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I. INTRODUCTION

Most developing countries rely strongly on primary commodity exports as a
major source of national incame and many depend on the exports of a limited
mumber of commodities for a substantial share of their foreign exchange
earnings. Due to this, the level and stability of commodity prices and
revermes have been a matter of major concern to these countries. Being no
exception, the countries in Iatin America and the Caribbean are heavily
reliant on these exports (see Table 1). Given the high degree of price
volatility experienced during the last two decades, improved cammodity price
management at the macro and micro level should substantially reduce their
balance of payments uncertainties.l/

The use of futures markets by developing country exporters has been
suggested as a means to stabilize or increase export earnings. As is well
known, futures markets constitute not only valuable sources of price and stock
information but also indispensable instruments for price-risk transfer. These
markets also give exporters greater flexibility in pricing and marketing
decisions, and facilitate intra- and inter-temporal marketing (carrying stocks
through and over marketing years). Furthermore, they can be used by exporters
to support commodity prices, either directly through futures trading or
indirectly via better management of inter-temporal price relationships and
stock availability. Despite these potential benefits, however, many
developing countries are inclined to sell their cammodities only in cash or
forward markets with little regard for the sametimes more advantageous futures
market prices.

Similarly, on the import side failure to lock in a low price by buying
futures contracts under advantageous market conditions often leads to higher
import bills. While instability in world food prices has focused attention on
security aspects, there is now an increasing awareness of issues related to
market efficiency. To the extent that improvements in market or marketing
efficiency increase price stability, the links between the two are clear.
Given that even perfectly efficient markets do not eliminate price volatility,
and to the extent that many developing countries contimie to rely an world
markets for food imports, understanding/utilizing futures markets becomes of
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strategic importance in domestic food security management.2/ Despite the
potential benefits of futures markets, as in the case of commodity exports,
countries that can least afford losses are doing little to manage their price
risks.

The low participation of developing country agencies in the cammodity
exchanges can in part be attributed to a lack of familiarity with the
operations of the markets. However, it also rejects a different perspective to
that of the developed countries regarding the benefits and costs that futures
markets entail, and the neutrality of the functioning of the exchangés. In
principle, these institutions operate as "free", (but not necessarily
"efficient"),3/ markets where prices are determined by continuous auctioning.
On the other hand, developing countries often maintain that in practice,
various constraints and distortions (e.g. inadequate financial requirements,
foreign exchange risks, imperfect match in risk transfer between the markets
in the North and South, national legislation, the trading practices of the
leading multinational firms) tend to make the exchanges inaccessible on equal
terms and not as beneficial as theoretically possible. This paper addresses
these questions and discusses considerations pertinent to the efficiency of

Over the years, a large part of intergoverrmental activities on primary
camodities has originated from the negotiations related to the Integrated
Programme for Commodities (IPC), negotiated under the auspices of UNCTAD. In
spite of arduous efforts made in this regard, not only have the results been
discouraging but also there is a tendency among developed and developing
countries to roll back and even to question these mandates. Today, cammodity
negotiations put more emphasis on "market" solutiions rather than those based
on state "intervention".4/ In this regard, trading in futures, may be viewed
as an effective altermative to the conwventional mechanisms for stabilizing or
enhancing export revermes, such as intermational ocammodity agreements,
assuming these markets function neutrally amd efficiently from the point of
view of developing countries.



II. RECENT DEVELOPMENTS IN COMMODITY EXCHANGES
1. in ‘ and i

'Ihelasttwodemdeshavewitmssedaspectamlargmthin trading, as both
most conventional futures and a variety of financial instruments. The
expansion of these activities has involved the successful launching of new
mrketsawayfranﬂletxadltlmaloamexclalcentezsmﬂerSanitheUK
1nc1ud1ngscmethat are located in the developing areas. The rapid expansion
mﬁxhzmtradnglsslmnbythefactmattotalcmtmctstradedmalltls
futures markets rose from 3.9 million in 1960 to 43 million in 1977 and to 267
million in 1989 (see Figure 1), the last being equivalent to US $ 28.3
trillipninvaltle.'Ibbesure,mstofthegrowminthepastfewyearshas
occurred in the financial and options areas (mainly currencies, financial
futures and stock indexes). The most recent data (1985-89) on US futures
contracts by commodity group indicate that financial futures (interest rate,
equity indexes, foreign currency/index) account for an increasing and share of
the total, and that by 1989 these categories were responsible for more than
60%ofallfutu]:'esoontractstradedintheUS(seeFigureZ).'Iherehasbeen,
however, a substantial expansion in the primary commodity area as well. While
in the second half of the 1980s, agricultural commodities maintained a
relative share close to 20%, energy products emerged as one of the principal
cwunditygzu:pstxaded.Noh—preciwsnetals,mtheoﬂlerhard,didmtfam
wellwimastarﬂstillinﬂxeabsolutemmberofcmtractstraded.y
Asimilardasexvatimmnbenademoptiascartractstxadedinthetls.
The mmber of contracts increased from little over 20 million in 1985 to over
55 million in 1989. By cammodity group, in the late 1980s close to two-thirds
oftzadedcartractsmzr&spaﬁedtofimmialirstnmts,wiﬂaﬂmeinterst—
rate related transactions being by far the most important (see Figure 3).
inﬂremseofﬁrhnm,agriaﬂbmalcamnditiacmstiumeaninportantpart,
while energy products have increased their participation rapidly.
Theriseinﬁxbxrestradin;inoilhasbeenspectaaﬂar.lneffect,the
mostrelevarrtprioeofoi.linmxdaoftheworldismlcxgertheomnprice
but the New York Mercantile Exchange (NYMEX) price —a market which did not
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Figure 2: Futures Contracts Traded
by Commodity Group, in the US 1985-89
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even exist before March 1983. Increased price volatility, high interest rates
and storage costs in the late 1970s and early 1980s, and the emergence of
surplus crude afterwards called for short-term trading arrangements and
hedging instruments, inca'xtrasttotheearlieryearsvdmlong—term
contractual relationships between producers, principally those of OPEC, and
major oil campanies dictated the market price. By the end of 1985, virtually
all crude moved at same sort of market-related pricing, and oil campanies were
aoquiringanywhemwtoso%ofthejrwppliesmaspot, non—contract basis.
In short, the rise of the futures market is both a cause and an effect of the
erosion of OPEC market dominance.

The growth of futures activity in camodities since the 1970s has been in
part a response to changed economic conditions. The 1973-75 boom and bust in
many cammodity prices coincided with high damestic inflation and the move to
floating exchange rates. Much greater price volatility for commodities
stimulated interest on the part of producers, consumers, processors and
txadersintheuseoffummstradinginordertomdexatethisexposumto
price fluctuations. At the same time, price volatility gave an important boost
to futures speculation, which enhanced the liquidity of leading markets and
made them all the more acceptable to speculators. Another important
consequence of the great price swings was that it became increasingly
difficult for producers to maintain long-established systems of administered
producer prices on world markets, not only in the case of petroleum but also
for alumimum, nickel, and copper. The movement away from producer pricing led
to a corresponding increase in the importance of prices determined on
camodity exchanges.

During the 1970s, therefore, reflecting such changes as the end of
dollar-gold convertibility, the shift from a fixed exchange rate system to a
floating one, and the change in petroleum fram being a cartel commodity to a
market-sensitive ane, the prices of gold and petroleum and arrrency excharnge
rates began to fluctuate. In the process of searching anchor levels for their
prices, price volatility, including that of primary commodities, intensified.
Also, since the latter half of the 1970s, with a high liquidity in major
advanced countries and increased role of the services industry, portfolio



firms, has expanded. Accordingly, primary commodities are increasingly viewed
as financial assets and as part of a portfolio with other liquid assets (such
as stocks, bonds, foreign currencies), and at least in the short-run, their
prices are influenced not only by market demand and supply conditions (market
fundamentals), but also by unpredictable new information on macroeconomic
variables, which affect the terms on which traders are prepared to hold title
became in overall financial operations, the greater has been the volatility
in their prices (for a summary of various studies on these issues, see Ghura,
1990; Kuchiki, 1989).7/

2. Characteristics of products traded on futures markets

Futures markets exist for many of the commodities exported by developing
countries: these markets exist for 7 out of 10 UNCTAD's "“core" products
covered by the Integrated Programme for Commodities (cocoa, coffee, cotton and
cotton yarn, rubber, sugar, copper and tin), the exceptions being hard fibers,
jute and tea. The most active futures markets are located in the United States
and the United Kingdom although less liquid futures markets can be found
around the world. Since World War II, new futures contracts which have been
introduced successfully in the US include alumimm, live cattle and hogs,
frozen pork bellies, fresh eggs, frozen concentrated orange juice, plywood and
lumber. Contracts for molasses, dressed beef and frozen shrimps were also
introduced but failed.8/ With developing country govermment irnvolvement, it is
theoretically possible for other commodities of interest to developing
countries to be introduced as futures.
However,mtallproductsaxetradeableorapprcpriatefbraﬁth
market. Marmufactured products, particularly those for direct consumption, are
not likely to be traded at the exchange, thanks to their higher degree of
price stability and a certain flexibility to absorb price variability through
mark-ups. Among camcdities, most suitable are those products which can
satisfy same minimm conditions such as: i) large supply amd demand;
ii)homogeneity and fungibility; and iii) storability. Supply and demand should
be large encugh to assure the free interplay of market forces with little
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intervention and extensive enough to attract and sustain a large body of
traders so that the liquidity of the market and contimiity of trading can be
maintained. The commodity also has to have a certain degree of hamogeneity so
as to permit interchangeability between production sources, with a possible
system of premiums and discounts to compensate for the differences over or
under the agreed specification. Additionally, futures contracts may call for
delivery of many months into the future. Consequently the cammodity must be
capable of being stored for considerable periods as its contract provides for
a market of last resort when the product is delivered or sold. Perishable
camodities such as bananas do not meet this requirement.

Futures seem to develop where there is a need for an insurance for
protection against price fluctuation by those producing, handling, trading or
processing raw materials. For the majority of commodities, the share of raw
materials in the final product price is high and this produces a higher risk,
thereby inducing a higher level of intermediation. On the other hand, when
there is a protective umbrella against rising prices which allows a rise in
raw material costs to be passed on to the final product price without too much
difficulty, it is not always necessary to resort to such a risk reduction
mechanism as a comodity exchange. For instance, the share of bauxite in the
final price of alumimm is very low, so that a large increase in the price of
bauxite will not affect too much the final price of alumimm. While it would
be possible to have a futures market for bauxite, whether there will be a need
for and sufficient use of that market remains to be seen.

For these reasons, the greatest use of futures for hedging is made by
institutions whose earnings are highly sensitive to small variations in the
underlying cammodity prices. Thus, commodity traders are usually the most
active hedgers of all, in their attempt to protect their small margins fram
important group of users of these markets are the processars and fabricators
of raw materials. Often, as in the grinding of cocoa beans, the roasting of
green coffee, or the milling of grains, the value added in the processing
stage is small in relation to raw material costs, leaving processors
vulnerable to price swings unless they take steps to hedge their raw material
purchases.
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Measures of the involvement of foreign traders on futures markets are
difficult to come by. Available estimates usually consist of the
identification of large traders for purposes of reporting required by the
Commodity Futures Trading Comission (CFIC). Powers and Tosini (1977),
examining traders from 63 different countries in the US markets, found that
the total mumber of reporting foreign traders was small and that most of them
were of Canadian, Furopean and Australian origin. They found that very little
of the foreign participation came from developing countries. Thampson and Bord
(1985), using similar data series up to 1983 provided by the CFIC, showed that
US futures remained dominated by domestic interests but that foreign traders
were playing an active role, especially in grains, the soybean complex, and
foreign foodstuffs (coffee, cocoa ard sugar).

Any estimate of foreign participation should be read with caution for the
simple reason that reporting of large positions, required by the CFIC, can be
easily veiled. If the trading entity trades in its own name, it can be
identified as damesiic or foreign. If, by contrast, the buyer/seller trades
through a broker or variety of brokers, agents and banks (foreign or
damestic), the identification of the buyer/seller is not possible. Therefore,
it is not possible for the individual exchanges or the regulatory authorities
to determine whether the buyer/seller is foreign or domestic.

Perhaps the most accurate estimate comes not from official statistics,
but from the impressions of exchange participants and authorities. Experts'
opinions suggest that foreign participation overall is approximately 30%.
Though there is a good deal of variation among product groups, the estimate
for the exchanges trading grains and the soybean camplex is on the order of
15%, while for the exchanges trading metals and minerals it could be as high
as 60%.

The frequency of use of the exchanges by latin American and Caribbean
countries depends on several factors including: i) the type and size of the
campany and its ties with firms operating in the developed market econcmies;
ii) the extent of risk exposure on the one hand and the degree of risk
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mductimmimfummsmarketsammpposedtoprwideinrelatimtothe
campany's its physical trade (basis risk) on the other; iii) the company's
knowledge of and familiarity with exchange operations; iv) its capability to
finance margins and other deposits required; and V) restrictions placed by
national authorities on the transfer of foreign exchange to finance these
operations abroad.

4. ific

As regards agricultural commodities, in the cases of cocoa and coffee, in
genemlscatte:edprodtwexssellthnghtmderstoavarietyofpmcessom.
Nonetheless, due to the increasing concentration of processing and marketing
in a small number of large fimms, there is now a much higher percentage of
tradetakirgplaoedirectlybetweenproducersarﬂprocessozs, thus by-
passing the traders. Earlier, the traders negotiated the deals with the
pxodtmersardﬂuenhedgedﬂxeirpricea:posum.ﬁlelargeprocesshgfimsam
believed to hedge at most 10% of their forward purchases and inventories. The
reduced role of traders has resulted in a decline in liquidity on the futures
markets, especially in Paris and London. Undeniably, the exchange quotations
still function as a price barameter and negotiation tool, while traders
contimetoprwideaninportantmarketr&eaxdmmletosaneproduoers. For
sugar, where the producers and users are widely dispersed, the traders are
relatively small inmmbefb.xtwellknownaniinportanttotheﬁmctiming of
themshmrketaswellasthefutum.'nnxghitislikelythatmstooffee,
cocoa and sugar exported fram latin America and the Caribbean is sold on the
camodity exchanges through operators, experts estimate that no more than 25%
oftlmeexportsistxadeddjrecuybyﬂxepxnducexsmﬂleenjmges(mpez
Huebe, 1990).

In the case of grains, the major part of exports fram Argentina and
Brazil (the principal exporters in the region) is concentrated in the hands of
private campanies, which are subsidiaries of transnational firms or which have
foreign representation in these countries. Again, though it is difficult to
quantify the degree of participation of these countries, direct consultations
with major exporters of grains and their products suggest that these campanies
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use (but not necessarily systematically) the futures markets to hedge, and
that they seem to cross-hedge with other commodities as well as financial
futures and exchange rate-related futures. In contrast, the official
organizations specializing in grain exports in lLatin America (e.g., the Junta
Nacional de Granos of Argentina and other similar institutions) use the
exchanges principally as sources of information and contract negotiation
tools, hut not for effectuating hedging 9/ or speculation.

In the US, it is not the farmer (except for same large ones) but the
grain elevators that hedge. The exchanges are used actively by traders, but
less by mills and other processors. In a survey of US farmers made at the end
of the 1970s less than 7% said they had actually traded futures contracts.
Their participation was constrained by the lack of familiarity with the
operations of the futures markets, the small size of farming operations as
indicated by yearly output much lower than the minimm contract size tradeable
on the exchanges, the lack of capital and credit facilities to meet commission
fees, and by the initial and variation margin requirements. Nonetheless, the
Chicago Board of Trade (CBT) estimates that about 50% of its wheat-related
futures business is hedging while the correspording figure for soybeans is in
the range of 40-45%, and that for corn, 55-60%.

Futures markets exist for frozen concentrated orange juice (FCQJ), the
major exchange for this product of increasing regional interest being the New
York Cotton Exchange (NYCE). Though Brazilian companies, a major producer, are
prohibited by their own laws from participating as members in the NYCE, their
use of hedging on a significant sacle is acknowledged. Brazilians also use it
as a basis for market information, speculation and, most importantly, for
paying their growers: the processors pay the growers the NYCE price less all
other costs (processing, transport, tariffs, etc.), leaving most of price risk
to the growers.

Historically, the participation of the metal industries as members of the
exchanges has been low. In recent years, however, this has increased not only
through the incorporation of the companies as members but through a higher
level of influence exercised by them over the decisions which affect the
industry. Nonetheless, only in the case of the copper industry do Ilatin
American producers participate actively in the exchanges, especially in the
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irxiustrialsegmezmswhicharemst@tposedtopricerisks (such as semi-
finished fabricators). In copper, there is the prevalence of forward quantity
contacts with deliveries scheduled regularly over the year but with prices
directly linked to London Metal Exchange (IME) prices. There are a relatively
small mmber of major suppliers and a fairly dispersed group of fabricators
and copper users, withtradersactiveinsmootlﬁ:qmts:pplyarﬂdemarﬂfor
material not covered by the contracts. In recent years, the major public and
private campanies of Chile, Peru, Mexico and Brazil have used the IME and
Camnodity Exchange (COMEX) regularly for hedging purposes.

Futures trading in alumimm is relatively new, having commenced in the
late 1970s. One of the main features of the alumimm industry in recent years
has been the falling share of production accounted for by the six major
producing companies at all stages of production (i.e., bauxite, alumina and
aluminum) . Atthesametiue,themmberarxiinportanceofi:ﬂependent,
non-integrated producers, including state owned campanies in developing
countries, has increased. Price instability has mearwhile increased at the
alumimm stage, partly as a result of the introduction of this metal on
camodity exchanges and partly because of loss of market control by the major
campanies. Bauxite and alumina prices have generally remained more stable, but
the increasing practice of linking alumina contract prices to prices for
aluminum has had the effect of transferring price instability to alumina. In
Brazil and Venezuela, the major producers in the region, the campanies base
their contracts on the IME price. Many of these companies are joint-ventures
between the state, the majors and/or Japanese interests, and part of their
pxcdtx:timisommittedmﬂerlax;—temcattractsorismﬂcetedbyﬂme
majors' subsidiaries. The rest is sold independently and probably a portion of

As for oopper, tinhasalalghistorywiﬂlmspecttothecannodity
exchanges. Givenadispexsedilﬂustrialstnx:b.meatthecammptimerd, the
IME was used principally for hedging by traders. The tin industry, on the
other harnd, operated on the IME for a lang period of time in order to sustain
prices under the International Tin Agreement. In South East Asia, the Kuala
Lumpur Tin Market (KLIM) ardﬂrerecaxtlyestablishednlalahmxr&mundity
Exchange (KICE) tin futures market in Malaysia enhance trading and price
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setting oppartunities for this region's producers, although volumes traded are
still relatively small. The reintroduction of tin futures on the IME in 1989
also provides opportunities for hedging and speculative activities. The
principal Brazilian producer, Paranapanema, is a private campany and is
believed to have participated through its trading arm at the IME. In the case
of Bolivia, direct participation at the IME is negligible, given that a large
part of Bolivian production is marketed through traders who incorporate price
fixing options in the contracts.
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III. THE ECONOMIC OPPORTUNITIES PROVIDED BY FUTURES AND OPTIONS
MARKETS TO DEVELOPING COUNTRY EXPORTERS

Themainfoalsofthisdlapterliesinillustxatirgtheecmmic
opportunities provided by, and the constraints in utilizing, futures markets
from the point of view of the developing country exporter. Before going into
illustrative cases, however, some general caments are in order.

ﬂhereaqummain;pjgthatcmnndityemchargsperfomforusem:
hedging, speculation, price fixing and arbitrage. The exhaustive literature on
these functions means that it is unnecessary to provide here a detailed
description of their mechanics and possible benefits to users. The advantages
of commodity exchanges for producers, traders, and consumers under a market
econamy system are also well known, and can be summarized as follows: i) a
reduction of the price risks inherent in camodity ownership; ii) easier and
cheaper finance; iii) improved knowledge of market corditions; and iv)
guaranteed fulfillment of futures contracts.

Futures markets benefit those market participants not directly involved
in futures trading since futures prices provide useful forecasts of actuals
ahead of delivery dates. This means that in assessing the overall benefits of
futures trading for each commodity, account should be taken of gains to people
otherthanthosedirectlyi:wolvedintrading.'megaininmarket
transparency can be considerable, incarparisonwithwhathappensinmany
private deals.

Ingenemlthemlymeansbywhidmthosewlmtakecwnerstﬁpof
camodities fram the original producers can minimize their risk and absorb the
market fluctuations for the period of time they hold the goods is to force the
producer to sell his goods at a discount. Futures exchanges enable those with
inventories of intermationally trade cammodities to transfer risks via hedging
to the futures market, thus possibly allowing a higher price to the original
producer.

There are other "spill-over®" benefits accruing from futures markets to
developing countries which are neither immediate nor direct but rather
important in the medium and long term. They include an increased integration
of developing countries' pricing systems into world markets, a broadening of
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campetition and reduction of monopsonistic power, and a dissipation of the
domestic risk load to the broader world econamy (Power and Tosini, 1977).
Also, as suggested by Hirshleifer (1988), in the absence of futures markets,
there will be greater incentives for growers/producers to vertically integrate
to offset the negatively correlated payoffs which exist between them. This
could be achieved by cambining assets under single ownership or by forward
contracting between the producer and the processor. Establishing/participating
in a futures market provides an alternative means by which these groups can
transfer risks individually. Organized futures trading therefore can act as a
substitute for vertical integration or share contracting as a means of
diversification, while at the same time encouraging a greater degree of
product specialization.l10/

1. Futures

The attraction of futures trading over the spot transaction from the view of
developing countries rests on futures markets' capability to promote: i)
anticipatory hedging (forward pricing); ii) inventory hedging; iii)
flexibility in pricing; and iv) support of cammodity prices. Added to these,
of course, is the frequently mentioned market information function: commodity
exchanges provide information with regard to price behavior in 1light of
existing and expected market supply/demand corditions for purposes of makmg
production and marketing decisions.

a) Anticipatory hedging

'meaxtomeofahedgingopemtimdependsmaombimtimofhedging
strategies and circumstances. What is less questioned today is the
desirability of same form of hedging in the first place —at some point in the
production, processing, merchandising and end-user chain.

Anticipatory hedging is the buying or selling of futures contracts in
anticipation of a cammodity purchase or sale. It is basically a price-fixing
decision: prices look "good" today for the cammodity that must be eventually
bought or sold. Most producer hedging, same processor hedging, and most
potential importer hedging fall under this category. Farmers, for instance,
can at anytime during the year sell their intended output which will be
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available only at harvest. RmnesmrketsmwideammMich'qmﬂ
sales qporhmityforanoﬂmiseﬂwmtimopemtim. In the
case of a processor, he will typically have relatively small on-site storage
capacity, and thus be unable to buy his anmual input requirements in the cash
market in a single operation. But if the processor judged that prices were
low, hecmldseanetodayhismtirearmlreqlﬁramtsbymyingm.

As can be seen above, whenfulnnesnarketsamusedforforwaxdpricing,
they serve essentially the same function as cash forward markets. The
differences between them 11/ includetheeaseofentryaniexit, and the
practice of "marking-to-the-market" in futures, and the ability to easily
"roll-over" sales in futures from one delivery period to a later maturity.
Forward pricing effectuated in this manner removes uncertainty regarding
export price levels. These are coupled with futures markets' higher liquidity
camensurate with trading volume, while in forward markets there is almost no
fungibility. Futures markets are supposed to provide a higher level of
contract integrity guaranteed by the exchange's clearing house operations.

The opportunities arising fram forward pricing in a liquid futures market
may be of special inte.testtothedevelopingcamtryexporterwhosetimjmof
export sales is vital to foreign exchange management. By this method, the
exporter can sell fractimsofinterﬂedexportsalesinfmnresoverintervals
denominated by contract months. Benefits can be substantial for those
organizations and export fimms, like the Junta Nacional de Granos of
Argentina, cooperatives, and state trading coampanies that systematically
abtain the product from the local market and later export it. A close follow-
up by these institutions on the market allows them to decide on appropriate
moments to hedge well in advance of actual sales or harvest, or without the
presence of habitual consumers. 'BxeAustralianMxeatBoardlssaldtouse
this modality of risk reduction systematically.

By nature, anticipatory hedging is speculative: the participant selects
determined maments to buy or sell, basedmhls:)udganentabaxttheprevallulg
futures market prices. The operation involves a decision to lock in a price
considered "good", on the basis of a market analysis or certain criteria
regarding his commercial operations (this decision is similar to the cne taken
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by the speculator in the exchange), or on the basis of the relative prices of
inputs used in production.

In addition to this speculative character, anticipatory hedging, 1like
other types of hedging, does not totally eliminate uncertainty in the net
price eventually received by the exporter. Same uncertainty still remains in
the difference, known as the "local basis", between the cash price at the
delivery location and the price of the cash market export sale. As discussed
later, this difference may vary widely depending on the distance between the
futures market delivery point and the location of the actual export sale.
There is also "quality" basis risk, arising from the differences in the grade
or type of commodity offered for the export sale and that specified in the
futures contract.

There is also a "quantity" risk. Futures trading does not guarantee that
quantities hedged before harvest will equal the quantity available for sale
later on the cash market. Prior to harvest, producers can only form
expectations of what their yields will be. Therefore, it is unlikely that
producers would be able to hedge the exact amount of their harvests. Unless
large storage facilities are maintained to requlate the flow of stocks onto
the market, producers face sizeable risks in forward pricing. It is perfectly
possible for exporters to profit as well on changes in the local, quality and
cash basis, but for a risk-averse hedger, as the exporter of a developing
country is likely to be, this basis variability can be seen as something very
undesirable. The actual margin of the exporter will depend on how well the
relevant cash basis was anticipated. This, in turn, calls for sophisticated
knowledge of basis relationships.

An exporter who uses futures markets to forward price exports may do so
either to stabilize export reverme or to plan export marketing. However,
whether forward pricing of exports, by anticipatory hedging, would stabilize
export reverme is not certain. Export revemes will be stabilized if the
variance of prices received throuwgh forward pricing in futures markets for
any given quantity of exports is less than the variance of prices received
through only cash market transactions. Considering that futures prices usually
move in line with cash market prices across marketing years, forward pricing
in futures markets should not effectively reduce year-to~year variance in
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export earnings. However, should there exist a relationship between the mean
and variance of returns such that lower variability only comes at the expense
of lower expected returns, the benefits of hedging are reduced. Still, risk
adverse exporters may be willing to trade same returns for lower variance.
More importantly, futures trading, by itself, will not moderate or remove
variance in export earnings attributable to production variability.

The foregoing suggests that while futures markets can provide some
protection against adverse cash price movements, they may do little to protect
revemies for the naive producer/exporter. The level of optimal anticipatory
hedging can be substantially less than expected output when price and
production uncertainties are high. It might turn out that the quantity to be
hedged is a decisive decision variable, instead of always assuming completely
hedged positions. Particularly in the case of agricultural cammodities, as
said earlier, a producer has to face not only a price but also a quantity risk
and deviations from completely hedged positions are thought to be rational and
depend on the type of relationship between output and price variability. It is
possible that the level of optimal hedging for a risk averse producer might be
mich less than the expected output when both price and production are
uncertain. v

The level of hedging can also be different for large and small
producers/exporters. Futures trading, at a horizon for which the futures
prices are supposed to provide an unbiased estimate of the long-run
equilibrium price of the cammodity (a highly debatable subject), should allow
consumers and those small producers whose production has a negligible effect
on the commodity price to eliminate the effects of price variability
campletely. On the other hand, large producers, whose production levels will
affect the commodity price, will not be able to eliminate uncertainty from
their revermues campletely, though they may be able, to same extent, to adopt
futures positions which will make fluctuations in revemues independent of
variations in the commodity price. In sum, for consumers and small producers,
futures trading could be, in temms of risk reduction, an effective price
stabilization mechanism. large producers, whose main interest is revermue
stabilization, also can adopt a forward position that is optimal for their own
ciramstances, but the task of finding such a level is more complicated.
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b)  Inventory hedging ,

Futures markets constitute a valuable source of market information and
careful monitoring of prices leads to efficient export pricing and marketing.
In particular, the relationship between futures prices for different
maturities provides the market-determined price of cammodity storage.

The difference in price between futures contracts for different
maturities, the so-called "basis", is a signal of the availability of stocks
to the markets: large price spreads indicate an abundance of stocks and an
incentive to store whereas small or negative price spreads points to a
tightness in stocks and an incentive to release them to the market. Returns to
storage, known as “carrying charges", are normally greatest between contract
months immediately following harvest and smallest between those immediately
preceding it. That is to say, when stocks available to the market are
plentiful, positive carrying charges will exist between distinct contract
months. By contrast, small or negative carrying charges will result when
stocks are low. The exporter who understands the significance of futures price
spreads can use this information to his benefit in the timing of export sales
evmmtlmtengagmgmfuulmcu'rtracttrad.mg The examination of these
price relationships enables the exporter to be aware of current market
conditions as well as implicit future market expectations (these points on the
"basis" will be taken up again in Chapter III).

Futures price spreads, therefore, will signal to the exporter when to
store and when to sell. With this information, the exporter might store the
pmdlx:tbyhedgmgstodsinfuummrketsagahstpossibleadverseprice
changes. When a carrying charge is positive, the exporter can earn a return to
storage by similtaneously purchasing the cash comedity and selling futures.
Upon the expiration of the near futures, the exporter can contime to earn a
return to storage by rolling over his futures position into the next future,
as lang as a positive carrying charge is maintained. The exporter can redo the
process until price spreads become negative, and then close out his futures
position and releases his stocks on the cash market.

The degree of success in inventory hedging by exporters, deperds, as in
the case of anticipatory hedging, on basis risk. The return to storage may be
reduced or increased by changes in the exporter's local or gquality basis. It
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will be also affected by changes in the cash basis if stocks are released from
storage before expiration of the futures contract. Benefits accruing from
inventory hedging also depend on the stockholding behavior of principal cash
market participants: the availability of stocks to the market relative to
current demand largely determines carrying charges, and the stockholding
behavior of a major producer or a group of producers, and the location of the
futures market, has an important bearing on them. It is known, for example,
that carrying charges in grain, soybean and cotton futures are determined by
stockholding behavior in the United Sates where the major futures markets for
these products are located.

Mechanisms employed in inventory hedging should encourage not only intra-
(within a harvest year) but inter-temporal (year-to-year) price stability,
pramoting stock releases in times of shortage and stock accumilation in times
of abundance. However, these gains could be substantially reduced by the
application of price stabilization schemes which tend to regulate stock
availability contrary to futures market signals.

Regarding inter-temporal price stability, there is ancther dimension to
consider in the mineral sector. In effect, the owner of the mine has most of
his inventory in the form of reserves. As such, his assets are exposed to the
risk of price variability, depending on the price at which the reserves are to
be extracted. In consequence, the producer is exposed to risk with respect not
only to the refined metal inventory, or production during the period in
question, but also to the stock of raw material for a much longer-term
production horizon (Bande and Mardones, 1990).

c) Flexibility in pricing

Ancther important modality of hedging which could be of great utility for
developing country exporters is the mechanism of the so-called "basis priced
contract”. The parties to this contract agree to two separate camponents in
pricing the export sale: i) the choice of the futures contract which later
determines the absolute price of the export sale; and ii) the basis, or the
amount above or below the relevant futures' price the exporter will earn for
making the sale. The basis is composed of transportation costs between the
futures market and the delivery location and of premiums or discounts for
quality differences with respect to the commodity specified in the futures
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cmtract.lhispmcticeishwntobeoauminﬂxemrldwidegrainhﬁustry
including the major latin American exporters of grain. Basis priced contracts
allmtheexporter,asinthemseoftheinporter,tofixonedimersim(the
basis) of an export sale in advance, but at the same time maintain flexibility
in the other dimension (price). By definition, forward comtracts fix both
dimensions, while cash market sales fix neither.

In a typical basis priced contract, the exporter and the importer agree
an a sale/purchase of the cammodity after having specified the basis. The
futures contract used for this purpose by both the exporter and importer is
the one whose expiration is the closest to the time of delivery agreed in the
export contract. The price at which the exporter sells and importer buys
futures does not have to be the same. Both exporter and importer, according to
their judgement, speculate on price levels by waiting to take a futures
position. Once a trader establishes a price by taking a futures position, if
he so wishes, he can establish a new price by rolling-over. Thus, the risks in
a basis priced contract lies in the very flexibility in determining a price
levelarﬂﬂleriskthattheagreedmbasiswillmtcoverexportjrgcosts.

Amedlanismoftenadhemdtohythecamtriesinﬂ:exegim,hxtstrictly
speaking outside futures operations, is called Executable Orders (E.0.). It is
a variation of an Against Actuals contract (the barter of physical for
ﬁxuxr&s)arﬂisusmllyarrmgedwimamatberofﬂxeexdlarge.lhemjor
objective is to establish a price-fixing formula which permits a partial or
total execution of a sale between the date of the physicals sale and the date
of shipment. After agreeing on the quantity of lots, the positions and the
premium/discount in relation to the futures price, the seller fixes the price
of the physicals by giving orders to the broker who executes them on the
exchange for his own account. The advantage for the seller is that he can fix
the price of the physicals when he so desires during the stipulated period.
The seller operates on the exchange the same way as if he were making a hedge
without assuming any direct commitment at the exchange.

Benefitsaccruin;fxunE.O.cathactss!xnldbeassessedbythejr
provision of price-fixing altermatives: i) should a fixed-price sale be
preferred, the abjective is achieved by giving an order to sell the total of
the lots involved in the comtract; ii) if the cbjective were to abtain the
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average (for instance for a one month period), orders could be given for a
sale of an equal number of lots each day, so that at the end of the period, a
price similar to the monthly average would be obtained; and iii) according to
one's best judgement, E.O. contracts may be used in such a manner as to cbtain
a higher price than in cases like i) amd ii).

d) Support of cammodity prices

Fram the point of view of developing countries, there is an additional
issue to be addressed: futures trading initiated by the private sector or
official intervention in futures markets as a substitute for participation in
cammodity price stabilization schemes, which up to now have been mainly
practiced under the international camodity agreements. Instead of using
futures markets on an individual basis for conventional pricing and stock-
carrying purposes, exporters may attempt to affect/support cash market prices
by trading futures oollectively. The basic strategy would involve the
purchasing of futures contracts while holding a sufficient amount of the cash
cmrmditytoexertupvardpmssmeonfuulresandcashmrketprices. In this
manner, taking long positions in futures markets could be a substitute for
taking long cash market positions, which is basically the aim of under buffer-
stock holdings. Animnediateappealformistypeofacticnisbasedmthe
maﬂcetlweragepmvided\inﬁ:hmtmdirg. Neither do exporters need
immediately to restrict exports, nor do they have to store stocks in their own
countries. What is required, however, is the necessary margin capital to take
and hold onto the futures positions.

The explicit abjective of buffer-stock programs is to decrease price
variability and possibly income variability. There seems to be also an
implicit goal of these operations to stabilize prices at levels, on average,
higher than those of long-term equilibrium. The use of buffer-stocks to
achieve price levelshigherthanthosewhichwmldhavebeene;tabliﬂledby
market forces alane, ashasbeendase.wedinthecaseofthetincrisis, terds
toamnageWtimarﬂtoleaveﬂ:ehﬁfmtod:auﬂnrityashnyer

of the last resort, withanevergrowingstodq)ileofﬂmecamdity. In order
to sustain futures prices above their long-run equilibrium level, the
authority would normally be holding net long positions and taking losses on
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these contracts as they near maturity. Further, such price-supporting
activities would necessitate taking delivery on futures contracts.

In addition to being considered as "manipulative" and running the risk of
regulatory action on the part of the exchange itself or the govermmental
requlatory agency,l2/ this type of market operation to support cash prices
entails high risks. The participants will eventually face the problem of what
todowithstodcsacq&iredbystandirqfordeliverymtheirlaqpositias.
As said earlier, unless the overhanging stocks are effectively removed from
the market, any temporary increases will be short-lived. On the other hand, in
order for the price-support activity to be effective, the mechanism which is
to transmit price changes fromtheftmmtothespotmarketsmstbestmg
enough so that interventioninonemarketcanbeoonsideredasagood
substitute in the other. The futures market in question, therefore, must
possess the depth, breath and resiliency to withstand official intervention
and to transmit predictably price changes to the spot market.

An alternative to collective action by producers, either through the
international agreements or joint futures market operations, of course would
be for each of them individually to adhere to futures markets. In this
context, Newbery (1983) suggests that in general futures markets are likely to
offer better insurance to producers than price stabilization schemes, as long
as, and to the extent that, futures markets are kept highly competitive. And
this condition, samewhat contrary to the widespread belief on the part of
developing country exporters, requires adequate speculation. The camparative
advantage that futures trading has over price stabilization schemes arises
basically from: i) the discretion it gives to the potential hedger, allowing
himtotakeintoaccomtapossiblequantityrisk; ii) the potential
distortion of production incentives under price stabilization schemes; and
iid) ﬁleeimnagalermgivenbyfuummrketstothedevelqnentofstomge
facilities and the carrying of inventories by the private sector.

The choice between private futures markets or official intervention in
themshorfuummﬁcetswiththeaimofstabilizingpricesisa
philosophical as well as empirical one. The pramotion of futures trading to
shiftriskaMamnagetheprivatemldjngofimmtoriesisanamxnadm
which emphasizes "market" solutions by the private sector. The publicly held
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buffer-stock approaches involve, of necessity, a significant degree of
official management of major cammodity markets. The ramifications of official
intervention in futures markets may be quite large and possibly unfavorable.

2. Options

An option gives the purchaser the right, but not the cbligation, to buy (call)
or sell (put) a camsodity at a given price (called the strike price) during a
given period of time. In contrast, a futures contract is an agreement to
purchase or sell a cammodity at a given price during a given period of time. A
futures contract abliges both parties to the contract to fulfill the contract,
while a purchaser of an option can walk away from the contract if this is
deemed to be convinient. It should be recalled that the purchaser of a call
optionism_tﬂmeoppositepartytoapndaserofapat:theoppositeparty
to a purchaser of a call is the grantor or writer of the call. Similarly, the
opposite party to a purchaser of a put is the grantor of a put. Options are
not free: their price is called the premium and is determined in the market
place. When options are traded on an exchange, their premiums and the price of
futures move together through arbitrage. In fact, most people who write
options, hedge them with futures so that there is a net addition to futures
liquidity. In this sense, an option must have an underlying liquid futures
narketinordertobesuccssful.'mempidirnmaseincoooa,»coffeeam
sugaroptiasintheUnitedStatesmnﬂxexefombeattrihxtedtoalaxge
extent to their underlying futures markets. ‘

Producer/exporter uses of options are diverse but can be divided into
four categories: i) price protection; ii) quantity risk management ; 111) risk
management in bids; and iv) income generation.

a) Price protection , ,

Like futures, options can be used to shift the risk of price change. By
way of illustration, we can see how the price risk is shifted for the case of
grain farmers using futures and options. Usually the farmer has an altermative
between selling the grain immediately or storing it in anticipation of higher
prices later in the season. The second option is often attractive because
grain prices terd to be at their seasonal low right after harvest. However, it
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is also highly risky since grain prices may fall rather than rise, due to
unforseen ciraumstances. As seen earlier, an anticipatory hedging in futures
markets allows such a producer to shift the risk of adverse movements in his
inventory.

Instead of entering into a selling (short) position in futures, the
farmer could purchase a put with a strike price near today's futures price. If
the price subsequently rises, the farmer can leave the option or if it still
has same value, offset it and sell his grain in the cash market. If, however,
prices subsequently fall, the farmer can exercise the option, receive a short
futures position which can be offset for a gain or settled by delivery. It is
Clear that the put option acts as a price floor, allowing the producer to
profit fram price increases, while the futures hedge allows him to lock-in a
price.

Ancther suggested use of options in this category is as insurance against
catastrophic price movements, not an uncommon problem faced by developing
country producers/exporters. A producer may be willing to assume a certain
degree of risk under normal periods, but may desire to protect himself from
major price shifts. Under these circumstances, he might purchase an out-of-
the-money put option in which the strike price is substantially less than the
carrent market price of the underlying futures contract. In view of the
smaller probability that such a put will be profitable compared to one with a
strike price equal to the current price, its premium will be low. In this way,
out-of-the-money puts could provide relatively cheap mechanisms to insure
agaustcatastrqiucpncedxargs
b) with ity ri

A second category of use of options by producers is to deal with quantity
risk. An illustrative case is a producer who tries to hedge "“expected®
production at planting time. In this case, the producer faces not only price
riskhtalsoqnntityﬁskbewuseﬂxee:actyieldismtyethm.Usi:g
futures, a prudent producer could hedge less than expected production, making
sure that he is not overhedged. In contrast, a put option allows a producer to
hedge expected production fully because this option does not have to be
exercised.
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c) Options and bids
q:tiasmalceitpossibletoredi.nerislsintrarsactiaxsm;emﬂme
biddjn;systanisused.Apmcossorwndmimstoooverthepricerisk
involvedinabid,wmsebiddirgruleswillbeamnnnedafterwards,mnbuya
calloptimforthequantitynecessaxytomeettheozder.lnthisway,he
fixes the price, avoiding the risk if the price of the cammodity increases
meantime. If the bid is lost, and in addition the price moves against him, he
onlylosstheq:tlmpreum. Iftheprlcemcvesmhlsfavor,hema}ma
profit, whetherornothewmsorlosasthebld.Afuturescontractlsmt
useful in this case since it obliges the bidder to accept delivery even if the
bldlslost.‘Iheoppos1tecase1nwh1chtheh.1yerdutanstheproductmab1d
usinganoptioncznalsobeerwisaged.
d) Incame generation
Anotherpossibleuseofoptionsbyprodmersistoearnirmne As
cbvious as it might seem, for every purchase of an option at a particular time
andprlce,theremalsoﬂlesaleofanoptlonattlwsametmearﬂsanepnce
—ﬂleponrtbengthat]ustasthereaxenw&storsmfudltadvantagewsto
myq:tlas,‘thereaxeotherswhofudltadvarmagewstownwoptmns
Indeed, there may well be occasions and sn:uat:l.ons in which investment
objectlves can best be served by strateglw that involve writing rather than
Typical cases are wrltmg of call and put optlons to earn premiums,
without having any position m the underlying futures contract (known as
writing uncovered or naked calls or puts). These strategies can provide cash
flows from premium incames during periods of "flat" or sllghtly bearish
markets. ,
Uncovered option writing, however, should be considered only by those
estorswtnfullymﬂezstardtberlsksmvolvedaxﬂwtmamfmanclally
nllugardabletoassmetlm.'mepotermmlosssgmlmted,vmereas
potential profit is limited to the premium received. Considering the financial
and expertise restraints faced by producers/exporters of developing countries,
itcznbesaidﬂntﬂnﬁestmtegiescamntseweﬂxeirinmediatejntemsts.
'mem'ecedirgstmsthatasaﬂeidbleriskmaragaarttool, options
prwidesevemladvantag%toboﬂmﬁxbmhaigezsaxﬂmhedgedpositias:
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i) options buyers enjoy limited risk with unlimited profit potential (they can
never lose more than the premium paid); ii) contracts can be closed out prior
to expiration; iii) users and producers can fix their prices at various
levels, in effect using options as price insurance; iv) option buyers are not |
subject to margin calls so that no open ended credit line is needed; and V)
options make significant new pricing strategies available. On the other hard,
certain disadvantages may make the use of options less appropriate in certain
ciramstances. They include: i) options values diminish over time —holders
may therefore suffer a daily erosion in their time value; ii) options premiums
must be paid in full at time of purchase; iii) sellers must meet margin
requirements at all times; and iv) options strategies and premium
determinations are camplicated. Evaluating each advantage and disadvantage can
only be done on an individual basis, deperding on the degree of exposure,
capital and willingness to accept risks.

From the point of view of developing country producers/exporters,
however, options may be more relevant tools than futures. Participation in
options markets can take place either through pmducers/exporters directly
buying put options or through traders offermg producers/exporters the
equivalent forward option (a cash market option), then covering themselves by
buying options. Buying options can be promoted as a long-term insurance
policy, while futures are more suited for short-term price fixing for forward
contracts. 'Iheidea'isthattlmxghsx:hatoolaprodwercanguaranteea
minimm price for his product sold forward, but at the same time be able to
take advantage of price increases. The cash market option functions similarly
—a trader offers a guaranteed minimm price of so many points off the current
price, but if prices increase before delivery, then the producer receives same
number of points under the new price. This approach caters to a producers'
usual price optimism in that he sees prices going up.
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IV. CONSTRAINING ELEMENTS ON THE USEFUINESS OF FUTURES MARKETS
FOR DEVELOPING COUNTRY COMMODITY EXPORTS

1. The basis

Hedgirgterﬂstomdweﬂnecostofe:qao&netopricemnertaintyifﬂxereis
lessmbertaintyabammebasis,orﬂ)ediffemrwebeblemq:otarﬂfomrd
prices, than about the level of the spot price. The expected benefits of
hedging therefore depend on the Jegree to which the basis is more predictable
than the level of the spot price.13/

Given the recognized importance of the basis in the risk transfer
process, itisusefultoanalyzeitinsomedetail.lnanapproximatemy,the
future price parity can be defined as the following:

A, = St + ¢ + u

c =cC - Y ,
whereFmtdenotesthefuhxmpriceattimtforagivenw*rtractmaturingat
time T and m, the delivery month (Fl2;, for example, futures price for
delivery in December). F%, is the futures price at present (let us say
Jaruary) for delivery at m. Fly is the futures price at the maturity date. Sy
isthespotpriceattjmet,mileCis“gmsscanyingd'xarges"irx:luiing
interest, insurance, storage, embarkatiaon fees, etc. which are necessary to
store the inventory. Y is the "convenience yield", being defined as the return
that inventories yield their owner aside from an expectation of rising prices.
Fori:stame,inﬂzeczseofamwmterialformmfacmring,theream
benefits accruing from holding inventories in terms of production adjustment,
raﬂxerﬂmanpndmasingitmaspotbasis.'miscomepthelpstoexplainwhy
txadexsarﬂmamfachnersmaytwldstodcsevenvhentheyexpectpricato
fall, and why they hold and hedge stocks even when the basis is negative. And
lastly,uisadisturbanoetemcasistingoftmrsactimoosts(camisim
feesetc.)asmllasallothermaﬁcetfactozsmid:inﬂuerneﬂleprice.

Using the terms above, the basis is defined as:

Basis = |S¢ - Fi
When |Sg ~ Fly| < |S; - F&| < §S; - P | .. the basis is getting
"strang™, uhile when the opposite is true (|Sp - Fl| > [|S; - FIy| > |Sp-
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F]), it is getting ™weak". At time T, i.e., the maturity date, |Sp - Fly| =
0. Also, when F% -~ S, > 0, it is called "normal market" (contango) , while
% - S¢ < 0, “inverted market" (backwardation) . The reason why the basis is
inportantisﬂmatﬂ:efmﬂamermalofhedgirgistotmsfomthespctprice
risktoqueinﬁxebasisv(basisrisk).mxeunrﬂxemﬂcetwillbemmlor
inverteddependsmcaniu,butsinceuisdefinedasanermrtem,ﬂ)e
markettre:ﬂdeperﬂstoagreatactentmthenetmrryingd:axges
(c=C-~-Y). '

Ingeneral,therelationshipbetwemCarxiYisdistinctamrg
camodities: allowing for possible exceptions, the contango characterizes the
markets for gold and silver and other precious metals. For these products, Y
is negligible, and the circulation in spot markets is abundant. Furthermore,
ﬂmeamlaxgemservesmﬁerpossessimofgovenmmtsorcmeragmts,am
there are few transport problems which might lead to a "squeeze" situation.
Therefore, F% reflects principally interest charges as a major camponent of
C, establishing the relationship F% > St. The further away the maturity date,
the greater is F' in relation to S, presenting a typical contango situation.
Under these situations, the trader sells hedges (short) and makes a profit
when the basis gets "weaker".

On the other hand, "backwardation" is often cbserved for agricultural
products such as wheat, barley, soybean, sugar, cocoa, and for metals like
ccppermﬂalmnhnm.?hentmsepmductsareinca'rtango,ﬂiemexistsa
oertainbasismvatentpatteminacoordamewiﬂmtheseasonalharvest
(production) cycle. For instance, in the Northern Hemisphere, spring futures
vmldterxitobeoomangoinrelationtotheauttmnspotprioe.Inthe@seof
badmaxﬂatim,ﬂletigtmerthespotmﬁcet,ﬂxegxeaterﬂmevalueonarﬂit
theoretically can be assumed that - <c=C-Y < 0. For instance, a long
hedgesobyashortofbyrmo,mderbaclmamatim,willleadto(so-rmo)<
(St>0 - F4>0) < » and can produce a big loss. A selling hedge to cover a
fomzdsaleofphysimlsiscasidemdaivmxtageaxsina'&nml"mﬁcet,am
ﬂﬁsvmldbeanaxgm:mtinfavorofhedging.mrwemely,ifﬂ)emaﬂ(etis
"inverted®, this is an unfavorable factor in a hedging decision.

Hedging@eratiasetaﬂ”basis"risksifcashmﬂ:ettmrsactiasam
sepamtedbyspaoe,tim,arﬂfoxmfmﬁthmﬂcettxamactias.Assem
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earlier, whether basis risk is high or low depends on several factors. If
there is quality risk (instability in the price spread between the exporter's
gradeanithat@alledforinthef\mnescontract), these two markets are not
likely to be well integrated. Also, if transport costs such as freight rates
vary, the spot price at the futures market delivery points will also vary
relative to the spot price at the exporter's location. The exporter will hedge
his inventories if he anticipates a low basis risk. If the basis narrows, the
hedge is profitable, whereas if it widens, the hedge might result in a loss.

The experienced trader may thus profit if hedges are lifted after the
basis moves in his favor. The following may be concluded with regard to the
outcame of a hedging operation and the market situation (positive sign means a
profit while negative sign, a loss):

market hedge type basis basisi

normal selling hedge + -

normal  buying hedge -

inverted selling hedge -

inverted buying hedge + -
Since variability could result in a loss, the risk adverse hedgers might
refrain from trading. It should be stated that analyzing the basis is
especially important in the case of products having a low unit value in order
to evaluate when and in which markets hedging should be taken. Moreover, basis
risk is likely to be more significant to the foreign hedger than to a trader
hedging in the domestic market , due to: i) limited transportation
availability; ii) foreign exchange risk; and iii) possible goverrment market
intervention at either the foreign or damestic end.

One might speculate that if the change in the variance of the basis is
caused by campletely urpredictable events, it is likely that futures market
participation would decline. However, if the increase in variance can be
attributed to events about which there is market information, those traders
who believe they have such insights will be attracted to the situation, and
therefore, futures volume can increase. For the uninformed trader, there is
sinplyanincreaseinthevariameoftherehmnfmctimhxtforﬂxe
knowledgeable trader, there is an increase in the expected mean that more than
campensates forthehighervariarneanileadstoin:reasedtradi:gactivity.

+
+
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The importance of information capacity and technical expertise in trading can
be understood in this framework.

The preceding simple illustration shows that the pursuit of profit as
well as the shifting of risk should be the governing motive of hedging. The
recognition of the profit motive in hedging introduces the information aspect
of futures trading. Given the standardization of contracts and the organized,
highly competitive trading, an informational advantage could serve as a
second potential source of systematic returns, besides the scarcity rent
possibly obtainable by risk-bearers.

2. Fi ial consi tio

a) Burden of margin calls

In general, futures markets canbesaldtoestabllsheasmramldmaper
financing. This 1sbecausethesolverx:yoftheborrowerlsmt1mpalredbya
drastic fall in market price if the value of the merchandlsehas been
protected through the hedging operation. When a raw material is given as a
collateral, thebarﬂcwillnmahi@riskifﬂxecmmodityismtadequately
hedged. Therefore, futumcanbeusedaspartofastrategytofacnltatethe
financing of new production pro;ects

Agreatadvantageoffumxwmaﬁ(etsmthehlmleveragepotexmlal
enabling voluminous transactions with relatively small margins. In turmn,
margin deposits are most often cited as the major barrier to the use of
futures markets by developing countries. The practice of daily account
crediting and debiting, the so-called "marking-to-the-market", often results
in large interim unexpected profits or losses for .the trader holding a
futures position. The uncertainty about the size of margin deposits during the
life of a contract, therefore, calls for extremely liquid' financial resources,
These reserves must be highly liquid since a trader must be ready to meet
margin calls immediately.

Furthermore, camnodity credit to cover margin calls is only available for
relatively shart periods, typically no more than six to twelve months,
reflecting the fact that beyond this time horizon, the producer is unable to
offer the cammodity as secured collateral. However, goverrments of developing
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countries are amnxious to stabilize their foreign exchange revemues over
cansiderably longer horizons than this.l4/ In fact, futures trading will
becane a more adequate substitute for price stabilization if credit can be
made available, perhaps by an international or regional organization, to
finance market or related hedging operations over a langer period and more
widely than at present.

Foreign agents usually have greater difficulty than domestic traders in
maintaining a futures position. Futures contracts are usually transacted in
the currency of the country where the exchange is located and margins are also
called in the damestic currencies or interest baring goverrment securities,
certain kinds of equity stocks, letters of credit and bank guarantees and in
some cases warehouse warrants. This presents a great constraint for potential
participants fram countries where foreign exchange availability is constrained
by lengthy bureaucratic procedures.15/ In this sense, goverrment sponsored
trading agencies may have more success in establishing foreign exchange access
than individual private firms. ‘

It is essential that traders authorized to operate in futures markets
have the full confidence of the goverrment, the Central Bank, and the public
in order to be able to operate freely and expediously with skills and
discretion, but without being subject to urwarranted criticism. ILet us
remember that losses resulting from not using futures markets are "opportunity
costs". The losses that actually occur through the use of the exchanges are,
however, "real" and they appear in the trader's accounts and are often
subject to strong criticisms especially if due to speculative operations. What
might be necessary is a readiness of the parties concerned to accept short-run
cash losses in view of more long-term gains and opportunities. In countries
where it is necessary to defend each and every transaction, or where access to
foreign exchange is not immediate, the success of futures trading may be quite
reduced.

It seems that members of the exchanges enjoy more maneuvering room with
respect to margin calls and that trading through principal traders most of
whom are members of the exchanges, via a principal-to-principal basis, would
give the developing ocountry trader more flexibility in meeting margin
obligations (Bande and Mardones, 1990). The burden of margin deposits might be
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further eased, as in the case of the US exchanges, when lower margins are paid
for the non-speculative use of futures markets by primary commodity prodicers.
Another way would be to allow the producers/exporters intending to hedge to
obtain credit from banks or other institutions agamst deliveries to be made
into warehouses in producing areas. _

Another idea regarding margins is creation of a flnarclal-am-msurame
market. For a fixed fee, related to factors such as the past price volatility
of the cammodity in question, the duration of the contract that is to be
insured and the interest rate, insurance companies could offer to meet all the
margin payments associated with hedging and price fixing. This kind of an
insurance policy would be of substantial use for highly risk-averse producers,
diversifying their marketing optlons from the traditional method of forward
sales.

b) Exchange rate risk

Intennsofriskmnaganerrtincmnndities, the importance of exchange
rate volatility has grown dramatically since the breakdown of the previous
fixed exchange rate regime in the early 1970s. Now the exchange rate risk is
an important element forthedecisionmake:rbecausecnnrencyvaluesmndmnge
widely between the time a futures contract is entered and the hedge is 1ifted.
For the offshore hedger who seeks to stabilize export revemues in damestic
arrency temms, exchange rate movements constitute a crucial factor in the
overall effectiveness of a commodity hedging strategy. Additionally, the
altomeofﬁmopezatia'sbecm\es‘mrﬂmcmplicatedmenmeg_t
exchange rate is taken into account, which incorporates effects from export
drawbacks and export duties. A high degree of interaction between prices and
the exchange rate implies that the offshore trader might view price risks
differe.rltlytl'xanadm\estictrader, ard this in turn will affect the desire to
participate in hedging operations.

For an efficient operation of local' futures markets, a stable unit of
value is required for the determination of price. For instance, the Bahia
Mercantile Exchange (BMB), in cooperation with the Bolsa de Mercadorias de Sao
Paulo (BMSP) developedafuumcorrtractforcocoabearsvmid)enjoyed
initial success, as long as the "Plan Cruzado® was effective. When this
stabilization plan collapsed and the stable unit for the determination of
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price disappeared with the resurgence of inflation, holders of short positions
were unable to keep up with the surge in the value of cocoa and were forced to
cover at severe losses. Thus, as long as inflation was the primary motive for
the establishment of long positions, there would be no sellers, and hence no
opportunity for a futures market to function. Realizing this situation, the
BMB/EMSP introduced an adjustable cocoa contract, but the complicated method
of daily adjustments of the value of the open position relative to the change
in the official dollar/cruzado exchange rate made futures trading ambersane,
and the adjusted cocoa contract remained dormant.

Theoretically, and at times in practice as shown by the Australian Wheat
Board, some reduction in exchange risk exposure can be achieved in two ways.
One is to borrow offshore in the same currency as applies to overseas sales
(in the case of the AWB, wheat sales in US dollars). This creates a natural
hedge in the sense that exchange rate movements which imply a loss on export
receipts simultaneously imply a gain on loan repayment cammitments. The main
difficulty in pursuing this policy lies in matching the volume and maturity of
loan comitments to the exact timing of export receipts.

An alternative means is, of course, to use the market for forward
exchange cover. However, the efficiency in exchange risk reduction depends on
the degree of interdependence between commodity price risks and exchange rate
shifts. As generally occur, changes in the value of the main currency (e.g.,
US dollar) are transmitted directly into spot commodity prices —for example,
a Us dollar devaluation implies a rise in dollar-denominated commodity prices.
It is also possible to envisage the effect through the impact of changing
world camnodity prices on the exchange rate of a small open econamy. Changing
camnodity prices alter a country's terms of trade which, via current account
earnings, leads to changes in the exchange rate. Also, maonetary shocks which
affect interest rates may alter both commodity prices and exchange rates. A
short-term rise in interest rates may have the dual effect of pushing down
camnodity prices (via inventory stockholding effects) and strengthening the
arrency (via induced capital flow). These commodity price-exchange rate
interactions can create a divergence in the perceived risks of coammodity
stockholding on the one hand and futures contracts on the other. They also
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should lead to divergences in perceived basis variance between offshore
hedgers and the damestic counterparts.16/

In any case, thedesmoftheforelgntradertoreducehlsexdlangensk
bycamnexmlyhedgngmfomlgnexdnn;emrketsgmallquuzesadded
liquidity. Moreover, that direct hedging in futures markets is sufficiently
complicated in a developing oountry enviromment implies that more

sophisticated strategies for currency cover would entail expertise and
possibly high costs and risks.

3. Representativeness of prices generated at the exchanges

The basic role of speculators as participants at the exchanges is well known
——providing required liquidity to the market and assuming risks which hedgers
are trying to reduce. Acammncrltlclsmoftheocmmdltyexdxangesrelatesto
the argument that speculation distorts prices and increases price volatility.
Themuneofthemarketcammentlsthathedguglsmrmallynetshortard
speculation is net long. The extent to which long speculation exceeds short
hedging can be considered as excess speculatlcm and reflect a degree of market
imbalance.

Exchange quotations are basically ‘a short-term indicator in which
accurate market signals of medium~ and lori;—tem considerations on production
and consumption are not necessarily well incorporated In addition, the fact
that a relatively small number of physmal transactions set the reference
price for all of the output of a given comnodlty tends to distort prices. In
the short-run, the price elasticities of commodities are known to be low, amd
adjustments on both supply and demand side are slow. Because of lagged
reactions of comodity demand and supply fundamentals, new market disturbances
oco.nrirgintheinterimcmldmuseoamnditypricstodeviate fram a long-

The practice of many speculators of relying heavily on technical analyses
(based on information on prices, trading vofllmm, open—interest positions, and
other indicators), and the extrapolation of trends might magnify the movement
of the market in one direction and possibly destabilize it. Criticism as to
ﬂxemmegmbativemtneofe)dmgepricasisclearlymlatedtome
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speculators’ heavy reliance on technical factors, which often pramote price
movements which run counter to the trends of the fundamentals. Industry often
claims that the prices quoted on commcdity exchanges are far removed from
long-term equilibrium prices and that their interests are not sufficiently
echoed at the exchanges. ;

Most of the trading which takes place is speculative and the presence of
such a large muber of speculators in these markets calls for in-depth
analysis of their behavior. At present, it is not clear whether prices are
more volatile or distorted because increasing uncertainty about production,
stocks, consumption or other events cause speculators' expectations to change
frequently, or whether it is their very participation that generates price
swings.

One of the major cbstacles existing for a greater participation of the
countries in the region is the lack of parallelism in the evolution of prices
between the exchanges in the developed market econcmies and the local markets.
First of all, futures market performance for commodities exported by
developing countries such as cocoa and coffee may differ from the performance
of futures markets for cammodities such as cotton and sugar whose export trade
is shared by both developed and developing countries and whose international
trade is only a fraction of world production. For instance, the most salient
feature of the No.2 cotton futures contract is its specification that only Us-
grown cotton may be delivered. As such, foreign cotton traders are somewhat
limited in their use of the New York cotton market because they cannot deliver
foreigngrown cotton. However, the N.Y. cotton futures may still be used
effectively for hedging by foreign traders as long as cotton prices in New
York are highly correlated with cotton prices at terminal locations outside
the US. Thampson (1983) argues that cotton futures price spreads are
indicative of US ocotton stock availability rather than world stock
availability. In the case of cocoa futures, however, price spreads appear to
represent world stock availability and this is probably due to the fact that
most ococoa stocks are held in importing developed oountries where
stockholders are likely to hedge an futures markets or at least pay attention
to futures price signals.
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In the case of grains, as Regunaga (1990 a) shows, the prices in Chicago
and Kansas do not always evolve systematically with the corresponding FOB or
FAS prices in Argentina and Brazil. The divergent price movements are related
todargesinpraniunstodefimﬂmefDBprice,dargsinmxgirs,trarsport
costs and the exchange rate.

With respect to premiums, it is possible that the "fundamentals"
affecting demand and supply in the producing (exporting) countries differ from
ﬂnseoonespaﬂhgtoﬂ)ecmsmjngmtriesmezeﬂmeemdnrgesusnlly
exist. In grains, forinstance,theUSanisaneIatinAmericancamtri&sare
campetitors. This can produce a situation where a US sale implies a
substantial reduction in demand for Argentina and Brazil, while an increase in
these Iatin American countries' production has little impact at the
international level —especially in the case of wheat, and to a lesser extent
in feed grains and soybeans. : :

itislmmnthatatarpomldiseqailibrimingmirsdetaniardsupplyin
the major producing countries can result in a competition between local
consumption and exports, which will be reflected in the local FOB prices in a
more accentuated manner than at the CBT. Also related to this, is the cross
seasonability in production between the i Northern and Southern Hemisphere,
which produces unpredictable variations in premiums.

The lack of parallelism in price evolution is more accentuated when
comparison is made of internal prices in Iatin American countries with
quotations in Chicago or Kansas. Frequent changes in the costs and margins
hwolvedinﬂeed:aﬁdmpmcessmnbeirﬂnedbylomlgovenmertpolicies
or by local market conditions, and the availability of financing. In the case
of Argentina, the prefinancing system has been said to have substantially
nndifiedﬂmeintenalpndasin;pwerofsaneopexatorsmhaveeasyacoss
to international capital. Those with ample funds have been enabled to cbtain
more favorable FAS-FOB margins. Regarding the local supply and demand balance,
itismtetwtirgtomteﬂataprodtntimreductimexperiawedinmim
in recent years resulted in oversupply of shipping and processing capacities,
generating strong campetition among grain elevators and processing plants.
This was reflected in lower shipping costs and higher intermal grain prices,
altering the normal FAS-FOB price relationship.
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The representativeness of the prices generated at the exchanges might be
further narrowed for the products with a low degree of processing, like
minerals. Price formation of non-processed minerals takes place in relation to
the exchange quotations (IME, OOMEX) of the correspording metals, but as often
pointed out (Sanchez Albavera 1984), the sellers of these products are not
always able to benefits fram higher metal prices, due to the arbitrary
criteria of adjustment in toll charges, impurity discounts and smelting and
refining reductions which do not move proportionally to the increase or fall
in the exchange quotation.

4. Oontract specification

The representativeness of price quotations at the exchanges has to do with
contract specification, specificity of which will influence greatly the degree
to which the contract will be successful. Well designed contracts should
attract trade by a wide spectrum of hedgers and speculators, while poorly
designed contracts attract insufficient trade volume resulting in a
"thinness" in a large mmber of the futures markets. Thin markets with a small
mmber of buyers and sellers and a small volume of transactions might be more
prone to price bias and price wolatility. Well designed contracts promote more
producer and industry activity as well. Attracting a sufficient mumber of
speculators to the futures market can mean a certain relaxation in contract
specification sought by industry, in compensation for the liquidity required
for the exchange to provide its premodial role as a risk transferor. To ensure
liquidity, there is a tendency towards a situation where the futures
quotations reflect the state of demand for the "lowest common dencminator®
quality of the commodity, and do not necessarily provide a full reflection of
the value of the bulk of production entering world trade.

The major features of a futures contract which detemmine its
effectiveness are delivery grades and locations. With respect to delivery
grades, there will be a "quality risk" if the physical product is not
equivalent to the quality specified in the contract traded in the exchange.
For instance, in 1987 the IME decided to upgrade its alumimm contract,
because according to IME officials, there was little physical material behind
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the standard contract deals, which often left the market with wide price
fluctuations. The copper contracts on the IME and COMEX were upgraded for the
same reasons. The same applies to zinc, where a new special high grade
market. The prices on the IME for nickel and aluminum shot up in early 1988,
but both markets were rather thin in terms of mumber of buyers and sellers
arﬂmstofﬂle[hysicaltradetmrsactiapswemamsideﬂaasswiatedcash
markets. ‘

As mentioned earlier, while standard premiums and discounts are usually
allowed for alternate grades, such campensations may understate premiums and
overstates discounts actually paid on the cash market. In the case of copper,
for instance, there is a practice to charge a premium for higher-quality
cathodes than those specified by the IME. But it is not always possible to
determine the value of the premium in advance. In the annual contract signed
between the producer and consumer, this premium is contemplated, but it is not
the case for sales mot covered by an anmual contract. The seller is,
therefore, subject to a variation in premium levels, which moves in accordance
with the demand and supply of high-quality cathodes (Bande and Mardones,
1990) . , ;
Interestingly however, this premium is lost when the high-quality cathode
is delivered to the warehouses authorized by the exchange. A buyer who wants
to take delivery from the exchange, on the other hand, has to pay a premium.
Something similar happens with the geographical location of an authorized
warehouse of the exchange. The seller can take advantage of having the
material in a convenient spot, saving at the same time transport costs. On the
other hand, the buyer, who wishes to receive delivery from a particular
warehouse, must usually pay a premium. There is no mechanism to fix in advance
the amount of this premium.

5. markets ‘1 reso;
Futures markets may be used as a vehicle for direct commodity marketing. If

they wish, exporters can sell futures contracts with the intention to deliver
the camnodity to an official delivery point upon contract expiration. For some
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exporters this option may be attractive because it solves the problem of
finding and contracting with buyers. By this option, the exporter is assured
of a market, with an established price. However, in practice, the delivery
points are usually in consuming regions so that the exporter would have to
arrange transportation of the commodity to an authorized delivery point.
Furthermore, heavy use of this delivery mechanism is likely to depress the
price of a futures contract, thereby making the contract less attractive to
prospective traders. An over-use of this practice might also lead to an even
lower supply elasticity, by reducing the urgency to regulate production in
accordance with demand changes. Under these circumstances, futures prices may
reflect market conditions only at consumer-oriented delivery points; prices in
producing regions need not move with futures prices. Thus, futures prices are
used more often by traders who face little basis risk, that is, those that
transact in cash markets which are well integrated with futures market
delivery points.

6. Govermment policies and futures market use

Government policies have a far reaching impact on the use of futures markets
and, as mentioned earlier foreign exchange management is a very important case
in point. It is conceivable, on the one hard, that same policies reduce both
futures market use and price variability, while on the other, others may
pramote its use and increase price variability. Other cases characterized by
decreased use but increased price variability are also possible.

Under the not always convincing assumption that stabilized cash market
prices are a good predictor of futures prices, cammodity price stabilization
schemes under buffer-stock or quota arrangements should lead to a reduction in
cash market price variability as well as in futures price variability. Traders
who face little adverse price movement have little inventive to hedge, while
speculators are less attracted to assume futures positions. Same of the
experiences with price stabilization programs (e.g., sugar, coffee, cocoa,
tin) show, however, a distinct behavior with respect to cash market and
futures market variability.
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Mearmhile, unpredictable, transitory or erratic government interventions
such as trade embargoes, prioesxpportormbsidiasandexdlangerated)anges
‘myimreasepricevariabilityarﬂthéuSeoffuturesmaﬁtetsomldbe

trade is highly regulated may even be characterized by a higher price
variability than the cash market when speculative activity is unproportionally
high relative to hedging activity. Though hedging may be justified by high
cash price variability, even greater \}ariability of futures prices may
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V. FUIURES MARKETS FOR COMMODITY IMPORTING
1. General considerations

Today the majority of developing countries are net importers of cereals (wheat
and wheat flour, rice, barley, maize). The importance of these imports is
clearly seen in that in recent years around 40-50% of developing country
export earnings from the 18 commodities covered by UNCTAD's Integrated
Programme for Commodities have been directed towards the financing of cereal
imports. For the countries in Iatin America and the Caribbean, the share of
foodpmductsintotalinportsisoftenhigh,ano.mtingtoclosetow% for
Haiti or and 20% for countries such as Peru and Guatemala (see again Table 1).
In view of the need to ensure food security and the large amounts of foreign
exchange spent on food imports, special efforts are called for by developing
countries to buy their food requirements on competitive terms.

Many goverrments and private buyers purchase their camodity imports in
the simplest form, that is, at the cost and freight (C&F) price delivered to
ﬂaemyer'sport.'misisofbenﬂmemstexpensivewaytopudnse,a:dit
entails the buyer considerable logistical constraints for the buyer. Buyers
are unable to speed up or delay shipment because they do not control the
shipping. By purchasing C&F, the buyer is forfeiting all logistical
flexibility to the seller, whose primary dbjective after concluding the sale
is to conform to the contract at the cheapest cost and to cash the buyer's
letter of credit as soon as possible. By contrast, with their own initiative,
decisimnakirqardpnperexpertise,hzyexscanxegainmxﬂmbettercaMDI
and flexibility of imports, both in price and logistics. For this reason, most
of the largest purchasers and importers, like the goverrments of the U.S.S.R.
and China and the major camodity houses, purchase on an FOB basis and handie
shipping themselves separately (Pinniger 1987).

Alttnx;hﬂmeabweargmtiswidelyrecognized,themissanecanem
ﬂatdevelcpirgcamtriesoftmpaymnyhighpricesfortreirgrainaxﬂfor
ﬂaeirtrarsport.AcmparisanofﬂxeCH‘mitvalueofﬂxecemalsinportedby
developing and developed countries in 1981 (a peak year of grain imports)
stmsﬂxatforttefixstgnnpofcamtri@itwastﬁ$232pertmﬂmas
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for the latter, UsS $ 196. For the years 1979 to 1981 the import unit values
for developing countries were 15 to 18% higher than the corresponding figures
for developed countries (UNCTAD 1983). Thouwgh part of this difference is
attributed to the developing countries! relatively high transport costs, there
seems to be an important potential in aggregate savings through improvement in
import management. As in any commodity, efficiency in grain market purchasing
xeqﬁmsin-depuxhwledgeofmemaﬁcétarﬂspeedyaccsstoup—to-date
information and the capacity to process it. In recent years, grain market
analysis and trading has become more camplex since the more traditional
sources of instability in grain markets such as weather and diseases have been
coupled with other sources such as the exchange rate, inflation, and
disruptions related to changes in the foreign relations and in the farm
programs of major exporting countries.

In developing countries the import of cereals is largely carried out by
govermment authorities, either through ministries or govermmental buying
agencies, who often lack the flexibility in management that characterizes
private traders. Public officials are less experienced in adjusting to the
speculative nature of the commodity markets which calls for quick dec:Lsmns,
appropriate timing, andacertamablhtytofaoe risks. All this tends to
place governmental agencies at a certain dlsadvantage. Efficient procurement
byab.xyingagernynaybefurmerlimitedmenithasmfi:nmialautamly
h:tdepaﬁsmotherdeparmentsswixasﬂxemnlstxyofFuameorcentral
Bank for the financing of food imports. »

When governments import foodstuffs, they normally do so through tenders.
The main reason for this is accountability and the belief that bias and
favoritism can be better constrained. Nonetheless, by its very nature,
tendering is a time-consuming operation and the built-in delays in tendering
axepmnnnedindevelopirgoam&i&.ménwhenprodmersamamtmedto
ensuring that the interval between the announcement of the tender and the
cmtractjmofﬁlepmiaseiskepttoamihimm,thetim-casmimmuneof
terﬂersdoesmtalvaysmkethenﬂ:ennstappmpriatestrategyforfood

purchases, partlallarlymﬂxecaseoflaxgeptndlasesorenezgency
situations.
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2. Possible uses

As in commodity exports, several types of hedging operations provide importers
with an instrument to secure a price which they consider favorable. In
contrast to forward or cash contracts where contracting and pricing decisions
are taken simultanecusly, futures contracts allow these decisions to be
separated. And if so desired, as in exports, futures markets can be used to
spread pricing decisions over time for a sizeable import contract.

One possible way for importers to use futures markets is to lock in the
price, for a portion or all of their anticipated requirements, before actual
import contracts are negotiated. Even though exact quantities to be imported
areyetmﬂqum,basedmthee:qaeriemeofpmvimsyeaxs,meinporters
could hedge long covering the minimm anticipated requirement, if current
priocsarecorsidemdbytlmtobeadvantagews. Later when exact quantities
amhmarﬂtheacﬂmlinportsamcontmcbed,ﬂleﬁmcmtmctsmﬂd
be sold. The price "locked in" in this case would be approximate from the
point of view of the importer, since the actual price paid for delivery in the
importhgca.mtrywilldepemiontransportand@mlnngerats at the time
specified by the contract. |

Asaseccrxialtemative,futlmcontmctscwldbeusedtospreadart
the time of pricing, for instance, by buying fixed percentages of the total
anticipated transaction each month. When import contracts are large, forward
contracting with fixed prices is risky because the entire contract is priced
mﬂ:esaneday.UMasﬂxeinpprtirgagemyisspeciallyadeptatcmtmctirg
atornearmaﬂcetlous,ﬂ)ecbstsermailaiinthispricjngneﬂwdowldbe
highinany'partiaxlaryear.Bybuyingmtlnescveraperiodofmnths(either
in anticipation of the actual fixed price contract or after a basis-priced
contract has been negotiated), the importer is likely to purchase at the
average market price. Again, the average price level fixed by this method
willmlybeamzmdmteasﬂxeacbnlinportpricewilldeperﬁmtxarsport
costs and exchange rates.

Another way is, if such opportunities exist, to use futures markets to
establish the import price by entering into a "basis-priced® contract. The
basis may include transportation costs and quality differentials if the
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qnlitytobecmtractedisdiffewm&mﬂlestarﬂazdcartractgrade.'nle
uncatpama'xtscmbinedgiveﬂmepricelevelintheinportirgcamtry
location. In this way, the timing of the decision to import specific amounts
at specific times can be separated from the timing of the decision on price.
And, since the basis is known, futures serve to assure a location-specific
price to the importer. ‘

As indicated, the use of futures permits anticipated requirements of a
substantial scale to be priced almost instantaneocusly or be priced over a
period of months, even though they are to be shipped at one time. This type of
flexibility can be an important asset for the importers of developing
countries, but the degree of its contribution depends upon their view of
whether current price levels are right or not, given projections of supply and
demand over the period of the requirement. Here again, though futures markets
provide an altermative way to implement a decision, they do not necessarily
help in evaluating the fundamental purchase decision. In this sense, the
information capacity of the trading agent is crucial and not to be
overlooked.

Obviously, a benefit of futures trading is information improvement.
Greater ability of trading agents to monitor markets applies not only to those
who participate directly but also those who trade through one or more
brokerage firms. Futures markets should also provide for reliable estimates of
the costs of foreign exchange, of internmal price support mechanisms if any, or
of any other import-related programs well in advance of their implementation.
In this sense, concentrated purchasing power in organizations of a public
character allows not only for requirements and scheduled demands to be known
in advance, but also for forward plaming of an internmal marketing strateqy,
taking advantage of market tendencies in accordance with existing levels of
stocks and the demand of local users.

However, while reduction in the short-term price risks through futures is
achievable, price risk is not totally eliminated, due to the risks entailed in
changes in transport costs and exchange rates. How important this short-term
reduction in price risks is varies from country to country. Furthermore,
though with futures trading only relatively short-term price risks (less than
a year) are reduced, the variability of import prices from year-to-year may
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not be significantly reduced, since futures prices for grains are as variable
fram year-to-year as are spot prices.

As in the case of exports, the direct costs of futures trading are more
quantifiable than benefits. They include executions fees, which cover both the
purchase and subsequent sale of a futures contract, and margins. Margin calls,
aspointedo.xtearlier,aremalintheacoamtjn;sense(mtlike
opportunity costs in a fixed-price commitment) and highly visible. This
visibility of margin losses on falling markets may be a great disadvantage in
itself, especially from the point of view of the country with little foreign
exchange.

3. Holding grain reserves in futures contracts

Possible benefits accruing from the use of futures in commodity importation
can of course extend over the period usually referred to —anmual import
requirements. Futures positions can be extended over time to price anticipated
requirements for more distant periods than the available futures positions.
The placement of actual hedges does not have to coincide with the expected
timing of imports since the futures positions could be rolled forward. These
facilities could promote trade opportunities under long-term bilateral
agreements and maintenance of reserves of foodstuffs in excess of those
required for emergency and operational purposes by holding futures positions
rather than holding a physical stock.

In principle, long-term positions are more cheaply priced in futures
markets than in the spot market, since purchases in the spot market for futie
requirements would involve storage costs. Price spreads between futures
contracts should be less than the full costs of storage, sametimes by a
substantial margin. Therefore, the futures position should be generally
cheaper to maintain, by rolling over the contracts, than the equivalent size
of physical stock.

In the real world, however, the above proposition has to be qualified in
several ways. As in the case of exports, the cost of the product in question
held in futures positions for long-term requirements depends on the "basis" at
the time when the product is actually required. This basis is likely to differ



(e.g., the United States), the cost assessment should be altered. Also, in
this calculation, changes in freight rates between initiation of the reserve
and its actual use are important. Since 'high camodity prices are usually
accampanied by high freight rates, the balance could swing in favor of the
importing country-based reserve. Moreover, currency conditions are important.
If, for instance, the importing country expects a significant currency
devaluatimovertheperiodﬂ:er%exvemightbeheld, the cost camparisons
might turn in favor of local reserve maintenance.
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VI. CONCIUSIONS AND RECOMMENDATIONS

over the years a great deal of intergoverrmental negotiations in the commodity
sector have been directed towards price stabilization. Such  "non-market"
schemes as buffer stocks and export quotas, practiced under international
commodity agreements or other similar arrangements, however, have met limited
success, due mainly to insufficient participation (producing and consuming
countries alike), inadequate funding to support them and their inherent
inability to correct supply-side disequilibria. Given the recent trend towards
the search for solutions based on "markets" and taking into consideration the
high price volatility of recent decades, the use of cammodity futures markets
by developing countries could be thought of as a viable altermative as a
price-risk management tool, if their market mechanisms are better urderstood
and more appropriately exploited.

In addition to the main focus on price stabilization, international
cooperation in commodities has given increasing emphasis to greater
participation of developing countries in the marketing and distribution by
their products together with an improvement in market transparency and access.
In light of this, futures markets could induce integration of developing
countries' pricing systems into world markets, as well as a broadening of
canpetition and lessening of worldwide vertical integration, a feature which
has characterized many commodity markets. In order for these countries to be
active participants in these markets, however, they require technical
assistance for developing and improving their capacity to evaluate
intenatiaalmrketirgsystassoastobetterfozmlateexportmﬂcetin;
strategies. In this sense, intermational organizations such as UNCTAD could
play an important role, by preparing technical papers and handbooks on the
ﬁmctimi:gofoamndityexdmargesardﬂ:eirinpactmexportmaﬂetjmmd

spectaallargrowth,ardmishasbeeninpaxtasmspasetoquedworld
econamic enviromment. Much greater price volatility, coupled with high
inﬂatimardemimgemtemmrtainties,inhnaiintemtmﬂ)epartof
producers, CONSumers, proossorsardtraderstoadheretof\m:resmrketsin
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order to moderate price risks. At the same time, price volatility gave a
necessary boost to futures speculation, which enhanced the liquidity of these
markets, making themselves more attractive and acceptable to speculators.
Mearmwhile, the long-established systems of administered producers' prices on
world markets have given way to the price-determination mechanisms based on
camnodity exchanges, as in the case of petroleum, copper, alumimm and nickel.

Another significant change regarding futures transactions at commodity
exchanges has been a large increase in futures trading, especially in the US
in financial instruments (futures contracts on treasury bonds, stock and price
indexes and options on these contracts). This has meant that commodity futures
are more and more being seen as an element of futures trading generally,
rather than as a pure cammodity trading instrument. Cammodity futures are
gaining characteristics of investment markets, and are not just commercial
markets or business transactions. Taking into account the intensified
interdependence between the markets for factors, products and other assets,
any analysis or prognosis of futures commodity markets should include the
consideration of a variety of macroeconamic elements, in addition to the
pertinent considerations on the fundamentals of demand and supply of the
product in question.

Options on many commodity futures contracts have been introduced in
recent years and are gaining importance in futures trade. Considering the
important benefits which they might provide for the countries of the ILatin
American region, the ideas underlying this instrument must be widely diffused
among potential users. Given the certain complexities of options strategies
and premium determinations, however, training courses should be organized in
conjunction with the exchanges themselves and other organizations competent in

There is now consensus that regardless of whether the exporter of a
developing country participates directly in futures, exchange quotations
provide essential information on the current state and future expectations of
the coammodity. Even if the private sector, marketing board or govermment
agency does not intend to hedge on these markets, prices generated there
provide information to local producers and trading agents which is helpful in
evaluating their production and trading decisions. In-depth and day-to-day
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examination of these price signals and the positions held by traders allows
the exporter(importer) to know if it is reasonable to expect a premium over
the spot price for forward sales, or whether he should be prepared to accept a
discount. In this regard, a wider diffusion of and easier access to the
information pertaining to the commodity exchanges is indispensable. The
acquisition by developing countries of improved cammmnication systems and
their links with pertinent information sources outside the region is crucial.
Efforts on the part of the exchange authorities to diffuse information on
their operations should be strongly encouraged.

The most obvious benefit that accrues from futures and options is
hedging, so that local producers and consumers can be provided with relatively
riskless guaranteed prices for a period of time in the future. In contrast to
the frequent cases where the sellers (buyers) are abliged to sell (buy) their
products at unstable prices at irregular intervals, they can be assured of
obtaining the average price over a period of time, by adopting a simple
hedging strategy to offset the imbalances experienced in the actual physicals
schedule of sale (purchase). Futures hedging mechanisms also provide
instruments to improve the cash/inventory management of the commodity trading
entity. Seasonal imbalances can be smoothed out by offsetting futures sales
and purchases. Also, surplus inventories can be cheaply financed by taking
advantage of the "contango™ on the futures to help to cover the cost of
financing these inventories. Similarly, the high leverage cbtainable via the
use of futures markets enables a foreign exchange-starved nation to econamize
on its working capital and secure control over resources with a nominal value
much greater (a factor of 5 to 10) than the foreign exchange tied up in margin
calls.

There are also same indirect, yet important effects for developing
countries. Futures and options trading should enhance increased integration of
their pricing systems into world markets and a broadening of campetition and
an easing of vertical integration which still characterizes many industries.

Against these potential benefits, several qualifications should be made
when these are assessed in a real world situation. Especially from the latin
American and Caribbean perspective, these reservations relate to the type and
the size of the firm and the closeness of its links with campanies operating
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indevelopedcamtries,ﬂ:epersamel'shmledgeabwtﬂ:eadvantagsam
limitations of trading at the excharge, the effectiveness of futures trading
toooverthepricearﬂrisksassociatedwithitsmardmﬁizetrade,the
financial capability to finance the margins and other deposits, goverrment
regulations concerning the transfer of foreign exchange, and the lack of

It may be concluded that futures markets can be of varying value for
iniividlnlcanwditiasasatmlforpricediswve:yarﬂinsxmroepnposw,
eiﬂmerbe:nusesmeofthemaﬁcetsambetterszitedtofomcastpriceﬁﬂmn
others or because they represent more national conditions than those
mrldwide.Asobsewedinammberofproducts,ﬂleusemln&ssofe)«inrgeﬁas
part of their commercial strategies is reduced by the lack of parallelism
between the prices on the different markets. For some products and countries,
t‘hebasisriskisgmaterthanthepriceriskasaresultofmrket
interference from the trade policies of certain exporting countries, or
because the factors influencing supply and demand in each campeting country
differ. There always exists a problem relating to the "quality" risk.
Instabnityofexdangemtesamammercauseofdiscreparciesbetweenloml
and international prices. The recognition of the importance of the basis risk
hascpenedﬁlemyforamﬂ)ertradi:galtenntive,hmnas"hedgin;the
basis".'nmxghﬂmemammmermsamlysesofﬂxisaltenntiveregardirgﬂxe
developed econamies, this is not the case for Iatin America and the
Caribbean. It follows that there is a great need for studies on the behavior
of local markets and their relationship to the ones existing in the developed
econaomies. Especially important will be the quantification of basis risk and
the identification of the determinants of basis from a perspective of a
developing country exporter. Needless to say, these analytical efforts have to
be accampanied by increases in trading experience and technical know-how on
the part of firms in the region so as to apply them in practice.

It is not always the case that forward pricing by hedging would stabilize
exportrevaxm.lheywillbestabﬂizedifﬂxefuhmprioevariameformly
given quantity is less than the variance for cash market transactions. on the
other hand, if there exists a relationship between the mean and variance of
rebms&xhtlntlavervariabﬂityisbmx;htabwtatﬂea:paseoflwer
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expected returns, the benefits from hedging might be reduced. To the extent
thatﬁlt\mtzadimmightmtmdemtevariarneinexpoxteamirgs
attributable to production variability, the level of optimal hedging can be
substantially less than expected output when price, exchange rate and
production uncertainties are eminent. Especially for large producers, whose
production disturbances will affect the commodity price itself, it will be
more difficult to eliminate uncertainty from their revenues campletely than
small producers. It follows that the net effectiveness of these markets should
be examined product by product at a national level, taking into consideration
the importance of the country in world production, the size of the internal
market, and exchange rate effects.
Maxginrequirementsamoftencitedasoreofimemjoromstraints for
developing ocountry agents' participation at the exchange, due to the
unpredictability of amounts, frequency and timing. Govermments have to
understand that the provision of foreign exchange backing for margin calls is
not a case of wasting scarce foreign exchange for speculative purposes. Even
though the size and timing of margin calls are inherently unpredictable, the
worst case of all would be for support for margin calls to be withdrawn half
way through a hedging operation. Serious consideration should be given to the
jdea that intermational agencies, such as the World Bank, Interamerican
Developmet Bank or the Intermational Monetary Fund, obtain the capacity to
prwideﬂxenecessaryguamnteesﬂntvmlderableprodxnersardtxadersin
the region to hedge their positions independently on the existing organized
exchanges. 'megenemloonoeptofcreatin;amedmanismtorelievethepxdolem
of hard currency availability as a major impediment to developing ocountry
participation would be recommendable, and in particular the possibility of
estabhshlrgthudpartywstodlalacoanmsguamteedbyanmtenntlaal
agency might be examined.
Itsanetjm%hamasthatthequalityofoamditisacceptedfor
delivexyagahstfuumcamctsardﬂnlocatiasinmidldeliverymbe
mdeamtypicanyminoxdertoadﬁeveﬂxegreatestpotaﬁaltmdirq
interest ("liquidity") for the futures contracts, and may imply that futures
relate, in practice, to material of significantly less cammercial value than
that supplied by an exporter. Anyexporter/inportertsingfubmmxsttake
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@mmtmlytomﬁerstamithecmplexsystanofpraniaarddiscamts,wt
also to see to that the best interests of industry be reflected in the
contract specification, delivery rules, trading hours and other institutional
nattexsofe:dxargeopemticns.lnthissense,anira'easeinme
mpzmmatimofhﬂusuyatﬂreaoammmmtteesofﬂmem
would be recammendable.
Itissmetﬁnsarguedtrntthee&margesstmldbelocatednearﬂxeama
of production, on the ground that this proximity would facilitate deliveries
and yield greater benefits to the producers. The exchanges, however, mainly
deal in "paper" transactions, not in physical commodities, and for them there
would be little advantage in being near the production site. Furthermore, most
of the countries in the region do not fulfill the prerequisites for the proper
functioning of an exchange, which include: a fast and efficient cammnication
network; foreign currency convertibility at reasonably low cost and risk and a
financial system capable of supporting capital transfer, short-term credits
ardspecialtypesofdebtirstnm'rts; well-established transport and storage
systems; moderate taxation of profits; a legal system which recognizes and
enforces the rights and duties embodied in contracts, etc. Also, the net
foreign exchange and employment gains from the establishment of local futures
markets are smaller than is commwonly imagined. Same developing countries, such
as Malaysia and Singapore, who fulfill many of these conditions, have set up
their own exchanges. However, for the majority of the developing countries,
ﬂleopamhgofrmmcmmberegaxdedasviable,ml%ssttugard
efficient physical exchange markets exist, another important prerequisite for
s:staﬁablefuummﬁcets.omexwise,tmmisalwaysﬂ)eriskﬂathlsimss
will be spread too thin to allow any one market to do well. In this regard,
commodity market development must begin with the markets themselves.
Areasaivmysofavpmndtnexsofdevelqpedanddevelopi:gcamtri%he@e
their futures sales has to do in part with the fact that the usual size of the
futures contract unit is more than the entire output of most individual
producers. Any significant reduction in the size of that unit would probably
make the costs of trading in futures too high. This is surely the case of the
agrialltmalsectorhxtisrbttotally unapplicable to the mineral sector
wyexesmesnall-ardmedim-sizefinsrefminfrmﬁmtzadin;dueto
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these costs. On the other hand, the average costs of these operations are
known to decline quite steeply with the volume of transactions. These
feabmtakmtogemersuggwtﬂnttoanbleﬂ)eirhﬂividlalmto
reduce risk via hedging, governments should take advantage of schemes of
cooperative hedging or encourage the private sector to hedge on their behalf.
Iarge campanies, with worldwide creditworthiness, for instance, should take
full advantage of the flexibilities offered by a variety of brokers whom they
deal with. The likelihood of their cbtaining more credit lines at lower rates
through diversified brokers could be passed on to smaller companies.

Where futures markets exist, there is usually plentiful market
information available to participants. It is generally agreed, however, that
following the information generated in these markets alone is not enough;
there must be a group of experts who critically compare and judge the local
(public or private) performance with that of the intemmational market
continually. It is important to remember that there is a certain
interchangeability of information among a series of products; price signals
for wheat could indicate possible future price movements of other grains.
Considering that in general the search for information has the characteristic
of increasing returns, it might be recamendable for those agencies
respansible for cammodity merchandizing to be diversified in terms of product
lines, not specializing in a limited mmber of products. Full advantage should
be taken of economies of sale in information collection/processing. In this
sense, it should be a matter of common interest to have more market
transparency through improved quality and frequency of statistical information

There might also arise a need to employ qualified and experienced audit
persomnel who are independent from the marketing entities, to analyze the
market intelligence and to dbjectively judge the performance of govermment or
private traders. This should take place without too much day-to-day
intervention, because it is necessary to create an enwiromment which allows
those respansible for commodity merchandizing (public or private) to act
quickly. Though it is of adbvious importance to protect the national interest,
it is not wise to interfere with the technical intricacies of camplex trading.
In many cases, additional terms or conditions imposed by the goverrment add to
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the final cost of export/import transactions. It may be also desirable to
allow private firms to campete along with quasi-goverrment institutions, and
whichever entity furnishes a better mix of prices, credit and other terms
should handle the transaction. ‘

Notes

1/ An important feature of the world ecanamy in the 1970s and 1980s has
been the large volatility of primary commodity prices. For instance, from 1971
to 1974 prices of food products (in SIRs) rose by more than 100%, but fell by
25% from 1974 to 1977. More recently, during 1983-1986 mineral and metal
prices fell by 23% while they increased by 54% for 1986-88.

2/ With the possible exception of rice, the dominant food and feed grain
marketsofthemrldamcmmndityﬁxh:mmkets,ardvirhnllyalltradein
these products is priced in relation to these markets.

3/ On the concept of efficiency of cammodity futures markets, see
Kaminsky and Kumar (1989).

ySdmsmﬂmaSMfferstocksardexportqmtasamajnedatreducin;
price variability. Those "non-market" strategies have met with limited success
because of insufficient participation of exporting and importing countries,
inadequate financial reserves of participating exporters, and because those
strategies often inadequately manage the production variety camponent of the
revenue variability equation.

§/Dataonthevalueofﬂrmrescmtractstxadedinlonionbyommdity
group suggest that in the UK, the group of non-precious metals accounts for
more than half of the total traded (see FIA, Intermational Report, 1989).

6/ A good example is commodity funds. These funds invest in commodities
the way investment trust funds invest in stocks and bonds. The funds collect
investment capital from individuals, corporations, and institutions and these
irwestoxsmstommitﬂleirﬁnﬂsforfivetoeightyeam.'nefmdmmngers
then use this capital to buy and sell American cammodity futures, and return
the profits to the investors. Commodity funds have grown quickly in the US
since the stock market crisis of Oct. 1987. Qurently around $ 5-7 billion is

l/mx:hikiaxgmsthatduetotheseques,a'ecanobsexvethzee
important transformations in commodity price movements: i) the cyclical
periods of commodity prices have became shorter, and the amplitides of the
cycles have intensified; ii) a linkage of primary commodity markets with the
financial markets has formed, though the relationships have time differentials
(leads and lags) — the price of crude oil leads other commodity markets,
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including the financial markets; and iii) the prices of crude oil, gold, T-
bills, and stocks provide the same periods of cycles.

8/ Despite the failure of the contract traded between 1979 and 1982,
broiler chicken futures will be reintroduced and its options are to appear in
the near future at the Chicago Mercantile Exchange (The Financial Times, July
17, 1990).

9/ "Hedging" is defined as taking a position in a futures market opposite
to that held in the physical market to minimize the risk of financial loss
from an adverse price change for which no cammercial insurance is available.

10/ As examples, historically, farming cooperatives for wheat in the
United States have owned a significant share of wheat elevators business. The
rise of the oil futures markets occurred in the 1970's, when the rise of OPEC
segregated the production stages of oil extraction from refining in what had
been a highly vertically integrated industry. A similar cbservation can be
made about the alumimum industry where the appearance of futures markets was
correlated with the emergence of independent, non-integrated producers,
including those from the developing countries.

11/ On the differences between cash forward and futures markets, see
Nelson (1985).

12/ For instance, the large long futures positions assumed by Central
American Coffee producers in the late 1970s, under the Pancafé Group, were
alleged by the CFIC of the Uniteu States to be manipulative and this trading
was suspended (see Menjivar 1983).

13/ Though the basis risk element is always a factor, whether this is the
critical factor in deciding futures market participation depends on the
product. For instance, coffee is delivered from warehouses in New York and New
Orleans, and there are camplicated quality discount and premium structures to
accamcdate the heterogeneity of the product. For the developing country
exporter, these factors add up to considerable basis risk in terms of freight,
quality and politically or naturally induced market disruptions. In contrast,
the world sugar contract is FOB country of origin, seller's option, which
eliminates freight-rate risk for most of the developing country delivery
points. Sugar is quite homogenous in quality, reducing this element of basis
risk as well.

14/ The IME, which dominates world non-ferrous metals, is considering
dramatic changes to its contracts, which would be lengthened to three years
compared to the present fifteen months. Also, in the light of greater demand
for hedging an crude oil, the Board of the NYMEX voted in July of 1990 to
extend the listing of futures in this product by a year and half fram the
present 18 months listings.




59

15/ In the case of Argentina and Brazil, though it is possible to
transfer camnissions fees and other funds abroad, in practice it is not easy.
For a long period of time, in Argentina, transfers offshore have been
restricted or delayed and traders have been cbliged to use indirect methods.
Until April of 1989, the campanies had to buy BONEX and change them for
dollars in Uruguay and them remit abroad (Reginaga, 1990 a).

16/ As an example, Thampson and Bond (1987) show that the floating of the
Australian dollar in 1983 presented the Australian wheat Board with a
different perspective on the optimal use of US futures markets than existed
before that time, suggesting that significant changes in hedging behavior can
occur as a result of exchange rate—cammodity price interactions. They also
slwwtlatforﬂaeAustmlian—basedeeattxader,ﬁxeextertofﬂ:epexueived
payoffs fram hedging since December 1983 were larger because of the
interaction effects of exchange rates and commodity prices. The average
optimal hedge ratio for the Australian trader exposed to currency risk was
over 30% whereas the ratio for the trader with covered currency risk was 19%
of stocks.

17/ The practice of indirect and direct subsidies instrumented by the
United States and other developed countries, most notably the US Export
Enhancement Program, generally implies a price reduction in the Southern
Henis;heremﬂanirxxeaseinthepricequotatimsinﬁleUSexd)an;es. These
subsidies are neither permanent, nor generalized for all countries, which do
not affect the premium systematically, creating uncertainty for the trader.
Other subsidies to production and trade, or barriers also generate distortions
in export prices of other countries but are more easily reflected in premiums
and thus less damaging (Reginaga 1990 a).
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