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Message from
Managing Director

D

erivatives are subject to
regulation which provides
a safer environment for all market
participations.
Regulations
in
broader term contain the following
aspects:
1. Proper agreement with adequate Risk Disclosure
2. Exchange Rules & Bye-laws
3. Government regulation
From MEX’s side; to protect the market from
any wrong doings; risk disclosure documents,
agreements, AML policy and Exchange rules & byelaws have been put into practice. Time and again we
are urging government to regulate the futures market
and consider the activities of market participants so
as to protect the market integrity.
Government regulation brings uniformity in
process of price discovery, clearing & settlement
basics, taxation, permitted commodities market
operation module, dispute settlement method posing
an obligation among the stakeholders to act within
certain boundary. Regulation of futures market is the
need of an hour which helps to form a disciplined
market. Only Commodity Exchange Act can address
the process of conversion of consumption assets to
investment assets.
Commodities Exchange is an exchange which
ensures that each and every transaction is done
accurately. For that purpose it has implemented
the process of documentation, trading, clearing &
settlement modules too. Settlement either through
cash or physical delivery is imperative and needs to
be addressed accordingly.
Overall exchange has to set a benchmark
for pricing of commodities. By establishing the
benchmark in pricing, an Exchange can serve the
economic objectives as well.
In this scenario along with mushrooming
investment in futures, antagonists who think of
this market as an unattractive investment are also
escalating. We should not leave any room for
outsiders to complain as they are harming the overall
objectives of the market. So, to protect market
integrity we urge government to take necessary
steps and come up with a regulatory body designed
separately for the futures market.
- Dipendra Khatiwada
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Warehouse Receipt Financing:
A System to enhance agricultural-trade
Introduction to Warehouse Receipt
Warehouse
receipts
has
been
recognized as an important tool to provide
the agricultural sector with increased
ﬂexibility in marketing decisions and
also as a mechanism to obtain ﬁnancing
for farm operations. A warehouse receipt
is a certiﬁcation of legal ownership of a
particular commodity that is stored in a
speciﬁed location and is of a speciﬁed
quality and condition, such that when the
commodity is sold, the buyer can have
the comfort, without physical inspection,
that the product they have purchased will
be available to them when required, in
the condition outlined on the warehouse
receipt. Warehouse receipts are practiced
to provide beneﬁts to smallholder farmers
to enhance their participation in the
broader market for agricultural products.
Warehouse receipts are also an integral
part of agricultural commodity exchanges
as they allow trade to take place with
“paper or receipts” rather than the physical
commodity.
Concept
of
Financing

Warehouse

Receipt

Nepalese economy is largely based
on agriculture. The agriculture sector
contributes about 32 percent of the gross
domestic product (GDP) employing
over 66 percent of population. Therefore
agriculture has always been considered
as a backbone of Nepalese economy.
However, the level of income in Nepal,
especially in agriculture sector is very low
by international standards. Agro trade in
Nepal is usually done on the basis of visual
inspection because there is lack of any
system of grading and standardization of
products. Therefore, small-scale farmers,
who produce maximum percentage of
Nepal’s output, come to market with little
information and unable to negotiate for
better prices.
Now the time has come to form a
system that coordinates better, links faster,
which protects the interest of both sides
of the trade. It is time for a sophisticated
warehouse system to come into practice
that will take Nepalese agriculture into
the new Millennium. Moreover, practice
of warehouse system as well as warehouse
receipt will represent a new way of doing
Traditional business, bringing global
standards of efﬁciency and reliability
to the old age of domestic agricultural
trade. Warehouse system, will increase
Nation’s agricultural commodities share
in trading. In the process of deposit of
traded commodities in warehouse, ﬁrstly
commodities will be sampled, weighed and
graded using state-of-the-art technology
equipment. Then the depositors will be
provided with warehouse receipt issued

by warehouse operator followed by
certiﬁcation provided by government
body in order to establish legal title to the
deposited commodity.
Warehouse receipts provide an
essential addition to the store of negotiable
instruments in a country’s ﬁnancial
sector. They can be especially useful in
developing and transition of economies
where new market instruments need to be
created. Warehouse receipts are negotiable
instruments backed by the underlying
commodities, and also an integral part of
the ﬁnancial systems of most developed
countries. The overall efﬁciency of
markets, particularly in the agribusiness
sector, is greatly enhanced when producers
and commercial entities can convert
inventories of agricultural raw materials
or intermediary or ﬁnished products into
a readily tradable device. Since warehouse
receipts are negotiable instruments, they
can be traded, sold, used as collateral to
support borrowing, or accepted for delivery
against a derivative instrument such as a
futures contract in commodity exchange.

Warehouse receipt ﬁnancing is the use
of securely stored goods as collateral for
loan. In this process the producer deposits
a ﬁnished good or agricultural product in a
warehouse where the producer receives a
receipt certifying the deposit of goods of
a particular quantity, quality, and grade.
The farmer can use the receipt as a form of
portable collateral to request a loan from a
ﬁnancial institution.
There are typically three parties
involved in warehouse receipt ﬁnancing:

the ﬁnancial institution, the producer (or
farmer), and the warehouse. The farmer
identiﬁes a warehouse and takes his or her
goods to the warehouse for deposit. The
warehouse operator grades and classiﬁes
the goods and gives a receipt for storage of
said goods to the farmer. The farmer then
takes the receipt to the bank and, based on
projections of the goods’ market value,
the bank gives the farmer a loan. The loan
allows the farmer to spend it to ﬁnance
expansion activities, pay off debts, or use
it for any other reason. Warehouses can
be either open to the farmer, allowing the
farmer to withdraw produce at any time, or
sealed, so the farmer cannot access produce
until a predetermined date. If the produce
is withdrawn, the farmer must repay the
bank for the loan i.e. principal and interest
and also any storage fees to the warehouse
operator. Alternatively, the farmer may use
the warehouse as a channel for selling the
goods, in which case the goods are released
to the buyer, the loan and fees are deducted
from the selling price, and any remaining
proﬁts are released to the farmer.
Beneﬁts of Warehouse Receipt
The warehouse receipt ﬁnancing
provides large beneﬁts to various sectors.
The practice of this system provides
liquidity to the farmers as they can use it
as collateral for taking loan. The farmers
also get rewards from quality and grading
of their products. It can help farmers
for development of other productivityenhancing agricultural services. The
system will help for more efﬁcient supply

chains of agricultural commodities. Many
agricultural stakeholders can use it for
better price-risk management. All this will
result in higher returns to farmers, better
service to consumers (involving lower
prices, better quality and greater variety)
and macro-economic beneﬁts through a
more healthy trade balance in agricultural
commodities.

Indra Kasula

Assistant Manager
Research & Development Department
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Gold has long been prized for its beauty,
resistance to chemical attack, and workability.
Since it occurs as a native metal, it has a
relatively low melting point, and is malleable;
early man easily separated it from rock and
cast or hammered it into beautiful designs.
Gold is used in jewelry, scientiﬁc apparatus,
dentistry, and photographic processes. The
ever-growing demand for jewelry and the
rareness of gold hence determined its price.
In return, the high price made gold an ideal
store of wealth.
Two major inﬂuences on the gold prices
are the major ﬁnancial upheavals and
inﬂation fears. Financial crisis tends to be a
major reason for the increase in gold prices.
A case in point being the Dubai World crisis
that happened in November, 2009. In the last
week of November, the Dubai government
announced it was planning to ask creditors
to freeze repayment of debt worth billions of
dollars of two of its ﬂagship ﬁrms - Dubai
World and real estate developer Nakheel. It
has USD 60 billion in liabilities and will seek
a six-month standstill on its debts with all
lenders. The news shocked global markets.
The debt, though not major, has shocked
investor sentiment that had taken the oilexporting Gulf region to be a safe haven
during the ﬁnancial crisis. The immediate
effect was for investors to shun risk and
ﬂee to safety. That beneﬁted the U.S. dollar
and U.S. government debt, which suddenly
became very attractive amid all the turmoil.
This in turn affected the immediate demand
for gold and it’s price level.
The second is the inﬂuence of inﬂation.
In times of high inﬂation, wealthy investors
tend to ﬂee to the gold as a safe haven asset.
However, this inﬂuence has been reduced
due to the management of gold prices by the
central banks. Gold prices and USD tend to
move in opposite direction. This negative
correlation isn’t perfect but tends to hold
over longer periods of time.
Some quick facts about gold:
• In 1980, gold reached $800 per ounce,
the all-time highest market value for gold.
Adjusted for inﬂation, this would be more
than $2200 per ounce today.
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Total Gold Production
China
United States
South Africa
Australia
Peru
Russia
Canada
Indonesia
Uzbekistan
Ghana
Other
Total

288 mt
234 mt
232 mt
225 mt
175 mt
163.9 mt
100 mt
90 mt
85 mt
81 mt
660 mt
2356 mt

Total Annual Production of Gold in 2008.
Source: http://www.goldsheetlinks.com/production.html

Breakdown of Gold Consumption
Industial/electronics, 11%

Dentistry, 2%

Jewellery
Consumption, 64%
Jewellery Consumption
Investment

Investment, 23%

Industial/electronics
Dentistry

Source: http://www.goldsheetlinks.com/production.html

• The United States is credited with having
the largest holdings of gold. According to a
recent estimate (Dec 2009), it has 8,133.5
tons of gold.

interest rate policy of USA as well as ECB
(European Central Bank) monetary policy
affects their respective currencies which in
turn affects the price of gold.

Gold is primarily used for making
jewellery and is a signiﬁcant consumption
area. Investment forms the second bigger
consumption area followed by use in
industrial and electronics and then dentistry.

Major announcements:

Factors inﬂuencing gold prices:
Demand and supply

• For several decades, the United States
government made it illegal to own gold
bullion. This was initiated by President
Roosevelt in 1933 to ﬁght severe deﬂation
and the ban lasted till President Nixon lifted
it in 1972.

As with other commodities, demand and
supply affects the price of gold. During the
wedding season in India and the Chinese New
Year, two of the world’s top gold consuming
nations, the demand for gold increases. This
in turn increases the price of gold.

• South Africa has been a major gold
producer since 1880s and it is estimated
that about 50% of all gold ever produced
has come from this nation. While, during
the early 1980’s it produced about 1000
tonnes, the output in 2007 dropped to just
272 tonnes.

State of the American economy, world
economy
The state of the American economy,
the world’s biggest economy as well as
the state of the world economy also affects
gold. Interest rates of a country, particularly,

Major announcements by big international
organizations also affect the price of gold.
Recent examples being the announcement
of IMF (International Monetary Fund) to sell
its reserve gold holdings and the subsequent
announcement by Reserve Bank of India to
purchase some of that excess holdings.
Conclusion:
Gold is a popular investment option and a
very volatile market. Because of its volatility,
good income can be generated as well.
However, the reverse is also true that one
can suffer signiﬁcant losses because of this
volatility. Thus, an investor needs to study
the market carefully taking into account,
the various factors that can affect gold like
announcements, seasonal trends etc.
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Controlling Risk Exposure

Another aspect of commodity futures trading
would be the maximum percentage of capital that
a trader should risk in each trade. The general
contention in international practice is that a trader
should not risk more than 5% of his capital in each
of his trades. In fact, 1% to 2% would be preferable
risk levels for each trade. Any percentage higher than
this will result in relatively huge losses when a trade
goes wrong. In these circumstances, a trader could
get wiped out in no time if he is on a losing streak.
Thus, with a lower risk level, a trader would still
have adequate capital to make a comeback should his
trades turn out to be losses.

O

ne of the important elements of commodity
futures trading is to have the discipline to
exit losing trades. Many novice traders in Nepal have
fallen into the trap of holding on to their positions
for too long in a trade, hopefully anticipating for a
market trend reversal. However, this does not happen
and they end up spiraling deeper and deeper into
greater losses. Eventually they have no choice but to
exit the market with a huge portion of their capital
being wiped out.
This would not have occurred if they had
implemented risk control strategies typical of
experienced commodity futures traders. Appropriate
stop losses should be calculated and put into place
at the point when the trade is initiated. Evidently,
stop losses are part of a trading plan. Once a stop
loss is hit, traders exit their trades with minimal or
acceptable losses, and subsequently move on to
the next trade. The trader should be well aware of
his risk tolerance levels when he enters a trade. He
must understand that not all of his trades will turn out
favorably, and that there is a probability for winning
and losing each time.
Subsequently, the next question now would be,
how would a trader identify the right stop losses to

Volume: 2 • Issue: 2 • Year: 2010 A.D

place? The trader should utilize technical analysis
methods to pinpoint technical barriers which are
great locations to place stops. However, he should be
careful against placing stops within a trading range,
support and resistance, as this will result in being
stopped out prematurely. Thus, it is strongly advisable
to place stop losses beyond the trading range.

There are instances where a large number of
commodity futures traders identify the same stop
loss points. But there are also instances when that
different sources of information may calculate
different trading ranges. In these cases, it may be a
good idea to identify stops at different locations by
adopting different methods of analysis.

Finally, any commodity futures trader should
analyze his past losses to determine the causes of
failure. This way, he shall be able to learn from his
mistakes and avoid making repeating them again. At
times, traders who have been suffering from a losing
streak should take a break from trading in order to
regain their emotional stance before going into the
market again.

SR Bajracharya

Director
Futures Fortune Pvt. Ltd.
MEX Membership Code: 28

Nepal’s Commodity Futures Market: Prospects & Challenges
Dr. Manoj Shahi, CFA

N

epal entered the world of organized
automated commodities futures trading
with the start of Mercantile Exchange Nepal Limited
(MEX) operations from January 2009. Within a span
of 12 months, MEX has been able to clear trades
whose average daily traded value in the month of
December 2009 was about 9 times greater than
Nepal’s Stock Exchange. Despite this achievement,
Nepal’s automated futures market is at its infancy
whose growth and sustainability will require
concentrated efforts by concerned stakeholders to
give it positive momentum.
The current state of Nepal’s commodity futures
market is characterized by trading of cash-settled
futures contracts on global-based commodities by
speculative investors in an unregulated environment.
There is no organized spot exchange, no physical
delivery of traded commodities, no participation by
true economic users, and no regulatory oversight
whatsoever. Why the government has been moot in
regulating a market which has grown to be 9 times
the size of the domestic stock exchange in such a
short period of time is a question probably they
can only answer. Currently speculative investors in
Nepal’s market are accruing the beneﬁts of a bull
market but should markets suddenly turn south
causing some investors to get badly burned, it may
create a negative image on the commodity futures
market as a whole which may be difﬁcult to shake
off thereby damaging its growth prospects. Steps
must be taken immediately to better manage and
regulate this market so that it can provide positive
impetus to the growth of the underlying commodity
markets and thereby the development aspirations of
the country.
The last few years have seen a tremendous
growth in the volume of contracts traded in global
commodity exchange markets reaching 1,871
million contracts in 2008 compared to only 712
million contracts in 2004. The share of commodities
trading in organized exchanges has grown from 8%
in 2004 to 10.6% in 2008 when 17.6 billion futures
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and options contracts were traded. Asia has been
a key growth market for futures especially those
related to agriculture commodities. In 2008, Chinese
exchanges accounted for seven of the top ten agrobased commodity contracts traded worldwide in
terms of volume.
Commodity futures markets exist in most
countries because they serve a speciﬁc purpose in
the economy. Futures markets provide three key
beneﬁts. First they help in the price discovery
mechanism of underlying commodities. Second they
provide instruments than can be used to manage the
price exposure of underlying commodities. Third
they permit investors to use commodities as an asset
class to diversify their investment portfolios.
By creating benchmark contracts on highvolume physically traded commodities which are
quoted and settled on a daily basis by buyers and
sellers, futures markets take the pricing power away
from scrupulous traders and give more transparency
to the whole pricing mechanism. Like commodities
are then priced off the benchmarks giving more
structure to the broader underlying markets.
End users (farmers, wholesalers, manufactures,
processors, retail consumers, and others) can
use these benchmark prices to manage their own
operations providing support to the commodity
market as a whole.

users such as processors who need to purchase the
commodity can use the markets to hedge their price
exposure. These hedging and price risk management
options that futures market provide allow endusers to worry less on where the prices will be and
concentrate more on their core operations generating
greater efﬁciency.
For investors, whether they are retail or
institutional, commodity futures provide a vehicle
whereby they can allocate some of their funds to
investment in commodities. Commodities have little
correlation with other asset classes such as stocks
and bonds, thereby allowing investors to gain greater
return for the same level of risk. Commodities as
an asset class like real-estate provide a mechanism
whereby investors can hedge against inﬂation risk.
Besides bringing more structure to the
underlying commodity markets, futures markets
also help in integrating the physical market to the

ﬁnancial market. Through the use, trading and
ﬁnancing of warehouse receipts written against
stored commodities in regulated warehouses, users
can bring liquidity in the physical commodity market
that would otherwise not be possible. In addition,
the exchanges can help bring in needed revenues to
the government through capital gains tax similar to
that used in other ﬁnancial markets.
It

is

clear

that

well

organized

futures

commodity markets can play a signiﬁcant role in
the overall development of a country’s economy.
For Nepal, given the two-year history and looking
at how commodity markets have prospered in
other countries, the prospects for the growth
of commodity futures market looks good.

The

challenge is to maintain the positive momentum
by creating a viable and sustainable spot market
with physical delivery on commodities more
closely aligned with the needs of the domestic

In the absence of commodity futures markets,
end users are limited in the tools available to them
to manage the price exposure of the commodities
their livelihoods depend on. The farmer may be
able to sell his crop forward to a physical trader
but the beneﬁts may accrue to the trader rather than
the farmer due to the non-transparency of where
the price will be at the time of the harvest. With
futures market, the farmer has a better idea of the
path the price will take based on which he can deal
with the physical trader. Alternately he can use the
market itself to lock in the price now for delivery or
settlement during harvest time. Similarly other end-
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Article of Manoj shahi contd…
market, a prerequisite for the better function
of derivative markets. The market faces some
serious bottlenecks in achieving this goal.
These include a legal regulatory vacuum;
under-invested enabling infrastructure
including roads, energy, irrigation, and
warehouses; lack of skilled human resource;
and lack of general awareness by users on
the merits of using organized exchanges.
So what can various stakeholders do
to help this ﬂedgling market gain positive
momentum? Obviously, the government
has a strong role to play.
In many countries such as Kenya and
Thailand, governments have played a very
pro-active role in establishing commodity
exchanges. Here in Nepal, there is an urgent
need to provide a regulatory framework
for the market. We have the beneﬁt of
looking at other countries and adopting best
practices. There is an immediate need for
a commodities act and the establishment
of a regulator. Different countries have
different modalities and there is no right
or wrong modality. In China, the same
regulator provides oversight to both the
stock and futures market whereas in India,
there is a separate commission that provides
oversight to the futures market. Whatever
modality we choose the regulator must
have the necessary resources and power to
regulate the market. Some of the key issues
the regulatory framework needs to address
are (a) the appointment of a regular, (b)
the requirements for opening of exchanges
including the number of exchanges to
permit operations, (c) requirements for
being market makers including the role of
ﬁnancial institutions, (d) what standardized
commodities to permit trading, (e)
disclosure requirements for exchanges and
market makers, (f) anti-money laundering
and code of conduct to prevent unethical
trading practices, and (g) the use of Indian
exchanges by market-makers to off set
exposures not able to be managed by local
exchanges.
The

Wide spread
presence of
our members

government

can

provide

signiﬁcant boost to the commodity
market by further investing in enabling
infrastructure that promotes the growth
of underlying commodities market.
These include investments in energy,
irrigation, transportation and warehousing
infrastructure that have a direct impact on
the manufacture, movement and storage
of commodities. In the short term, the
government can help facilitate storage of
commodities by enabling the use of its
existing warehousing facilities at afﬁliated
organizations such as the Nepal Food
Corporation, National Trading Limited
and Salt Trading Limited. Some of these
investments in enabling infrastructure
could be done in public/private partnership
modalities which the government seems
to be keen on promoting. Other important
roles, the government can play are setting
standards for commodities, providing
incentives for investment in agriculture
and other commodities, and educating the
general population on the merits of using
commodities exchanges.
Exchanges such as MEX can take
additional steps to provide more backbone
to the commodity futures market. They
need to introduce commodity futures
contract more tailored to the domestic
needs of the economy with particular
emphasis in agriculture commodities with
physical delivery so true economic players
can beneﬁt from the exchanges. This will
require exchanges to be thorough on their
research and involve all participants in
the value chain of the commodities being
considered for listing. Exchanges also need
to be pro-active in (a) educating potential
users of the merits of using the contracts
offered in their exchanges, (b) creating
a strong self-regulatory environment
including the establishment of a proper
code of conduct for market participants and
a proper dispute resolution mechanism with
enforcement capabilities to build trust in
the market, (c) creating more transparency
on the trading operations of their contracts,
(d) providing better price discovery process

Axis Broking Solution Pvt. Ltd
Himalayan Commodity Brokers Pvt. Ltd

Gorkhas Company of
Sirchour Pvt. Ltd.

both on the spot and futures market through
robust collection and dissemination of price
information, (e) taking steps to ensure they
have a strong and skilled human capital,
technical competency and internal controls
to manage their operations effectively,
and (f) working with the government in
creating the necessary legal and enabling
infrastructure to promote the growth of the
underlying commodities market. Existing
exchanges seem to be aware of these issues
and appear to be actively trying to pursue
them.
Globally ﬁnancial institutions are very
active in the trading of commodities in
futures exchanges. This is because some of
the products and services such as commodity
based loans and deposits, they provide
have a commodity component giving them
exposures which they need to manage.
They also have a robust risk management
mechanisms compared to other players
that make them ideal choices in the roles
of market-makers in commodities related
trading. Certainly ﬁnancial institutions
and in particular well capitalized banks in
Nepal have a role to play in the sustainable
development of organized commodity
exchange markets. Besides the normal
activities of providing and managing
segregated trading accounts, they can be
involved as market makers, operators of
warehouses and clearing of contracts in
particular those related to precious metals,
ﬁnancing and trading of warehouse receipts,
and by providing access to the commodity
markets to the general public through the
use of commodity linked structured deposits
and to borrowers through commodity linked
ﬁnancing.
Nepal’s organized commodity futures
market has begun to take shape. The
prospects are good and the challenges and
bottlenecks are equally great. Where it goes
from here will depend on how the various
stakeholders in the market interact with
each other to deal with the challenges and
bottlenecks to take it forward.

Simrik Investments Pvt. Ltd
Safe Investment Pvt. Ltd
South Asia Commodities & Brokerage Pvt. Ltd.
Morning Star Investment Services Pvt Ltd
Smart Investment Company
Initiative Trade Pvt. Ltd
Synergy Investment Pvt. Ltd.
Standard & Poor Investment Pvt. Ltd.
Money Plus & Securities Pvt. Ltd
Shree Om Investment & Organizer Pvt. Ltd
People’s Commodities & Metal Services Pvt. Ltd.
Cosmos Investment & Services Pvt. Ltd
ABC Commodities & Portfolio Management Pvt. Ltd.
Rajdhani Commodities Pvt. Ltd
Fortune Commodities Brokers Pvt. Ltd.
Option Derivative Commodities Markets Pvt. Ltd

Vision Investment Pvt. Ltd.

Expedient Securities Pvt. Ltd
Kasthamandap Commodity Broker And
Investment Company Pvt. Ltd
Standard & Poor Investment Pvt. Ltd.
Speculators & Hedgers Investment Pvt Ltd
Universal Commodities Pvt. Ltd
Futures Fortune Pvt. Ltd
Synergy Derivatives Pvt. Ltd.
Friends E-Trading Pvt. Ltd
Sonata Investment Pvt. Ltd
Oracle Investment Pvt. Ltd
Growth Investment & Services Pvt. Ltd.
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Trade and Assets Management Pvt. Ltd.
Third Eye Investment Pvt. Ltd.
Capital Market Solution Nepal Pvt. Ltd.
Fewa Trade and Investment Pvt Ltd
Laxmi Gold Investment Pvt. Ltd.

Dream Merchant &
Securities Pvt. Ltd
Sujit and Brothers
Jambhala Investment Pvt. Ltd
Mero Co-operative Ltd
Explore International
Quest Commodities & Investment Pvt. Ltd

Unicorn Investment Pvt. Ltd
Birat Commodity Market Pvt. Ltd.
NYMEX Pvt. Ltd.
Shubham Sweety Commodities Pvt. Ltd.
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