. Deepak Chamola
Technical Expert, UPNRM, GIZ
Email: deepak.chamola@giz.de

editor
Nira] shukla
Agricultural Economist and AVP,

NCDEX Institute of Commodity Markets & Research (NICR)
Akruti Corporate Park,1st Floor, Near GE. Garden, LB.S. Marg,
Kanjurmarg (West), Mumbai - 400 078, India

Tel: «81-93236 14626

Email: niraj.shukla@ncdex.com

Design and Layout
Jaala Bhagatjee
Create My Kind

Email: createmykind@gmail.com

Photo credits/GlZ

GIZ is responsible for the content of this publication
On behalf of the

German Federal Ministry for Economic Cooperation and Development (BMZ)

New Delhi, India
December, 2018

T I T O AU T ON et ea e s s ene s s s e e aessaes s s e esenesenes e essaesenesenan, 1

2] Why do prices fluctuate so mUCh?.......iecce e, i

3] What is commodity derivative and
WHhEre It 1S Trad@d?......ccsssecesiss s snssssses 4

4] Type of commodity derivatives. ... sssessessssssssssnesssen 5

3] How FPOs can use commodity Futures
to lock In the price of their produce?.........sesieninnne, 10

B] Contract SPeCIfICATION. ... ssse s ssseene 17

71 Mark to Market (M2M) caloulation ..o essses 18

8] Status of FPO participation

IN commodity derivativesS MATKET.......cmmmsmsmmsssssmssssesssssssssssssssnsess 20
J|] Regulation of commodity derivatives market..........ne. 22
10] Farmers' education and traiNiNg........—————— 24

11] DOS @nd DONTS...oecissn s sssssssssssssssssssssssssssssssssssssssess 29






* Commodity prices at any point of time are affected by the demand and supply of the
commodity at that time. This leads to uncertainty. A fall in price can reduce the realisation

by farmers.

* Commodity derivatives can be used to lock in the price and remove the price uncertainty.
- * Commodities can be sold in the derivatives market well in advance before harvesting.

el o '

I don’t know why, whenever we |
bring our produce to mandi, they

say that prices are down.

When many farmers like us bring
the produce on same day, supply
increases which brings the price
down. The same thing happens
every day throughout the

harvesting season.

*Usually prices remain higher in this lean period and start falling down once arrivals are in full flow.
However, exceptions cannot be ruled out. In case the market expects a lower production ahead,
prices may not fall in arrival season.

|

Section 3: What 1s commodity derivative and

where IS It traded?

Commodity derivative contract 1s an agreement whose value 1s dertved from the underlying commodity.
These dertvative contracts have well-defined specifications regarding quality, quantity, delivery types,
when and where to deliver, etc. These are called contract specifications (will be discussed in detail in
section 6).

The main purpose of commodity derivative is to —1) provide a platform for an efficient and transparent
price discovery, and 11) reduce risk ot ftuture price uncertainty for the tarmers and other participants. We
will discuss these concepts separately in later sections.

Table 1: Major commodities traded on domestic exchanges

Lf:f:;{::::tc;ftﬁs Iﬂi]seeds Soybean | RM Seed | Castor
a. Grains Oils Degummed Soy Oil | Refined Soy Oil |
b. Pulses Crude Palm Oil

3‘ g*ill)(:ﬂmplex lGﬁllllﬂ AP Wheat | Barley | Maize | Chana
. Fibers
e. Spices lSpices Coriander | Chilli | Jeera | Turmeric
L. Sweeteners - IFlbﬂ'ﬂ Cotton 29mm | Shankar Kapas | Kapas V797
g. Other commodities
| Meals/Oil Cake [ R BT R,
2.Non-Agricultural
. I:ngditi - lOthm Guar Seed | Guar Gum | Sugar

a. Precious Metals Non-Agri. Precious Metals - Gold | Silver
b. Base Metals o) Teenpy L pSe Base Metals - Copper | Nickel | Zinc
c. Energy Complex Energy Complex - Crude Ol

Commodity Derivatives Exchange

Commodity Derivatives Exchange is an electronic centralized marketplace in which commodities are
bought and sold in a transparent manner. In commodity derivatives exchange, producers/ farmers/
processors/ traders etc. can buy or sell their commodities online.

While in physical mandi, commodities are transacted based on the price ot today (the date of
transaction), on an exchange platform, a commodity is transacted based on expected price on a future
date. Here the buyers and sellers aren’t required to have the commodity at the time of the trade. The
delivery of that commodity can be done at a future date.

* Commodity derivative contracts derive their value from the underlying commodity.
* These derivatives have fixed contract specifications.
* These derivatives are traded on a centralized marketplace called Exchanges.

* The buyers and sellers aren’t required to have the commodity at the time of trade and the
 delivery of that commodity can be done at a future date.




Raamu was telling me that he had already e <l

FES il \ sold his produce in another market two
O ﬂ I months ago. Is that possible?

AN W~

There is another market called
“Vayda Bazar” or Futures market.

There we can sell our produce in
advance, fix our selling price and
then deliver the crop later after

harvesting.

Section 4: Type of commodity derivatives

Futures and Option are two financial instruments commonly used to hedge against commodity price
risk.

Futures Contract

A commodity Futures contract 1s an agreement between two parties to buy or sell a commodity at a
certain time in the future at a certain price. These Futures contracts are standardized and exchange
traded. A Futures contract may be offset before maturity by entering into an equal and opposite
transaction.

A Futures contract 1s a standardized contract in terms of the following:
* Quantity of the commodity

* Quality of the commodity

* The date and the month of delivery

* The units of price quotation and minimum price change

* Delivery center

[f a farmer wants to sell his crop after sowing and before harvesting using a Futures contract, he can

sell 1t without having the crop in his hand. That means he can lock the price of his crop even a couple
of months before the crop is harvested. The expected prices of the crop are known to him through an
electronic plattorm called as Futures market platform. This plattorm is provided by exchanges such as
National Commodity and Derivatives Exchange Limited (NCDEX), Multt Commodity Exchange
(MCX), Bombay Stock Exchange (BSE) etc. These exchanges offer various commodity Futures
contracts through their platforms. Farmers can sell their commodity on any of the exchanges providing
the Futures in those commodities. The availability of Futures contracts on the exchanges provides the
farmer with the option to choose the market he wants to sell his produce. While for selling in a mandi,
the farmer needs to take his crop to the mandi that is possible only after the crop is harvested, for
booking/locking the price in Futures market doesn’t require the crop to be in hand.

We will learn about the Futures contract in details in later section.

Option Contract

Commodity Option is also an agreement between two parties to buy or sell a commodity at the agreed
price (called the exercise price) at a given point in the future BUT the buyer of the Option contract has
the right, but not the obligation or commitment, to buy or sell the commodity. Contrary to this, the
seller has the obligation (and not the right) to sell or buy the commodity to/from the bu}rer

Commodity Options give participants greater flexibility. The use of Options by farmers ensures that the
farmer does not have to involve himself on a daily basis as no daily mark-to-market or margin 1s

required.

There are two basic types of Options: Call Option and Put Option.

Call Option: A Call Option gives the buyer/holder the right but not the obligation to buy an
asset by a certain date for a certain price.

Put Option: A Put Option gives the buyer/holder the right but not the obligation to sell an
asset by a certain date for a certain price. Farmers, as a seller of the produce, would mostly be
interested in Put Option.

We will understand it through an example.

Ramesh buys a put Option for one lot of Soybean on NCDEX at a strike price of Rs. 4000. Ramesh
now enjoys his right to sell the Soybean at Rs. 4000. In a situation when the price falls down (say to

Rs. 3500) lower than Rs. 4000, then he will be benefitted by exercising his right to sell at Rs. 4000. If he
sells it 1n a mandt, he will realise only Rs. 3500. Unlike Futures, the buyer ot the Option 1s not obliged
to exercise (sell or buy) the contract. So if price rises to Rs. 4500, Ramesh doesn’t have any obligation to

sell at Rs. 4000. Instead, he will sell it in physical mandi and realise Rs. 4500.













Figure 5: A decision making tree while hedging on the exchange

Open a trading account with a member of the exchange

-

Keep on observing the prices of commodities being sown
by member farmers once the sowing season starts

Keep on discussing with member farmers so as to roughly
estimate the area sown and approximate production

1

Estimate the quantum of production farmers are
willing to aggregate and sell through the FPO

w

Whenever you find that prices are favourable,
initiate sell position in Futures contract at the exchange.
The position is to be initiated in a contract month when you are assured

that you can aggregate the produce by then.

3

Once crop is harvested, aggregate commodity from farmers and grade it as per
contract specification of respective commodity

v

Move commodity to the reserved warehouse. 100% sampling 1s done by WSP.
If it falls under specified specifications, it will be deposited in the warehouse.

v

You can square off the position (by buying the same what you had already sold)
and realise the benefit of the price differential and sell the actual produce in mandi.

v

Alternatively you can also choose to deliver the same at the exchange.

For this, FPO has to convey delivery intention through the broker he has account with.

Figure 6: Steps in depositing goods in Exchange after the crop is harvested
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FPO Aggregration of Goods Online huu-LEing of Arranging for
& sorting as per contract Warehouse Space & Transport
specification specified by obtain repository
the Exchange number )
Commodity DEp_ﬂﬂit Quality testing and Depositing goods in
Exchange Confirmation Certification by Exchange Approved
Assayer warehouse

Documents required to open a trading account

Betore selling, FPOs need to open trading account with a member. Following documents are required
tfor opening of account:

1| Pan card of FPO

2] Pan card ot all Directors

3] Address proof of all Directors

4| Photographs of Authorized Directors (8/Director)
5| Photographs of all other Directors (4/Director)

6] Bank Statement (last 3 Months)

7] Income Tax Return (last 2 Years)

8] Audit Report ot I'PO (last 2 Years)

9] MOA and AOA

10] GST Registration

11] Board Resolution*

12] Shareholding pattern®

13] Banker's attestation for signature of Authorized Directors*
14] List of Authorized Directors*

15] List of all other Directors*

* Required to be produced on FPO’ Letterhead.

14



Why the FPO has to bring the produce to the warehouse?

Warehousing forms the basic platform of delivery in commodity Futures. Delivery happens through
these warehouses. Participant who wants to give delivery of any commodity through the exchange
plattorm needs to bring his produce to the warehouse. Betore bringing it to the warehouse he must has
to reserve a space in that warehouse. Otherwise there might be a chance that warehouse is full and there
is no space left. In the absence of warehouse space, the farmer will not be able to store the produce
there and he has to take back his produce. This will unnecessarily increase the transportation cost to the
farmer.

Once tarmer has booked the warehouse space, he has to bring the produce on the given date. Once
arrived at the warehouse, samples would be collected and will be sent to the laboratory for quality
testing. If sample contirms the required specifications, the good will be accepted and kept in the

warehouse.

FPOs can store commodities in line with required grade specifications and validity period. Once the
commodity 1s accepted at a warehouse, they are issued a receipt of the same. This receipt is called
Warehouse Receipt. Warehouses charge a tee tor the services provided by them. The fee constitutes
charges towards storage, insurance, assaying, handling charges or any other incidental charges. However,
FPOs are currently offered a 50% discount of warehouse rentals.

All the exchange approved warehouses are registered by WDRA and hence they are well regulated by
the government.

Figure 7: Settlement of trade by delivery on exchange platform

" , \ _ Provide GST
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We have to calculate our cost
of production by adding up
all input costs such as seed,
fertilizer, irrigation,
insecticide/pesticide, labour
etc. plus our normal profit.
If Futures price is higher
than this cost, we can sell

in Futures where we will be
actually delivering after our
crop is harvested.

How can I decide whether to sell
in Futures market or in mandi?

/ Raise invoice in the

....._,____Ehare it with Member~

Figure 8: Process of depositing goods at Exchange
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Key Notes

* Long = Buy
e Short = Sell

* Commodity futures contract is an agreement to buy or sell a commodity at a certain time in
the future at a certain price.

* Commodity option is an agreement to buy or sell a commodity where the buyer has the
right, but not the obligation, to buy or sell the commodity at a known fixed price (called the

exercise price) at a given point in the future.









Figure 11: Commodity-wise participation by FPOs (2016- till date)

Section 9: Regulation of commodity derivatives market

Commodities traded by FPOs (in MT) | In 2003, Forward Market Commission (FMC) was formed to regulate Indian commodity exchanges. In

2015, FMC was merged with the Securities and Exchange Board of India (SEBI). A stronger regulatory

Wheat = 400 ‘ system with stringent regulatory guidelines and frameworks infuses the transparency in the market and
Turmeric 1 50 prevents or reduces the chances ot malpractices. The current Indian commodity dertvatives market
Soybean 11840 | follows a 3-tier structure where the SEBI, headquartered at Mumbai, acts as an intermediary regulatory

Soyoil * 80 | body between the Ministry of Finance, Govt. of India and commodity exchanges.

Soymeal | 20 : _ i -_ 3
RM ceed =mm 6RO Currently, there are five national level exchanges offering commodity derivatives though NCDEX and
RM cake | 40 | MCX remain the leading commodity exchanges.
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V1 i Z© e —— ] 6020 | Figure 13: Regulatory structure of commodity derivatives market
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After taking over the regulation of the commodities market, SEBI has initiated numerous progressive
200 5 gu PIOg
| steps to strengthen the commodity dertvatives ecosystem in the country.
600 | Few of them are:
* New norms for exchange approved warehouse service providers (WSPs), warehouses and assavers to
| gt app P ¥
400 strengthen the delivery infrastructure
200 190 - o 120 | * Revised the criteria for eligibility, retention and re-introduction of derivative contracts on Exchanges
m 50 12 | * [ssued guidelines w.r.t. providing additional position limits for Hedgers
D - .

‘ * [ssued norms on the Settlement Guarantee Fund

@ Castor € Chana © Cocud © Dhaniya @ Maize | * Prescribed the framework for staggered delivery, early delivery, early pay-in facility
©RM Seed @Soybean @Wheat @ Jeera * Issued norms for delivery default penalty, fixing of the final settlement price (FSP) and change in

| expiry dates of Futures contracts

| * Allowed introducton of safer products such as commodity Options to provide alternative hedging
instrument to farmers

‘ * Allowed hedge funds to invest in commodity derivatives
| * Allowed participation of Mutual Funds in commodity segment
| * Allowed banks to offer commodity services through their bank broking arms

| * Allowed commodity exchanges to ofter equities and securities exchanges to offer commodites. NSE
and BSE have already started offering few of the commodities to their members

| * SEBI issued detailed norms with regard to the Investor Protection Fund (IPF) and related matters






Section 11: DOs and DON'Ts

DON’Ts
¥ Don'’t fall prey to market rumours.

X Don’t simply go by any explicit/ implicit promise made by analysts/ advisors/ experts. Analyse
yourself.

X Don’t simply go by the reports/ predictions made by various print and electronic media.

X Don’t deal with unregistered intermediaries. The list of members is available on the Exchange
website.

X Don’t undertake off-market transactions.

X Don’t get carried away by alluring advertisements, rumours, hot tips or any promise of assured
returns.

X Don’t accept unsigned/ duplicate contract notes.

X Don’t start trading before understanding risk disclosure clause.

X Don’t let risks against positions accumulate beyond your capacity to bear.

X Don’t miss on keeping track of your financial and contractual obligations against your positions.







