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COMMODITIES EXCHANGE SYSTEM AND METHOD

FIELD OF THE INVENTION

The invention relates to a commodities exchange system and method. In
particular, although not exclusively, the invention relates to a commodities
exchange system and method that provides a complete audit trail of transactions
between suppliers and buyers, quality control of traded commodities and

logistics management.

BACKGROUND TO THE INVENTION

Physical commodities such as agriculiural products, petroleum and metals
are still fraded on a personal contact basis, such as via telephone, facsimile or
email, whereas futures contracts are traded on dedicated futures exchanges,
such as the Chicago Board of Trade (CBOT) and Minneapolis futures exchanges
in a similar manner fo financial instruments such as stocks and shares.
However, in contrast to financial instruments, with physical commodities such as
grain, a physical product is traded and a particular type, quality and amount of
the product must be delivered to a specific destination by a certain date.

The trading of physical commodities by personal contact is labour
intensive and inefficient since many processes involved in the trade are carried
out manually, including transferring title of the commodity from the seller to the
buyer. Such inefficient commaodity trading mechanisms are often a consequence
of, and are still hindered by, outmoded legislation. Such legislation has resulted

in highly regulated “single desk” selling for exports of many commodities such as
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grains and oilseeds and local and international grain trading houses have had no

incentive to develop infrastructures for the purpose of direct trading from the
producer to the purchaser. Grain trading companies, for example, have focused
on conversion or value adding. Furthermore, in many countries there are
contractual destination restrictions imposed on export cargoes purchased by
international trading houses from government or semi-government commodity
marketing boards.

However, some countries have witnessed significant deregulation in
commodity industries, such as the grain industry in Australia, which has led to
the privatisation of some commodity marketing boards. Additionally, trade in
commodities has become more diverse due to the transparency of market
information and the departure of government buying agencies from international
trade in many major imporiing countries. Increasingly, buyers and sellers are
seeking improved efficiencies in supply chains to increase their returns and cut
costs.

State of the art technology has been implemenied to an exient in
commodities trading, which has resulted in various Internet accessible
commodities auction sites. However, existing commaodities auction sites do not
execute trades and the current models for operating Internet based commodities
exchanges fail because there are no clearing and settlement methods. As with
conventional financial instrument exchanges, sellers need to be guaranteed
payment and, of particular importance with commodities, buyers need to be
guaranteed delivery of the contracted or purchased commodity at the right time.

Hence, there is clearly a need for a system and/or method of making and

settling physical commodities transactions that addresses or at least ameliorates
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the aforementioned problems of the prior art commodity trading systems and

methods.

In this specification, the terms “comprises”, “comprising” or similar terms
are intended to mean a non-exclusive inclusion, such that a method, system or
apparatus that comprises a list of elements does not include those elements

solely, but may well include other elements not listed.

SUMMARY OF THE INVENTION

In one form, although it need not be the only or indeed the broadest form,
the invention resides in an electronic commodities exchange system for trading
physical commodities between buyers and sellers on a commoditiés market via a
communications network, the exchange system comprising:

at least one interface through which buyers submit orders to buy a
commodity and sellers submit orders to sell a commodity;

a trading engine for matching the orders to sell with the orders to buy at
least on the basis of a common commodity type and a common price between
the orders;

a settlement and clearing engine for managing the settlement and
clearance of deals created from matched orders to sell and orders to buy;

wherein the exchange system cooperates with a holder of a commaodity to
arrange for delivery of the commodity according to the deal.

The commodities market may be a spot market or a forward market.

The at least one interface may comprise a trading interface coupled to be
in communication with the trading engine.

Orders submitted on the spot market may be submitted via the at least
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one trading interface.

Orders submitted on the forward market may be submitted via a clearing
participant and via the trading interface.

The system may further comprise a partial indicator assqciated with an
order, which, if activated, allows the associated order to be matched with another
order to create a deal if the volumes of the orders do not match.

Where a deal is created between two orders where the volumes of the
orders do not match, the trading engine may adjust the order with a larger
volume such that a remaining unmatched volume of the order is available for
matching by the trading engine with another order.

The trading engine may match orders on one or more of the following
bases: a time of receipt of an order by the trading engine, buy orders with a
highest price, sell orders with a lowest price.

The interface may issue a warning to the buyer or seller if, respectively, a
price of a submitted order to buy is more than a best open sell order by a pre-
defined armnount or a price of a submitied order to sell is less than a best open
buy order by a pre-defined amount.

The at least one trading interface may automatically calculate one or more
of the following when an order is being placed: a cost of transporting the
commodity from the holder of the commodity to a delivery point, an
administration fee, a price per contract, a shrink cost, an insurance cost.

Upon receipt of funds from a buyer, the settlement and clearing engine
may instruct the holder of the commaodity to transfer title in the commodity from
the seller to the buyer.

In another form, the invention resides in a method of trading physical
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commodities on a commodities market via an electronic commodities exchange

system. The method includes the steps of:

receiving an order to sell a commodity via an interface of the commodities
exchange system;

receiving an order to buy a commodity via an interface of the commodities
exchange system;

creating a deal by matching an order to sell with an order to buy at least
on the basis of a common commodity type and a common price between the
orders; and

arranging for delivery of the commodity according to the deal following
cooperation of the exchange system with a holder of the commodity.

The commodities market may be a spot market or a forward market.

The orders may be submitted io the commodities exchange system via a
clearing participant.

An order may be checked for compliance with market rules prior to
submitting the order fo a trading engine of the exchange system.

The method may further include a step wherein the commodities
exchange system reserves funds sufficient to cover the order to buy prior to
submitting the order to the trading engine of the exchange system.

The method may further include a step wherein the commodities
exchange system requests a physical hold (lien) to be placed on the commodity
sufficient to cover the order to sell prior to submitting the order to the trading
engine of the exchange system.

Further features of the present invention will become apparent from the

following detailed description.
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BRIEF DESCRIPTION OF THE DRAWINGS

To assist in understanding the invention and to enable a person skilled in
the art to put the invention into practical effect preferred embodiments of the
5 invention will .be described by way of example only with reference to the
accompanying drawings, wherein:
FIG 1 shows a schematic representation of the system of the present
invention and participants therein;
FIG 2 is a screenshot of an interface showing some of the options for
10 traders when using the system shown in FIG 1;
FIG 3 is a screenshot of an interface showing some of the method steps
involved in the offer process when using the system shown in FIG 1;
FIG 4 is a screenshot of an interface showing further method steps
involved in the offer process;
15 FIG 5 is a screenshot of an interface showing further method steps
involved in the offer process;
FIG 6 is a screenshot of an interface showing some of the method steps
involved in the buy process when using the system shown in FIG 1;
FIG 7 is a screenshot of an interface showing further method steps
20 involved in the buy process;
FIG 8 is a screenshot of an interface showing further method steps
involved in the buy process;
FIG 9 is a flow chart showing the steps involved in a purchase on the spot

market by a non-market maker;
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FIG 9A is a flow chart showing the vetting rules that must be adhered to

for the process depicted in FIG 9;

FIG 10 is a flow chart showing the steps involved in a sell on the spot
market by a non-market maker;

FIG 10A is a flow chart showing the vetting rules that must be adhered to
for the process depicted in FIG 10;

FIG 11 is a flow chart showing the steps involved in a sell or buy on the
forward market;

FIG 12 is a representation of different trading accounts for different
participants and their access privileges;

FIG 13 is a flowchart showing steps in the spot market settlement cycle;
and

FIG 14 is a flowchart showing steps in the forward market setflement

cycle.

DETAILED DESCRIPTION OF THE INVENTION

In accordance with the present invention, an electronic commodities
exchange system is provided for the efficient and cost effective buying and
selling of commodities between suppliers, such as farmers, and purchasers,
such as end users. The system brings together all sectors of an industry
relevant to a particular commodity and enables purchasers to buy directly from
suppliers. Although the present invention will be described in relation to the
trading of grain, it will be appreciated that the present invention is applicable to
the trading of other commodities.

With reference to FIG 1, the exchange system 2 has a stock market style
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environment that enables participants to trade in commodity spot and forward

contracts as well as providing clearing services and logistics management. All
market participants have the ability to trade directly in the spot market whilst
trading in the forward market is limited to clearing participants 4.

The spot market is for immediate delivery of the commaodity in exchange
for immediate payment. This involves trading the physical commodity and the
resulting contracts are to be settled in a predetermined time frame, such as T+2
days, T+3 days, where T is the date of the trade. As described below, trading in
the spot market is based on auto-matching by a trading engine 24 of the
exchange 2. Trading participants place buy and/or sell orders on the market and
trading engine 24 automatically matches orders at least on the basis of price on
a first in, first out (FIFO) basis. Settlement is guaranteed by placing a
reservation, such as a hold or lien, on the commodity being sold when the offer
is entered and on the buyer's funds when a bid is accepted. Settlement and
clearing is controlled by settlement and clearing engine 26 of the exchange 2.

The forward market involves a purchase or sale of a physical commodity
for deferred delivery at some agreed future date. Trading is based on auto-
matching by trading engine 24 on a FIFO basis as with the spot market. Trades
in the forward market can only be placed through clearing participants 4 who
guarantee settlement. Examples of clearing participants include Grain Handling
Companies (GHCs) 6 and large commodity brokers/banks 8. In FIG 1, for the
sake of clarity, GHC 6 and commodity broker/bank 8 are shown separately from
clearing participant 4, although it will be appreciated that GHC 6 and commodity

broker/bank 8 could act as the clearing participant 4 in a trade.
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With reference to FIG 1, possible trading participants in the exchange

system of the invention include:

Clearing Participants (Clearers) 4, who can trade on behalf of others or for
themselves in both the spot and forward markets;

Grain Handling Companies (GHCs) 6, who hold or store commodities on
behalf of producers/suppliers and purchase commodities from producers to sell
on to other parties, such as end users. GHCs also trade on commodity futures
markets such as the Chicago Board of Trade (CBOT) and Winnipeg Commodity
Exchange (WCE) to reduce their exposure to the underlying physical market. In
the present invention, GHCs will be able to trade on their own behalf in both the
spot and forward markets and are therefore clearing participants. They will also
be able fo advise and trade on behalf of other participants such as producers 12.
GHCs may also be market makers;

Commodity Trading Firms 8 currently trade on the international futures
markets on their own behalf and on behalf of others. In the present invention,
commodity irading firms & will be able 1o trade on their own behalf in both the
spot and forward markets and advise and frade on behalf of other participants
such as producers 12. Commaodity trading firms 8 will be clearing participants
and may be market makers;

Agents 10, such as country agents, currently sell producers’ commodities
on their behalf. In the present invention, agents will be able to advise and trade
on behalf of a producer 12 or themselves in the spot market directly, and will be
able to trade on the forward market via clearing participants 4. Producers 12

need to guarantee any orders placed through agents directly with the exchange
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2, i.e. have a physical grain holding for sell orders or available funds for buy

orders;

Producers 12 and end users 14 are participants who are interested in
trading commodities on their own behalf and will be able to do so directly in the
present invention on the spot market. They will need to guarantee any orders
they place with the exchange 2 directly. Producers and end users are only able
to trade on the forward market through a clearing participant 4.

Market Makers 16 can trade for themselves in both the spot and forward
markets and one of their functions is to maintain liquidity in the markets.
Examples of Market Makers include GHCs 6 and commodity brokers/banks 8;

Market speculators 18 trade on the commodities market in order to make
profits and can trade on their own behalf in the spot market and in the forward
market through a clearing participant 4.

With reference to FIG 1, further participants of the exchange 2 of the
present invention include:

Custodians — this role will be undertaken by GHCs 6 for the seiflement of
deals. Interface 28 beiween the exchange 2 and the GHCs 6 is required fo
enable the exchange to check physical commodity holdings, place liens on the
physical commodity holding to guarantee settlement and to request transfer of
ownership of the commaodity during settlement. Interface 28 preferably provides
a real-time link to the GHCs 6 own back office systems;

Financial Institutions such as banks 8 are required participants for the
settlement of deals. Interface 28 enables the exchange 2 to transfer funds for
settlement via real-time transfers or via overnight batch transfers. Reconciliation

of bank accounts held by the exchange 2 may also be performed,;
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National Grower Registries (NGRs) 22 are non-trading participants and a

typical registry maintains a database that includes contact and bank account
details of commodity producers 12. The exchange 2 may request information
from the NGR via interface 28 and employ this information to streamline
processing of trades. A single interface 28 may operate between the exchange
2 and GHCs 6, commodity brokers 8 and NGRs 22, as shown in FIG 1.
Alternatively, a dedicated interfface may operate between each of these
participants and the exchange 2.

With reference to FIG 1, access to the exchange 2 is via a global
communications network 3 such as the World Wide Web and trading interface
30. It will be appreciated that each spot and forward connection between entities
shown in FIG 1 may occur via communications network 3. An example of the
communications network 3 is shown in FIG 1 coupling end users 14 to be in
communication with clearing participants 4. However, for the sake of clarity, FIG
1 does not show the communications network 3 coupling all entities.

At an access websiie for the exchange, user information such as a User
ID and password are entered by a user to gain access io their accounts, market
information and trading facilites. New users are able to register online by
responding to requests for information and the information supplied has been
verified.  Information required includes the user's name, contact details,
password or other security information, and a user type, such as clearing
participant 4, commodity trading firms 8, agent 10, producer 12 and the other
participants identified above.

In response to information received by the system 2, further information

may be requested. For example, where a user type is a producer 12, an NGR
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number and security reference are requested. Only one online account may be

linked with a single NGR number and the NGR number is assigned to this
account. Where a user type is a market maker or clearing participant, a code
and password are assigned by the system 2. Entities assigned such status by
the system 2 are assigned a code and password that activates the extra
functionality available to these participants. The code is assigned to the
participant, which is provided with the functionality to manage all users of that
code belonging to that participant.

Once access is permitted, full market information is available to the user.
Fore example, when a user initially enters the spot market, a single line market
summary may be displayed for all traded spot commodity contracts. The
following information is required for each fraded commodity contract: previous
day’'s closing price, opening price, last traded price, % change, best bid and
offer, today’s highest and lowest prices and today’s volume. Drilling down on a
single commodity contract will display more detailed information such as all open
orders with the best bids and offers displayed first, historical market and market
research information. Once access is granted, permitted activities include
creating new trading accounts, creating and/or administering new trades and
viewing account information. The user may also permit other participants access
to their trading accounts. Access may be trading access or view only access.
For example, with reference to FIG 12, a producer 12, such as a farmer, may
grant trading access to their spot trading account (with NGR number 123) to their
agent 10, such as a country agent, but the producer 12 will have viewing only
access to their forward (futures) trading account (also with NGR number 123)

created by their clearing participant. FIG 12 also shows the country agent 10
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with trading access to their own spot trading account (with NGR number 234)

and the clearing participant with trading access to their own futures trading
account and that of the producer.

Where a participant wishes to trade in both the spot and forward markets
and requires a clearing participant to trade in the forward markets, it is
undesirable for the clearing participant to be able to view their spot transactions.
Therefore, a preferred approach to address this issue is the requirement for
separate trading accounts for the spot and forward market. Creating a new
trading account will require the user to specify an account type (spot or forward),
an NGR number and a security prompt, such as a current delivery receipt
reference, registration details with the NGR, which is required when transferring
title, and name and contact details. Once the necessary information is provided
and the user requests creation of their account, the details are verified by the
system and the account is activated. Where a trading account will be buying on
the spot market or transacting on the forward market, cash management account
(CMA) is required where a hold can be placed on funds. If the trading account
will only be selling on the spot market, the NGR bank account details will be
sufficient. The owner of the NGR number should be able to at least view all
accounts that reference the NGR number.

Trading interface 30 enables traders to access the exchange 2 in order to
view market information, initiate and manage orders and view account
information. Trading interface 30 requires the functionality to support market
information, client management, order management, client and account

information and management and administration such as security access.
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With additional reference to FIGS 2-7, general examples of the offer and

buying processes in accordance with the present invention will now be described
with reference to the trading of wheat in Australia. However, it will be
appreciated that the present invention is not limited to this particular example
and is applicable to the trading of other commodities in other countries.

FIG 2 shows a screenshot of trading interface 30 showing an extract of
information available to users of exchange 2 and the options available for spot
trades. With reference to FIGS 3-5, an offer to sell may be made directly by, for
example, a wheat producer 12 such as a farmer, or by an agent 10 on behalf of
the producer. With reference to FIG 4, if the offer price is unacceptable to the
producer, the offer price can be changed. As shown in FIG 3, the offer price per
unit 30, such as cenis/dollars per kilo/metric tonne/lot and the number of
contracts 32 is specified for delivery at a particular delivery point or location 34.
Specifying the delivery location results in automatic calculation and deduction of
delivery costs 36 from data provided by participating hauliers and/or GHCs.
Deduciions 38 such as commissions and adminisiration fees are also
automatically calculated and deducied. When the offer is confirmed by the
seller, for example, by clicking confirm offer icon 40, details of the offer are
transmitted to the appropriate GHC 6 by the exchange 2 to check that the
holding is available. The GHC verifies the authenticity of the offer and once
verified, the exchange 2 accepts the offer and it is shown as being confirmed by
icon 42. In doing so, a lien is placed on the holding to secure it and prevent that
holding from being sold again.

With reference to FIGS 6-8, an offer to buy may be made by a

trader/buyer in which the number of desired contracts 44 at a particular price 46
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is specified. Additional costs are automatically calculated, such as the shrink

cost 48, insurance 50 and the administration fee 52 resulting in a total cost 54 to
the buyer. With reference to FIG 8, once the trader/buyer confirms the
purchase, the buyer's account at their bank or other financial institution 58 is
checked to verify that the requisite funds are available. If the funds are not
available, the transaction is rejected. If the funds are available, the GHC 6 is
authorised to transfer title in the wheat to the exchange 2 and the trader’s bank
58 is authorised to transfer the requisite funds to the exchange’s bank 60. Once
funds have been transferred, the GHC is notified by the exchange 2 and the
GHC 6 transfers title via exchange 2 to the buyer. The net proceeds of the buy
are credited to the producer’s account of their bank 62 and the transport, shrink,
insurance and administration fees are credited fo the exchange’s bank account
with their bank 60. The GHC & is sent instructions regarding the delivery of the
grain to the required delivery point, which may be an end user such as a mill or
another transport point such as a port. The GHC is also provided with insurance
and storage requirements for the buyer. Upon instructions from the settlement
and clearing engine 26 of the exchange 2, the GHC arranges for delivery of the
grain from a storage silo to the agreed delivery point forming part of the contract.

Once settlement of a transaction is guaranteed, the transaction is
checked against market limits and rules. Limits ensure that the market exposure
of participants is regulated and the rules preserve an orderly and fair market.
Any transactions outside the rules and/or limits are rejected and the trader is
notified.

Since the spot market is a lot market, order quantities need to be in

multiples of the lot size of the commaodity contract.
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Spot market orders are automatically matched by trading engine 24 of the

exchange 2. Trading engine 24 employs an algorithm that matches orders of
opposite types, i.e. buys with sells, of the same price taking into account the
volume and partial indicators. Partial indicators denote whether partially
matching a buy with a sell or vice versa in terms of, for example, volume is
permitted. Orders of the same type and price are queued according to their time
of receipt and order matching occurs on a FIFO basis. According to one
embodiment, for buy orders, the top of the queue is the buy order with the
highest price. If more than one order has this price, the earliest received order
will take precedence. For sell orders, the top of the queue is the sell order with
the lowest price and where two or more orders have the same lowest price, the
earliest received order will be placed at the top.

If buy and sell orders for the same commeodity type match on price, but
not on volume, the order will only be matched if a partial indicator of the larger
volume order is set to “yes”, or some other affirmative indication, such as a box
being checked. The lower volume will be maiched and the order with the larger
volume will be adjusted and remain open for the extra units. For example, if a
buy order exists for 10 lots and a price matched sell order exists for 6 lots,
providing the larger volume partial indicator is “yes”, the resulting deal will be for
6 lots. The buy order will be adjusted to be for 4 lots and remain open and the
sell order, being satisfied, will be removed from the market. If the partial
indicator is “no”, only a sell order with the same price and sufficient units to
satisfy the buy order will be matched against it.

If a buy or sell order is amended, this may affect its position in the queue.

Where price has been altered, the position in the queue is revised to reflect the
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new price and amendment time. Where an order is cancelled or expires, the

order is removed from the queue and the positions in the queue of remaining
orders updated. Expiry of an order occurs when the order has not been matched
within a specified time of being placed on the market.

Once a deal is created, it cannot be cancelled. Before confirming orders,
users will be shown an order confirmation screen including total value
calculations. A check on the price entered by the user will be performed. If the
price is outside the market by a pre-defined amount, such as 5%, or less than
the market price than is currently available, the user will be notified. For
example, if the best open buy order is $25.00 and a user enters a sell order for
less than $25.00, a warning will be displayed to the user via interface 30 before
the user can place that order on the market.

In the above example, for each grain contract traded on the spot market,
the information required includes: type of grain; the market standard grade of the
grain; the pricing point; the contract unit being the lot size; the form of the
quotation, e.g. dollars per metric tonne; the minimum price fluctuation; a daily
price movement limit (if this amount is exceeded trading is ceased); delivery
tolerance (specification of maximum and minimum grain requirements for
indicators such as moisture and protein).

Orders in the forward market are similar to those in the spot market
except for a number of significant differences. As shown in FIG 1, only clearing
participants 4 are permitted to trade on exchange 2 in forward contracts and
retail clients must use a clearing participant 4 to enter this market. This is to
ensure guaranteed settlement and to protect the exchange. In addition to the

contract details required for spot market trades, for forward market trades, the
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delivery months, the notice period and delivery period and the last trading day

are also required.

When orders are matched in the spot market, a deal is created. The deal
is represented by a crossing with the buy contract note posted to the buying
account and the sell contract note posted to the selling account. Consideration
for the deal is based on the volume of the commodity multiplied by the price,
based on the price per unit mass and the contract lots, e.g. 50 tonnes per lot.
Taxes, such as Goods and Services Tax (GST), may be administered by the
exchange 2 and therefore included in the consideration with the buyer paying
such taxes to the seller who remits the taxes to the government. Alternatively,
handling of taxes may be left to the participants, who may be provided with the
necessary documentation by ihe exchange 2, for example, electronically, fo
attend to this.

Funds settlement takes place via conventional electronic banking and
physical settlement of the commaodity is coordinated by the exchange 2 via the
applicable GHC 6. The trading interface 30 automatically calculaies transaction
charges, such as freight and insurance costs levied by GHCs 6. These are
added to buy contract note totals and subtracted from sell contract note totals.
Buyers’ funds held and sellers’ physical grain lien are updated to reflect final
settlement amounts and deal details are forward to buyers and sellers via any
suitable means, such as email, letter, fax, telex.

Deals are also created in the forward market when orders are matched,
except that there is no consideration for this deal. The initial margin is calculated
by multiplying the initial margin for the commodity contract by the number of

contracts. The net amount of a forward deal depends on whether the deal is
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opening a new position or closing out an existing position. If the former, the net

amount is the initial margin plus charges. Here, both the buyer and the seller
owe the initial margin and charges to the exchange 2. If the latter, the net
amount is the initial margin minus the charges. Here, the exchange owes the
buyer and the seller the initial margin less any charges.

Initial and daily variation margins will be applied to the forward market.
Initial margins are calculated using the Standard Portfolio Analysis of Risk
(SPAN) as developed by the Chicago Mercantile Exchange (CME) and is the
industry standard for calculating performance bond requirements (margins) on
the basis of overall portfolio risk. Initial margins are returned to the client when
the position is either closed out (an opposite forward position undertaken) or the
forward contract is delivered. Daily variations are required o ensure the market
is covered against adverse price movements. Daily variation margins are only
returned if the forward contract is delivered. If a forward position is closed out
then the daily variation margin is the profit/loss made on that position.

rorward deals are deliverable on expiry of the coniraci, i.e. when the
settlement date is reached. The seller must deliver the specified quantity of the
specified commodity and the buyer must accept and pay for the amount
specified on the forward contract. Effectively, at expiry, the forward contract
becomes a spot deal that must be settled. Hence, holds are placed on the funds
and the physical grain holdings as with a spot deal as described above.
However, further information such as bank account details, a location of the
commodity and delivery details are still required, since these would not originally
have been specified with the forward contract. Therefore, a notification period is

set in which all open positions are notified to clearing participants 4. The
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clearing participants verify the intentions of the buyer and seller, update any

revised details of the contracts and when the forward deal expires, the spot deal
is created. The deal is then settled as per a standard spot deal.

The processes involved for trades by specific types of traders will now be
described with reference to FIGS 9-11. As described above, trades may be buys
or sells on either the spot or forward market and these may be made by market
maker participants or non-market makers. Market makers ensure market
liquidity and examples of market makers include CHCs 6 and large commodity
brokers 8. Examples of non-market makers include agents 10 and producers
12.

FIG 9 is a flow chart showing the steps involved in a purchase on the spot
market by a non-market maker. The trading account may be for a producer 12,
agent 10 or clearing participant 4, each of which may trade directly with
exchange 2. In step 100, the spot market buy option is selected by the user via
trading interface 30 and in step 102 a check is made to verify that the Cash
Management Account (CMA) is in the irader's name. If noi, the process is
discontinued and the trader nofified via trading interface 30, as represented by
step 104. If the account is in the trader's name, the process continues and in
step 108, the trader specifies the commodity type, grade and pricing point. A
quantity is specified in step 108 and a price limit (e.g. in $/tonne) is entered in
step 110. With reference to step 112 in FIG 9, the trader may specify via a
partial indicator that partial fills of their order can be accepted if the entire order
cannot be filled at the stipulated price. Alternatively, the trader can specify that
only a complete fill of their order be accepted by checking the all or nothing step

tick box. In step 114, a duration of the order is specified from a predetermined
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list, the duration being the period for which the spot deal is valid. Any notes may

be appended to the order in step 116 before it is submitted to the exchange 2 in
step 118.

With reference to step 120, before any funds are reserved or the buy
order is placed on the market, vetting rules must be adhered to, which are shown
in FIG 9A. With reference to steps 122, 124 and 126, if the market is closed, or
the trade represents a duplicate of an earlier trade, or the price step is invalid,
the trader will be notified via trading interface 30 and given the option to amend
the details. With reference to steps 128 and 130, if the limit price exceeds an
absolute amount or a predetermined percentage of the last traded price for that
particular commodity, or the limit price is too high or too low to permit matching,
the trader will be notified and given the option to amend the details. In step 132,
a check is performed to verify whether there are sufficient funds available.
Returning to FIG 9, if none of the above vetling rules are violated, the funds
necessary for the buy are reserved in step 134 and the buy order is placed on
the market, as represented by step 136, ready to be maiched by irading engine
24,

FIG 10 is a flow chart showing the steps involved in a sell on the spot
market by a non-market maker. The spot market sell option is selected by the
user via trading interface 30 in step 150. In step 152, a check is made to verify
whether the trader wishes to offset an open buy position. If not, with reference to
step 154, the exchange 2 performs a check via interface 28 that the seller has
the physical holding with, in the example of selling grain, a grain holding
company (GHC) 6. If not, the process is discontinued at step 156 and the trader

informed via trading interface 30. If the trader possesses the physical holding,
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the trader is permitted to specify details regarding the particular commodity,

pricing point and grade at step 160. If the trader wishes to offset an open buy
position, in step 158 the trader nominates a buy contract before proceeding to
specify a particular commodity, pricing point and grade in step 160. No check
with the GHC 6 is carried out in this case. The seller specifies a delivery point in
step 162 and quantity in step 164. A number of combinations of delivery point
and quantity may be specified, depending on the contracts governing the
particular market. For example, in Australia, the governing National Agricultural
Commodities Marketing Association (NACMA) contracts permit up to five (5)
combinations of delivery point and quantity. The steps 168-176 up to the
submission of the sell order proceed as with steps 110-118 in FIG 9A in the buy
order example described above.

With reference to step 178, the vetting rules are then processed and the
sell vetting rules for the spot market are shown in FIG 10A. Steps 180-186 of
the vetting rules shown in FIG 10A are the same as steps 122, 124, 126 and 130
for the buy order described above regarding market sigius, order duplication,
price step validity, and price limits required for matching. For a sell on the spot
market, the sufficiency of the seller's physical holding must be verified in step
188 and, in step 190, the suificiency of the holding on the open buy contract
must also be verified. Returning to FIG 10, if the specified vetting rules are not
violated, a hold is placed on the physical holding or the open buy contract
offsetting the sell, as shown in step 192 and in step 194 the sell order is placed
on the market ready to be matched by trading engine 24.

The process for a market maker to place a buy order on the spot market

is the same as that shown in FIG 9 for a non-market maker except that no CMA
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check is made (step 102) and no funds are reserved when the order is placed on

the market (step 134). The vetting rules for a market maker to place a buy order
on the spot market are the same as shown in FIG 9A, except that a funds
sufficiency check (step 132) is not performed. Instead, checks are made: a) to
ensure that a predetermined trading limit for the market maker is not exceeded;
b) on the level of the market maker organisation; and c) on the level of the
market maker’'s trading account. If the specified vetting rules are not violated,
the sell order is placed on the market ready to be matched by trading engine 24.

The process for a market maker to place a sell order on the spot market is
the same as that shown in FIG 10 for a non-market maker except that no check
on any physical holdings is made (step 154). The vetting rules for a market
maker to place a sell order on the spot market are the same as those for a
market maker to place a buy order on the spot market as described above.

With reference to FIG 11, which is a flow chart showing the steps involved
in trading on the forward market, the trading account must be that of a market
maker or a clearing pariicipani, as shown in siep 200. The forward market
option is selected by the user via trading interface 30, as represenied by step
202. In step 204, the option of whether a buy or sell order is to be placed is
selected by the user via trading interface 30. With reference to step 206, the
relevant commodity contract code is specified by the user, such as SW for spot
wheat contracts or FW for forward wheat contracts. The required criteria for the
trade, such as commodity type, grade, grain, pricing point, contract unit,
quotation, daily price limit, delivery grade and month, last trading day, notice day
and the initial margin, as shown in step 208 in FIG 11 and described above, are

then specified. In step 210, the number of contracts and total quantity are
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specified. Placement of the forward buy or sell then proceeds in steps 212-220

as in steps 110-120 of FIG 9 for the placement of a spot market buy or sell for a
market maker as described above. In step 222, the vetting rules are checked,
which are also substantially the same as for a spot market buy for a market
maker as described above. Steps 122-130 shown in FIG 9A are followed, but
instead of the sufficiency of funds check in step 132, checks are made: a) to
ensure that a predetermined trading limit for the market maker is not exceeded;
b) on the level of the market maker organisation; and c) on the level of the
market maker’s trading account. [f the specified vetting rules are not violated,
the order is placed on the forward market ready to be matched by trading engine
24.

The settlement cycle in the spot market will now be described with
reference io FIG 13. In siep 230, deal details are received by settlement and
clearing engine 26 from trading engine 24 on the frade day. On the seftlement
day, settlement and clearing engine 26 requests funds for all buy deal c/notes
due for sefilement on that day, as represenied by sisp 232. In siep 234, any
string physical settlements that are due io settle on the same date are conira’ed.
(A string settlement is when a client buys on the market then proceeds to sell the
open buy position on the same day.) As represented by step 236, instructions
are sent by settlement and clearing engine 26 to the GHC 6 to transfer title from
the seller to the buyer. The GHC is also sent instructions on the delivery of the
commodity to the required destination, such as a port or mill, and insurance
requirements for buyer. Instructions will only be sent when the buy funds are
confirmed. [f the buy funds transfer fails then the transfer of title will not occur for

the failed line. In step 238, once confirmation is received on the title transfer,
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settlement and clearing engine 26 transfers funds for all the sell deal c/notes due

for settlement (title transfer successful). In step 240, the GHC 6, on instructions
from the settlement and clearing engine 26, will arrange for delivery of the
commodity from the delivery silo to the appropriate destination.

The settlement cycle in the forward market will now be described with
reference to FIG 14. In step 242, deal details for the current day are received
from the trading engine 24 by settlement and clearing engine 26. This includes
the deal’s initial margin and any charges. In step 244, at the end of the trading
day, the daily variation margins for all open forwards positions are calculated by
settlement and clearing engine 26. In step 246, the initial margins and
commission on all deals each clearing participant 4 initiated and the daily
variation margins relating to all the open positions each clearing participant
initiated are netted. This will give one settlement amount per clearing participant
(organisation). In step 248, each clearing participant is notified of their net
settlement amount. This will also include a detailed report of the breakdown of
the net setilement amount, by trading account and by open position within the
account. In step 250, the net seftlement funds are transferred toffrom the
clearing participant. This funds settlement will occur in real-time as it comprises
a few, large settlement amounts (one per organisation). Timing of the settlement
will most likely be the next morning before the market opens. In step 252, after
settlement, settlement and clearing engine 26 transfers the margin portion of the
settlement funds to the margin bank account (or if a net funds out movement has
occurred from the margin bank account to the settlement account). Reports will
detail the breakdown of the amount held in the margin account. This is so

settlement and clearing engine 26 has the ability to reconcile the funds in the
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margin account to the open positions and to ensure the correct amount is being

held. In step 254, after settlement, settlement and clearing engine 26 transfers
the commission portion to a revenue account. Reports will be available to detail
the breakdown of the commission amounts by trading account, clearing
participant and commodity contract for statistical purposes. |

Although settlement obligations are guaranteed at deal creation, there is
still a possibility of settlement failure, for example, if a silo is destroyed and the
physical holding of the commaodity pledged against an unsettled transaction is no
longer available. If an unsettled position fails settlement on the due date a close-
out process occurs. This involves reversing the failed position, financially
compensating the non-default party if the market has moved against them and
informing both parties of details of the close-out. Regarding financial
compensation, if the market has moved up and the buyer was the non-defaulting
party or the market has moved down and the seller was the non-defaulting party,
the non-defaulting party will be compensated. No financial compensation will be
paid if the market has moved o the advaniage of the non-defauliing party.
However, financial compensation for the seller will also include compensation for
extra storage and insurance costs, irrespective of whether the market has moved
to their advantage because they will still have to hold the physical grain until the
new transaction settles. Settlement of financial compensation will occur on the
next settlement day, which may need to be covered by the clearing house if it
cannot be retrieved from the defaulting party.

The system and method of the present invention hence addresses the
prior art problems by providing an independent electronic platform that facilitates

the trading of physical commodities on both spot and forward markets with
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guaranteed settlements, subject to the above settlement failure scenarios. Deals

are created for specific types and qualities of commodities for delivery on
particular dates at specific locations. The transactions may take place in real-
time in any currency, thus facilitating both domestic and overseas trading. The
status of trades may be tracked and reported upon to allow for extensive account
management and planning. Buyers are provided with easy access to sellers with
commodities in the desired locations. Title to the commodity can be immediately
transferred to the buyer allowing more trading to occur if desired, the increased
efficiency reducing transaction costs. Producers are given greater control of the
marketing of their commodity and their bank accounts are credited immediately
upon transfer of title.

Throughout the specification the aim has been to describe the invention
without limiting the invention to any one embodiment or specific collection of
features. Persons skilled in the relevant art may realize variations from the

specific embodiments that will nonetheless fall within the scope of the invention.
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CLAIMS:

An electronic commodities exchange system for trading physical '
commodities between buyers and sellers on a commodities market via a
communications network, the exchange system comprising:

at least one interface through which buyers submit orders to buy a
commodity and sellers submit orders to sell a commodity;

a trading engine for matching the orders to sell with the orders to
buy at least on the basis of a common commodity type and a common
price between the orders;

a settlement and clearing engine for managing the settlement and
clearance of deals created from matched orders io sell and orders io
buy;

wherein the exchange system cooperates with a holder of a
commodity to arrange for delivery of the commaodity according to the

deal.

The system of claim 1, wherein the commodities market is one of a spot

market or a forward market.

The system of claim 1, wherein the at least one interface comprises a

trading interface coupled to be in communication with the trading engine.

The system of claim 1, wherein orders submitted on the spot market are

submitted via the at least one trading interface.
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The system of claim 1, wherein orders submitted on the forward market

are submitted via a clearing participant and via the trading interface.

The system of claim 1, further comprising a partial indicator associated
with an order, which, if activated, allows the associated order to be
matched with another order to create a deal if the volumes of the orders

do not match.

The system of claim 6, wherein the trading engine adjusts the order with
a larger volume such that a remaining unmatched volume of the order is

available for matching by the trading engine with another order.

The system of claim 1, wherein the trading engine maiches orders on
one or more of the following bases: a time of receipt of an order by the
trading engine, buy orders with a highest price, sell orders with a lowesi

price.

The system of claim 1, wherein the interface issues a warning to the
buyer or seller if, respectively, a price of a submitted order to buy is more
than a best open sell order by a pre-defined amount or a price of a
submitted order to sell is less than a best open buy order by a pre-

defined amount.
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10. The system of claim 1, wherein the at least one trading interface

automatically calculates one or more of the following when an order is
being placed: a cost of transporting the commodity from the holder of the
commodity to a delivery point, an administration fee, a price per contract,

5 a shrink cost, an insurance cost.

11.  The system of claim 1, wherein, upon receipt of funds from a buyer, the
settlement and clearing engine instructs the holder of the commodity to
transfer title in the commodity from the seller to the buyer.

10

12. A method of trading physical commodities on a commodities market via
an electronic commodities exchange system, the method including the
steps of:

receiving an order to sell a commodity via an interface of the
15 commodities exchange system;
receiving an order io buy a commodity via the interface of the
commodities exchange system;
creating a deal by matching an order to sell with an order to buy
at least on the basis of a common commodity type and a common price
20 between the orders; and
arranging for delivery of the commodity according to the deal
following cooperation of the exchange system with a holder of the

commodity.
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The method of claim 12, wherein the commodities market is one of a

spot market or a forward market.

The method of claim 12, wherein, for a forward market, the orders are
submitted to the commodities exchange system via a clearing

participant.

The method of claim 12, further including the step of checking an order
for compliance with market rules prior to submitting the order to a trading

engine of the exchange system.

The method of claim 12, further including the step of the commodities
exchange system reserving funds sufficient to cover an order to buy prior

to submitting the order to a trading engine of the exchange system.

The method of claim 12, further including the step of the commodities
exchange system requesting a physical hold to be placed on the
commodity sufficient to cover the order to sell prior to submitting the

order to the trading engine of the exchange system.

The method of claim 12, wherein the step of creating a deal includes
matching an order to buy with an order to sell where the volumes of each
order do not match providing a partial indicator permitting such a match

associated with at least one of the orders is activated.
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The method of claim 18, further including the step of adjusting the order

with a larger volume such that a remaining unmatched volume of the

order is available for matching by the trading engine with another order.

The method of claim 12, further including the step of checking whether a
price of a submitted order to buy is more than a best open sell order by a
pre-defined amount or whether a price of a submitted order to sell is less
than a best open buy order by a pre-defined amount and issuing a

warning if either condition is satisfied.

The method of claim 12, further including the step of automatically
calculating one or more of the following when an order is being placed: a
cost of fransporting the commodity from the holder of the commodity to a
delivery point, an administration fee, a price per contract, a shrink cost,

an insurance cost.
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