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VARIABLE EXCHANGE RATES AND TRADING ON COMMODITY MARKETS

PREFACE

The volatility of the floating exchange rate system in
operation for currencies during the last decade or so has had
profound effects on the world economy. The precise nature of
many of these effects remains controversial but it is clear that
exchange rate fluctuations and misalignments have had a
particularly marked impact on the livelihoods of those who
produce for or scll on international commodity markets. Though
the amount of literature on the effects of exchange rates on
international trade has increased greatly during recent years,
comparatively little of it has been directed towards the concerns
of developing countrics or the marketing of the primary commodi-
tics on which many of them still depend for their economic
survival. This volume is a contribution towards rectifying that
deficiency.

The volume contains two papers. The first, by Landell
Mills Commodities Studies, is concerned with the effects of
exchange rate instability upon primary product exporters in
Africa. After surveying the theoretical issues on the way in
which exchange rate fluctuations affect commodity markets, and
analysing the special factors at work during the first half of
the 1980s, the paper reviews the policy options available to the
commodity exporting countries in effecting the necessary adjust-
ments to exchange rate fluctuations and misalignments. A final
section summariscs the theoretical issues and empirical evidence

and draws together the policy-related conclusions resulting from
the research.

The second paper, by Graham L. Rees, relates to the
operations of the London commodity exchanges. Prof.Rees, who
has written extensively on this subject, first considers the need
for futures markets and how traders seek to protect themselves
from the risk of price fluctuations. This is followed by a
survey of the organisation and operation of commodity exchanges
in general and of the London market in particular. A final
section looks at trends in and prospects for the London market
in the light of increasing international competition, external
interventions, the development of new forms of trading (especially
countertrading), and the revolution in information technology.

These two papers formed part of the background documenta-
tion for participants at a recent workshop on trading in primary
products which was co-sponsored by the Commonwealth Secretariat.
The interest shown in the papers, together with the continuing
importance of the subject, has led the Secretariat to believe
that there would be value in making the texts more widely

1ii



available. It 1s hoped that they will make a useful contribution
to the ongoing search for a greater degree of understanding and

a wider measure of consensus on the need for improved arrange-
ments for the marketing of primary products from developing coun-
tries.

Finally, I should like to thank the authors for their
papers; in doing so I should add that the views they express do
not necessarily reflect those of the Commonwealth Secretariat
or of Commonwealth Governments.

B. Persaud
Director and Head,
Economic Affairs Division

January 1986

iv



EXCHANGE RATE INSTABILITY:
ITS EFFECT UPON AFRICAN PRIMARY
PRODUCT EXPORTERS

Landell Mills Commodities Studies Ltd.
Octaber 1985
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EXCHANGE RATE INSTABILITY
Its Effect Upon African Primary Product Exporters

1. Introduction

In the past, commodity prices have shown a tendency to move in response to the
trade cycle in industrial countrics. Supply shocks are of importance to individual
commodities, but they can be cxpected to occur randomly, so that they tend to
cancel cach other out in any index of commodity prices as a whole. If we con-
sider such an indcx, and leave to onc side the issue of long-term trends in the
terms of trade, the fluctuations around the trend can recasonably be expected to
have much to do with changes in demand in the industrial countries. At present,
there scem to be strong reasons for supposing that this relationship has been
behaving in an odd way. Since the autumn of 1982, when a sudden boom on the
New York stock exchange hcralded the US’s emergence from recession, commodi-
ty prices do not seem to have responded to the renewed growth in the industria-
lised cconomies to anything like the degrce that would have beecn expected. As
one surveys the principal commodity markets - grain, sugar, cocoa, petroleum,
coffee, rubber - the prevailing impression is one of continued weakness; in all
of these markets problems of excess supply and low prices seem endemic despite
a macro-cconomic recovery which, in the United States at least, has been
remarkable, even if 1t is now well past its pcak.

This paper sets out to investigate, with particular reference to the commodities
exported by sub-Saharan Africa (cxcluding South Africa), whether this impress-
ion is well-founded, and, if so, to investigate some of the causes of the phenom-
enon. It will be concerned especially with the relationship between developments
in commodity markets, and those in international financial markets: after briefly
surveying the issue in gencral terms, its prime concern will be a policy-oriented
analysis of recent developments.

Diagram 1 below provides a simple illustration of the phenomenon with which
we are concerned: it can be seen that the dollar index of all African commodity
export prices falls fairly steadily through the recession without picking up much
during the subsequent 1982-1984 recovery. (The way in which the indices have
been derived, the adequacy of this particular measure, and the results of using
other measures, will be discussed in detail in Section III below.)

Onc of the most striking fcatures of world trade over the period from 1981 to
the first half of 1985 has been the surge in the international value of the US
dollar: the 27% rise in its value in terms of SDRs, from 0.77 in 1980 to 0.98 in
1984, is an obvious measurc of this dramatic change, but one which is biased
downwards to the extent that the dollar is itself a part of the basket of curren-
cies making up the SDR. Since currcncies serve as measures of value, one of the
principal issues that will nced to be addressed is that of measurement: before it
is possible to analyse the recal effects of currency fluctuations on commodity
exporters, it will first be nccessary to devise mcthods of showing to what extent
the fluctuations have been real, and to what extent they are illusory appearances
deriving from the use of inadequatc measures.
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The paper contains four principal sections. The first analyses the theoretical
issues concerning the way in which exchange rate fluctuations affect commodity
markets. This theoretical discussion is itself divided into two parts. In the first,
the question of risk and uncertainty is addressed: the problems posed by the fact
that, not only are commodity prices themselves volatile and unpredictable, but
also, even if a means is found of stabilising their value when expressed in terms
of a particular currency, there remains the problem posed by the uncertainty
attaching to the value of that currency.

The second issue addressed in the theoretical survey is the impact of the rise in
a particular currency on the supply, demand and prices of commodities. It
explores the relevance of such issues as commodity-exporting countries’ import
patterns, and the pricing of substitutes, to show the¢ way in which a change in
the international value of a major currency (over and above such changes
needed to compensate for differing internal inflation rates) can have a complex
set of real effects, as well as merely changing the unit of measurement.

The second section begins by analysing the macro-economic developments in the
USA which are associated with the strength of the dollar, and also with other
phenomena that have affected commodity markets (such as the high level of real
interest rates, and the massive US trade deficit). This section continues with a
detailed empirical investigation of the recent experiences of African commodity
exporters. It discusses the appropriate measure of real prices, in the absence of
stability among the major currencies. It also shows the influence of the monetary
policies (exchange rates and inflation rates) of commodity-exporting countries on
the local purchasing power of the revenues accruing to exporters of commodities.
Having clarified the history of real price movements, the second section goes on
to analyse the chain of causation between US government economic policy (the
principal cause of the three linked phenomena of dollar fluctuations, high real
interest rates, and the US current account deficit) and commodity prices. Fin-
ally, it looks at the effect on commodity markets of IMF-sponsored adjustment
policies.

The third section analyses those policy options that are available to the inter-
national community, and more particularly to governments and enterprises in
commodity-exporting countries, to deal with the problems analysed in the preced-
ing section. It looks both at trade policy, in the shape of international commod-
ity agreements and counter-trade, and also at financial measures to limit the
damage caused by instability among the major currencies. These include measures
to deal with mis-matches between the currencies in which outgoings, including
debt obligations, are due, and those received from commodity exports; they also
include measures to reduce risks of fluctuations in commodity prices, ¢xchange
rates and interest rates.

The final section summarises the study and provides the conclusions and policy
recommendations of the research.



II. A Survey of the Theoretical Issues

The monetary arrangements which have governed international transactions since
the collapse of Bretton Woods in the early 1970s have a number of implications
for international trade, two of which are of particular importance. In the first
place, the crucial difference between present arrangements and those which
characterised the Bretton Woods period is the increased uncertainty about future
exchange rates, and the associated risks borne by exporters and importers, which
are important features of present trade. While risk management institutions,
especially futures markets in currencies and interest rates, have been developed
to reduce these risks, and although the use of these facilities has grown rapidly,
international trade and investment decisions are still risky; not least because the
time horizon over which international investments yield returns is generally
much longer than the time horizon of futures contracts. The first question that
arises, therefore, is: how does this exchange rate risk affect the volume of trade,
and the prices at which trade takes place?

Second, while debate continues about whether international flows of speculative
capital are, in the international cconomics jargon, autonomous or simply accomm-
odating of variations in countries’ current accounts, the fact remains that, in the
short term, major international currencies can change in value in response to
developments which have little to do with the international market for goods.
Moreover, it is apparent that the “"short-term” in this context can be several years
in duration. This creates the possibility that movements in the exchange rate of
a major currency can affect the market for goods: indeed, there is widespread
agreement that the upward drift in the international value of the dollar, which
began in late 1981, has affected world commodity markets, although there is no
agreement about why. The second question, therefore, is: what has been the
effect on traded goods of the high-valued dollar?

These two issues are closely related, although they can be treated separately. The
first is a problem of the impact of uncertainty about future exchange rates,
whereas the second is a problem about a persistent trend in the international
price of a single major currency. The second problem, therefore, can be analysed
abstracting from the risk which is central to the first, even though there was
considerable uncertainty about the path of the dollar while it was rising. In the
following sections, we consider these two issues in turn.

A. Exchange rate risk and international trade

Exchange rate risk arises when trade is invoiced in the currency of the exporter
or importer, but there is wuncertainty, at the time of invoicing, about the
exchange rate which will obtain when the invoice is settled, and when it is not
possible for the parties to the trade to cover all their future currency positions
in futures or forward markets. It appears to be the case that most trade among
developed countries is financed in the currency of the exporter; the major
exception is US imports, which are frequently invoiced in dollars. In the case of
trade involving developing countries, it has been estimated (see Page, 1981) that
85% of their exports and 72% of their imports are invoiced in dollars. In these
circumstances, it is apparent that most currency risks in international trade are
borne by the importer.

In the framework of competitive firms which seek to maximise expected profits
and to minimise the standard deviation of those profits, it is easy to show that



an increase in exchange rate uncertainty will, ceteris paribus, shift the demand
curve for imports downwards, in much the same way as a decrease in income in
an importing country. A similar result can be derived assuming the exporter
bears the risk. There are, therefore, good reasons to expect the volume of inter-
national trade in goods to be adversely affected by an increase in uncertainty.

A priori, the effect of increased risk on prices is ambiguous; the more risk
averse importers are, the fewer imports they will buy, thereby decreasing
demand and pushing the foreign currency price downwards. On the other hand,
the more risk averse exporters are, the more they will restrict their export
supply and charge a higher price to obtain a risk premium.

These theories about the consequences of exchange rate instability have been
tested empirically using models of international trade flows. (For example, see
Hooper & Kohlhagen (1978), Wilson & Takacs (1979) and Cushman (1983 ) These
models typically use large data sets, deal with trade flows at a high level of
aggregation and concentrate on trade among industrial countries. The inevitable
consequence of using large sets of aggregated data is econometric difficulty in
separating different effects, but the studies cited above do provide some evi-
dence that in the short term, contrary to theoretical expectation, the principal
impact of increased exchange risk is on price, rather than on quantity. This is
probably the result of price-inelastic export supply when price falls and price-
inelastic import demand when price rises. In the longer term, however, the
studies do provide support for the view that increased exchange risk reduces the
volume of international trade, and has little impact on price.

A recent study by the IMF (IMF 1984) called attention to the serious statistical
problems experienced with such large data sets, and was unable to discover a
statistically significant link between exchange rate volatility and international
trade. Moreover, as this study emphasised, existing statistical techniques would
only allow detection of the direct impact of exchange rate volatility on trade. It
would not be unreasonable to expect there to be indirect effects through shifts
in the pattern of investment, especially in the production of traded and non-
traded goods. Yet the available empirical work has not so far attempted to
measure these effects. One further indirect effect which is suggested by the IMF
study that a high degreec of exchange rate volatility may generate increased
demands for protectionism from those industries which are most vulnerable when
the exchange rate changes. Since there is asymmetry, in this context, between the
ceffects of exchange rate increases and decreases, an overall increase in
protectionism may result if governments accede to these demands for protection.
It is, however, difficult to determine the importance of different factors which
lead industries to request protection.

Two caveats must be issued about the available empirical research. The first is
that, as risk-averse profit-maximisers continue to experience exchange risk, their
use of risk management facilities will increase, lessening the impact on trade
volumes. Second, these studies concern aggregated trade flows, not trade in
individual commodities. Since price risk and institutions for moderating price
risk have long been present in primary commodity markets, participants in these
markets may be more sophisticated in risk management than participants in
markets for manufactured goods. The implications of the above hypotheses about
exchange rate risk for trade in primary commoditics have not been explicitly
considered by economists, despite the large volume of writing about the impact
of risk on commodity production.



Nonetheless, to the extent that primary commodities face substitutes which can
be produced in the importing country, exchange rate risk may well reduce the
volumes of commodity trade by encouraging importers to look for less risky
supplies. Many commodities exported from developing countries do face competi-
tion from substitutes produced in their export markets: natural rubber competes
with synthetic rubber, cotton with polyester and other synthetic fibres, cane
sugar with beet sugar and HFCS; and the EEC’s agricultural policy has produced
a number of distortions in the markets for animal feeds and oilseeds, affecting
the trade off between imports and European production, The available theor-
etical and empirical economic literature, therefore, suggests that commodity
markets may have suffered somewhat from exchange rate variability, although
the effect is likely to have been small

B. The price of the dollar and the prices of goods

The international value of the dollar has appreciated considerably since .late
1981. Throughout its risc in value, there has been considerable uncertainty about
the heights to which it would climb, and the time scale of its ascent and
expected descent. To a large extent, therefore, the "problem”™ of the dollar has
been a problem of risk and uncertainty. In this section, however, we abstract
from this aspect of the problem, and consider simply the impact of the dollar’s
appreciation on commodity prices.

The reasons for the appreciation in the international value of the dollar are set
out in Chapter 2 below; from the point of view of primary commodity markets,
this appreciation can be treated as exogenous. There is very little economic liter-
ature on the impact of this appreciation on commodity markets. What literature
is available is concerned with the impact on US primary commodity exports of
the dollar’s appreciation; but since US producers receive dollars for their produc-
tion, the US research has been more concerned with the US market share (which
has declined, as one would expect) than with price. This literature, therefore, is
not particularly relevant to other countries.

In order to assess the impact of dollar appreciation on commodity prices, there-
fore, it is necessary to sct out a simple analytical framework. In what follows,
we assume a competitive market for commodities, and a world with two
countries (the USA and the rest of the world) and two currencies (the dollar
and the local currency). We also assume that we have a commodity produced in
the rest of the world and consumed in the USA and the rest of the world.

Let S equal supply;
D equal demand;
M equal share of world demand;
Pp cqual demand price and Pg equal supply price;

r equal $/unit of local currency (the exchange rate);
variables with the superscript us denote the USA, and
variables with the superscript 1 denote the rest of the
world.
Supply in the rest of the world is a function of the local currency supply price:

= S(Pl
S S(S)



and demand in the rest of the world is a function of the local currency demand
price:

p! = ppl)
D
Demand in the USA depends on the dollar price:

DUS = DUS(PUS), where PUS = rPp!
D D

Then, the equilibrium condition is that
S = D! + pus
Taking the total differential, we obtain, with some manipulation,
(1) i>l = [%usDus/(Ess . %Dl . }I;)usDUS)ir
where Eg is the clasticity of supply, and Ep is the clasticity of demand, in the
USA or the rest of the world, depending on the superscript.
Since the two countries constitute the entire market,
Dl/S + DUsS/s = Ml + MUS = |

we can substitute in (1),

2 .pl = [(EUSMUS)/(E - EIM! - Euspmus y
(2) [« N )( S ) 5 Nr

It is possible to derive some conclusions about price changes using these results.
In the first place, since supply elasticities are positive, and demand elasticities
negative, we know

EUSDUS)/(E S - EID! - EUsSpuUsy) < 0
[( S )/( S o D N <

And, of greater interest, expression 2 tells us that the impact of a change in the
dollar exchange rate on the local price of a commodity is positively correlated
with the importance of the US in world demand. A polar case is represented by
a zero supply elasticity and the US accounting for all of world demand: in this
case, a rise in the dollar (i.e. a decline in r) would produce an identical
percentage risc in the local currency price. The dollar price, on the other hand,
declines: we can derive



pus = (E - EIMO/(E - EIM! - Euspmus .
3) P [(s 5 )( S B D )r

Since the expression in brackets is non-negative, a decline in r (i.e. an
appreciation in the dollar) causes the dollar price to fall. It can also be shown,
however, that the decline in dollar prices is smaller, and the increase in local
currency prices is greater, when the USA’s share in world demand is larger.

In general, therefore, the impact of dollar appreciation on commodity prices
depends on the elasticities of demand and supply and the share of world
demand accounted for by the USA. It will be the case, except under perverse
conditions, that dollar prices decline, and non-dollar prices rise, when the dollar
appreciates. Countries producing commodities for which the US is the major
market will experience the greatest gains in their local prices (and thus the
greatest incentive to increase production.)

In broad outline, these results continue to hold when the assumption of perfect
competition is relaxed, although for individual producers who face downward
sloping demand curves the precisc effects of exchange rate changes depend on
whether the original price in the local market is above or below the local
currency price which maximises profits. However, since the assumption of
competition is not unreasonable for African commodity exporters, and since the
algebra is rather complex, this case is not examined in detail here.

The theoretical evidence, therefore, indicates that the strength of the dollar in
recent years has affected commodity prices, although it also indicates that the
cffect has not been the same across all commodities. The empirical aspects of
commodity price behaviour are examined later in this document.



III. Analysis of Special Issues Raised by the Experience of 1980-1985
A. US Government Macro-Economic Policy
(i) Macro-economic background

The period with which we are mainly concerned - the years from 1981 to the
present - is characterised by a number of phenomena occurring simultaneously,
of which the high dollar is one, and the two others of most immediate concern
to us are the massive US current account deficit and the high level of real
interest rates. The previous section has analysed theorctically the impact of the
high dollar, but since each of the other two phenomena is potentially capable, in
its own right, of exerting an effect on commodity prices, any understanding of
recent developments in commodity markets must incorporate some attempt to
ascertain the relationship between these phenomena, and to disentangle the
chains of causation. Unless this is done, the danger exists that false conclusions
will be drawn by imputing cause-and-effect relationships where none exist.

For example, one could produce a diagram that would appear to show a very
strong tendency in recent years for the oil price, expressed in dollars, to decline
when the US current account deficit widens. Clearly such a diagram would be
seriously misleading, since it is apparent on a priori grounds that there is no
plausible chain of causation which could lead from a deteriorating US trade
balance to a weakening of the oil market: the cause for weakening dollar oil
prices must be sought elsewhere, and particularly (though not exclusively) in the
other two phenomena listed above. This illustration should alert one to the
danger of phoney correlations, and to the importance of wunderstanding the
macro-economic roots of all three of the phenomena.

Fundamentally, many of the disturbances in commodity markets in this period
can be traced back to the effects of the growth in the US budget deficit, and it
is necessary to give an account of the ramifying effects of this internal change
in the US if there is to be any chance of identifying causal relationships.

The close relationship between the deficit and the deterioration in the US trade
balance can be seen clearly by using flow-of-funds analysis. This is based on the
necessary ex-post identity of net borrowing and net saving in an economy. If
one agent within the economy expands its net borrowing (for example, if the
government increases its net fiscal deficit) then, cither other groups within the
economy must increase their net lending, or, if this does not occur, the current
account balance, which represents the net lending to, or borrowing from, the rest
of the world, will deteriorate.

The other groups within the economy who could increase their lending to offset
the increased net borrowing by the public sector are, firstly, the corporate sector
and, secondly, houscholds. Changes in household net lending have played a
relatively minor role in the recent developments: the propensity to save in the
US is low, and has tended to decline at times of falling inflation and to rise
when inflationary expectations are strong. It appears that housecholds act to build
up a target level of savings, and during inflationary periods, far from being
deterred by the low or negative rate of return on their savings, they save more
to keep pace with the erosion of the value of their balances.



The level of corporate net borrowing has much to do with the volume of
investment: in the initial period in which the Federal deficit grew (i.e. until the
summer of 1982) corporate investment c¢xpenditures were low, and some of the
additional net lending came from this sector. However, when the boom got under
way, so did corporate demands for funds, and at this stage the current account
deficit began to bear the brunt of financing the Federal deficit. At present, the
current account deficit corresponds to over a half of the total net lending
needed to finance the Federal deficit.

Financing a current account deficit requires cither an increase in lending by
foreigners, or a decrease in lending to forecigners. In the case of the USA, the
latter has played the largest role. US capital outflows collapsed from $119 bn in
1982 to $49 bn in 1983, and in 1984 again fell by more than half, to $21 bn. In
particular, net lending to developing countries has fallen: as Latin American
countries have cut back sharply on their imports in the wake of the debt crisis,
so has export credit finance and similar short-term lending by the USA f{alien
back, while increases in long-term lending have been jeopardised by the crisis of
confidence in the ability of developing countries to service even their present
level of indebtedness, let alone increases in real borrowing.

To go, as the USA has done, from a $6bn surplus on current account in 1981 to
a $100bn deficit in 1984 might be expected to bring about a crisis of confidence
in a currency which would be associated with a fall in its international value,
rather than the surge that took place in 1981-1984. While the emergence of the
current account deficits can be secen as a direct counterpart of the Federal
deficit, monetary policy needs to be brought into the picture to provide an
explanation for the changes in interest and exchange rates. Bearing in mind that
government debt comprises both money and non-money assets, any attempt to
limit the growth of money supply to a rate of increase that is lower than the
rate of increase of the public deficit must necessarily imply increasing the share
of total public debt that is in the form of non-money assets such as long-term
debt. Thus sales of bonds must rise proportionally even faster than total public
debt. Such a massive funding operation is bound to force bond prices down and
interest rates up, and this was indeed the case, particularly in the earlier years
of the 1981-1984 period.

The commitment to tight money supply had begun in the final years of the
Carter administration, and the results in terms of lower inflation rates and
lower inflationary expectations began to appear in 1980. However, the rise in
real interest rates that was neceded as lax fiscal policies began to collide with
money supply targets was not mirrored in nominal interest rates: rather what
happened was that the rate of inflation subsided, but nominal rates did not.
After August 1982, when a loosening of monetary policy, quickly followed by a
stock market boom, triggered off the period of rapid economic growth that
lasted till the end of 1984, nominal interest rates even fell back somewhat. But
it was not until the end of the period that real interest rates began to subside,
as the monetary reins were slackened further in an attempt to prolong the
recovery when it showed signs of flagging in early 1985.

Positive real interest rates are a relatively novel phenomenon in the post-war
era: in the 1970’s only West Germany, of the major industrial economies, consist-
ently provided a return on government debt that was in excess of the rate of
inflation. While the need for high real interest rates was dictated by internal
monetary and fiscal policies, they also had international repercussions. The US
became an increasingly attractive haven for international lenders. The reduction
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in US overseas lending had already borne the initial brunt of financing the
deterioration of the current account deficit, and high real interest rates brought
an increase in the demand for dollar assets which was more than sufficient to
meet the rise in supply associated with the current deficit: consequently the
exchange rate soared.

This explanation traces both the height of the dollar and the size of the US
current account deficit back to changes in the size and method of financing of
the US Federal deficit. An alternative explanation of the current account deficit
is simply to take it as the direct result of the height of the dollar, regarding
the latter as the cause and the former as the effect. While these two events are
clearly closely related, and there is a sense in which this explanation is correct,
consideration of the flow-of-funds analysis suggests that this latter view is a
more superficial way of looking at matters. Without the growth in net public
borrowing, neither of the other two sectors, houscholds or enterprises, are likely
to have altered their net savings in the way that would have been the necessary
counterpart of the growth in net foreign lending in the US.

The foregoing analysis suggests just how complex is the task of assessing the
effect of the recent exchange rate changes on commodity markets. To look at
the overall effect of the growth of US public borrowing on commodity markets
would have been difficult enough, since it implies correctly allowing for the
effects of exogenous supply changes. But in addition to this, focusing specifically
on exchange rate changes implies also attempting to discount the effects on
commodity markets of the two other effects of the same root cause, (high
interest rates and a growing US current account deficit). The problem of identi-
fication is a formidable one, and in a strictly econometric sense¢ probably an
insuperable one. For this reason, a great deal of caution and common sense is
necessary in interpreting the statistical data.

(ii) The Effect of Macro-Economic Developments on Commodity Prices

The introduction to this paper contained a Diagram in which was plotted the
evolution of the prices of commodity exports of importance to African countries,
in terms of current US dollars. Current dollars were used as a measure of value,
both in order to highlight the problem, and also because that is the unit in
which most transactions actually take place. However, it is time to look more
closely at the evidence, using measures of value that are perhaps more meaning-
ful.

Table I below shows the relative importance of certain major commodities to
sub-Saharan Africa (excluding South Africa). In total, the commodities listed
below account for 68% of the region’s total exports, and for over 90% of their
commodity exports. It can be seen that oil exports, principally from Nigeria,
massively predominate: not only do they account for 94% of Nigeria’s exports,
but for over three quarters of those of the whole region.

11



Table 1: Importance of Principal Commodities
in Africa’s commodity Exports

Total Exc. Oil Agric.

Cocoa 5.0 20.3 264
Coffee 7.5 30.6 39.7
Tea 0.8 33 4.3
Sugar 1.8 7.4 9.7
Groundnut 0.5 2.1 2.8
Cotton 2.0 8.1 10.8
Tobacco 1.3 5.2 6.7
Copper 56 23.0

Oil 75.5

Total 100.0 100.0 100.0
As Percent 68.3 17.0 13.2

of Total African Exports

Source: Weights based on 1980-82 average export
value, derived from IBRD "Commodity Trade and Price
Trends®, 1985

The second column shows the relative weights if oil is excluded, while the third
column excludes copper and shows only the agricultural commodities. The
weightings in this Table were used to construct the Indices of African export
prices shown in Diagram 1.

In order to go from the current dollar value of the commodity to a more
meaningful measure of its "real” value, it is necessary to find an appropriate
deflator. However, the appropriateness of a deflator depends on the nature of
the expenditures made by the exporting country. In the case of a hypothetical
country whose entire export carnings were used to service dollar-denominated
debt, it would be incorrect to use any deflator at all. If the whole of the
countries export earnings were used to import oil, the correct deflator would be
the cif oil price paid by that country. For manufactured goods, the "law of one
price” seldom prevails, by reason of inadequate information, product differ-
entiation, and rigiditics in the marketing chain, and the correct deflator for this
purpose would be the manufactured export unit values of the exporting country’s
trading partners, weighted by their share in its imports.

In Diagram 2 below, we show the same data as in Diagram 1, deflated by the
IMF’s index of the unit value of developed country manufactured exports. Like
the index that has been constructed of African commodity export prices, this is
also a US-dollar based index. Since the deflated index is a dollar index divided
by another dollar index, currency effects have now been cancelled out: what
remains is a relationship expressing the purchasing power of one basket of goods
in terms of another. Diagram 3 shows the total index (deflated in the same way)
in conjunction with the OECD Index of Industrial Production; in Diagram 4, the
same data is plotted in terms of annual rates of change.
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Diagram 2 presents a substantially less gloomy picture of developments since
1980 than did Diagram 1. In particular, the steep fall in prices between 1980
and 1982 that was apparent from the earlier Diagram can now be seen to be
attributable to the use of the US dollar as a measure of value in the earlier
Diagram. The rise since then was, however, much weaker than the decline in
the preceding period.

Having arrived at what is arguably a truer picture of the developments in
commodity prices, the next step is to examine whether there is evidence that
currency-related developments exerted a particular adverse influence on
commodity prices during the recent past, cither by depressing demand, or by
stimulating supply, or by affecting the demand for stocks of commodities.

In considering the evidence relating to possible currency effects on supply, one
must consider the links between world commodity prices and the returns to
individual producers. Three links in this chain can be distinguished, of which
only one has to do with exchange rate considerations, and will therefore be
examined in the present study. This is the exporting country’s own exchange rate
policies. These could be termed "neutral” if the changes in the exporting
country’s exchange rate arec simply such as to cancel out the disparity between
its domestic inflation rate and the rate of inflation of the currencies in which
its imports are denominated. However, any other movement in its exchange rate
will serve either to mitigate, or to reinforce, the effects of changing world
prices on the commodity producers. The remaining two influences, which will
not be considered here are, firstly, the efficacy of the country's export market-
ing policies, in terms of the proportion of the world price that is received by
the country. In part, this also depends on quality considerations, and it is not
easy to separate these from other considerations. However, if the trend in the
exporting country’s export unit values for a particular commodity is very differ-
ent from that in world market prices, that should alert one to the existence of a
marketing problem. While this issue is potentially of great importance, its invest-
igation requires a more careful case study of country-specific data than could be
attempted in the context of this paper. Secondly, there are the internal market-
ing policies of the exporting country. the share of the f.ob. price that is
received by the producer. Any changes in this share can also serve either to
mitigate or to reinforce the effects of changing world prices.

In addition to seeking evidence of currency-related effects on supply, it is
necessary to examine demand: in order to do this, data were collected on
indicators of the levels of OECD consumption of the relevant commodities. The
following data series were used: for cocoa, grindings in Canada, the USA, West
Europe, Japan and Oceania; for coffee, tea and groundnuts, imports by
developed market economies; for cotton, consumption data for the same group of
countries as for cocoa, derived from ICAC; for copper and sugar, consumption
data for these countries derived from CIPEC and ISO respectively; for tobacco,
apparent consumption data for the developed market economies were derived
from FAO production and trade data.

This data was used in order to throw light on two separate issues. Firstly, has
there recently been an adverse shift in the level of demand? Secondly, how
much of any shift in demand has been due to changes in the level of economic
activity, and how much to changes in the pattern of demand which alter the
relationship between income growth and growth in demand for African
commodity exports? If abnormalities in the level of demand are found, over and
above those due to the trade cycle (for example, some evidence that physical
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demand for commodities had failed to rise to the extent that the economic
recovery would normally imply) there would remain the difficult problem of
establishing whether currency instability could be blamed for these abnormalities.
But if no such abnormalities are found, it seems safe to reject the hypothesis
that currency changes have distorted demand.

Establishing whether there has been an adverse shift in the level of demand is
difficult, because of the problem known as "identification”. If one observes a
fall in the level of demand by OECD countries, this could be either due to a
shift in the demand function, or to a shift in supply. It would be wrong to
automatically attribute falls in consumption to demand changes. Strictly speaking,
this problem can only be solved by recourse to a comprehensive economic model
of the commodity market. However, we have attempted to use a more rough and
ready approach to clarify what is going on in the commodity’s market. In the
Diagrams below, we plot, for most of the main commodities, the deviations from
trend in OECD demand, and also in real price. (The trend has been defined for
this purpose as a linear time trend from 1970 to 1984). If one sees demand
falling below trend at the same time as price is above trend (or vice versa), this
provides an a priori reason for supposing that both deviations have been caused
by a shift in supply.

However, when both price and volume are simultanecously on the same side of
the trend line, it is likely that shifts in demand lie behind this disturbance.

The indices of consumption per unit of OECD GDP are shown below. In the
case of copper and cotton, they are shown in relation to OECD industrial
production instead of GDP. For these industrial commodities, it was considered
that, since the pattern of growth in the developed countries has recently
favoured the development of services and information technology, the rate of
growth of GDP might have been above that of industrial production. However,
this phenomenon is not as strong as suspected, and it would have made very
little difference if GDP had been used to construct the index for these
commodities also. Diagram 5 shows the recent tendency in both OECD Gross
Domestic Product (at 1980 prices and exchange rates) and in the OECD Index of
Industrial Production.
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Table 2: Indices of OECD demand per unit of GDP or IP

Cocoa Coffee Copper Tea Groundnuts Cotton Sugar
" Oil
1970 165 119 120 137 234 112 159 139
1971 159 120 114 135 177 97 155 133

1972 159 117 116 122 154 123 145 129
1973 152 116 118 120 176 112 131 126

1974 135 106 108 122 153 87 117 125
1975 125 114 98 114 147 89 126 110
1976 127 111 106 113 168 90 125 115
1977 113 88 109 120 123 88 113 112
1978 104 95 111 88 122 77 105 106
1979 100 104 108 95 115 93 102 105
1980 100 100 100 100 100 100 100 100
1981 113 98 102 85 98 66 94 95
1982 117 100 98 94 97 77 98 95
1983 114 100 96 NA NA NA 99 91
1984 113 95 98 NA NA NA 93 86

Source: Computed from IMF, International Financial Statistics and other sources.

(a) Cocoa

The Table below shows the evolution of cocoa prices, in 1980 US cents/ib. In
the first column, the current prices have been deflated by the index of world
export unit values, to give an impression of the change in the volume of imports
that could be purchased with a given volume of cocoa. In the three subsequent
columns, the world price has been converted into the local currencies of the
countries shown, and deflated by an index of domestic prices within that
country. In order to facilitate comparison, they have then been converted back
from local currencies into US dollars at the 1980 exchange rates.

Since the procedure used for calculating these three columns may appear
obscure, it is worth setting out its economic meaning in more detail. In the case
in which changes in exchange rates exactly compensate for differences in
inflation rates, these three columns would coincide with the first. However, it
can be seen that they do not. If the exchange rate is devalued by more than the
difference in inflation rates would warrant, then the domestic purchasing power
commanded by exportable commodities will rise above the real level of the
world price: domestic resources are being transferred from importers to exporters,
and currency changes are exerting a stimulative effect on supply. If the
exchange rate remains above the level that would offset differences in inflation
rates, then resources are being transferred from exporters to importers, and
supply is likely to be reduced.
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Table 3: Real Cocoa Prices (1980 US cents/lb)

World Ghana Nigeria Sierra Leone

1970 103.6 222.8 179.6 75.7
1971 75.7 181.4 119.0 58.8
1972 82.0 2329 127.0 63.8
1973 135.8 325.7 240.0 123.1
1974 171.8 397.6 3215 177.5
1975 111.2 2299 169.4 1124
1976 177.3 274.5 223.2 189.5
1977 316.0 313.0 370.0 348.6
1978 221.2 221.1 242.7 2278
1979 179.8 2224 194.5 177.2
1980 126.9 126.9 126.9 126.9
1981 105.4 67.8 94.2 90.7
1982 92.1 42.0 81.1 62.4
1983 113.2 27.4 86.2 59.3
1984 1329 NA NA 58.6

Source: Computed from IMF, International Financial Statistics.

The data are plotted below. The first Diagram shows the evolution of real cocoa
prices as shown in the first column of Table 2. The second shows the way in
which exchange rate considerations contributed to the changes in real price
facing producers within cocoa-exporting countries. A neutral exchange rate
regime, in the sense defined above, would lead to the line being horizontal. Of
course, it must be emphasised again that there are other factors, apart from
those considered here, which affect the actual terms of trade faced by farmers
and enterprises within developing countries producing export commodities.

The next two Diagrams attempt to throw light on the causes of the price fluc-
tuations. The first shows the trend in OECD consumption per unit of GDP over
the period as a whole, and brings out whether, in the recent past, consumption
has been below or above the trend level that would be consistent with the
current level of GDP. The second Diagram has the aim of throwing light on the
relative importance of supply and demand in causing price changes. It illustrates
the deviations from the trend level of real price, and from the trend level of
OECD consumption (in absolute terms, not in relation to OECD GDP). For
expositional purposes, the deviations from trend in volume have been multiplied
by 10. Thus a 2% deviation from trend shows up on the Diagram as 20%, while
the price deviations are those actually occurring. This has been done in all the
Diagrams except copper, . where the percentage volume deviations have been
almost as violent as those in price, and tobacco, where the deviations in both
price and volume have been equally mild. In the case of cocoa, it can be seen
that, with the exception of 1975, there is a clear negative correlation between
price and volume deviations, suggesting strongly that supply fluctuations have
been the principal cause of price fluctuations. The volume of demand has been
above trend, not only in absolute terms, but also in relation to OECD GDP,
which suggests that there is little evidence of perverse developments in demand
during the recent cycle. Rather the problem on the demand side is the strongly
negative trend in demand, due to the low income-elasticity of demand for this
commodity.
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(b) Coffee

The evolution of coffee prices is shown below in a similar form. The currency
effects on local producers have been broadly neutral in Kenya, but in recent
years strongly negative among the other African producers of coffee.

Table 4: Real Coffee Prices (1980 US cents/lb)

World Kenya Tanzania Sierra Uganda
Leone

1970 157.4 151.1 162.5 182.3 136.7
1971 131.7 128.7 137.5 163.7 104.3
1972 135.5 136.7 144.0 181.8 121.3
1973 138.8 151.6 158.0 208.3 118.3
1974 121.8 143.1 147.1 189.6 78.6
1975 116.7 131.9 128.2 160.4 72.5
1976 226.8 264.2 267.2 217.7 107.9
1977 338.9 367.1 382.3 313.7 923
1978 203.1 198.4 216.1 208.6 429
1979 192.4 194.3 221.2 187.0 NA
1980 150.7 150.7 150.7 150.7 NA
1981 120.4 126.3 93.2 85.2 NA
1982 135.2 137.3 87.8 65.9 NA
1983 142.5 152.8 84.5 29.2 NA
1984 161.8 165.9 94.3 12,5 NA

Source: Computed from IMF, International Financial Statistics.

Looking at the ¢vidence on demand, what is striking is the comparatively minor
nature of the deviations from trend in both OECD demand and price in the
period with which we are primarily concerned, 1980-1984. This was also the
period in which quotas were re-imposed under the International Coffee Agree-
ment, and the conclusion that is principally suggested by this data is that the
Agreement has been successful in containing fluctuations in real prices and in
volume. (There has, however, recently been increased downward pressure on
prices in non-quota markets: some reasons for this will be discussed in subse-
quent sections of this paper).

Once again, the principal problem affecting demand has been its failure to keep
pace with the rate of growth of OECD incomes, but this is again a problem that
has to do with a long-term trend: the experience of recent years, as with cocoa,
has if anything been more favourable than the long-term trend, not only because
of the recovery in the OECD economies, but also in the sense that consumption
per unit of GDP has been above trend.

Diagram 14 makes clear that the principal price fluctuation was due to supply
instability; as is well known, it was the result of a Brazilian frost which
drastically cut export availability. Apart from this period, the remaining
deviations in price and volume have also tended to be in opposite directions,
showing that supply changes have been more important in causing the minor, as
well as the major, price changes.

23



Diagram 11,

Real Coffee Prices

340
320
300 -
280
260 -
240
220 -
200

180

1080 US ocents per 1Db

160 b
140 -

120

100 H R T i T 1 1 1 1 1 1 ! 1

1970 1973 1980 1984

Diagram 12,
Coffee Exporters

Currency effect on local real price

160
150
140
130 -
120 »
110 -
100 S
90 —
80 -
70 -
60 — -
50 —
40 —
30 -
20 —
10 $

1980=100

1870 1975 1880 198¢

o Kenysa + Tanzania ° S'a Leone a Uganda



Percent deviation from linear trend

Diagram 13.

1980=100

Coffee
122 Index of OECD demand per unit of GDP
120
118
116
114 A
112 —
110 ~
108 —
106
104
102 A
100 H
98 -
96 -
94 !
92 - i
80 -
88 -
86 1 1 ¥ 4 1 ¥ T 1 1 4 i 1
1970 1975 1980
0o Actual + Linear trend
Bizgran 14. Coffee
Deviations from Trend
120

)

100
80
60 -
40
20 S
o

—40

—60 -

—~80 -
—100 A

A

—120
—140

—160 T T T T T T T T T T T T T
1970 1975 1980 1984

o Volume + Value

25



(c) Sugar

The Table below shows two columns of "world" prices: the first represents what
is happening on the open market, while the second represents EEC import prices,
This has of late been the more relevant series for ACP sugar exporters, and the
data for Malawi and Swaziland have been computed on that basis. As the second
Diagram on sugar shows, both these countries have experienced fairly neutral
local currency effects, so that the divergence between the domestic real value of
sugar exports and that on world markets has altered little.

Table 5: Real Sugar Prices (1980 US cents/1b)

New York EEC Malawi Swaziland
1970 11.7 15.9 12.8 16.7
1971 13.4 15.2 12.0 16.5
1972 20.1 18.3 14.7 19.8
1973 21.5 149 14.0 19.0
1974 53.7 19.1 19.9 26.0
1975 33.1 24.9 25.6 30.9
1976 18.5 214 22.5 21.5
1977 12.0 20.7 223 18.7
1978 10.2 20.9 21.8 19.7
1979 11.0 21.6 22.8 20.8
1980 28.7 22.1 22.1 22.1
1981 17.6 19.7 19.1 14.1
1982 9.1 19.5 19.7 9.8
1983 9.4 19.6 18.4 8.3
1984 6.0 18.4 NA NA

Source: Computed from IMF, International Financial Statistics.

If we look to the demand Diagrams for enlightenment about the causes of the
extraordinary slide in world sugar prices, we find strong evidence that this has
been, in recent years, essentially a demand-related problem. Both price and
volume have been below trend from 1982 to 1984. Indeed, for sugar as for some
of the other commodities studied, the focus on OECD demand may not bring out
completely the effect of recent macro-economic developments in developed
countries. Demand for sugar has until recently tended to grow particularly
rapidly in the developing countries themselves, and the effect of high debts and
high real interest rates has been to necessitate programmes of austerity which
have had an adverse effect on the rate of growth of demand within the
developing countries.

However, if one turns to e¢xamine the evolution of sugar demand per unit of
OECD GDP, a somewhat different conclusion is suggested. The steady and exten-
sive decline totally dominates the small deviations from trend: again, it seems
that the long-run problems of demand (which, in the case of sugar, relate
principally to the inroads made by alternative sweeteners, as well as to the low
income-elasticity of demand) are of much greater importance than the short-run
fluctuations around the trend in the volume of demand.
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(d) Copper

The trends in copper prices are shown below: once again, the local currency
effects on the internal purchasing power of copper exports have been
particularly severe in the recent past, in the case of both major African
exporters. Over a longer period, however, the principal problem has been the
severe change in the level of world prices: prices throughout the period from
1975 have fluctuated around a level that is about half of the average over the
previous five years.

Table 6: Real Copper Prices (1980 US cents/lb)

World Botswana Zambia
1970 199.9 NA 206.5
1971 144.7 NA 168.2
1972 130.3 NA 157.8
1973 180.4 NA 236.8
1974 166.8 209.1 244.7
1975 89.9 104.0 155.5
1976 101.6 89.1 135.5
1977 87.9 76.0 93.7
1978 80.9 73.6 82.6
1979 102.0 97.7 97.6
1980 99.2 99.2 99.2
1981 81.9 63.2 67.9
1982 72.2 394 50.7
1983 80.3 35.8 326
1984 71.5 246 NA

Source: Computed from IMF, LF.S.

The evidence of the fluctuations in price and in OECD consumption make it
clear that demand disturbances lie at the root of the problems that have been
experienced by copper exporters: in only six out of the fifteen years plotted
have price and volume deviated in opposite directions from their respective
trend lines. (One should also enter a note of caution against using a device as
crude as a linear trend in a case in which prices have shifted from one plateau
to another: a more sophisticated measure would probably bring out yet more
clearly the influence of demand shifts).

As with the other commodities studied, there is a clearly negative long-run trend
in the relationship between OECD industrial production and copper demand. The
deviations of OECD demand around this trend have to do with the pro-cyclical
nature of copper demand: when industrial production ‘is recovering, and
investment is gathering pace, copper demand rises more rapidly than industrial
production, only to fall again (by more than the previous rise) during periods of
recession.

The weakness of the rise in copper demand per unit of GDP during the recent
recovery appears surprising at first. It can largely be ascribed to changes in
technical preferences among consumers. The rise of alternatives such as optical
fibres, and the greater use of electronic circuits instead of electrical wiring, has
offset many of the positive effects of the recovery in demand. Where older
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copper-using systems have been scrapped to make way for less copper-intensive
alternatives, this has not only affected the demand side, but also, via the effects
on scrap availability, the supply side.

In addition, in the motor industry the move to smaller and more fuel-efficient
vehicles (in response, not only to the fuel price rises of 1974 and 1979, but also
to the Corporate Average Fuel Economy regulations in the USA) has hit copper
demand by favouring aluminium and other light-weight materials. In summary,
copper is one of the commodities in which demand disturbances in the developed
countries secem most responsible for recent low prices, but these disturbances do
not appear to be directly caused by the macro-economic fluctuations; rather they
appear to be due to shifts in technical preferences.

(e) Cotton

Real cotton prices have remained fairly steady in recent years, as can be seen
both from the Table below and from the accompanying Diagrams. Since the
principal cotton exporters’ local currency cffects have been shown in previous
Diagrams, they are not reproduced here.

Table 7: Real Cotton Prices (1980 US cents/Ib)

World Tanzania
1970 90.1 93.0
1971 99.9 104.3
1972 70.6 75.0
1973 138.6 157.8
1974 116.7 141.0
1975 85.5 93.9
1976 1234 145.4
1977 105.5 119.0
1978 94.3 100.3
1979 87.6 100.7
1980 93.7 93.7
1981 87.3 67.6
1982 78.1 50.7
1983 82.5 489
1984 92.7 54.0

Source: Computed from IMF, LF.S.

Perhaps the most important development in the cotton market has been the
shifting of the location of mill consumption of cotton away from the developed
countries: if one were to measure the OECD consumption of cotton products, as
opposed to cotton itself, this would remove much of the downward trend in the
"cotton-intensity” of OECD industrial production which is evident from the
Diagram.

Abstracting from this trend, it appears that shifts in OECD demand have indeed
played a causative role in many of the fluctuations in real price. However, it is
clear, from both of the second two Diagrams, that the recovery of the last two
years did have a noticeable impact on the volume of developed country demand,
and that this has had a positive effect on real prices.
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(f) Tea

Neither in the case of the volume of tea imported by OECD countries, nor in
the case of the price of tea, is there any clear trend. Although the same
Diagrams have been plotted for tea as for other commodities, this has been done
with some misgivings, since the Diagrams are somewhat misleading. The absolute
volumes imported by the OECD countries have remained broadly stable, so that
the downward trend in consumption per unit of GDP merely reflects the upward
trend in GDP itself. The large and growing volume of consumption in the
producing countries, especially India, account for much of the recent strength of
tea prices.

Table 8: Real Tea Prices (1980 US cents/1b)

World Kenya Malawi
1970 154.4 148.1 124.6
1971 140.9 137.7 110.8
1972 128.0 129.1 102.8
1973 107.3 117.2 100.8
1974 113.6 133.5 118.3
1975 100.4 113.4 103.5
1976 111.6 130.0 1174
1977 179.0 193.9 193.0
1978 130.0 127.0 136.2
1979 1111 112.2 117.2
1980 101.4 101.4 101.4
1981 94.6 99.3 91.6
1982 96.7 98.2 97.6
1983 117.2 125.7 110.2
1984 178.9 183.5 NA

Source: Computed from IMF, LF.S.

Because the main demand-side changes came from outside the OECD countries,
little can meaningfully be deduced from the Diagram showing deviations from
trends in volumes and prices (morecover the absence of any clear trend also
serves to detract from the value of the Diagram).

For present purposes, it suffices to conclude that there is no evidence that

disturbances to the volume of OECD demand resulting from exchange rate
fluctuations have been an important factor affecting tea prices.

35



1980 US ocents per 1b

1980=100

Diagram 27.

Real Tea Prices

180
170 -
160 -
150
140
130 A
120 -
110 4

100

1870 1978 1980

Diagram 28.
Tea Exporters

Currency effect on local real price

120
113
110
103 -

100

80 —
83

80 -

73 T T T T T T T T T T
1870 1973 1980

36

1984



Diagram 29.

Tea
index of OECD demand per unit of GNP
140
:
130
120 +
o
(o]
3 110+
®
o
100
90 <
80 T 1 1 1 T 1 1 1 L i 1
1970 1875 1980
o Actual + Linear trend
Diagram 30.
Tea
Deviations from Trend
50
9
g
. 40
o
p
. 30 -
g
-l
-4
8 20
0
b
- 10
g
0
P}
7 0
-l
>
0
< —10 ~
o
g
0 -20
b
[
B
-30 1 § T T T T T 1 § T T T
1970 1078 1080



(g) Groundnuts

As with many other commodities, sharply adverse local currency effects predom-
inated over the trend in world prices in recent years. However, a cautionary
note must be sounded about the quality of the data on groundnut prices. The
series below, derived from IMF sources, is lower in recent years than other
sources: we have chosen to use it because it specifically refers to Nigerian
groundnuts. However, at a time when the value of groundnut oil has risen from
$585/tonne in 1982 to $1,017/tonne in 1984, the decline in the price of the raw
material from $383/tonne to $350 seems hard to explain (meal prices, it is true,
fell from $208 to $188 over this period, but this hardly suffices to explain the
curious trend in groundnut prices). As crushing has moved from developed to
developing countries, the product prices have become, except in the case of
confectionery nuts, the more relevant measure.

Table 9: Real Groundnut Prices (1980 US $/tonne)

World Gambia Malawi
1970 710.8 502.2 573.9
1971 740.2 544.2 582.1
1972 682.7 521.6 548.5
1973 873.5 890.8 820.7
1974 1324.5 1516.6 1379.4
1975 697.2 670.2 718.5
1976 675.7 4549 710.8
1977 809.0 505.3 8723
1978 826.9 589.6 865.9
1979 638.8 547.7 673.9
1980 485.6 485.6 485.6
1981 647.3 511.6 627.0
1982 412.5 245.2 416.1
1983 389.1 175.2 366.0
1984 400.6 105.6 NA

Source: Computed from IMF, LF.S.

The volume Diagrams have been omitted, because it is not meaningful to look at
trends in groundnut demand in isolation from the entire range of products in
the world oils and fats economy. Adverse trends in meal prices, related more to
agricultural policies in developed countries than to macro-economic or exchange
rate developments, have influenced those oilseeds for which the meal is a major
contributor to the product’s value (notably soya), but meanwhile oil prices have
soared, partly because of. shifts in the supply of soya beans related to the
developments in meal markets, and partly because of the rapid growth in oil
demand in developing countries. The edible oil market has thus been one of the
most attractive to producers in recent years, and it is safe to conclude that for
producers of oil palm, coconut, groundnuts and other oilseceds whose value
derives mainly from their oil content, recent macro-economic events in developed
countries have not had an adverse ¢ffect on the volume of demand, or on prices.
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(h) Tobacco

Real tobacco prices have yet to regain the high levels reached in 1970, but if
any subsequent year 1is taken as a base, their evolution has not been
unfavourable. However, internal currency cffects within one of the principal
exporting countries in Africa, Zimbabwe, have been unfavourable to producers
in recent years.

Table 10: Real Tobacco Prices (1980 US cents/Ib)

World Malawi Zimbabwe

1970 251.1 202.7 149.8
1971 216.8 170.5 1329
1972 215.1 172.8 151.9
1973 186.5 175.2 173.5
1974 171.2 178.3 187.7
1975 167.1 172.2 188.2
1976 169.0 177.8 157.7
1977 170.2 183.6 154.9
1978 162.6 170.3 146.6
1979 152.9 161.3 134.2
1980 142.6 142.6 142.6
1981 166.9 161.6 132.4
1982 196.6 198.3 123.8
1983 206.6 194.3 76.6

1984 2125 NA 51.8

Source: Computed from IMF, LF.S.

The Diagram showing deviations from trends in OECD demand illustrates that
demand was above trend in 1981 and 1982, but below trend in 1983. However, if
we turn to the Diagram showing deviations in volume and price, it suggests that
the reduction in apparent consumption in 1983 may have been due to changes on
the supply side. Much of the deviation in apparent consumption may be due to
changes in stocks held by tobacco processors in the developed countries. Both
demand and supply have been comparatively stable throughout the period
considered, and the major phenomenon, the downward trend in OECD consump-
tion, is due principally to health concerns.

(i) Summary of Commodity Data

Two relatively straightforward conclusions emerge from this examination of the
commodity data. Firstly, most African countries have experienced substantial real
revaluations, which, other things being equal, would have served to render
commodity exporting relatively less remunerative. There is thus no evidence that
exchange rate - changes served to depress prices by artificially boosting supply:
rather the reverse. Secondly, the examination of demand and its relation to price
fluctuations shows that, while for most commodities there is a strong adverse
trend in the relationship between OECD demand and OECD macro-economic
growth, there is no evidence that demand has been unusually depressed in recent
years. Only in the case of copper and sugar do demand problems seem to be the
primary reason for adverse price changes, and in both of these cases, the
problem is one that has to do with long-run tendencies, rather than with the
particular features of the recent years in which the dollar has been high.
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(iii} The effect of recent high real interest rates on commodity prices

In the previous discussion, three separate effects of recent US macro-economic
policies were distinguished. Two of these (the high dollar and the trade deficit)
affect commodity markets principally through their influence on the demand
schedule. These influences have been analysed in the discussion of trends in
physical volumes of demand.

The third effect does also affect the demand schedule in various ways, notably
via its effects on the share of investment in GDP, which will influence the
allocation of demand between commodities primarily used in the industrial sector
(such as copper) and those associated with final consumption expenditure (such
as the beverages). But in addition to this, interest rates also exercise a further
effect which is probably more important. This effect operates via the demand
for stocks.

The relation between stock levels and commodity prices lies at the heart of
commodity markets. Since both supply and demand usually respond to price
changes only after substantial time lags, the first effect of an emerging imbal-
ance normally shows up in the volume of physical stocks (or, in the case of
annual crops where crop surveillance permits accurate forecasting of harvests, in
the anticipated volume of post-harvest stocks). For this reason, attempts to
explain and forecast commodity price movements normally have at their centre a
postulated inverse relationship between price and stocks.

However, this relationship will remain stable only if the demand for stocks
remains stable. This demand for stocks can be de-composed into three elements: a
transactions demand for stocks in the pipeline between producer and consumer, a
precautionary demand to avoid disruption in the event of unexpected hiccups in
supply, and a speculative demand emanating from those who believe that the
price of the commodity is likely to rise by more than the cost of holding it. The
developments of recent years, and particularly the surge in real interest rates
which was shown in Diagram 6, will have had an impact on each of these
motives for holding stocks: whatever the reason for which stocks are held, the
cost of holding them depends critically on the rate of interest, which determines
the opportunity cost of holding physical stocks rather than financial assets.

In the case of the transactions demand, a rise in interest rates will shift the
demand curve in favour of those commodities with shorter marketing chains. In
the case of competition between natural and synthetic commodities, tropical
commodities such as sisal, jute, or natural rubber tend to have much longer
marketing chains than their synthetic substitutes, which are normailly produced
very nearby to the location of the end-user (and frequently by the companies
which are vertically integrated with the end-user). If interest rates rise, the
preservation of a given .price relationship at the end-user’s factory gate will
therefore imply a relative decline in the fob price received by the producer for
the natural commodity. The same effect will be felt within the markets for
natural commodities: those produced near at hand, in areas with rapid transport
links, will suffer less than those produced in areas more remote from the end-
user.

There has been a further powerful influence on the transactions demand for

stocks in recent years. Stock management techniques are becoming continually
more sophisticated, and the advent of low-cost computing power, coinciding with
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the rise in interest rates, has provided a strong incentive towards the uptake of
such techniques. Many American and European companies have seen Japanese
methods of stock management (such as the famous "kanban" or just-in-time
system developed in the Japanese auto industry) as a powerful contributor
towards Japan’s competitive success, and have made the adoption of such
techniques an important part of their attempts to modernis¢ management.

Turning to the precautionary clement in the demand for stocks, the relationship
with interest rates is fairly straightforward: precautionary stock management
aims to hold stocks up to a level at which the expected loss from disruption of
supplies (i.e. the actual cost of disruption multiplied by its probability) equals
the cost of holding stocks. When this cost rises, precautionary demand falls.

The changes in the speculative demand for stocks have probably been more
profound than in ecither of the two preceding cases. The Diagram presented
above shows that in the period from 1970 to 1980, negative real interest rates
were the norm in both the USA and the UK. Clearly this made investment in
stocks of commodities (and in related instruments such as futures) an attractive
alternative to financial assets: depending on the storage costs of the commodity,
the investor would not necessarily require any rise in the real price for the
holding of stocks to outperform the holding of financial assets. Moreover, in the
period immediately after both oil price rises (in 1974 and 1980) inflationary
expectations were given such a boost that commodities came to seem uniquely
attractive havens from the uncertainties of paper assets. On both occasions a
sudden swelling of speculative demand boosted commodity prices to levels which
were quickly eroded by the recession which was the longer-term effect of the
oil price rises.

During the subsequent period, the extraordinarily high levels of real interest
rates that have been available have cut deeply into speculative demand for
commodity stocks, by making speculative stockholding profitable only when
prices rise very rapidly.

Providing quantitative evidence of these interest-rate effects on commodity
prices is difficult because of the general paucity of reliable stock data, and the
problem of removing other influences on prices. However, rubber provides a
typical example, in which the existence of an effective international buffer
stock provides a way of measuring the shift in the demand for stocks. Over the
period since the buffer stock became active in 1981 up to the middle of 1985,
nearly 300,000 tonnes of rubber were acquired, of which only about half cor-
responded to the actual excess of physical supply over demand during this
period. The other half represented the mopping up by the buffer stock of
rubber that had previously been held by commercial participants in the market,
but which they were no longer willing to hold in current market conditions.
(However, it is hard to determine how much of this mopping up of commercial
stocks was due to high interest rates, and how much to the effect of any
successful buffer stock on market expectations). Similarly, in the coffee market,
the high cost of stockholding may have been one of the factors which have
increased the competition among producers in selling to the non-quota market,
thus widening further the divergence between prices in the two tiers of the
market.

Thus in recent years any commodity market in which there has been a balance
between the physical volumes of demand and supply could not expect to have
experienced a constant real price. The conditions for the price to remain
unchanged are that there should have been a shortfall of supply compared to
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current demand, and that this shortfall should have been equal to the decline in
the demand for stocks, for all of the reasons listed above.

Commodity producers can, however, take some comfort from the fact that this
decline in the demand for stocks cannot be a long-term phenomenon. While
improvements in transport networks and in stock management techniques can
continue to push the transactions demand down, obviously it cannot become
negative; while the changes in the other two components of demand for stocks
can be rapidly reversed in response to changes in financial markets. Unfortun-
ately for producers, in many markets the decline in commercial stocks has been
offset by rises in officially held stocks (by commodity agreements or national
authorities), which continue to overhang the market.

(iv) Repercussions of a strong dollar on the debt burden of developing countries

One of the most profound effects of the recent changes in both exchange rates
and real interest rates has been to deal a double blow to countries with a high
proportion of debt expressed in US dollars, and a high proportion at floating
rates. Although Africa has felt this problem less forcibly than other regions, it
has still been highly significant.

The Table below shows the proportion of sub-Saharan Africa’s debt that is
denominated in US dollars.

Table 11: Currency Composition of Debt in sub-Sahara Africa

1975 1976 1977 1978 1979 1980 1981 1982 1983
Flexible rate

US Dollar 934 937 905 90.7 783 712 738 738 80.0
Deutsche Mark 1.0 1.7 1.7 1.4 75 109 108 11.6 8.8
Other 5.6 4.6 7.8 79 142 179 154 146 112
Fixed rate

US dollar 37.0 40.7 400 384 389 415 448 454 459
French franc 96 104 113 130 132 129 114 118 10.6
Other 534 489 48.7 486 479 456 438 428 435

Memo Item
US dollar’s share of
total public debt 427 464 456 46.5 460 47.1 510 520 54.2

Debt service as percent
of total exports N.A. 7.1 N.A. 8.6 9.0 128 17.7 238 314

Source: LLB.R.D. World Debt Tables, 1985.
Note;: The Debt service data refer specifically to low income Africa, the rest of
the data to sub-Saharan Africa

Africa’s 54% share of dollar debt to total debt in 1983 compares with 89% for
Latin America and the Caribbean, and 68% for East Asia. As can be seen (from
the fact that the US dollar’ share in total debt is much closer to its share in
fixed rate debt to that in floating rate debt), Africa also has a relatively small
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share of total debt in floating rate form. The OECD publication "External Debt
of Developing Countries” 1984, states that "many African low income countries
have less than 25% of their debt denominated in dollars®, but does not provide
more detail.

However, if a smaller volume of debt is denominated in dollars than for other
developing countries, it is also true that a relatively small share of Africa’s
export earning accruc in dollars. Of Africa’s total exports of 43.3bn in 1983,
only 6.2bn went to the USA. 44% went to industrialised countries other than the
USA and Canada, and a further 6% was to other African countries. There are
no data specifying the proportion invoiced in dollars; however, it has been
shown above that, regardless of the currency in which exports are invoiced, the
dollar price of commodities is likely to decline as a result of a rise in the
international value of the dollar.

To what extent did the burden of dollar-denominated debt cancel out the modest
rise in the index of African commodity prices in recent years? While that is a
crucial question, it is a very hard one to answer with confidence. It will be
helpful to distinguish between the purely currency-related effects on the volume
of debt, and the effects of the rise in real interest rates, even though, as has
been shown, these two phenomena actually have the same root cause.

Firstly, the risc in the dollar will have lowered the dollar value of the stock of
debt outstanding (other things being equal). Thus if commodity prices in nominal
dollar terms remain stable, the burden of debt repayment is ecased, in the sense
that a lower physical volume of commodity exports will be needed to meet debt
service obligations. The first Diagram presented showed the evolution of dollar
prices of African commodity exports. Taking 1980 as a base year, and restricting
the discussion to currency effects on the burden of debt, it is probable that the
fall in the rcal burden of the 46% of African debt not denominated in dollars
was greater than the decline in dollar prices of commodities. However, it is
likely that when the large swing in real interest rates is also brought into the
discussion, the adverse effects on the debt burden have been greater than the
decline in the dollar burden of non-dollar debt. Quantifying these conclusions
would require, first, an agreement on which is a meaningful base year for
comparison and second, considerably more data on the nature and composition of
African debt than are currently available.

What can be said with certainty is that the rise in real interest rates, and the
weakness of the upturn in commodity prices, have between them creamed off
much of the benefits that commodity exporters would normally expect to derive
from an upturn in activity in the industrialised countries such as has occurred
from 1982 to 1984.

B. The Importance of IMF-sponsored Economic Policies

In preceding sections, we have secen the consequences for commodities of the
rapid appreciation in the exchange rates of many African countries in the
1980s. The overvaluation of exchange rates, however, has consequences far
beyond commodity production: it discourages exports, and, by lowering the prices
of imports relative to non-tradeables, encourages imports of both intermediate
and consumer goods rather than the use of local substitutes. The increased flow
of imports will increase the demand for foreign exchange to unsustainable levels,
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leading to the imposition of quantitative controls on imports and administrative
allocation of foreign exchange. The lower cost of imports leads to increased
demands for protection for import-competing industries, further harming
efficient resource allocation. There are also important redistributive consequences:
the beneficiaries of overvalued exchange rates are those who benefit from cheap
imports, especially those who have protected markets for their goods but require
imported inputs, and urban dwellers who consume imported food. Export
industries suffer.

In conjunction with the economic difficulties faced by African nations as a
result of the decline in their terms of trade since 1973 (caused by increased oil
import expenditures and weak industrial-country markets for their exports) and
the stagnation of inflows of private capital and official development assistance
into the continent, overvaluation has led to serious balance of payments crises in
many countries. These, in turn, have prompted many nations to seek assistance
from the IMF in solving these crises: among African countries which have
borrowed from the IMF in the 1980s are the Central African Republic,
Equatorial Guinca, Ethiopia, Gabon, The Gambia, Ivory Cost, Kenya, Liberia,
Malawi, Senegal, Sierra Leone, Somalia, Sudan, Tanzania, Togo, Uganda, Zaire
and Zimbabwe. While the IMF does lend with a low degree of conditionality
from its oil and compensatory financing facilities, large scale assistance is only
available when an agreed programme of economic reform is implemented.

Economic adjustments required by the IMF have three principal features. In the
first place, they aim to restrain domestic inflation by reducing budget deficits
and limiting the growth of the money supply, measures which imply considerable
austerity; second, major devaluations are required to correct the balance of
payments imbalance; and third, a variety of measures are implemented to
increase the openness and flexibility of the economy. Most of the controversy
over IMF-imposed adjustment policies centres on the first two measures.

To a certain extent, difficulties faced by developing countries in implementing
these policies are political: devaluation and austerity imply major reductions in
income for certain sections of the population, and these sections, concentrated in
urban areas, tend to be politically powerful. Nonetheless, there is concern that
these policies are harmful to the economic development of poorer countries. This
concern is expressed in four arguments about developing countries’ economies:

first, that any attempt to change the real exchange rate will fail because of
the inflationary consequences of nominal devaluations;

second, that production, and especially export production, is not clastic with
respect to the export price (the "elasticity pessimism" argument);

third, that total imports are not elastic with respect to the exchange rate, so
access to foreign exchange should be regulated by the government rather than
the market;

and fourth, that a successful devaluation, which directs resources to exports,
can only avoid triggering inflation if the reduction in domestic demand
brought about by other policy measures is extremely severe.

The empirical evidence on all these propositions is not unambiguous. The evid-

ence shown above makes it abundantly clear that massive real revaluations are
not only possible, but have occurred in the recent past in many African
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countries, though by no means in all. This lead to some presupposition that real
devaluations must also be possible. The third argument, of those put forward for
the inefficacy of nominal devaluations, is perhaps the weakest. In many African
countries, demand for imports at official exchange rates has exceeded available
foreign exchange, and rationing procedures have been implemented. Given the
difficulties in establishing criteria for allocation, in predicting available
exchange and in obtaining skilled personnel to evaluate applications, however,
the result has been the creation of substantial black markets in currency and the
direction of economic activity into black market manipulation. While the
allocation of foreign exchange by a market may well produce an outcome which
is not socially optimal (because of monopolies, externalities and inequalities in
income), recent cxperience with rationing systems does not indicate that they
have been successful, although there has been no attempt to examine this
experience in great detail. Also, it is true that developing countries’ demands for
imports are affected by the level of domestic economic activity, but the price
and availability of foreign exchange must affect the choices made about the
relative attractiveness of imports and import substitutes.

In the case of the first proposition, there is a substantial body of economic
opinion which holds that the real exchange rate cannot be altered. The fear has
frequently been expressed that nominal devaluations, and the consequent increase
in domestic prices of imported goods can precipitate demands for increases in
money wages which, if granted, lead into an inflationary wage-price spiral,
eroding the benefits of the devaluation. This body of opinion, however, is
largely theoretical, and what empirical evidence is available suggests that real
exchange rates can be changed, although for small, open economies and for
developing countries, the change in the real rate is much smaller than the
change in the nominal rate. (Killick et al) The evidence also suggests that
nominal devaluations can be more successful if accompanied by a wide range of
other economic policies designed to improve economic performance. Nonetheless,
there are countries, the particular features of whose economies are such that
devaluation, if unaccompanied by other measures, will produce no change in the
real exchange rate. Morcover, the short term inflationary consequences, even in
countriecs where the policy can produce long term benefits, can be severe, and
can lead to serious political problems since a real devaluation will redistribute
income to farmers and exporters from government workers and importers.

This, of course, is closely related to the fourth argument. If a devaluation is
successful in directing resources into exports, the volume of production available
to satisfy domestic demands is reduced. Unless domestic demand is itself lowered
by fiscal and monetary measures, the excess of demand over available supply
will intensify inflationary pressures in the economy. This has been happening in
recent years in Brazil and Argentina. The consequences for certain sectors of the
cconomy, and hence the general political consequences, of austerity programmes
can be severe.

Perhaps the greatest controversy, however, is over the second proposition, that
the clasticity of export supply is very low. A real depreciation in the exchange
rate will push up the prices of export goods and import substitutes relative to
the prices of non-traded goods (such as local goods and services and land.) The
issue at stake is whether such a shift in relative prices affects the volume of
production for export.

There is abundant evidence that, for developing countries as a whole, and for
their exports as a whole, exchange rate changes do affect the volume of exports
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and, in cases where the exchange rate does not change equally against the
currencies of all trading partners, the pattern of distribution of exports also
changes. (See Bautista and Tecson, Bautista (1977) and Bautista (1981).) This
evidence, however, is not especially relevant in the present context, since the
greatest response to exchange rate changes is shown by exports of manufactured
goods from non-African countries. The evidence about the supply elasticity of
African commodity exports is ambiguous. Since many commodity exports are the
products of perennial crops, one would expect the short term output response to
be small. The empirical evidence for nine commodities and ten countries is
reviewed by Bond, who concludes that short-run, own price elasticities are
positive but not large, that long-run own price elasticities are larger than those
in the short-run, and that aggregate agricultural supply is elastic with respect to
overall producer prices. Specific estimates of the elasticity of aggregate
agricultural supply range from .07 in the case of Uganda to 0.34 for Ghana. (of
course, to the extent that marketing boards or other factors ensure that a change
in world prices is not reflected in a change in producer prices, the impact of
exchange rate changes is lessened, but we shall return to these institutional
factors later.)

Conversely, in a detailed study of the Sudan, which over the period 1978-80
introduced a major economic adjustment package, including a large devaluation,
with the collaboration of the IMF, Hussain and Thirlwall found that the elasti-
cities of supply of Sudan’s main exports (cotton, gum arabic, groundnuts and
sesame) were very low; moreover, because Sudan is not a price taker in world
markets for these exports, (and therefore demand facing Sudanese exports is not
perfectly eclastic) the effect of devaluation was, in part, to lower the foreign
currency price of exports, and not simply to raise their domestic price. They also
found that, since the demand for imports was very inelastic in the short run,
and that devaluation led to increases in money wages, both labour and
intermediate input costs were pushed up by the currency changes. Their
conclusion is that the overall effect of devaluation on the profitability of
exporting was necutral,

Clearly, the specific circumstances of the Sudan may not be relevant throughout
sub-Saharan Africa. Nonetheless, it is worth stressing that this is an empirical,
not a theoretical issue: that is to say that the impact of a devaluation on
primary commodity e¢xporting depends on the particular relevant elasticities, and
the empirical evidence about those elasticities in Africa is not very encouraging.
Nonetheless, elasticities are estimated on the basis of past producer behaviour
often in unfavourable circumstances: and a crucial part of IMF-sponsored
adjustment programmes has been a range of measures designed to improve the
flexibility and price responsiveness of agriculture. If successful, these measures
would change the supply elasticities. Since the growth rate of world exports of
no commodity produced in and exported from Africa is, on World Bank
projections, expected to exceed 3% per annum in the next ten years, African
exporters anxious to raise their export earnings will increasingly find that such
rises will only be possible if they displace other exporters in markets which,
overall, will be growing very slowly. To do this, they will need highly
competitive primary producers; real devaluations coupled with measures to
improve the performance of agriculture will be an essential component in a
strategy designed to achieve this.

Moreover, the impact of a real devaluation is on the entire export and import

substitution sectors of the economy, not simply on agricultural exporters. To the
extent that African manufacturing industry suffers from low capacity utilisation,
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it is possible that industrial production would have a larger elasticity than
agricultural production. Certainly, the impact of devaluation ought to be assessed
in terms of the economy as a whole, not simply in terms of the agricultural

exporters.
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IV. A Review of the Adjustment Process in Exporting Nations
A. The Development of New Patterns of Trade
(i) Countertrade

Countertrade encompasses many forms of compensatory trade, ranging from pure
barter, in which only goods are exchanged, usually at the same time, to various
types of offset agreements, whereby part of the value of one transaction is
offset against another, and in which one transaction may take place at a
different time from the other. The principal types of trade which are
encompassed by the term are the following:

a) Counterpurchase, whereby imports are accepted on the
understanding that the trading partner will receive exports over
a specified period of time;

b) Offset, whereby the importer produces some of the
components which will be used in the final product;

¢) Barter, which has featured in some government to
government deals, for example the exchange of New Zealand
lamb for Iranian oil;

d) Buy back, in which one partner provides equipment or
complete facilities, and is paid in the product of the equipment;

¢) Bilateral agreements which are favoured by Eastern bloc
countries and which call for trade between the signatories to
balance over a specified period of years;

f) Switch trading, in which a large number of intermediaries
are involved in complex arrangements covering trade credits,
debts and a range of products.

There is nothing new about countertrade: pure barter is, obviously, very old, and
more sophisticated forms of countertrade have long been used in trade with East
Europe, the USSR and the People’s Republic of China. Recent interest in
countertrade, however, springs from the increased, and more heavily publicised,
involvement of developing countries. Also contributing to the greater level of
awareness of the phenomenon has been the stance of international organisations:
in an apparent attempt to thwart the growth of countertrading, the IMF, the
GATT and the OECD have all condemned it as a breach of free, multi-lateral
trading principles, as delaying needed ecconomic adjustments in developing
countries and as more costly than conventional trade. Nonetheless, there seems
little doubt that the practice is growing, and banks and both trading and
manufacturing companies are devecloping expertise, and specialist divisions, in
countertrade. In this section, we attempt to assess the importance of
countertrade, and its costs and benefits. As we shall see, African commonwealth
countries have not been heavily involved in the recent growth in countertrade:
has their caution been justified, or ought they to be developing skills in this
area?

There are few published data on countertrade, and estimates of its importance

vary up to 30% of world trade. Since, in recent years, the value of world trade

has been about $2,000 billion per year, this would imply that countertrade

transactions, if they are as much as 30% of trade, are worth $600 billion. A
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conservative estimate of the value of world countertrade would be at least 10%
of world trade, or $200 billion. More important than the total value of this type
of trade, however, is the fact that individual transactions are typically for very
large sums, partly because the costs of arranging them are quite large. One
source (EIU, 1984) suggests that transactions costs on a $10 million countertrade
deal are $300,000. These costs arise because very few transactions are pure
barter; typically, modern countertrade involves an international trading company
or a specialist division of a manufacturer as well as the importer and exporter,
and these participants demand a return on the activities.

Countertrade appears to be geographically rather concentrated. Table 12 below
presents some statistics on the trade partners in over 250 countertrade trans-
actions between 1977 and 1983. This is not comprehensive, in that the analysis is
based on reported countertrade transactions, and many transactions are never
reported; but it represents the most comprehensive data set available and, if it is
representative, it indicates that countertrade deals between the OECD and Asian
countries arc by far the most important. One other interesting feature of the
data, however, is that intra-Asian deals are also numerous, and comprise the only
major intra-developing country countertrade flows. (Although intra-Latin
American countertrade is probably understated.)

Table 12: Partner Countries in Developing Country Countertrade Deals,
1977 - 1983

Partner Countries:

East Middle Latin America
OECD Bloc East & Caribbean Asia Africa

(number of transactions)

Africa 10 2 1 6 3 2
Asia 91 22 5 7 36
LA &
Carib. 33 20 6 9
Mid East 9
Total 143 44 12 22 39 2

Source: EIU, 1984

The product/country composition of countertrade can also be examined, using
the same data set. In Table 13, we list the important developing countries, and
the products they exported, in the 143 cases of developing country-OECD trade
reported in Table 12.

52



Table 13: Commodity/Country Composition of Developing Country
Countertrade Deals with the OECD, 1977 - 1983

Commodity No of transactions Major Countries

Oil 14 Iran, Libya, Qatar, Peru
Iraq, Algeria, Mexico

Rubber 11 Indonesia

Bauxite/Alumina 12 Jamaica, Brazil, India
Indonesia

Textiles 14 China, Indonesia, Sudan

Mexico, Tunisia

Fish & Products 9 Indonesia, Ecuador
Coffee 7 Indonesia, Costa Rica
Ecuador

Other Agricultural
Commodities 19 Uruguay, Indonesia,
Ecuador

Other Primary
Commodities 35 Indonesia, Brazil

Manufactures 12 Brazil, China, Mexico

Note: Manufactures excludes textiles. 51 of 193 commodities in the 143 trans-
actions were not specified.

Source: EIU, 1984

While it is important not to attach too much weight to these data, a number of
conclusions are suggested. First, a small number of countries account for a very
large part of the world’s countertrade: indeed, Indonesia alone accounts for over
half of the transactions in this data set. Second, primary commodities account
for a large part of developing countries’ exports in these transactions. (The data
set also includes information on the products supplies by OECD countries in the
offsetting transactions, and these products are overwhelmingly manufactures.)
Third, very few African Commonwealth countries have been involved. Ghana has
countertraded timber for a US atomic reactor in a well-publicised deal, but other
countries, apart from Nigeria, have had little involvement (as far as one can
tell) Nigeria has very recently begun a major countertrade programme, swapping
oil for manufactures with a range of countries, including Brazil, Austria, Italy
and France.

There are three reasons why developing countries have become involved in

countertrade, of which by far the most important is the severe foreign exchange
shortages they are experiencing. In general terms, when real interest rates are
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high, there is a large opportunity cost associated with keeping the cash balances
nccessary to finance conventional trade; and in many developing countries
financial circumstances are such that foreign currency is simply not available. A
country which has exhausted its reserves of foreign currency and which is
unable to obtain conventional import financing, may offer a Western company
the opportunity to export local products to obtain the foreign currency which
pays for needed imports. One important additional advantage to the developing
country in cases like this is that the foreign exchange earned through a
countertrade deal can be applied directly to purchase imports, whereas currency
carned in a conventional way becomes available for repayments to the IMF or
private bank and non-bank creditors. (This is an important reason why the IMF
has adopted such a public, hostile stance on countertrade.) This type of
arrangement also allows developing countries to unblock debts to developed
country exporters.

A second factor in stimulating countertrade is that the responsibility for market-
ing developing country exports is shifted from the country and its exporters to
the trade partner, or the international trading company, involved in the
countertrade deal. This opens up the possibility that new markets can be found
for developing country exports, or market share increased in existing markets.
This transferring of marketing responsibilities is attractive whenever the
producer is risk-averse or lacks marketing expertise. Closely related to this type
of motive is the desire to increase commodity export carnings in cases where
commodity markets are under a form of self-regulation. Oil exporters, for
example, have used countertrade to secll oil at prices below OPEC levels, and
coffee exporters have used countertrade to export coffeec outside the quotas
established by the International Coffec Agreement. The lack of transparency of
countertrade transactions means that prices and volumes can be concealed, at
least to some extent.

Third, a number of developing countries have used countertrade to finance joint
ventures: China, for example, has encouraged foreign investment in its mining
industry by paying investors in the coal produced from the mines opened up by
the investment, and Uruguay has established a frozen vegetable plant by paying
for overseas technical help in the product of the factory. In this type of trans-
action, countertrade ensures that foreign investment and involvement with a
project does not end when the factory opens, in addition to providing a
guaranteed market for the product.

Corporations in developed countries have increased their involvement with
countertrade, but for the most part this is because their trading partners have
insisted on this form of trade. While banks and trading companies have entered
this area as intermediaries because they seec opportunities for profit,
manufacturers’ involvement is usually to maintain a presence in an established
market or to obtain a market share in a new market.

Do these reasons constitute a good case for engaging in countertrade? The
argument which is usually advanced against countertrade is based on the prices
which are likely to be realised in countertrade transactions. The evidence
suggests that most developing country exports under countertrade are bulk
commodities, for which international markets exist. Exporting them as
countertrade is likely simply to yield lower real prices, since the higher
transactions costs must be met, and displace existing sales. Some countries,
recognising this risk, have attempted to insist that countertraded commodities be
"additional” to existing sales, or are exported to new markets, but this
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requirement is frequently impossible to enforce, given the number of
intermediaries in most countertrade transactions. Secondly, the same pressures
which may depress cxport prices may inflate import prices; and, since the goods
developing countries import under countertrade deals are usually manufactures,
for which no clear international prices exist, the scope for price manipulation to
cover the costs and risks of countertrading is greater. It is not surprising, in
these circumstances, that most proposed countertrade deals collapse during
negotiation under the burden of establishing fair prices.

Clearly, therefore, countertrade has the potential to damage developing countrics
through the undervaluation of exports and overvaluation of imports. The
argument in favour of countertrade is, therefore, to be found in terms of the
quantities traded, not the prices at which trade takes place. Hence the
requirement, mentioned above, of "additionality”. For individual countries, it is
possible that countertrade will boost overall trade; and for developing countries
with heavy import commitments arising from long term development plans, their
concern is more with maintaining or increasing the physical flow of imports
than with specific prices. Countertrade may well lower prices of exports; it may,
however, increase total revenues, or increase the effective flow of imports. For
countries faced with severe shortages of foreign exchange, this effect will
outweigh the consequences of poorer realised prices on particular countertrade
transactions.

It is, therefore, hard to assess the merits of countertrade in the abstract. There
are circumstances where the price effect is probably more important, and so the
transaction is not in the interest of the developing country exporter. Equally,
there are circumstances where the revenue effect allows trade to be continued at
a higher level than would otherwise be possible. This suggests that a good deal
of care is needed in designing countertrade packages to minimise the possibility
that bad consequences will result.

The difficulty of establishing that the implicit prices in countertrade
transactions are fair prices is also present in bilateral trade deals and long term
contracts (if they include price provisions, which many do not.) These
arrangements are often negotiated on a government-to-government basis. Some
developing country exporters have attempted to fix pre-determined prices in
anticipation of a price fall, an attempt which has been particularly marked in
the case of sugar. This is, perhaps, not surprising since sugar displays an
extremely high degree of price volatility. These long term agreements achieve
greater and lesser degrees of popularity: Producers have the greatest enthusiasm
for long term contracts at pre-determined prices when free-market prices are
depressed below long term levels, and the least enthusiasm for them when free-
market prices are above long term levels. This makes it difficult to agree with
consumers on a price close to long-term trend values.

A more serious difficulty with long-term contracts between sovereign countries is
that they are unenforceable. With long-term, fixed-price contracts, there is
enormous pressure on e¢xporters to break the agreement when prices are high,
and on importers to break the agreement when prices are low. (Even inter-
national commodity agreements suffer the loss of members when prices are
unfavourable: Hungary and Israel left the International Coffee Agreement when
it became apparent they could meet their coffee requirements more cheaply
outside the agreement.) With conventional contracts between traders, arbitration
or other legal remedies exist when one party defaults, but when government-to-
government agreements are broken (as they have been, in the case of the US-
China grain agreement, and Indonesia’s contracted sugar imports) there are no
sanctions available. What has happened in the past is that the injured party has
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simply ignored the breach, in the hope of retaining some share of the market
and agreeing to re-price the contract. In the event that re-pricing takes place, of
course, the entire rationale for long-term agrecments is eroded.

(ii) Attempts to Renew and Extend International Commodity Agreements

International Commodity Agreements comprise both those with price provisions
(such as a target price or price range together with measures to be taken to
maintain the range), and those with more limited objectives in the field of
exchange of information, co-ordination of research, and so on. For present
purposes, those commodity agreements without price provisions are not relevant;
however, in the case of those that do incorporate such provisions, the host of
problems that were raised by the rise of the dollar’s international value were
among its most prominent effects on commodity markets.

The second half of the 1970’s saw a flurry of international activity, in the wake
of UNCTAD 1V, to attempt to increase the range of international measures
relating to developing country exports of commodities. Chief among these
measures were international commodity agreements. However, the achievements
reached were modest. Prior to this period, international commodity agreements
with price provisions existed for cocoa, coffee, sugar and tin. Only one
commodity, rubber, was added to this list as a result of negotiations under the
Integrated Commodity Programme.

The incorporation of price provisions into an international agreement clearly
requires a unit in which the price provisions will be expressed. The prominence
of the dollar made it an obvious choice, and three of the five commodity agree-
ments, those for cocoa, coffee and (when its agreement had price provisions)
sugar, denominate their price objectives in terms of US dollars. Of the other
two, the price provisions of the tin agreement are denominated in Malaysian
ringgits, while those of the rubber agreement are denominated in a mixture of
Malaysian ringgits and Singapore dollars. However, both these two currencies
have in effect been closely tied to the US dollar during its recent upheavals.
The Malaysian ringgit’s exchange rate was US$2.212 at the beginning of 1981, as
the dollar’s rise was beginning, and so far the monthly average has never fallen
more than 9% below this level (while, for example, the Deutsche Mark rate fell
by a maximum of 53% over the same period). The Singapore dollar fluctuated
still less against the US dollar. Their linkage to the US dollar can also be shown
by the fact that the standard deviation of their exchange rates against the
dollar is much less than the standard deviation vis-a-vis the SDR.

Thus all of the commodity agreements with price ranges were directly or
indirectly linked to the US dollar. Clearly, at a time when the dollar was
fluctuating, any attempt to maintain a price range denominated in dollars
imposed additional burdens on the Agreements. During periods of excess supply,
the floor price that was being defended was set much higher, in terms of its
purchasing power against a representative bundle of internationally traded goods,
than had been anticipated at the time the Agreement was drawn up.

In all of these commodity agreements, the defence of the floor price posed the
greatest problems during the period of the dollar’s strength. In the case of sugar,
the other weaknesses of the Agreement, notably the lack of effective disciplines
on the growth of EEC exports and the inadequacy of the stock and export quota
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provisions, were such that it is most probable that the Agreement would have
been ineffective in maintaining the price within the range even if the dollar
had not become over-valued. Thus, it can be argued that deep-seated structural
imbalances lay at the root of the failure to renew the economic (price-
supporting) provisions of the International Sugar Agrecement at the end of 1984,
But in the case of the other commodities, dollar-related problems were very
much to the forefront.

In the case of coffee, the floor price was effectively defended, but European
consumers, who saw supplies being restricted at a time when prices in their
currencies were at relatively high levels by historical standards, were embittered,
and their resentment may endanger the future viability of the Agreement. In the
event, only two consumers actually left the Agreement (Hungary and Israel), but
the strong incentive to quit that emerged may be remembered by many
consumers when the Agreement is re-negotiated.

The coffee Agreement is based on quotas restricting supplies to importing
member countries, while exports to non-Members are not restricted. Inherent in
it, therefore, is the potential for a two-tier market at times of excess supply.
The disparity between quota and non-quota prices was certainly increased as a
result of the raising of the real value of the Agreement’s price range: this held
back demand in quota areas, at the same time as it stimulated supply. The
depression of non-quota coffee prices that resulted from oversupply, as well as
the combination of a dollar-denominated price range and a high exchange value
of the dollar, was thus particularly onerous to those countries with a high
proportion of non-quota exports (Indonesia being the most striking example).

The cocoa Agreement differs from the coffee Agreement in two important
respects: the USA is not a member, and, instead of operating by export quotas, it
defends its price range by means of a buffer stock. The importance of the USA
is also much smaller in the world cocoa economy than in the case of coffee:
while the USA accounted for 21% of world coffee consumption in 1984, it
accounted for only 12.5% of world cocoa consumption. Moreover, a much higher
proportion of world coffee production derives from countries for whom the US
is a major trading partner: Latin America accounts for two thirds of world
coffee production, and only one third of world cocoa production. Thus the use
of the dollar as a numeraire has much less justification in the cocoa Agreement
than in the coffee Agreement.

Comparing the experience of the cocoa and coffee Agreements, it will be
recalled from the theoretical discussion that the local-currency price effect of a
change in the dollar exchange rate is expected to be greater for those
commodities in which the USA is more important. The stimulus given to coffee
supply, for this reason, may have been greater, and added further to the
pressure on prices in non-quota markets.

Two years of ample cocoa supply, in 1981 and 1982, coincided with the period
in which the dollar’s value was rising, and the result was straightforward: very
quickly the resources of the buffer stock proved inadequate to defend a price
range that was rising in terms of the local currencies both of the principal
exporting and importing countries. When prices came back within the range, this
was not due to further support measures within the context of the Agreement,
but to exogenous developments affecting supply. In the case of coffee, the strong
dollar arguably raised the revenues of member countries from their coffee
exports, but in the case of cocoa neither producers nor consumers are content
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with the effect of currency fluctuations on the Agreement. Producers see the
rise in the dollar as having been one of the reasons why the Agreement’s sole
price support mechanism was rendered ineffective at an early stage, while
consumers resisted appeals for further resources for the buffer stock on the
grounds that the prices they were paying were well above those contracted for
when the Agreement started.

Similar strains arose in the tin and rubber Agreements. (The USA is a member
of the latter Agreement, but not of the former). Both had a greater degree of
success than the cocoa Agreement in defending the floor price of the range.
Rubber is unique among those commodities having an Agreement in that, for a
brief period, a rise in demand pushed the price to the top of the range, so that
it looked for a time as though sales would be made from the Buffer Stock: but
in the event this did not occur, and at the time of writing the price has
slumped back to a level at which further support buying is being undertaken by
a buffer stock that has now accumulated more than half of its maximum
permissible volume.

The experience of this period serves to reinforce a message that had become
clear, for other reasons, in the previous decade. In the 1970, rapid inflation in
the dollar had put strains of a quite different kind on commodity Agreements.
At that time, the problem that was posed by the use of the dollar as a
numeraire was as follows: since the price range that is negotiated is normally
valid for a pre-determined period, in a time of inflation producers will
anticipate the real value of the price range at the end of the period, and will
argue for a price range that meets their objectives even after allowance has
been made for the effects of inflation. Consumers, however, may find such a
price range unacceptable in the immediate future, even though they may feel
that it will have been eroded to an acceptable level by the end of the period of
its validity.

This is the same problem as the problem posed for commodity Agreements by
the soaring dollar, but in another guise. In both cases, the moral is clear:
commodity Agreements have c¢nough difficulty in anticipating and devising
measures to cope with the physical fluctuations in the volume of supply and
demand of the commodity. They should not also have to deal with the additional
problem of anticipating and dealing with purely monetary phenomena.

This may sound like a plea for an unattainable goal: a constant and universally
applicable measure of value. However, there are practical steps that can be taken
in the context of commodity Agreements to move closer to this ideal, even if it
cannot be fully reached. The step that has been most widely canvassed is the
use of the SDR as a unit of value, rather than the dollar, in commodity
Agreements.

The SDR is a basket of currencies with weights assigned to them, roughly in
proportion to their importance in financing world trade. As such, it has the
advantage of being less subject than any individual currency to fluctuations that
may result from internal policy changes within a single country. It falls short of
the ideal, however, in two important respects. In a period of rapid inflation
among many major c¢conomies, such as occurred in the latter half of the 1970,
the SDR will not preserve its purchasing power: it will lose purchasing power as
a weighted average of the rates of inflation of the currencies composing the
basket.

58



Secondly, there is no guarantee that the set of weights used for calculating the
SDR is the appropriate set of weights for a particular commodity agreement. As
pointed out in contrasting the coffee and cocoa agreements, the importance of
the currencies used to denominate the price range should reflect the pattern of
trade in the commodity, and the pattern of imports of the countries exporting
the commodity.

However, to overcome these shortcomings would require the use of artificially
constructed hypothetical currencies. One could even advocate that instead of
using currencies at all, the price be denominated in relation to an agreed basket
of physical goods reflecting the characteristics of the commodity (in particular
its substitutes) and of the countries that export it. This would lead even further
away from a readily understandable and instantly recognisable measure of value.
Even the SDR, despite its increasing use, suffers from the fact that it is poorly
understood and lacks the markets that exist for the major currencies, in which
futures and forward transactions can be made.

Notwithstanding these shortcomings, the wuse of the SDR in commodity
Agreements would certainly lessen the pressures imposed on them by currency
instability. In present circumstances, its use should be advocated by members of
commodity agreements. In the event that the decline of the dollar gives rise to
even greater turmoil in currency markets than did its rise, consideration could
be given to some of the more radical suggestions made above about
denominating price ranges, but in the present climate the complication they
would cause is probably not justified by the benefits they would bring.

In addition to the International Commodity Agreements in the proper sense of
the word (implying membership by both producing and consuming countries), the
problems faced by OPEC, a producer-only organisation, also deserve mention. The
OPEC marker price, which, like the International Coffee Agreement, its members
attempt to defend by a set of export quotas, has been denominated in dollars,
and has come under severe pressure during the period in which the dollar has
been high (more recently, during 1985, the price has at last begun to slip even
when denominated in other currencies). In part this pressure represents the
lagged effect of adjustments made on the supply and demand side, in non-OPEC
countries, in response to the 1979 oil price increases. However, here too the use
of the dollar undoubtedly added to the difficulties of maintaining the price.
OPEC’s problems show up with particular clarity a difficulty which has beset
other commodity agreements to a lesser degree: the problen of market
confidence. Expressed in, for example, Deutsche Marks, prices of crude oil have
been on a rising trend throughout this period, (though there have been signs of
pressure since the beginning of 1985). However, the dollar range has come under
severe pressure, and had to be revised downwards on two occasions. These revis-
ions have created a perception of lack of success in maintaining the cartel,
which in turn may have influenced sentiment on oil markets, and may have
contributed to the decline in the demand for oil stocks which has exacerbated
OPEC’s problems. As always, therc are great difficulties in separating currency-
related cffects from the multitude of other influences, but it is likely that the
oil price, however expressed, would have been higher towards the end of this
period if the crisis of confidence had been avoided by defending a non-dollar
related range. Whether OPEC's net revenues over the entire period would have
been higher is a separate, and more doubtful, question.
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B. Attempts to Cope with New Forms of Uncertainty
(i) The Choice of Currency Basket for Debt Financing

A previous section of this paper showed the level of debt service obligations,
and the currency in which they are denominated, to be of great importance in
determining the real value of commodity exports (i.e., the appropriate deflator to
use for transferring nominal price changes into real price changes). Another
section of the paper showed how significant have been the currency revaluations,
in real terms, which have been experienced by many African commodity-
exporting countries. This section addresses the policy choices implied by these
issues. In what currencies should debt be contracted? To which other currencies
should national currencies be linked?

Turning to the first of these questions, two dimensions need to be considered.
The first is the question of how to minimise the level of the future real burden
of debt service payments, and the second is how to minimise the risk of an
adverse mismatch between the currencies in which debt obligations are due and
those in which payments for exports are received.

Here the concern is with the second of these issues. Minimising the level of
future debt services might, under certain circumstances, imply forming an
opinion of which currency is likely to undergo the most severe devaluations, vis-
a-vis other currencies and, providing that the interest rate differential does not
cancel out the expected loss from devaluation, choosing to contract debt in that
currency. This is in effect an attempt to second-guess financial markets: in an
efficient financial market, interest rate differentials will exactly cancel out
expected future exchange rate changes. (It could be argued that there is little
evidence that financial markets are efficient in this sense: if one were to look
at interest rate differentials between currencies over the last few years, and
interpret these as the market’s implicit predictions of future exchange rate
changes, one would find that the market had been predicting a fall in the dollar
consistently, and consistently wrongly, over the last few years).

Such a strategy is inherently risky. An alternative low-risk strategy is to try to
ensure that the effect on debt service obligations of any fluctuations in the
value of the major currencies is offset by an equal effect on export earnings.
For countries exporting manufactured goods, the obvious way to do this is to
ensure, as far as possible, that the share of different currencies in external debt
is approximately equal to their share in export earnings: thus, for example, if
one half of manufactured exports go to the EEC and one half to North
America, external debt would be divided between ECUs and dollars.

For commodity exporters,-the issue is a little different. Consider, first, the case
of a country where all commodity exports are based on spot transactions. Given
the possibility of arbitrage, the price received for the commodity will be the
same (give or take transport costs) wherever it is exported to. However, changes
in exchange rates between the major currencies will exert an influence on its
real price, in the ways discussed in the theoretical section above. As was shown
in that section, the extent of this influence will depend on the share in world
consumption of the country whose currency fluctuates. Thus the avoidance of a
mis-match, caused purely by currency fluctuations, between export earnings and
debt service obligations would imply contracting debt in proportions equal to the
relevant currency’s share in world consumption of the commodity. For example,
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a country exporting only coffee, even if all its coffee exports go to the EEC,
should contract a higher proportion of its debt in dollars than another country
exporting cocoa, even if all that country’s cocoa exports are destined for the
USA; because the higher proportion of coffee consumption in the USA makes its
real price more dependent on dollar fluctuations.

Of course such a strategy only guards against those influences on commodity
export earnings that are specifically currency-related. The issue of safeguarding
against other effects on commodity prices is addressed below.

When commodities are sold on a basis other than simple spot transactions, the
choice of currency in the debt basket must then be modified so as to take into
account the currencies in which transactions are denominated. For example, a
country entering into commitments to deliver commodities at a price fixed in
sterling is uninsured against windfall gains or losses if its debt is denominated
mainly in other currencies. The mis-match can be solved, either by raising the
proportion of sterling in the debt basket, or by entering into parallel
transactions on financial futures markets to ensure that, when forward
transaction denominated in sterling are entered into, they are accompanied by
measures to ensure that the foreign currencies required for debt service are
available at known rates (for example, by entering into forward transactions to
purchase the foreign currency needed in exchange for sterling).

Concerning the choice of currency to which the exchange rate is pegged, the
principal message that emerged from the empirical data was the need to avoid
the massive real revaluations that have taken place in recent years. This
requires, first and foremost, the need to ensure that the local currency’s
purchasing power is kept roughly in line with that of its trading partners. The
choice of a link with another currency is a secondary matter, though, when the
"linked" currency experiences major shifts in real value, the link should be
reviewed. Again, the use of the SDR presents some attractions, but, of course,
choosing the SDR in no way detracts from the primary importance of keeping
domestic monetary policy and exchange rate policy closely in step.

(ii) Risk management in financial and commodity markets

In commodity markets, there are three principal kinds of risks faced by export-
ers. First, there are risks from exceptional and inherently unpredictable events,
such as bad weather, political upheavals and strikes, which change the short
term movements in price. Second, in the long term there is uncertainty over the
secular trend in prices. Third, over both the short and the long term there are
risks from fluctuations in exchange rates and interest rates. All three types of
risk have to be managed in the context of each producer’s seasonally fluctuating
production and input patterns.

Developing countries are not alone in facing these risks, however. Multinational
companies which produce or market commodities, banks which lend money to
such companies, and producers of primary products in developed countries have
had to face identical problems. Like developing countries, these organisations
have learned at considerable cost that sudden changes in exchange rates, selling
prices, interest rates and input costs can seriously affect their returns on
existing production facilities and the profitability of new investments. Their
response to these new risks has been to adapt their management strategies to
give themselves as much protection as possible against uncertainty in the markets
for commodities and financial instruments.
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Accordingly, since the early 1970s there has been extremely rapid growth in the
use of a wide range of financial instruments for managing the risks inherent in
commodity price volatility. This growth in usage has resulted in the
accumulation of a great deal of knowledge of, and experience in the application
to newer types of risk of risk management tools which have been used for at
least a century in the traditional commodity markets. Central to this
development has been the expansion of futures markets. Traditional futures
markets offer commodity exporters the chance to hedge export earnings, thereby
moderating the risk of price uncertainty. (Of course, two types of risk remain:
first, basis risk, the risk that the difference between the futures market price
and the market into which the cash product is sold will alter, and, second,
output risk, the risk that the quantity eventually exported will be different
from the quantity hedged. The presence of output risk means that hedging
cannot eliminate revenue variability, but it can reduce it.)) But the availability
of futures markets in currencies makes it possible to ensure a certain level of,
say, dollar receipts from the future sales of a commodity whose price is
denominated in sterling, by selling sterling futures equal to the value of the
hedged sterling sales of the commodity. In this way, a commodity exporter
earning sterling but paying for imports (or repaying debt) in dollars obtains
protection against movements in the sterling/dollar exchange rate as well as
movements in the sterling commodity price. Similarly, interest rate futures allow
hedging against changes in international interest rates. Since small changes in
interest rates and exchange rates can bring about hugc changes in developing
countries’ balance of payments (by altering their debt repayment burdens), the
value of locking in repayment obligations is obvious. World Bank calculations
indicate that, if the oil-importing developing countries had insulated their dollar
debt repayment obligations against the recent dollar appreciation, a savings of
almost $5 billion in annual payments would have been realised.

The use of futures markets confers benefits additional to price protection.
Producers can use the relationships between futures contracts of different
maturities to cover the costs of storing commodities. Moreover, hedged stocks or
hedged production provide a higher quality of collateral for a lender than
unhedged production, allowing exporters access to better borrowing terms. This
can assist in short-term marketing strategies, but some futures and option market
techniques allow producers to construct long term price hedges extending over
several years. These make it possible to guarantee price levels from new projects,
and thus help obtain project finance. In practice, this technique has been used
in some recent mining investments to arrange better borrowing terms.

One feature of futures markets is that, in addition to protecting the hedger
from adverse price movements, they also make it impossible for hedgers to
benefit from favourable price movements. Options, however, which are presently
available on a wide range of internationally traded primary commodities, can be
used only to provide insyrance against adverse outcomes, without removing the
possibility of windfall profits in the event of favourable changes in price.
Although trading in options is less established than trading in futures, and there
is not as large a body of accumulated experience in the application of options to
risk managemént in commodity markets, there would appear to be considerable
scope for the increased use of options in commodity markets. Moreover, although
there is a large number of traded options available on the world’s commodity
exchanges, non-traded options can be written for specific purposes by a number
of banks and trading houses. This increases the flexibility of options compared
to futures markets.
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Options confer the right to buy or to sell at a specified price, and impose the
corresponding obligation to sell or to buy on the grantor of the option. (In this
respect they differ fundamentally from futures contracts, where each purchase
must correspond to a sale.) The holder of the option, however, does not have to
exercise his option: he can simply let it lapse if spot market developments are
favourable, and he will in this case simply forfeit the money he originally paid
for the option. In this respect, they resemble a form of insurance premium,
which allows bad outcomes to be insured against for the price of the insurance
contract. (Clearly, the insurance premium is forfeited in each year where there
is no bad outcome.) Options are available on stocks, on commodity physicals and
on commodity futures: in each case, they confer the right to make a transaction
at an agreed price during a specified future period.

Options which confer the right to buy are known as "calls". Most stock options
are of this type. Options which confer the right to sell are known as "puts®, and
it is these options which are of interest to producers and exporters of
commodities. Puts, therefore, resemble an insurance premium against falls in the
price: if a producer buys a put option on a futures contract, he can exercise the
option if prices decline below the level specified in the option, or he can let the
option lapse if prices rise. A simple example is the following. Suppose that a
producer buys, on April Ist, options on August futures which give him the right
to sell August futures at $100. (Let us assume that, at $100, his production costs
are covered.) If the price of August futures in June turns out to be $75, the
producer can exercise his option, and he will buy (at $75) the futures which he
has the right to sell at $100. The profit on this transaction can offset whatever
losses he may make on selling physicals at $75. Conversely, if the price rises to
$125, the producer will choose not to exercise his option, and will simply sell his
physical output at $125. Clearly, the grantor of the option faces price risk, and
this risk is reflected in the price of the option. (The price of an option will,
therefore, reflect expectations about the future price of the underlying good.)

To producers, there are two principal advantages of options over futures. The
first is that protection is afforded against adverse outcomes without removing
the possibility of windfall gains from rises in price. The second is that once the
option has been purchased, there is no risk of having to meet expensive margin
calls. Two disadvantages, however, are, first, that the option has to be purchased
outright. This can be expensive, and, like any insurance payment, it can turn out
to have been unnecessary. If the price does not fall, there is no return on the
funds invested in the option. (Equally, of course, risk reduction cannot be
costless.) Second, it is not possible to roll options forward in the straightforward
way which is possible in futures markets. A combination of options and futures
can do the same job as rolling options forward, but this does make the operation
rather complicated.

It appears to be the case that developing countries make little use of futures
markets. While much use of futures markets is by dealers who may be acting on
behalf of developing country exporters, the indirect evidence suggests this is on
a limited scale. While the existence of a futures market can be expected to
improve the efficiency of the operation of the spot market, and thus vyield
benefits to market participants who do not use the futures markets, it is
appropriate to ask why developing countries do not make more extensive use of
them. There are two principal reasons.

The first is connected with the institutional structure of export marketing in
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developing countries. Many commodity exports are handled by parastatal bodies
which serve a variety of functions in addition to maximizing the profits of
exporting, and personnel are rarely trained in techniques of futures trading.
Developing country governments, which often keep a close watch on their
commodity exporters, frequently view futures trading as inherently speculative.
This is by no means uniformly true in all developing countries, but it is
interesting to note that even in those developed countries where commodity trade
is handled by parastatal bodies, use of futures markets is very limited: for
example, a parastatal controls Norway’s wheat imports and makes very little use
of futures markets to hedge its purchases. To some extent, the hesitant attitude
towards futures markets characteristic of parastatal bodies simply represents a
slow learning process, and as risk continues in world markets, the high costs of
failing to use risk management techniques will eventually constitute a
sufficiently powerful case for their use. Yet there is undoubtedly a role for
commodity exchanges and others involved in futures and options trading in
educating export marketers in the benefits of futures and options markets.

A second, and perhaps more important reason, is that both futures and options
trading require access to foreign exchange. In the case of options, which must be
purchased outright, there is a high initial currency requirement. In the case of
futures markets, foreign exchange may be needed throughout the life of the
contract to meet margin calls. These have to be paid very quickly, and can
amount to very large sums; and, even in developing countries where there is no
serious shortage of foreign exchange, licensing procedures can often take too
long to allow exporters to meet these margin calls. Developing country
governments are also frequently sceptical about the wisdom of entrusting large
amounts of foreign exchange to a small number of individuals, and so will not
suspend these licensing procedures. Moreover, the sums of money can be very
large. For example, Zambia produces over 400,000 tonnes of copper which, at a
price of 60 cents/lb, is worth over $550 million. Zambia could hedge this
production by selling, on the New York Commodity Exchange, 400,000 tonnes of
futures, and the initial margin on the hedge sale would not pose a major
problem. If the price of copper doubles to 120 cents/lb, however, Zambia would
be faced with an immediate margin call of $550 million. This is a large sum in
relation to Zambia’s foreign exchange reserves: and, while it could be borrowed
and easily paid off in the course of a year, if price remained at the higher
level, interest costs would be substantial. (A further problem is that hedging in
rising market will prove to have been unnecessary, since higher revenues would
have resulted if no hedging takes place. In this instance, therefore, the margin
calls come at the same time as opportunity losses.)

The large size of the sums of money involved militates against the use of
futures markets by most developing countries to construct hedges over periods
longer than the marketing year. Within the marketing year, however, improved
access to credit would allow exporters to reduce the uncertainty they face.
Within developed countries, a similar problem has been faced, since margin calls
are typically beyond the financial means of individual grain farmers, for
example, who might otherwise hedge their production. What typically occurs in
developed countries is that banks have special commodity credit facilities under
which they take the crop as collateral. Banks are then willing to make margin
payments, because the value of their collateral increases as the margin calls are
made. (This is a further important reason why futures are rarely used for longer
periods than the marketing year, at least in the case of grains, where producer
hedging in developed countries is quite advanced: in a particular year, actual
output is available as collateral, whereas for future years, the output is not
actual, and thus loans raised against future output are less secured than those
where the present crop is the collateral.)
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There is no reason why a similar type of measurc could not be opcrated at the
international level, with some kind of financing facility available to developing
countries, analogous to the IMF's compensatory financing facility. Monies lent
under this facility would only be available to finance margin calls, but it would
be a risk-less form of lending, and it would not increase developing countries’
net indebtedness (since the loans would be automatically self-liquidated as the
hedged commodity is sold.) An alternative would be for international guarantees
to be provided for commercial bank lending for margin calls. Clearly, in either
case, lending would be conditional on proper hedging practices being followed.

The disadvantage from developing countries’ point of view is that hedging both
eliminates the possibility of windfall profits and would be prohibitively
expensive for more than one season. Options contracts have necither of these
disadvantages, and have several advantages as well: the requirement for credit is
fixed at the outset, and there is much less scope for officials of exporting
organisations to back a view of the market’s development with financial
obligations. The options which are presently traded, however, are unlikely to be
suitable for developing countries concerned to stabilise export revenues. Options
can be specially written by trading and lending institutions (they are called off-
market, or dealer options) but it is by no means clear that the market will be
able to provide options on a scale which would be required if a large number
of developing countries wished to pursue the idea. Options certainly are an
important tool of risk management whose potential value for developing country
exporters needs to be examined in greater detail.
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V. Summary and Conclusions

This paper explores the effects of the recent (1981 to date) period of currency
instability on markets for certain commodities, particularly those exported by
sub-Saharan Africa. It examines the performance of commodity prices and con-
sumption of commodities, and seeks to find answers to two questions:

(i) Have commodity prices failed to bcnefit from the recent period of
economic growth in the OECD?

(ii) If so, to what extent has this to do with currency instability, or to the
underlying factors which themselves have caused currency instability?

In addition, the study considers the policy issues that confront commodity
exporting countries during a period of currency instability, and examines the
efficacy of various tools for coping with currency instability, both at the nation-
al and international levels.

(1) Theoretical considerations

A survey of the theoretical literature indicates two ways in which one would
expect currency fluctuations to affect commodity markets. The first issue relates
to the effects of instability itself. If consumers of commodities are risk-averse,
greater currency instability will lead them to import less. Equally, the incentive
to export commodities is reduced, if exporters are risk-averse. One would there-
fore expect the volume of international trade (in commodities as in other
products) to be adversely affected by commodity instability. The effect on price
is ambiguous, and depends on whether importers are more risk-averse than
exporters.

The second issue relates to the effect of rises in a particular currency, such as
the dollar, on prices of commodities expressed in that currency or in other curr-
encies. Under most realistic assumptions, a rise in the dollar will lead to a fall
in the price of commodities expressed in dollars, and a rise in their price
expressed in other currencies. The extent of these changes will depend both on
the share of the US in total consumption of the commodity, and on the sensitiv-
ity of demand and supply to price changes. As a rule, the greater the share of
the US in total consumption of the commodity, the less will be the decline in
the dollar price and the greater the rise in the price when expressed in other
currencies.

(2) The Macro-economic Context

The rise of the dollar between 1981 and 1984 was not an isolated phenomenon,
and it would be inadequate simply to look at commodity market behaviour over
this period, and conclude that all the observed changes were due solely to the
rise in the dollar, and not to any other causes. The attempt to isolate the effects
of currency instability must start with an analysis of the macro-economic
context within which these changes took place.

The period from 1981 to 1984 saw three related developments, all of which had
profound implications for the world economy. The rise in the dollar was one; a
rapid rise in real interest rates was another; and a ballooning of the USA’s defi-
cits on trade and, more generally, in the current account of the balance of
payments, was the third. Each of these phenomena is intimately related to the
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expansion of the US budget deficit, its effects on interest rates in a low-savings
economy like the US, and its effcct on exchange rates in a pcriod when falls in
capital outflows bore the brunt of financing the current account deficit. To isol-
ate the effects of currency fluctuations implies finding some way of taking
account of changes caused by the other two results of the US budget deficit.

(3) Empirical findings

The first task of the empirical analysis is to look for unexpected changes in the
volume of physical demand. For cach of the major commodities exported by sub-
Saharan Africa (excluding South Africa), the level of OECD consumption over
the period 1981 to 1984 has been deflated by an appropriate index of the level
of activity in the OECD economies (i.e by total QECD GDP, or total QOECD
industrial production), in order to look for any recent aberrations in the rela-
tionship between the OECD economic cycle and the volume of demand for
commoditics. For all of the commodities studied, there is strong evidence of a
low income clasticity of demand (i.e.,, over the period as a whole, the trend in
commodity consumption per unit of GDP or IP has been falling). However, in
nearly all cases OECD consumption has been on or above the trend line during
the 1981-1984 period. It is concluded that the peculiar macro-economic develop-
ments of the 1981-1984 period had no adverse effect on the level of physical
consumption of commodities in the OECD.

In addition, the relationship between volume changes and price changes is exam-
ined. For most commodities, periods of below-trend price levels have been assoc-
iated with periods of above-trend supply. This suggests that, for these commodit-
ies, fluctuations in supply, rather than in demand, are the main reason for price
fluctuations. The important exceptions to this finding are, firstly, copper: as
would be expected, low copper price have been due mainly to demand disturb-
ances, particularly in the post-1975 slump. Secondly, sugar price fluctuations too,
in the recent past, have been due more to the weakness of demand. However, in
the case of both sugar and copper, as the previous paragraph’s findings suggest-
ed, the weakness of demand recently represents a long-standing adverse trend
rather than any special disturbance in the period of the strong dollar.

Having rejected the hypothesis that there has been some disturbance to previous
patterns of demand during the period when the dollar was high, attention turns
to supply. For sub-Saharan commodity exporters, the question of exchange rate
influences on the real returns to commodity producers is examined: did domestic
inflation proceed more rapidly than exchange rate depreciation, thus damaging
exporters’ interests, or was the reverse the case? For most countries, (with
Malawi and Kenya the most notable exceptions) a strongly negative effect on the
domestic real price was observed, as a result of an appreciation of the real
exchange rate. For countries that linked their currencies to the dollar, this could
have been exacerbated by the rise in the dollar’s exchange rate against other
currencies. The effect on supply would have been negative, but the effect on
price positive,

Diagrams 8-26 provide a graphical summary of the main findings discussed in
the two foregoing paragraphs.

The very high real interest rates (illustrated in Diagram 6) that were associated
with the rise in the dollar could also have had an adverse impact on commodity
prices. Even though the effects on the flow of physical demand during the 1981-
1984 period seem to have been slight, a reduction of the willingness to hold
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stocks could have caused commodity prices to decline until a new equilibrium
between stock levels and demand is established. There 1is evidence from a
number of commodities that this has indced occurred. Speculative, prccautionary
and transactions demand for stocks have all becen reduced by the higher cost of
stock-holding that is associated with high rcal interest rates, and there is evid-
ence from a range of commodity markets, including cocoa, oil and rubber, that
previous relationships between stocks and price have broken down, in a way that
is adverse for producers.

Currency instability also causes problems relating to the matching of the curr-
ency composition of debt to that of income. Sub-Saharan Africa is fortunate in
having a lower share of dollar-denominated debt (53% in 1983) than other
regions of the developing world. Here too, it is the rise in real interest rates,
rather than the currency changes themselves, that have imposed the highest costs
on developing countries.

The hypothesis that IMF-sponsored adjustment policies have caused a fall in
commodity prices by encouraging competitive devaluations and over-stimulating
commodity supply is examined (though of course the much wider issue of the
appropriateness of such policies is beyond the scope of the study). It is rejected
on the basis of the evidence already cited, that, far from devaluing, the African
countries at least (though not necessarily other developing countries) have exper-
ienced for the most part very substantial real revaluations of their currencies.

(4) Adjustment to currency instability

The evidence that greater recourse has been had to countertrade is examined. It
is concluded that countertrade can normally be expected to lead to an adverse
movement in the barter terms of trade against commodity exporting countries
using these techniques, but that there may be instances in which such trans-
actions lead to an overall increase in the capacity to import. In such cases, the
price of an adverse movement in the terms of trade may have been worth
paying to avoid disruption to the flow of imports.

Currency instability has clearly added greatly to the difficulties of operating
International Commodity Agreements. Where such agrcements have price provis-
ions (as in cocoa, coffee, tin and rubber) these prices are denominated either in
dollars or, in the case of the rubber and tin agreements, in currencies such as
the Malaysian or Singapore dollar which are closely linked to the US dollar.
Fluctuations in the US dollar have meant that the real values of the price
ranges have been very different from those anticipated when the range was set,
or those compatible with equilibrium in the commodity market. It is concluded
that the use of the SDR to denominate price ranges in such agreements would
be preferable.

In order to match debt to commodity earnings with the minimum risk of a
mismatch, a policy whereby the proportion of each currency in the country’s
debt is approximately equal to that currency’s share in total consumption of the
commodity is most suitable for country’s exporting solely commodities on spot
terms. The modifications needed to take account of forward supply commitments
denominated in particular currencies, and for non-commodity exports, are consid-
ered in the report.

Various financial instruments are available to reduce risk, whether related to
currency fluctuations or to commodity price movements. The most important of
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these are futurcs markets and options trading. Futures provide a way for
countrics to tic their future commodity sales to the presently prevailing price
structure, ruling out both losses and gains that would accrue from fluctuations
in prices or exchange rates. Options provide a way of insuring against losses
without neccessarily foregoing windfall gains. The limitation of both of these
tools, from the point of view of developing countries, is that they require initial
access to substantial foreign exchange. In addition, futures trading becomes very
expensive if undertaken further than one season ahead, while options trading
requires further developments in existing options markets if it is to meet the
needs of developing countries. Both tools, however, could play a part in a
strategy to limit the risks faced by commodity exporting countries.
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Why Futures Markete coist: Frice Instability
Futures markets organized bv commodity Exchanges - often cailed
Terminal HMarkets 15 London, ©the terms being svnonymous - exist, 1n

1.
ecsence. because ot the volatile nature of primary commodity prices.

Conmocdity prices have always exbibiled this instability. For example, The
Economist index for  all non—fuel commcdities, which 1is available

continuousliy since 1860, <shows that the iargest annual decline 1in

commodity  prices - no less than I3 per cent - occurred from 1920 to
1721 40 per cent from 1920 Lo 1722). # few vears later, starting 1in

1924f9%5wgest angd iongest cumulative decline of which we have record took
place. This lasted until 1732, During this period, commodity prices fell
EVErY VEar., declining in toutal by some 47 per cent. More recently,
dwing 1581-82, there was a cumulative price decline of IS5 per cent, 1in
itself & +all exceeded oniy on the two occasicns recorded above and during
two olher periods., viz. +trom 1864 to 18567 128 per cent) and from 1951 to

1725 (26 per cent.,

When we turn our attention tou the period since 1937, we +ind that
from this date o 1971, commodity price instability was relativelv
subdued., whiie from that date it i1ncreased very markedly. Historically.

reference once more to the Economist index of commocdity prices reveals

that, while the instability for 1711 to 19856 - during which there were
three major wars —  was aimost lwice as great as that tor 1937 to 1971,

the ansztab:lity from 1972 to 178% was more than three times as great as

1. This price instability may be defined as the average percentage devia-
tion of the actual price from the trenc for a certain period.
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for the comparatively tranguil pericod of 1957-1971. This last span of
vears included a phenomenal increase in commodity prices during 1973 and
1974, when the overall index approximately doubled, before plummeting by
19 per cent in 1975. Clearly, this increased instability was connected
with ‘"post Bretton-Woods" instabilities in cuwrency markets, interest
rates, fluctuations in industrial production and world-wide inflation.
However, though the fluctuations in the dollar exchange rate vis-a-vis
other major currencies following the dismantling of the Bretton Woods
system of stable exchange rates played i1ts part 1in commodity price
fluctuations, the conclusion that commodity prices were significantly less
stable during this 1last period 1s unatfected when these prices are
measured in SDRs, or deflated bv the U.N. index of prices of manufactured
exports of developed countries, 1i.e. 1in real terms. The conclusion is,
furthermore, unaffected by whether the instability i1s measured around a

long-term or a medium—-term trend.

The increase in instability during the ten vears to 198% was true for
all the major commodity groups. The instability arcund long-term trends
was largest - +{fourfold - for food, among which cereals price fluctua-
tions were greatest. For beverages and agricultural raw materials, price
instability about trebled over the pericd, coffee and cotton being parti-

cularly affected. Metal price instability rose only by some IU per cent.

The prices of primarv commodities carn, of course, be expected to
fluctuate over time and, within broad limits, the price of primarv goods
taken togeﬁher in relation to manutactures, manifest a cyclical swing.
This 1s becauwse, in general, they are related guite clousely to pericds of
prosperity and recession in the developed world. The growth i1n industrial
reguirements gives rise to an increase in the demand for commodities, thus

driving up their prices. These price increases eventually tend, in turn,
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both toc check industrial growith and to stimulate the production or primary
goods, leading once more to a decline in the prices of the latter. The
accompanyinrng chart shows the conceguent wave—like changes in the terms ot
trade between commodity prices and manufactuwres, reflecting this approxi-

mate process of checks and balances (Chart 1) (page 76).

Unfortunately, this process does not make the prices of individual
commodities any more predictable, even when we are able to disentangle the
different relationship of each of a broad group of commodities to changes
in activity in the industrialized world. For example, the supply of many
agricultural commodities, such as cocoa, coffee and sugar. respond to
changes in their price only after a long period. when additional acreages
have been planted. The metals, on the other hand. together with oil and
rubber, respond much more quickly to demand changes. A final group. that
of the precious metals, has no fixed pattern of price movements because
the demand for them stems mainly from their role as alternative means of
holding ascsets. Even this breakdown into commodity aroups, fails, however,
to result in predictable price changes for commodities, as 1is best
illustrated by Chart 2 (pages 77-78) of the range of annual price
changes for selected major commodities. As may be seen, these ranges are
mostly very great, as prices over days, weeks and months, are influenced
by currencv uncertainties, interest-rate changes, crop reports or

industrial and political unrest.

It is, then, this marked volatility of prices which is such a feature
of rommedity trade and the economic reason for the existence of futures
markets, uporn which traders seek to protect themselves from the losses
which price changes may occasion, and on which financial interests -

speculatore - hope to participate gainfully. In fact, historically, the
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CHART 2

Commodity Price Changes, highest ~and
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Commodity Price Changes continued..
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1imitial  inspiration seems often to have been this latter ambition.
Moreover. unless both trade and non-trade interests are present, markets
ot this sori are not oroad enough to filourish. The next stage in the
analvels must, therefore, be to examine how traders attempt te safeguard
their profit margins and prevent them from turning into losses due to

adverse price chandes, i.e. we need to know how the markets function.

ra)  The Development of Forward Trading

Until the nineteenth century was well advanced, the predominant
method of sale was of goocds "on the spot", that i1s, which had already
arrived in manufacturing or consuming countries. (Such transactions are
still called "spot"” sales). Most commodities reached the central markets
via the following three routes: the consignment of shipments by producers
themselves, bv commercial banks with an interest in the commodity, or by

shipping firms which, for the most part, established their headguarters in

the principal market centres. Inevitably, the producer was separated from

his market byv middlemen since the alternative - not very realistic for
most - was to provide the finance, and run the necessary risks, in order
to market the commodity himself. In the market centres, stocks were held

by market dealers and substantial merchants, while the brokers provided
the link between buyers and sellers. For verv many commodities this link
was at owne time between selling and buying broker, with the auction

chamber as the venue for purchase and sale.

In earlier times many causes contributed to the predominance of sale
atter the arrival of the produce. The uncertainties of long-distance
transport by sail meant that manufacturers and others needed to have

stocks near at hand. The total amounts bought and sold, moreover, were
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mucth =maller than 1s now the case. In order to establish a market price,
under these circumstances, 1t was necessary to arrange for a gocd assembly

of buvers and clearly, periodic auctions constitute the best method of

ensuring this. Finally, public sales (i1.e. auctions) continued tou be &
necessary method of distribution for most produce until accurate svstems
of grading developed. For raw materials, especially, the demand for
reliability 1in this recspect became more insistent with industrialization,
for an even-running quality is usuallyv more crucial for machine-production

than for more primitive handicratts.

Obviously, as far as transport was concerned., the most profound
revolution cccurred with the introduction of the steamship, the electric
telegraph, and the opening of the Suerz canal. Henceforward, the importer
was able to order commodities for forward delivervy 1n the reascnably
secure knowledge that they would be delivered on the due date. With
concomitant 1mprovements in grading, morecver, he became increasingly
confident of getting what he really needed, and so commodity trades
evolved from sales by auction to sales by sample of the "lot" or "parcel®
of produce concerned, and from that to sales by description based upon
standard “"type-samples" (as used for example in the rubber trade). auch
samples could be appealed to in cases of dispute or else, where thic
method was 1nappropriate, to a further method which was developed., and is
now  widely used. This 1= the rormula "fair average qual:ity” f.a.g.;
which mav well varv from season to season. The determination of +f.3.q.
invalves the sampling of the bulk after arrival so as to ensure & standard
of compariscn 1n cases of dispute. ihis methos i1s., for example, wiagelv
used 11n  the grain trade. I fact. the effect of the changes detailed
atove was tc eliminate, at an early date, the old svstem ot consignment

for spot sale upon arrival,. in both the grain and the cotton trade and, 1in

80



time, torward irading became more general. It should be noted that in
these trades, suchh transactions tor the deliverv of goods at some forward
date. = treguently calied “c.i.t.  trage’. Ihe term c.1.f., 1t will be
recalled, relates 1o the inclusion not only of cost, but of insurance and
fre1ohit alse,  1n the quolec price. It =heretore 1mplies the purchase of
thz produce with the sihipping documents as the proof of entitiement to the

guods.

In all trades the rapid and almost continuous links estabklished
between producer and consumer countries impliedg 1mproved mar ket
intelligence, The demand and supply pressures thus focussed upon the
central wmarket became a more accurate record of the world situation for
that commodity. Local shortages were less able than formerly to give rise
to substantial price increases when supplies edisted elsewhere: news of
scarcity and, accordingly, & hardening of prices henceforward resulted in
the tranemission of this intelligence to producer countries and so, the
assurance of additional supplies. Central markets thus became more truly
warlid markets than tiey had ever been before. Clearly, however, the
trader s abillity to order confidently from producer countries meant that
the merchant’s need to hold stocks was reduced. To the extent that this
 happened., 1t diminished the importance of the merchant, who tended from
this time to be replaced by tirms of brokers, and with & conseguent
shuortening 1n the channel of distribution between producer and consumer.
In the sugar trede, for example, the chailn or distribution through sugar
factors and brokers to manuraclurers cave way to the establishment of
tirms of nternatiuvnal brokers, who dealt directly with the producers,
selling tor them i London and on other markets., Desplite the reduction in
the stocks which rnweeded to be held &t international market centres,
however, the ability to absorl and produce supplies according to changes

in demand «nd supply pressures continued to be an essential feature of
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these markets. What happened after the introduction of steam and the
cable was simply that the function of such markets as ’reservoirs”
applied, not to the total flow of produce from producer to consumer, but
only to that proportion which did not find direct final purchasers. The
London Metal Exchange, for example, still performs this function even
though only a very small proportion of the world's output of the metals

concerned actually passes through this market.

In summary, therefore, apart from the comparatively few commodities
sold by auction these days, most produce i1s now bought on a c.i1.f. basis;
that is, bought forward, upon description according to trade.
Transactions are therefore concerned with contracts in rights to the
delivery of a commodity, rather than of the commodity itself, so that the
market place can be far removed from the physical commodity. Indeed, the
market has increasingly become one in which business 1s transacted by
telephone, cable or telex etc., with brokers in "physicals”, 1i.e. the
actual commodity - where these intermediaries are still used -
marrying up supply to demand from their offices. Few if any transactions
in shipments of grain, for example, are now actually concluded on the
floor of the Baltic Exchange. Similarly, provision on the floor of the

London Commodity Exchange, where buyers and sellers of actual spices,

jute, copra etc. could meet, has now disappeared.

In the meantime, the growth of trade led toc an 1increase 1in
specialization, and this encouraged many firms of brokers to establish
Associations for the particular produce in which they specialized. In
this way, organizations pertaining to tea, coffee, cocoa, hemp, skins,
rubber, shellac, and a host of other commodities were brought into being.

{For example, the General Froduce Brokers® Association of London was
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established 1in 1876). Thus, whereas previously each firm made its own
conditions of sale and held its own auctions, frequently in its own
saleroom. the Associations brought uniformitv to the trades. Disputes
concerning quality, compensation and other matters, which were becoming
increasingly troublesome with the growth of trade, were dealt with in
accordance with sets of rules devised bv these organizations. Standard
forms of contract were drawn up. and periodically revised, while
arbitration panels were brought into being for settling disputes by
reference to the defined standards which have already been alluded to. In
briet, then, the functions of the Commodity Associations enabled forward
trading (as well as spot transactions) to be reduced to determining a
mutually agreeable price, the conditions governing delivery, quality and
other pertinent matters having been made uniform throughout each commodity
trade by standard contract forms - one of the prime responsibilities of

these Associations.

Though 1t 1is useful, for purposes of exposition, to consider a
"classic” pattern of commodity marketing from producers via shippers to
merchants, brokers, and thence to manufacturers and consumers, this
process has beern much disrupted in a number of commodities, especially
since World War 1. In some cases, such as those of Canadian and
Australian wheat, or West African cocoa, selling agencies have made their
appearance. Other commodities, for example, American cotton, or shellac
from India, have been affected from time to time by government price
support or export-pricing programmes. Froducer cartels have been formed
(e.g. on more than one occasion 1n copper) which resulted in the markets
being by-passed, though in some cases, despite intervention to fix prices
(e.g. O0.P.E.C. o0il pricing) the distribution has remained in the hands of
private firms. Not only do patterns of marketing and distribution vary

from the producers’ end, but also due to changes on the purchasers® side.
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Conciderable amalgamatiors somelimes take place. as for erample among U.k.
millers. or cotton spinners, which have led Lo the by-passing of brokers
and merchant stock-holders of these commodities, in favour of direct
purchases from large shippers, or marketing boards. Finally, as 15 well
known, there has, imn other cases, been bachkward integration to sources of
supply te.g. the development of plantations by Unilever., Tate and Lyle,

Brook Bond, Dunlop, etc.) though tor political reasons this is now mostly

on the decline.

In the United Kingdom, futures, or terminal, markets are
traditionally associated with goods from overseas. There are historical
reasons for this. for when goods travei a considerable distance, this
takes time, and whoever owns the produce is then a stockholder at the
mercy of price fluctuations. Clearlv, however, the commodities need not

-

be afloat in order to constitute a risk of louss, for the same reasoning
applies whenever produce has to be stored 1in warehoucses, silos, etc.
(American grain futures trading, for example, originated from such
considerations). Thus, producers, 1mporters. or others who possess
stocks, stand to lose possibly very considerable amounis due to a fall 1in
price. Similarlv, on  the other side ot the market, merchants,
manufacturers or others who, without having stocks ot & commodity, and
having promised to supply at some torward date at a price already fixed,

starnd to lose from a rise in price by the time they need to buv ana

deliver.
Froducers. stockholding merchants. manufacturers and other traders

are in business esczentiallv as traders ratner than as speculators. Their

protiem  therefore 1s how to protect their Jegilimate protit margins
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wremembering  that. 1n the i1one run, prices must De sufticient Lo avord
loesses, otherwise traders will go out of businese and producers likewlse,

. elee Lhev become progressively poorer:. Historicaeily, the arnswer tg

this problem of protecolon against adverss price changes lay in the

—
~-

abr: ut producere and traders to "hedge”; that is, to enter into an
crtzetting trensaction 1o the rorward market. Such protection bv hedging
could therefore onlv be contewmplated where forward markets had been
established - and we have alreadv erxamined the conditions which needed
to be fulfilled for this tvpe of trade to exist. The classic case in the
commerclal  historv of the United Kingdom 1s that of American cotton, and
the trader who felt the need to hedoe his position most keenly was the
impor-ter, "long” of cotton, being the nwner of the produce for the siyx
weeks or more during which the shipments made the journey by sailing

vessel (while from 1840, samples and orders went via Cunard steamers,

whiich took unlv about & week to cross the North Atlantic).

In prainciple, of course, all that anv trader had to do in order to
hedge on forward markets was to enter into & transaction which offset that
whach  put  him at the risk of price movements. Thus, any importer who
owned stocke tied up as they would be on-board ship, 1.e. who was "long”
ot the commoditv. would hedge by appearing as & "short seller" on the
forward market. i.e. would sell contracts to deliver forward at the same
time, and therefore for approximatelv the same price, as his purchases.
Supprese the pricz ot cotton fell before he got his cotton to the Liverpool
mar bet. Clearly, the strairaght-forward sale of hice produce would result 1n
& 1wss, However, having also scold for rorward delivery some siz  weeks
oreviously, «bt  the nigher prace, «ll he had to do was to deliver his
cottorn 1n fulcilment of his contracts to supply. Having both bought and
scid at approximately the same price he would not therefore need to fear a

price tall. OSimiiarly., tor anv trader without stocks (i.e. "short" of the
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commodity) but committed to supply at a future date at an agreed price.
To hedge his commitment, he would need to enter the forward market on the
“long" side, 1.e. to buy contracts for future delivery at the same time,
and therefore for approximately the same price. Without hedging in this
way, were prices to rise above the agreed price before he fulfilled his
contract to deliver, he would clearly lose on the transaction. As it is,
however, he would be covered by the contracts which he had purchased at
the same (lower) price at which he had entered into the commitment to
supply. His action then would simply be to take delivery of the produce
against these contracts, and pass the gcods across to the manufacturer or
toc whoever he had undertaken to supply. It should be noted, incidentally
that, 1in addition to covering himself against risk of loss through price
movements in this way, his hedge also has the effect of precluding his
making any windfall gains through what would, without his hedging action,

have been a favourable price movement.

What, then, 1is amiss in continuing to use forward contracts in this
way as a hedging medium? One reason is that operations on forward markets
are closely circumscribed by the particular collection of quantities,
qualities and delivery dates of available contracts. In brief, a producer
or trader, say, seeking a suitable contract, might not be able to match up
his risk with suitable cover for 1t. Forward markets, moreover, do not
provide complete security for transactors. {For example, were the price
of the produce to fall significantly before delivery, the question arises
as to whether the producer or the seller can always be assured of the
buyer’s integrity. If, for example, the price of the commodity falls

before delivery 1s made, the buyer may attempt to repudiate the
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transaction. Again, he may. for example, while wishing to take delivery,
have run into financial difficulties in between agreeing to buy and taking
deliverv. However, perhaps even more serious for the producer selling his

crop. for example, 1is that a crop failure might force him to buy his way

out of a forward contract at a loss. The implication, when output risks
are considerable, 1is, then, that forward sales - where they are
undertaken at all - have toc be limited to & portion only., of the

expected ocutput.

Accepting that speculation 1is necessary in order to broaden the
martet, the further shortcoming of forward markets 1is that, being
essentially markets in actual produce, it 1s less easy to operate on them
without some expertise in the physical produce. This is very inhibiting
to financial interests which therefore makes for a narrower market.
Moreover, whereas there 1is nothing to prevent speculators from buying
produce in the hope of a subsequent rise in its price <{i.e. "bull"
speculation) "“short selling”, 1i.e. selling contracts in produce which the
seller does not possess, in the hope of a subsequent fall in price (some-
times known as "bear' speculation) is extremely risky on forward markets.
This 1is especially true when commercial stocks of the commodity are not
very high. This is because it is easy in these circumstances for other
market traders to buy up such stocks as exist in order to create an
artificial scarcity which drives the price up, that is, the wrong way for
the bear speculators. The bears then have to cover themselves at a loss,
while the operators who have imposed the squeeze make profits. There are,
however, many examples from earlier times, especially, when those who have
"squeezed the bears"” have i1n turn come to grief because the stocks which
they needed to buy to impose the squeeze to increase the price, have
eventually to be disposed of, which drives the price back down again

against them; unless that is, they are very lucky and market conditions
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have moved in their ftavowr 1n the meantime.

Futures Markets

Clearly, then. hedging on cash {forward markets ias thev are sometimes
called) provided -~ a5 1indeed they continue toc provide ~ valuable
benefits to producers and other sellers and buyers., especlially since such
transactions 1in the physical commodity enabled the contract terme to be
devised <0 as to suit the producer®s and purchaser’s eract requirements.
These markets can, however, present ditficulties for the contracting

parties, as already described, which have led, over the years, to the

development of futures markets.

In brief, futures markets enable a agreater integrity of contracts,
and permit widespread accessibility at low cost. This 1s &chieved
through .the purchase of standard contracts on an organized commodity
exchange. It 1= possible for anyore to enter into & contrect on &
commodity exchange through lthe acknowledged channels, and then to coftset
this when appropriate by entering into an opposite contract. A futures
contract i1s, then, simply & forward contract traded under the rules ot an
organized commodity exchange, the delivery terms and methods ot trading
being highly standardized. The cuntracts are, 11 other words, promises to
deliver a commodity of & stated grade, with i undertaking to deliver at a
named location., with specified ecuompanylng services, & unit guantity of &
commodity, .dwring & named future periocd, at & price which has been agreed
between buver and seller. The price 1s, 1 tact, the wiiv matter which
has Lo be decided between the buyer s and seller’s agents on the tracing
floor, =11 other condilions of sale being standardized and therefore not

part or the 'niggl:ng ot the mariket”.
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Such & degree ot standeardization vhviously makes tne futuree markets

wideiv accessible. even to those wiln little knowredge ot the physical

comnoditv. Markets are thus broadened out, il 18 argued; the speculative
interest = angenuer #d mebing il more efreciive for  hedying puwposes.

Cigariy, tnerefsre, these verr.nai markets are "paper markets”, having
perhaps, on tirsh encounter, liitlie to do with the physicai processes of
growing Gr mining commociiles, storing. processiing, and uhen distriputing
them. This, fnowever, weuld be & mistaben view., fFinancial markets. too,
de«d 1 promises (as an edamivation or sav, a tl note will verify'!i. And
1ike che (ndispensible instruments traded on  tinancial markets, the
crucial  element is that futures contracts are 1n effect saleable to third
pariies on organdized exchanges, However, the verv ease with which anyone
mav enter into the standardized promise which 1s of the essence of a
futures  contract, i1mplies & possible shortcoming for the individual
transactor. This 1s that such contracte mav quite otten not describe

exactlv the produce which tne producer wiches to deliver, or that the

buver wishes Lo purchase. Thie 1s why rutuwres contracts are usually
liguidated betore maturitv: that 15, offsetting futures commitments are
entered 1nto, to close an "open” positian. Futures markets are not,

therefore, primarily delivery markets.

Normel hedging action can. however, involve some risk. This is that
tne price which may nave Lo be pald for a futures contract to ligquidate
the wozstion, may nob correspond fu the price tor which the seller can
seii hiz physical commoditv, This price aisparitv is known as a "basis
risk”. which will cbviousiv atfect the transactor's return. In seeking to
divest himsel+ ot price risk., therefore, a producer, for example, has to
welgh up lie advantaegez ot using Lhe cash forward market against those of

the Jutures markel. while considering the disadvantages for his purpoce.
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By wusing the forward market he avoids "basis risk” and may find a
purchaser who wishes to purchase exactly what he wishes to sell, 1in terms
of time, place and quality. On the other hand, this might prove difficult
and, even should such a purchaser be found, the problem arises of
ascertaining his creditworthiness. Rgainst this, he has to weigh the far
greater integrity which a suitable transaction on the futures market
provides, as an accompaniment to concluding a deal 1in the "actuals®

market.

In addition to the use of organized commodity exchanges for purposes
of hedging and speculation, the prices established on futures markets are
also useful to non-participants in the market. This is because these
markets enable the achievement of "brice discovery", that 1is, the
determination of prices under competitive conditions, for forward
"positions", (i.e. for forward delivery months) up to a year, and
sometime; more, ahead. Closing prices are announced by the Exchange
authorities each day. Thus, for sugar, for example, during April, prices
would be quoted for May, July, September, November, January, March and
May. This "price discovery"” function of the terminal markets facilitates
the scope for "pricing options"”, 1.e. +for deferred pricing, & procedure
whereby buyers may select, for physical transactions in many commodities,
a particular day on which the price i1s fixed by a formula after the
contract has been entered into. Formulas of this sort are often based
upon futures market prices, being priced at so many points premium above
the relevant futures position to allow for the various transactions costs

associated with the sale of the physical commodity.
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Market Organization

Each market in a commodity exchange is organized by a Terminal Market
(i.e. Futures Market) Association of elected members and paid officials,
for each of the "soft" commodities (i.e. non-metal commodities) while the
London Metal Exchange (L.M.E.) has its own Committee responsible for the
conduct of business. One of the main issues for all these bodies must,
clearlv, be the suitability of the contract. A futures contract must, as
previously mentioned, be highly standardized, and transactions in it have
to be closelv circumscribed by various rules and safeguards. Thus, the
contract must not be exclusively for one gquality or grade of a commodity,
but. rather, what is known as a "basis" contract which permits delivery
of qualities other than the standard grade, at an appropriate premium or
discount. It is also devised, when appropriate, so as to cover a range of
places for possible delivery and considerable latitude as far as period of
delivery 1s concerned; usually a delivery month, except for L.M.E.

contracts.

Such considerations are obviously important because futures markets
are highly developed and dependent on specialized trading procedures, and
so subject to abuses. The prevention of difficulties, such as "“corners"”
and ‘'"sgueezes" should there be an artificially contrived scarcity of
supply is obviously an important issue. The right to tender the actual
commoditv. or to demand it in fulfilment of a futures contract, is - as
it must be - a feature of every futures market, since it is by this
means that the price of "actuals" and of futures are kept 1in an
appropriate approximate relationship with each other. This right to
tender the actual commodity in fulfilment of a futures contract, or to
demand delivery, may create some difficulties, as has already been

mentioned. It is, however, one ot the functions of the market clearing
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syetem to arrange {or the disposai of sucl, tenders, should the brokers
acting for their clients not do so. Clearly., then, the committees of the
Associations responsible for each markel, which draw up contracts and deal
with grading issues, are essential to organized commodity exchanges. as
are their arbitration panels which settle disputes as to the guality of

the commodity tendered, and so forth.

The market Associations are also responsible for the regqulation of
admission to the xchange floors. The purchase or sale of futures
contracts is effected through broker +firms who are members of the
exchange. Trading on the floor of the exchange is conducted by rtloor
traders who trade for their own account, and by tloor brokers who execute
orders on behalf of their clients. Bargains are struck bv "open outcry®
of these floor traders - bidding, counter-bidding and accepting at
astonishing speed, often amidst a frantic uproar - arocund a trading ring
(known as &« "pit" in Chicago). For the purposes of such trading, numbers
have to be limited, and 1t is the Association concerned which decides upon
the floor membership. These "seats" as thev are sometimes called, are

bought from the organization and are rescld by retiring members.

The #Asscciations prescribe the houwrs ot traging, and supervise the
"kerb trading" which takes place outside the officisl market times,
whether on or of+ the floor. Most markets are 'called cver" once or twice
a dav by a chairman or an equivalent contrcller. nence the term “"Call

. 1t

Marlets sometimes used to describe this form of trading. The bargains
struck during ring trading are illuminated on & aisplay panel and also
avaslable inm brokers’ offices and further afield on video screens. Thus,
inrtor mation concerning latest prices and guantibties sold for each +forward

position can be perused at a clance voth on and off the market rlcor. As

previouslyv remarked., official ciosing prices.  as determined by a  sub-
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committee of the Association concerned afier the wmarket has been  “"called
over'., are particularly important and are often widely used, as described,

as a guide for pricing transactions in phvsical comnodities.

Even rore 1mportant iz Llibe funclion of official prices for purposes
of  market clearing. R Cieariligy process 1s obviously an essential and
integral feature ot a futures market. bhenn, exceptionally, a contract is
allowed tu run to malurity rather than ligquidated bv traders, the clearing
organization, as mentioned, arranges for settiement by delivery of the
actual commoditv. Other than this. the main function of clearing is to
calculate the difference in price of matching purchases and sales to be
settled, and to effect such settlements. In essential particulars, all
clearing processes operate in this way., for which purpose the announcement
of official prices on which these calculat:ions must be based, is evidently

essential.

Eevond these features, common to all clearing organizations, two
different types of market organization may be distinguished, namely
clearing—house markets and principals’® markets. As will be explained in
more detail in connection with a description of London’s terminal markets,
the lInternational Commodities Clearing House Ltd. (I.C.C.H.) 1is the
clearing house for iransactions in  “soft" commoditvy futures. By
contrast, the London Metal Exchange is a principal’s market, having

implications for the svetem of clearing, which is a separate one.

It 1s the practice on clearing-house markets not only for brokers,
but  alse their major clients, tou become members of the clearing house.
"Uriginal deposits” (called "initial margins” in the U.S5.A.) usually of no

more than 10 per cent, are required from all clients when they buy or sell
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a contract through their floor members. When 1t 1s desired to control
speculation, however, larger deposits may be required. When prices move
adversely for a client, the clearing house will call for a ‘"variation
margin' from him to cover changes in the price of his "open" contracts
{i.e. contracts which he has not "closed-out" by means of an offsetting
transaction). Should a contract not be kept “fully margined"” by the
client when these additional margins are required by the clearing house,
it 1is terminated by this body which, 1f the margins already paid by the
client are insufficient to re-imburse the other party to the contract,
must itself supplement the outstanding sum. Conversely, when prices move
favourably for a client, his margin deposits will be reduced by the amount
of his variation margins, though an amount equal to the original deposit
will always be retained in case of default. By this method of operation,
the clearing house is able effectively to guarantee the performance of the
contracts which it clears. These features obviously represent a
considerable advance over the use of forward markets as a secure means for

both hedging and speculating.

On principals® markets, by contrast, no guarantees against default
are provided by the market organization, members themselves being fully
responsible for their own contractual obligations. No variation margins
are required between ring-dealing members, since each contract 1is
guaranteed by them as principals (though their clients will wusually be
asked for margin payments). On principals”™ markets, therefore, entrants
are required to provide proof of satisfactory financial standing before
acceptance. The number of ring-dealers on such markets has toc remain
small 1n order to retain confidence in one another’s ability to honour
contracts. As already noted, the London Metal Exchange is the best known
principals®™ market, on which the maximum number of dealers 1s restricted

to forty, though at present the actual number is less than this. (Though
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it still remains a principals’ market, the procedures of the L.M.E. have
been modified somewhat of recent vears to enable the trading positions of

members to be monitored on behalf of the Exchange, by I.C.C.H.).

There is no straightforward answer to the gquestion “"Should I be using
the futures markets?" or to that of "How should I best use the futures
markets?". As far as individual producers or traders are concerned, the
answers will depend upon their outlook. Thus, some may feel that they can
best use their particular skills if they are spared the problems which
arise from price changes, even if this means that favourable, as well as
unfavourable, changes are avoided. Others. by contrast. may view price
fluctuations not as a problem to be avoided but as something which can be
turned to advantage through accurate anticipation; the latter preferring,
in other words, to back their judgement against the market. Even though
these may for example be producers or merchants, such individuals then
become speculators. Unless they are protected by some other means, 1in
other words., every producer, merchant, manufacturer, etc. who has not
hedged his stocks or fixed-price commitments, 1is arguably - and however

unwillingly - a speculator.

There are, of course, a number of sound -reasons for not using the
futures markets, In the +#first place, there are some acceptable
alternative ways of avoiding price risks, though some will be unable to
make use of these. The chief possibility is for a trader to so adjust his
commitments and orders as to reduce or eliminate any price risk. An
extreme example of such behaviour would be the ability on the part of a

merchant to negotiate the purchase and subsequent sale of a parcel of a
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commodity so that both prices are tied to the price ruling on a particular

dav. By so doing. the merchant would be assured of his margin and thus

faces nou price risk., However, all that has really been accomplished is
the transfer of the risk either to his supplier or to his customer. In
effect, the merchant will have assumed the role of a broker. A less

extreme possibility 1is evidently that of ensuring that the volume of
stocks on which there 1s a price risk 1s as small as possible.
Unfortunately, it is likely that i1n both cases the trader will lose much

flexibility in operation and this may affect his business adversely.

A further alternative to the use of terminal markets is the adoption
of various accounting methods to average out price fluctuations over a
long period. In essence, however, these are only book-keeping exercises
to spread out price risks, and cannot alter a trader’s real cost or

competitive position.

Even if a trader is unable to take steps to avoid price risk, it does
not necessarily feollow that he should make use of the futures markets.
Their use carries certain disadvantages and, though their i1mportance will
vary 1in the asse2ssment of ditferent individuals., these mav be felt to
outweigh the benefits derived from using the markets. The principal

disadvantages are as follows:

tal The pecuniary coste which will be i1ncurred from two sources:
(1) Brokerage charges,
{117 OQOriginal margins and subseguent margin calls.
Though {11} 1tsel¥ does nct represernt a true cost, since any
amounts deposited are used to offset the +inal settlement,

provicion of the necessary capital does, of course. invelve a real
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cost.

i A user ©f the terminal market wiil have to carry out a certain
amount of research to begin using the market. and to keep abreast
of deveiopments, garket intelligence., etc.. and this 1n itself

ronstitutes « cost.

(c? Few hedging operations are ever perfect, =o it must be accepted
that the use of futures will result in incomplete cover, Clearly,
the degree of imperftection relative to the risk of price
fluctuaticns will determine the usefulness of the market in a

particular case.

It will be evident that {a} and (b)) above may be regarded together as
the cost and inconvenience of using the futures market., while {(c) arises
from the i1mpertections ot ithe market itself. In the case of a particular
market user, {a) a&nd (k) are to some extent guartifiable at the outset,

but (c) will generallv remain uncertain.

This 1s the tvpe of activity with which any introduction to this
subyert must be mainly concerned, in addition to which 1t forme the basis
for certain cther formz of hedaqing. As explained above, the essence of
conventional nedg:i:ng i1s toc match every phvsical commitment with an exactly
opposite tutures comelitment, n the =spectalion that the parallelism of
the (wo prices will eliminate price risk. The accompanying table shows
how this might be achieved. in this example, the spot and futures prices
were not egual  either at the start or finish of the transaction, but

because the basis was the same throughout it constitutes a perfect hedge.
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(The "basis", 1t will be recalled, 1s the price disparity between the
physical and the futures price, which 1s £5 per tonne in the example 1in

Table 1 on page 99.)

By contrast, Table 2 (page¥9) shows a less than perfect hedge, due
to the change in basis between the start and finish of the transaction.
Though 1in this case the "imperfect" hedge resulted in a profit of £200,
this could equally well have been a loss of £200, so that imperfect hedges

should generally be regarded as unfavourable.

{b) Carrying-Charge Hedging

Hedging of this type is appropriate to a market user who holds a
commodity for profit. Unlike conventional hedging, which relies for its
effectiveness on the parallelism of spot and future prices, the essence of
this type of hedging is its reliance on changes in these relative prices.
Consider the following examples.
Example 1

Suppose that in, say, October, a grower or a merchant has a stock of
some commodity for which the spot price is £50 per tonne. He intends to

retain the commodity until January, for which month, the forward futures

price is £40 per tonne.

Clearly, the spot price is at & premium tc the futures price. (This
situation 1is referred to as a "backwardation", and the basis is referred
to as a ‘'risk premium:) It i1s to be eupected that bv maturity the two
prices will be equal; this may be achieved bv a tall i1in the spot price,

by an increase in the futures price. or & combination ot both. Suppose
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Transaction Transaction
Month 1
(i) Furchase 100 tonnes ot the
physical commodity at £60 per tonne £5,000
(11> 5Sell 100 tonnes of futures in the
commodity at £65 per tonne £6,500
Month 4
{111) Sell 100 tonnes of the
physical commodity at £355 per tonne £5,300
{(iv) Furchase 100 tonnes of futures
in the commoditv £6,000
+ £500 - £300

Transaction Transaction
Month 1
{1) Furchase of 100 tonnes of physical
commpdity at £60 per tonne. £6,000
{(11) Sell 100 tonnes of futures in the
commodity at £65 per tonne £6,3500
Month 4
{1111 5Sell 100 tonnes of the physical
commodity at £55 per tonne £5,500
({iv) Purchase 100 tonnes of futures in the
commodity at £58 per tonne £5,800
+ £700 - £300
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that this last poscibility prevails. The situation 1s then as summarized

below:

Spot Market Futures Market

Stock held on Futures sold

1st October £30 per tonne on ist October £40 per tonne

tonne

Stock sold on Futures bought

1st January £4% per tonne on lst January £45 per tonne
Loss on spot £3 per tonne Loss on Futures £3 per tonne

Thus, by storing the commodity, the grower or merchant has lost £10 per

tonne.

if, bhowever, the spot and futures prices 1i1n January had been
reversed; that is, £40 and £50 per tonne respectively., the situation would
have been very different. In this case the futures price is at a premium
to the spot price, the ditference being referred toc as the "carrving

charge". Once again it 1s to be expected that the two prices will equate

as maturity approaches, and the situation is as foliows:

Spot Market Futures farket

Stock held at £40 per tonne Futures sold at £50 per tonne
Stock sold at £43 per tonne Futures bought at £45 per tonne
Frofit on Spot £5 per tonne Frofit on Futures £S5 per tonne

Net Fraotit £10 per tonne
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in tis example, becavse Uhe spot. fulures basis reprecsented a
carrving  charge the merchant was assured of & profit, provided that  the
two prices equated as maturity appr Gached. hute that the profit does not
deaend  upon  &n increase in Lhe spot grice, The same result would have
peen achieved 1+ the spol price had +allen, provideo the spot and tutures

prices nad enced up equal.  This 1= lliustrated by the thirg exampie,.

Exawple =

fAessume spot price to fal: to £330 per tonoe.
Spot Market Futures Market
Stock held at £40 per tonne Futures sold at £30 per tonne
Stock sold «t £35 per tonne Futures bought at £35 per tonne
Lese on Spot —;;—;;;-;;;;; Frofit on futures EI;—;;;_;;;;;

Net Frofit + £1{ per tonne

it 1e clear. theretore, that regardless of what happens to absolute

prices. 1t ic possible to hedoge profitably provided that relative prices
are favouwrable, the profit being eguar to the carrving charge when the
hedge 1= placed. Obviouslv, then, +tor & grower, trader, or tinancial
institution wishing tou store for 2 profit. the correct course of action 1s

straighttorward: 1¥ there 1& & carvving charge tasis of sufficient

magri: tude. the grower or merchanl simplyv needs to store and hedge. Should

the carrving chardge not be ot surticrent size, he -~ or the organization
holeing tre commoditv - wowld be well-advised to cell.
te dperetional Hedging

Unlike carrving charge hedging, the essence of operational hedging 1is
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that 1t 1is carried out incidentally to some other activity. ecuch as
manufacturing, milling, grinding, fermenting etc. It 1s distinguished by
the fact that because each hedge i1s assumed to be piaced and liftted within
a fairly short space of time, 1t should be possible to ignore changes in
the basis and hence the undesirable effects which these bring. Because
the length of each hedge i1s short, the absolute price risk will generally
be small, and so this alone mavy be insufficient tcoc explain this type of
hedging. 0f considerable additional advantage, however, 1s the fact that
such hedging will enable the grower or trader to ignore absclute price
levels when making his regular purchases or sales. Instead, he can
concentrate on the price of the commodity relative toc the futures price.
Thus, even i1f purchases are made at a time of very high absclute prices, &

hedge should provide protection against.any price decline before the sale

of the processed commodity, thereby facilitating regular purchases.

{d) Selective or Discretionary Hedging

As the title suggests., this type of hedging 1s characterized by 1its
intermittent incidence. The trader, or grower etc., in cther words,
hedges, or refrains from doing soc, according to his view of the market,
i.e., bhis hedging is selective. For example, & grower or fabricator say,
who 1s "long" of a commodity (i.e. who holds stocks) may welcome price
changes when the trend is upwards, and will therefore nct hedge. But when
he anticipates a price fall, he will wish to avold losses by hedging i1f no
other means - such a&as & reduction of stocks - are avallable. Thus,
the purpose of this type ot hedqing i1s to avoid loss rather than to aveid
or reduce risk. Ciearlwv, selective hedging 1s essentizilv similar to
conventional hedging and will depend for full effectiveness on the

parallelism of spot and futures prices.
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A1l the futures market activities considered so tar heve assumed that
the trader has some firm (short or longs phvsical commitment which he
wishes to protect. However, circumstances msey ar1se where a trader has no
such present commitment buil fureseece purchase or sales requirements which
could most tavourably be transacted «t current prices. One solution is to
enter into & tutures contract as & temporary substitute, thus securing the
benefits of precent prices. A example of this would be a grower tor a
seliing organizaticn) with a crop yvet to be harvested, who feels that
present prices are higher than those likely to be obtained at harvest. Ry
means of cales of futures approximately egqual to his estimate of the
likely harvest, he can "lock-in" to the present price. Once again, this
pperation obviouslv depends, +for full effectiveness. upon the parallelism

of spot and futures prices.

f)  Frocurement or Disposal

Afs will already be clear from the description ot the regulations
governing the trading of futures contracts, it is possible to use terminal
markets to procure or to dispose of physical commodities. All that is
required 1is to enter a futures commitment in the usual way and to omit to
"close-put" the contract before maturity, If the transaction involved was
the =ale of a futures contract, then clearly, 1t would be necessary to
deliver the phvsical commoditv in fulfilment. Conversely for the purchase
of a futures contract: failure to "close-out" will result in the tender

of the commodity to the holder ot the "open" position at the maturity of

the contract.

Obviously. growers or traders wishing to dispose of a commodity via

the terminal market will be in a much more favourable situation to use
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thi facilitv than traders using the market for procurement purposes,

Al

This 1e because, in the case of disposal. deliverv can be made of the
available grade ot the commodity, at the most convenient deliverv point
iwhere a choice of points is specified on the official association
contract  formso. Where the terminal market 1s used for procurement.
therefore. the obverse side of this coin 1e that a trader mav well receive
what is for him an inappropriate grade of the commoditv i1n fulfilment of
such & "basis" contract. Nevertheless., as previouslv 1indicated.
procurement and disposal on  futures contracts remains an important
potential function because it provides the essential link between the
phvsical and futures markets. In addition, to tender or to accept
deliverv of a physical commodity in fulfilment of a terminali market

contract mayv be a useful possibility which in certain circumstances mayv

prove the most profitable alternative.

How the Futures Markets may be

used by Frimary Froducers

Extractive industries are not arfected bv the seasons, whereas many
crope are harvested so that markets are affected bv peaks and troughs of
supplv. Notwithstanding this, farmers, cooperatives and other marketing
institutions can use the futures markets throughout the vear. It 15, of
course, 1mportant toc realice, psarticularly because most hedges are
impertect. that the use of the terminal markets will not relieve producers
of all uncertaintv, but they should enable them to encsure an acceptable
minimam  price far  thelr Crops or  other commcdities, under market

condifions.

Let  we conisader & harvested crop. tirstly 1n the pre-harvest
c1tuation. Far & orower  tor hie cooperalive. etc.! Lo achieve an
acceptable return, the corop will have to be scold for a certain minimum

price. Howew er, i the absence o+ 2 futurss market itor  forwara
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contracting?  there 1s nc wav 1 which 2 tarmes can be sure ot recelving

U

this price. B wueing the fuwwres market +or  aaticipetorv  hiedgiog.
mirimuam tor “targelt’r price can be assured. For stample. a grower with a
crop 1a the around whicn 12 expectsd, =av, to vieid 500 tonnes. mav need
o receive & price of £E7 per tonne in order to make a satisfactory
reburn, v ne, or hile agencv. knows that 1o normal circumstances he would

be able, at ha-vest time, to sell his crop for. sav, £1.50 per tonne below

the prevailing prize for Seplember futures - or whatever happens to be
the harvest month —  ithen at anv time beftuore harvest that the September

futures price rises to £38.30 or above, he has only to sell a total of S00
tannes of tutures to ensuwre the minimum price of £57. If. after he has
done  this, prices for the new crop fall, the farmer {(or agency’s can

plainlyv be seen to have acted wisely.

supposs  the price tor the new crop talls to £55 per tonne, and the
produce 15 sold at this price. Rs expected. the futures price aiso falls,

tix £25.50, and the futures are bought back at this price when the physical

1]

producs 135 sold. Thus, on the futures transaction he makes £2 per tonne
and this, added to the price received for the phvsical commoditv, gives
the desired return of £57 per tonne. Should 1t transpire that. at
harvest, spot prices are depressed relative to tutures. the farmer has the
option o+ tendering under the futures contract i1nstead of selling on the
open marbet, With & price decline he obviously acted wisely, but what 1+

prices  had riszen?

I+ the produce had sold at harvest for £60 per tonne,
he would have had to buv hack the fuluwres at £51.50. Thise would entail a
lass ot £7 per tonne on the futures which, cubtracted from the physical

=7

price, =st1ll leaves the desired return of £57 per tonne.

The anove example serves Lo 1liustrate that, using this simple method
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of hedging will only ensure a minimum price; 1t cannot maximize returns

in the sense of ensuring that the best possible price i1s received, and

does not therefore remove all uncertainty.

A modification of the simple hedging procedure is to reverse the
original transaction as soon as 1t appears that prices are rising. In the
last example the grower. as soon as he realized that prices were on an
upward trend, could have bought back the futures, say at £59.30. This
would have meant a loss of £1 per tonne on futures, but when the crop was
sold for £60 per tonne the net return would have been £59, i1.e. £2 per

tonne better than had futures been held until harvest.

While the <simple hedge required a certain amount of judgement to
decide when to enter the transaction, the use of a policy of reversals
requires an even sharper appreciation of price trends. The reversal
procedure could, of course, be carried out more than once in response to
changes 1in expectations, but to do so tooc often leaves the grower acting
more like a short-term speculator than a hedger, and may still not result

in any particular advantage.

Secondiv, we consider the grower’s position, or that of the agency
whkiich sells his crop. after it has been harvested. The choice here is
between selling the produce immediately or storing it for later sale.
Normally, this decision will depend on (1) availabilitv of storage
facilities, {11) price expectations, {111} the grower’s liquidity

positiaon.

In this situation, conventional hedging of a stored commodity will
achieve nothing, except to ensure that the present price is obtained when

the produce is e=ventually soid. Cleariv, since some return from storage

106



ics to be expected, this 1= not acceptable but a satisfactory return can be

ensured by embarking on carrving-charge hedging. As an example of this,
assume hat irn September. say, ‘after the crop has been collected) the
spot price 1s £57 per tonne, and March futures stand at £63. Even 1f it

is  known that futures usuallv close at £1.50 above local prices for this
particular grade of the commodity., a return of £4.50 per tonne can still
be made kv storing the produce until March., provided relative prices
hehave as expected, and regardless of whether spot prices rise or fall.
If this is considered an acceptable return, the produce should be stored
and hedged; if rot, it may well be best to sell it. Note that hedging of
this sort is what economiste call satisficing behaviour: a fixed return
ie guaranteed by foregoing the possibility of a higher - or lower! -
return from unhedged spot price changes. A grower seeking to maximize his

return on the commodity would have to decide on price trends and use his

judgement as to when to sell.

Anticipatorv hedging might be employed where produce has to be sold
immediatelvy due to lack of storage space or because the cash is needed,
but where the grower judgecs that prices wili rise substantially. In this
case he may buy futures to replace the physical crop. 1in anticipation of
the rise. Since this holding 1s not matched by any physical commitment,
it serves to 1llustrate the indistinct nature of the division between

hedging and speculation.

Hedgirng & stored or growing cron may alsc help improve & grower’s
liguidity position by making finance more easily available, Offsetting
this., however, are the costs of using the market; margins 1n particular
may present problems because with a selling hedge in a rising market they

may amount to & considerable sum. An additional difficulty is that when
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redging before harvest. the guantitv to ne hedged 15 - within certain
limite - uncertain., dus to the variability in vields. There i1s ample
evidence that when growers do make use of hedaing before harvest in  the
way suggested {as for ezample manyv grain farmers do in North Americza,
Britain and elsewhere! their use ot the fulures markete ie combined with a
large element of judgement, so that hedaging &= such 1s onlv actuallv used

when harvest-time price expectations are relalively poor.

Futures Markets® Us

1

by Merchants or Shippers
As 1s the case with growers, many variatione of ways that merchants
can use terminal markets ewxist, but we will deal only with the principal

tvpes of transaction.

For merchants, fulures market usec will generally be of the
conventional or operational hedging type, though there may be some
carrying-charge hedging. Essentially, a merchant using the futures market
will wish to divest himself of price risk {(which may arise in a number of
ways) by hedging his commitments. Thus, for ezample. suppose a merchant
agrees to buy forward from & grower, priuor tio harvest, st a fixed price.
This relieves the grower of any price ricgk, but the merchant, of course,
now faces the danger of a fall 1n price before he can find a bduver, &
situstion which he overcomes by hedqging in futures. 1+ the produce 1<
sopld  again tmmediately, the hedge can be litted. but if not, the hedge

will be maintained unt:il the produce 1s eventuallvy sald.

Converzelv, & merchant mav agree to supply & commoditv., which he deoes

at  the Lime possess., at 2 fixed price, 1n which case he 1s once  @gain

Carrving = price risk. s soon as the transaction has been entersd intc,
the merchert can cover his rick by buvine ~ubwes, which he would rnormally
Foia kil e hae Loogobt the ohiveical commedrty with which to honour his
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agreement.

in both these cases the merchant has succeeded in divesting himsels

ot urice risk (in the one case of a talt. 1n the other of & rise: g that

he cCoulo  then concern himselt wnth o« satisfaciory maragin oy buving  and
seliina  at the approprizte ditferences trom the futures price. and

watchino for changes 1n the bazis.

Going a step furlher. prices mav be explicitly tixed relative to the
futures orices. <o that customerce could be ottered the price at which to

conclude & transaction.

More agenerally. merchants mav wish to hedge stocke of the commodity
which thev hold., whether oun a short- or lono-term basis. If a merchant
storecs produce specificallv to make a profit from storage. he may wish to
ensure & satisfactorvy return bv emploving carrving-charge hedging. He

will then decide whether to store hv reference to the basis.

Natursllv., the extent to which a particular merchant usecs the market
will depend on a number of factors. 1n particular the size and nature of

hi:

trade. Thus. for enxample, & large merchant who tvpicallvy carries
estensiye open positions i & phyelical commodity (i.e. 1 either "long" or
"zhort”  of  it) mev feel & etrone need to hedae. while a small merchant
with 1o  lsroe stock or open commitsent will sutfer little price risk.
Goain, & serchant may hedar oniv whern he esxpects & +all 1n price:; he may
ol partialle hedoe open pos:tions ain the phvsical produce or.  again.
cesk  to adiust his timing :n placing and li+ftinag hedges so as to obtain

nanimum berefit,
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In practice many large merchants do make considerable use ot terminal
markets; indeed., in many trades it 1s suggested that merchants represent

the largest categorv of users.

In essence, the futures transactions ot commodity shippers 1s similar

to that of merchants.

Futures Markets and Processors
Manufacturers and procescsors. i.e. crushers, millers, grinders,
compounders, smelters, fabricators, etc.. have available tc them, tweo

broad ways of using the markets though, once again, there can be many

variations on the basic methods.

Firstly, it is, obviouslv, desirable to purchase raw commodities for
processing at times when prices are low, but at such times supplies are
often likelv to be difficult to obtain since suppliers will be reluctant
to sell if thev expect a rallv. Urder these circumstances, futures mav be
bought as 2 temporarv substitute for the phvsical commed:itv. Wher supply
becomes easier., the commoditv can be bought and the futures scld out, with
the net result that the purchaser secures the commodity at a lower gprice.
For example, assume that prices generally are depressed, with the phvsical
commodity at £60 per tonne and the "mear-momth" futures contract at £65,
but with supplies difficult to coteun. Futures can be bought at £63 and

then sold at some later date when "actualse" i{i.e. the phvsical commodity?
are more readilv available. Assume that. when this happens, actuals are
£57 per tonne and futures are £68. A protit of £7 per tonne will be made
on the futures transaction. which will cover the extra £33 per tonne which

had to be paid for the chvsical supplies. Clearlv. this type of hedge

depends upon the basis remaining constant.
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The second tvpe of use provides for the possibilitv that, after the
commodity  hacs heen purchased but before 1t can be processed and resold,
prices +fall. This will inevitablv exert pgrescure on the +inal product
price. and if 1t falls, prefit margins will, naturallv, be reduced. By
hedging purchases. e1ther on a regular basis or onlv when price talls are

anticipated, this risk can be avoided.

In practice, there are a number of considerations which will
determine the deagree to which this type of hedging i1s utilized. as
follows:

t1) FRigidity of the final product price. If this does not fall in

the short-term in line with the price of the primary products

being utilized, no loss is suffered.

{11) Volume of primarv product held in relation to turnover: the
higher the volume af raw materials held, the larger the

potential loss.

{111) Length of the manufacturing process: a long process, with a
considerable veolume of work in progress, will mean a larger

price risk.

Rearers of livestock not onlvy face a price risk with their finished
product, but 2lso with their raw materials, 1i.e., their feedstuffs. The
possibilities ot hedging clearly depend upon the availability of terminal
markets 1n both livestock and feedstuffs. matters which will be briefly

examined i the next section.
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#n dmportant  consideration for  the rearer 1e that he will be
dicadvantaged bv & +ail 1 the market price or & large stock of
fesdstuffs., since his aniwmals mav have Lo compete with animals fed at
lower cost by rearers who did not carryv & larae stock and so could cenefit
from the lower prices. It will be possible. where feedstutfs are related
tc agrain prices. to hedge stocks of the former on grain futures markete,
It then becomes a cimple matter of lifting the hedge progressively as the

feedstuffs are consumed.

An  alternative scenaric is that the rearer mavy make purchass:z  over
the production cvele. 1n which case there 15 & risk that prices mav rise
and so increase budgeted costs. The straleqgqv vo overcome this bv means of
the use of the futures market 1s to purchase futures equivalent to total
feed reqguirements for a particular batch of animals, and then to

progressively lift the hedae az the feedstuffs are bouaht.

Finallv, futures can be used az a temporarv substitute +or  the

phyvsical commodity when prices are low but ditticult teo obtain.

London’s Commodity Exchanges

Until the recent past, Llondon’s comnodity markets were  almost

entirelv concerned with imported goods. manvy of which et one time served &

si1arnificant re—export  irade. Clearlv, thie 12 ol & nNecessarv
relationshio. but 1o part toe ocvicome of Brilcan = commercial histor v. and
10 part the result ot the orowth ar  speciallzation  1n EdLpOorUing

manuractures and the conzeguent need 1o Jmoort faog «nd raw  mater 13ie.

Many  aerketse  1n the ioom.. by contrast. fave siwsvs besn or @ainly
Aomestic  interesh, Hionwmar whtle hustory may  provige tThe 0asic
frameury s o LGRAUYT S COMRDILTY @@L chanas. few geees pomente, Srune OF
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whiioit nevse jed Lo the esiail . sransnl o nlars, v pew eLChanges. have
[ - } AT, Ty . 2=t d_ P o w Ea -
Lianztormed  the  scoane over Lto past decade o . € gHamlnge  thece
rnztrtutions Lo turn.,

cac The Londun comnodlty Elchange

ihe  commodities  arovned under the umbredila ot the Longon Commody Ty

m

Evghange Co.  Ltd. dL.C.E.) stem mainlv from the growtin, over s verv long

preriod. of 2 wide varietv of tropical and semi-tropical produce. In time,

Tt

some 07 these trades. +or veasons sdumbratesg aoove.  developed  futures
mar bete. At oresent the most 1mportant ot these are sugar, cocoa. coffee,

wiool  and  rublber. with vegetabie o1ls having a more cheguered histerv.

i)
7
it
i
L
—
1T
m

are oroanized ov their respective trade associations.

The Cotfee Terminal Market Associatiorn o+ London Lhd.

The londor Cococa Terminal Market mssorcietion Ltd.

The Londorn Rubber Terminal Market asscciation Lid.

The tLondon Veoeteble 011 Terminal Marker Association Lrud.

The United Sugar Terminal Marikelt Association Ltd.

-
o
T

lLondon and New Iealand Futures Assoc:ation Ltd.

e lazst-named Ascociailon supervices a crossbred wool contract set  up
wiirniy by the London ool Terminal Mareet Association and the new Zealand
Crozshred Mool Terminsl Marbet Gesociation, tHT the time of writing,
boweser . Some oifficulties  are emeraina i this interesting  joint-

CENLUF R

Other  semi—=tropical tmoories do ot rave  terminal  markets,  but

trancactine are soncluded, usually by means of coi.t. contracts, drawn up
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by such bodies as the General Froduce Brokers®™ Association. Tea 15, of
course, very much a separate market, though - despite & number of
propoéals from time toc time - 1t has no futures market. Both private
and public sales {i.e. auctions) come under the surveillance of the Tea
EBrokers’™ Association which, together with the cftices of some ot the
brokers and dealers etc., and the auction chamber, are housed separately
at Sir John Lvon House, in Upper Thames Street. The London Commodity
Exchange Co., many member brokers® and dealers® offices, and the trading-
rings for the commodities already mentioned, are situated in Cereal House,

Mark Lane, in the Citv.

The Interrnational Fetroleum Exchange {(I.F.E.) came into being as
recently as 1981 as, with the onset of recession and increased output from
non—-member countries, the Organization of Fetroleum Exporting Countries
(O0.F.E.C.) found 1t more difficult to dictate world oil prices. The use
of producer contracts has consequently diminished dramatically in
importance in favour of & far greater use, these davs. of the Rotterdam
spot market, on which prices fluctuate unpredictably. Though the I.F.E.
is called an exchange, it actually operates under the aegis of the L.C.E.
Its trading-rings {because more than one type ot contract is traded)} are

situated at Dunster House, Mark Lane, across the road from Cereal House.

(b) The Raltic Exchange
As the nineteenth centurv progressed., and Britain became i1ncreasinaly
dependent upon imports of basic foodstuffse, London grain and shipping

interests forcsock their coffee house orioins to amalgamate as The bhBaltic

Mercantile and Shipping Exchange Co. Ltd. - popularly known simply as
"The Baltic" - built at St. Marv Aze in 13502,
At present. this verv large Edwarcian exchange-tloor houses futures
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marvete For E.E.C. barlev and wheat. pigmeat, potatoes, soyameal and
freiaoht futures. Some of these activities are organized by the Grain and
Feed Trade Association (G.A.F.T.A.) which has offices adjacent to  the
Exchange 1tcelf. Recentlv. however, & separate Meat Futures Exchange was
brought into bheing to admin:ster both the pigmeat {carcase) contract and a
more recent live-pig futures contract. {(The contract umt for the latter,
i.e. the "lot", 1= for 5L pigs of &% kg. average weight.) Meanwhile,

plans are afoot to establicsh a contract in beef sides.

Thues, whereas the G.A.F.T.A. Futures Asscociation is responsible for
the grain contracts, The Soyabean Meal Futures Association and The London
Fotato Futures Assaociation oversee the contracts in the other commodities.
The genesis of the sovabean—-meal contract owes not a little to Britain’'s
membership of the E.E.C. and the peculiarities of this organization’s
Common Agricultural Policy (CLA.F.). the U.5. Government’s intervention
policies and, of course, the vagaries of the weather. It was this last
cause, also. which gave rise to potato futures trading on The BRaltic,
following the U.K. drought of 1975 and 19746, together with the abnormally
cevere winter of 1981-8Z. Fotato processing has., too, become an

increasingly important industrv in the United kingdom.

Shipping freight transactions have a long history associated with The
Baltic, and even ships themselves are, from time to time, bought and sold
there. In addition to being a pre-eminent market for marrying-up cargoes
with cargn-space avallability, since World War Il the air-freight market
established there hac become increasingly important. However, perhaps the
most interesting development of all has been the very recent inauguration
of the BRaltic International Freight Futuwres Exchange (to - be known as
Biffexs which has anncunced the commencement of trade in a freight futures

contract from Mav 198S.
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Bifrex 1e interecsting in a number of recpecte. not least becauwse 1t

ie the fruit of cowperation vrom & number of guarters. Bargeins ~ bv
traditional  open  ocutorv? - are Lu be concluded on the bas:izs or &
Freight Futures Index. the proper bty of The Baltic Exchanoe sigelf. The

Londen  Commoditv Escheange has provided advice from the wige exuerience of
ite memberc: G.A.F. TR, sar 1ts part advicsw=d trom the standpoint of the
commodities handled Ly it {amd which constrtote zo much of the bulk cargo

business: while the International Commeoitires Clearing House has agresd tao

act as market clearer -~  thus adding a further tutures market to its
clientele. (I.C.C.H. provides clearina facilities for all  the London

futures markets with the except:on of araan futures and the London  retal
Exchange. In addition. 1t has ascsociated companies serving futures

exchanges in Hong kormg., buala Lumpur., Faris ano Svdnev.:

The HRaltic Internaticnal rFre1ght Futures Exchange 1= not unigue 1n

emploving an inde: as the basiz for transactions., 3ince s 1= al

B
[
by

feature of some rtinancial +tutures contracise, & we shiall have occasion to

remark below. It has. however. taken consigerat:le sngenuity to develop as
a useful instrument for  precent purposes.  for  the 1ndes has been
calouwlated from 12 tndiw-2dually welghted drw Dulb-carao  vovages,  chozen
for  their reprecentative character., (The s tual or estimated rates  for
ever v voyage are supplied by each ot eiant shiobrokere dailv.)  Should the
contract prove & eucoess,  fuatweses contracts ror tankers and othzr frei1cht

rates  wirll zlacst ooy tzinly rallow, The O floor members will trags bs

<

wving oandd zelling the sndes, with oreszums or discouints reflectiag market

gunsaationg ot whether 'he SHaitis Fretabit fodes (Buorol.) wild o
oLl oTrten the current spot beveds Doy ATl il 0Es are +tor Lp ot twn o vegrs
ahead,  with four st wruitn S wrmuiai ], Prpm Do Wil &l s ne rzedd,
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ohviousliv,  to

each vear when the montnly

gwlde a hedging medium

singe Tutures

eoutval ent

in providing & basis  for

cash settiement (since frelght rates are obviously not deliverable!l.

tim dinestic non-ferrous metal ore suppliss were depleted in Britain

of industrializaltion, more especially because of the

v ovoracious demands of the “new technologies” of electricity
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so UWE.  imports grew. The Londeon

{with some variations over the vears) mainly  in
copper, tin, lead and zinc became correspondingly more  important  as

traderse and manufacturers sought to divest themselves of the increased

reeas supply uncertainties.

contraol e

2d by the L5, Treasuwry

eilver during the 15a80s, & silver contract was introduced on the

;

Ioin 1968, More recently sti
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the increase in the volatility of

to the introodu of contract=s in these metals on  the

ively. However, despite much opposition to

contract, it has flourished and is now
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er copper) in terms of

the pressures which resulted in the abandonment of a fixed
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price for gold by the end of the 1%560s, and the abandonment of the Bretton
Woods exchange-rate arrangements a few vears later, transactions in  this
metal have been subject to considerable risk due to price fluctuations.
Accordingly, & joint ventwre was set up between London gold bulliion
interests and the L.M.E., to establish a London Gold Fotwes Market, with
a contract traded on the floor of the L.M.E. Unhappily, however, the
contract has not found favour, as the result of which negotiations are in

train at the time of writing to wind up this market.

0f the commodity markets in London, the Metal Exchange is probably
the best known, and the most international. 6As already remarked, it iz a
principals® market, with no clearing house as such, though I.C.C.H. these
days monitors transactions. It is, wmoreover, used as a procurement and
delivery market to a greater extent than the other London #changes, an
activity more acceptable to participants than would be the case for most

"soft" commodities because grades of the physical commodity tend to be

fewser in number. making delivery more acceptable.

After wvery many vears at Whittington Avenue, the London Metal
Exchange is, these davs., housed at Flantation House in Mincing Lane. This
is a commodity trading centre originally built for rubber trade interests
in the 1930s and which became, for some vears after World War II, the

scene of the activities of the London Commodity Exchange markets,

Jptions are a form of trading which the commodity markets have 1in
common  with The Stock Exchange and - from June 1985 - the London

International Financial Futures Exchange (L.I.F.F.E.}!, though this tvpe of

i

bargain has so far remained a minor feature of the commodity scene.
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The traditional option contract -~ and thevy are still sometimes
referred bto by the older description as "privileges"” - have a very long
history indeed. #An option confers the right, i.e. the privilege. {but not
the obligation! +to the buyer to buy or to sell fi.e., to "call” or to
"put”)  the underlving commodity at a price agreed when the bargain is
struck, within a specified time limit. For a small premium, the producer,
merchant, elc., can lav-offt a risk or else speculate on market movements.
Let ws suppose that a prodoucer who is Ylong” of & commodity, has
straightforwardly hedged the risk of a price fall by selling futures. He
can, in addition, ogrant {i.e. VYwite"! an option which will allow the
purchaser. in return {for a premium, to "call” the commodity {i.e. to
purchase it}), at the previouslyv agreed price. The "writer" of the option
gains the premium paid to him for the option whether the option contract
is abandoned by the purchaser or, alternatively, the seller is called upon
to deliver either a futures contract or the physical commodity against it.
A trader who purchases an option does so in the knowledge that the premium
represents  the extent of his possible loss. An option to "put" or to
"call® thus acts as an insurance at times when futwe commodity prices are
particularly hard to discern. In London, the traditional type of option
contract has long been available for all  the soft commodities, with

1.C.C.H. both guaranteeing and clearing the contracts.

It is exchange-traded options which are comparatively new. The
notion of & traded option in a fimancial instrument, having been
established in the U.5.A4. during the 1%70s. then crossed the Atlamtic and
was introduced on The London Stock Exchange in connection with
transactions in shares. By this time, however, it has been extended to
cover bonds, precious metals, stock indices and foreign currencies.

Traded commodity options were first introduced in the U.5.A. towards the
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end of 1982 and, dwing 1983, the London exchanges made a start with the
Faw Sugar contract, followed by option trading in copper. To date,
however, this {form of activity remains a very minor feature of the
martets.

The exchange-traded option i1s a transferable option, which thus
permits the development of a free secondary market. This market then
determines the changing value of the contract, according to changes in
market conditions, until it expires. With the non-tradeable contract, the
purchaser’s maximuwn loss is limited to the bkuving price of the option. Ry
contrast, when the option is transferable even thie loss may be reduced by
resale. It is likely that most options will be closed-out by offsetting
purchases or c=ales and this possibility may well, in time, attract

.

considerable additional ligquidity into the market, but this is rnot
happening as vet. It is argued that exchange—tradesble opticns clearly

have a very significant attraction for the semall investor nervous  of

additional margin calls when he trades directly in futures contracts.

With the breakdown of the Bretton Hoods edchange-rate arrangemgnts

during the early 1970s and the floating of the world’

Hi

leading currencies,

:

the costs and risks of trading internationally in primsry commodities has

ohvipusly increased. It has. moreover, worked particularly to the
diszsadvantage of producers. Following these oha it became much mors

difficult to +ind some unit in which

more  nesessary to

M

aver eidchange risks. The o

however, increased with the greater instabilitv in sdschange rates

as exchange rates becsme gquoted with larger forward spreads, while dealing

margins, too, tended fto increass.  These changes have borne particularly
Jon,

by zelling in many mark

te they need to
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thern, in

BLUMTaT v,

that the producer selling on international markets without protection

not  be swre az Lo the returns he will obtain
buver Jfaces the uncertainty of nob Epowing
called wupon to pay when 1L comes Lo buving

viplatiiity in

precisely what he will be
foreian currency to  do  so.

Both, in other words, need to protect themsslves, 1deallyv, against swings
in the grice of money, as well as of cosmodities, As ever, the actual
szenario is somewhat different from the theoretical picture. In practice,
most  of the internationsl trade in commodities is  invoiced in U.5.

the currency in whach market prices are dencminated

in individual countries (thouvah there are, of couwrse exceptions, such as
tea, and wooli. Because of this, commodity prices the world over change
{1}

leads and

(%S

to retlect the price in the base currency with, of course,

lags, since the process is not perfect. Recent experience suggests very

when currency prices are sufficiently wvolatile, they

dominate other influences which go to determine prices. Thus, on markets

around  the world., the crucial issue for commodity prices at the time of

to be the likelv

futur e gschange-rate of the dollar.

In London, thres months

a tomne at the start of 1984, and £1,150 per

TOnne & yea In Farch 1985 it peaked at just under £1,300 a

and. & appreciated, fell back again to £1,200 by early

Aoril. in price movements were almost exactly the reverse

of thigs over ariod. They declined +rom 65.75 cents a pound

when  ths Lo S WErE  i1sing, and, with the subseauent
appreciation ig., then recovered to &% cents a pound.
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Traditionally, the method of laving-off currency risks 1s through the
forward exchange market. The commercial banking system provides this
service for clients. The banks themselves, in their turn, use the London
interbank forward currency market, which is verv well developed. However,
of recent years even more sophisticated methods of laying-off currency and
interest rate risks have become available. The institutions which provide
this facility are The Stock Exchange and the London International
Financial Futures Exchange (L.I.F.F.E.) which opened in the Roval Exchange
in September 1982, having been inspired by the financial futures contracts
introduced in the early 1970s by the Chicago Board of Trade and Chicago

(1)
Mercantile Exchange.

The techniques involved in financial futures trading are essentially

similar to those of commodity futures trading. The contracts consist of

-

standardized amounts of a specific financial instrument, +for which the
parties enter into a simultaneous right and obligation to buv/sell at a

price agreed between them. Contract units of £25,000 in the case of the

1. The London International Financial Futures Exchange is an organized
market +for which I.C.C.H. provides the clearing. The contracts
consist of standardized amounts of financial instruments. There 1is,
for example, & Eurodollar contract (trading units $1 million). A
"long-gilt" is also traded, the underlving "commodity” for which is a
basket of gilt-edged stocks of between 15 and 20 vears to maturity.

any one of which 1s deliverable. Trading is conducted in terms of a
notidnal 20-vear stock with a 1Z per cent coupon, and £50,000 nominal
value. - To allow for differences in maturitv and coupon from the

notional stock, each stock in the "basket" has a "price factor" which,
when multiplied by the futures price, gives the quantitv required for
delivervy.

L.I.F.F.E. and 1ts contracts are evolving rapidly. Thus, for
example, & Stock Index Futures has recently beern introduced, reminis-
cent of the Baltic Freight Index described above. Unfortunatelv, a

full discussion of the uses of L.I.F.F.E. takes us far bevond the
sub ject-matter o©f the present studv.
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currencv contract. with standardized maturity dates, means that they

are readily tradeable and hence highly liquid. A currency futures market
is - as 1s true for commodities - thus more sophisticated than a
forward market, the forward contracts on which can not alwavs be readily
unwound {1.e. tradeable). since thev may be for any quantity of money and
tor anv date. Cancelling the transaction on a forward market requires
agreement with the original contracting party, whereas the standard
futures contract can be sold to a buyer other than the one with whom it
was first concluded. The upshot of this greater sophistication should,

among other things, clearly be keener rates.

All currency contracts, viz. for sterling, deutchmarks, yen and Swiss
francs, are eupressed in U.5. dollars and, as previously mentioned, much
trade in raw commodities 1s also transacted in dollars. The
producer/exporter may, for example, consider that he 1is taking an
unjustifiable risk that his profit margin may be eroded should there be é
decline in the price of dollars viz a viz, say, sterling by the time he
receives his money. I1f so, he can hedge his position. Suppose. for
example, that an exporter sells commodities for an agreed sum of $300,000
in February, but is nervous about the value of the dollars he is due to be
paid in April. With each contract unit at a standard value of £25,000 and
a dollar value of $37,500 (£1 = $1.50), he accordingly buys 8 contracts,

with a sequence as follows:

Cash Market Futures Market
10 February
Commoditv exporter sells goods for Buys eight 4 June sterling
an agreed sum of $300,000. futures at £1 = $1.50 for a
Spot Exchange rate is £1 = $1.350 cost of $300,000 = £200,000.
Sterling egquivalent = £200,000
10 April
Exporter receives $300,000 Sells eight 4 June sterling
Exchange rate £1 = %1.45 tutures at £1 = $1.45 for
Sterling equivalent = £206,896 $290,000, i.e. a loss of

$10,000, or

Gain = £6,896 . Loss = £6,8%6
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Ae will be evident from this examoie. his fesrs were not rexlized. for the
dollar hardened against sterlina between Februarv and April. from £1 =
$1.50 to £1 = $].43. Thus. with his $300.000 he makes & gain on the cash
sale, of £6,895. This. 1 the usual wav., 1s oftset bv a loss (of £5.3%s;
on the tutures market. In the example, the hegge iz & perfect one. so
that his final peosition i1s one of zerc gatn {(or lossy but he has
sareguarded his margin on the phvsical trade. Ae will be recalled. an
imperfect hedge owing to & chanae in basis reculis 1n either some recsidual

gairn or loss on a hedoe.

In the summer o+ 1983, L.I.F.F.E. hopes to introduce traded options
for some financial futures contractes in which 1t deals. ctarting with the
dollar. (Currencv options trading already evi1sts 1n North édmerica and the
Far East.) rRgain, the principles of operation are i1dentical with the
traded options in commodities already described. For a emall premium -
much less of course than the cost of the underlving Financial commoditw
ti.e,. the currencv involved: - & participant can either divest timsel+t of
{imost of the! risk 1nvolved in tluctuating cuwrrencies, o else speculate
uponrn market movements. For this premium. the trader buve the right gi1ther
to "put" {i.e. to sell) or else to "call" ti.e. to buvs, the currency
corncerned at the exchange-rate aoreed when the baragaln was entered into.
While the investor mav lose his premium should he decide that 1t weould be
unprofitable to evercise his opticon.,  the advantage of protecting himself
im thie wav 1g that he bnowe from the outset what his msaimum ioss can be.
On tihe other nwd.  chould market movements prove profiteble for nim.  he
araz 1o owearn possibiv several times hite cutlay on thes opltion premium
I brier. whnie the downside rigk 13 limited ano more easily gquantitiable

than the margin reanreserts of futures contractsr the upside potentizl as
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wrriand, however,  currency futures o
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shemselve: hase nol cesen » notsble sucresz on Ll FLFLE. Despite thzs. 1t

1s t tace Comperitoon from Lhe Longon stook BEoantanne . ofram May
T=ibh wher toe L.3.E. grharte frading on 1te onew  Duwrrenc. Options
Mar et . Urits 8Feaiyng o omar o ey Lo b E. wiaah b not aue o open 1ts

curreriy oprions markec until June STt i sere OpTicons pL.l.oot. Both
start witih 5 doliarosterisng contract. It remasins to e seen. theretfore.

51

tio be

i

whethor tradea

a
5

currentye optione will ke successful.  Thev appec

ifab1mn or Sar

on tha Prniladelph:a Stock Einchiange which oricinated  them

Sy igcember 1vsl 2wl an tne International Monetarw Plarket part of  the

Chicano  PMercantile  Eachanger. The latter tradez a dellar-deutschmark
contrart, while The Europesn Options Edchange at  Amsterdam  trades &

doilar-guilder contract.

Itv tre meantime. <some banks 31 both London and New York have stepped
into the breach by writing currency options for their corporate customers.
This 12 not, of couwrse., *the came cperation as trade 1 & standardized

contratt  onoan oraanlzed market, but has. nevertneless attracted a very
i1
considerable demand.
first hanmkz 1n thas fiejd (noclude Barcliave and Hambros., Hill  Samuel,
ik, Llovds. Bank of Americe and Internaticnal Treaswry Management (a
jcint venture between the Hong kona and Marine Midland banker.
Lite those already described. these options can be erther Lo "put” or
2il” Moreaver . & dretinction i1s smade between a "European” option
ard @ Cmerican’ option., The tormer generally haz & fixed exercise (1.e.
Surir s Gebe. whereaz tne latter can be exzercised at any time up to 1ts
2 date. vEanks  are orevared 1o consider wraiting options  over
disvoerent perioda, winer 2as on the erchanges. contracts are for three, si,
A D RN ot el S ET Theor rosiitutions witl guote +or either "European" or
ar anericer’ Lvps of ooiaoch,  as well as for anv reaspnably widelw traded

[
[
.

i

Fe anmsritubarone enprabking vhe ophbior bargarn must decide where to
citch the ctribe price.  and whether to Lase 1t on the spot or forwarad
rata, Ttis wili partlv depend upon the volatilityv of the exchange rate,
ant norm=llv teles into account the risk felt to be involved. The life ot
the aoptic ss another tactor in the evaluatien, for the longer the option
fiag to Brpirv. the areater the rishk to the writer.
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As we indicated in Part 1 of this study, the decade of the 1970s was
a period of inflation, of increased exchange-rate and interest-rate
instability and commodity price volatility. Because of this growth in
uncertainty, business was correspondingly brisk on the world’s commodity
exchanges, as traders sought to lay-off risks and speculators were
attracted towards active markets. The figures on the accompanving tables

provide some illustration of the present size of the markets.

During the 1980s, however, the situation has been changing quite
rapidly. World trade has been 1n recession and inflation in all the major
trading countries has been reduced to more manageable proportions, though
the uncertainties surrounding interest- and exchange-rate movements are as
impenetrable as ever. As far as the future of London’s exchanges are
concerned, clearly, recession 1s an adverse influence for the level of
turnover, with uncertainty playing the opposite role. These, however, are
not by any means the only considerations involved for London i1tself, which
has to face considerable competition from other commodity exchanges
overseas, notably in North America, but increasingly, too, +from the
exchanges 1i1n Asia and elsewhere. The phenomenal growth of the U.S.
markets is indicated in Chart 3 (p.127); Table 3 (pp.128-130) shows
the present sizc of somc other overseas exchanges as well as of the London
market.

Any detailed examination of the U.S. exchanges would obviously take
us far bevond the remit of the present study. Very broad orders of
magnitude may however be gleaned from the following figures: in 1987, if
we subtract the financial futures - which started much later in London
- commodity futures market turnover in London was some 9.2 million "lots™

and B88.8 million "lots" on the U.5. e:xchanges. A detailed examination

126



CHART 3

VOLUME OF FUTURES TRADING IN THE U.S.A.
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Source: Futures Industry Association.

The graph shows a vastly increased
rate of growth since c¢.I970,to
reach I49.4million for I984.

The figures include financial
futures turnover.
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TABLE 3

London Commodity Market Trading Volumes:

Turnover for 1984

(a) L.C.E./G.A.F.T.A./L.G.F.M.

Lot Size Lots

Cocoa 10 Tonnes 1,5I7T706
N.Z. Crossbred Wool 2,500 Kilos 31,720
Robusta Coffee 5 Tonnes 948,117
Gas 0il 100 Tonnes 535,495
Raw Sugar (No. 4 Contract) (1) 50 Tonnes 87,610
Raw Sugar (No. 6 Contract) 50 Tonnes 663,750
White Sugar (No. 5 Contract) 50 Tonnes 16,546
Rubber 15 Tonnes 9,565
Rubber 5 Tonnes 1,687
Potatoes 40 Tonnes 196,581
Soyabean Meal (100 Tonne £ Contract) 100 Tonnes 19,321
Soyabean Meal(2) (U.S. $ Contract) 100 Tonnes 29
Soyabean Meal(3) (20 Tonne £ Contract) 20 Tonnes 27,938
Pigmeat(4) (50 carcases each of 65 Kilos) 24,263
Gold (U.S. $ Contract) 100 oz. Troy 93,266
3,973,594
Notes: L.C.E. = London Commodity Exchange; GAFTA = Grain
and Feed Trade Association; L.G.F.M. = London Gold

Futures Market.
(1) Raw Sugar No. 4 Contract expired 30/4/84.

(2) The Soyabean Meal U.S. $100 Tonne Contract
expired 22/8/84.

(3) The Soyabean Meal 20 Tonne £ Contract
commenced trading 8/5/84.

(4) Pigmeat commenced trading 16/3/84.
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(b)

(c)

L.I.F.F.E.

F.T. - S.E. Indicies(1l)

3 Month Euro-$ Interest Rate

3 Month Sterling Interest Rate
20 Year Gilt Interest Rate

U.s.

Sterling Currency
Deutsch Mark Currency D.M.
Swiss Franc Currency S.Fr.
Yen Currency

3 Month Sterling Interest Rate(2)

U.S. $ Treasury Bond(3)

Yen

U.S.

Lot Size

£25,000

$1 million

£250, 000
£50,000
£25,000
125,000
125,000

12.5 million

£500, 000
$100, 000

Lots

73,590
1,027,269
304,831
777,722
146,065
28,425
12,708
11,898
37,297
168,142

2,587,947

L.I.F.F.E. =
Exchange.

(1) Commenced 3/5/84.
(2) Commenced 26/1/84.
(3) Commenced 21/6/84.

Notes:

London Metal Exchange

Aluminium

Copper H.G./W.B.(1l)
Copper S.c.(2)

Lead

Nickel

Silver

Silver

(Standard)

Tin (High Grade)
Zinc (Standard)

Tin

Zinc (High Grade)

(1) H.G.
S.C.

Overall Total Turnover,

Higher Grade copper;
Standard cathodes.

1984,

W.B.

Lot Size

25 Tonnes
25 Tonnes
25 Tonnes
25 Tonnes
6 Tonnes
10,000 oz
2,000 oz
5 Tonnes
5 Tonnes
25 Tonnes

25 Tonnes

= Wire Bars.

London Terminal

Markets

129

- Troy
Troy

4,144,409

London International Financial Futures

Lots
1,224,881
1,303,665
17,813
537,547
258,706
132,802
719
218,502
43,219
404,966
1,584

10,705,945



(d)

(e)

(£)

(g)

Sydney Futures Exchange

Greasy Wool

Trade Steer

Gold

90 Day Acceptance Bills
U.S. Dollars

Fat Lambs

Fat Lambs (Revised Contract)
Silver

All Ordinary Share Index

2 Year Treasury Bonds

10 Year Treasury Bonds

All Industrial Share Index

Metals and Minerals Share Index

Hong Kong Commodity Exchange

Cotton (Contract suspended)
Raw Sugar

Soyabeans

Gold

Kuala Lumpur Commodity Exchange

Palm 0il
Rubber
Rubber

Bermuda International Exchange

Gold

130

Lot Size

1,500 Kilos
10,000 Kilos

50 oz Troy
Ans $500,000
U.S.$100,000
260 live lambs

1,000 oz Troy

Lot Size

2,500 1lbs

50 Tonnes
15,000 Kilos
100 oz. Troy

Lot Size

25 Tonnes
75 Tonnes

25 Tonnes

100 Troy oz.

Lots
9,257
20,788
2,299
172,607
60,131
9
477
1,741
237,011
10,788
1,917
123
228

517,376

Lots

167,524
372,352
5,845

545,721

Lots
50,757

168
12,507

63,432

9,695



obvicusly serves to reveal great differences in relative significance.
Thus, the London Metal Exchange is the world®s premium market in the non-
precious metals, while some of the major London Commodity Exchange
contracts in “softs", especially sugar, coceoa and coffee, can still be
accounted major markete when comparizon is made with their u.s.
counterparts. Clearly, the U.S5.A., being a much larger country - indeed
a sub-continent running through manv climatic zones, and with a very high
national income per head - inevitably has a greater assortment of

{17
markets.

There are "rival” Commeodity Exchanges also in other developed
countries. The Sydney Greasy Wool Futures Exchange, for example, has now
become the Sydney Futures Exchange, trading a wider range of commodities.
Thus, in addition to wool, live cattle., silver and fat lambs, gold futures
are now traded. The Mew Zealand Futures Association’s responsibility for
waol contracts has already been mentioned. The Paris market, on the other
hand, trades principally in robusta coffee, cocoa beans and white sugar
but remains a very small centre in international terms. (For 1984, for
example, the turnover in the three contracts mentioned accounted for only
8.2 per cent of international trading, with London, by comparison,

accounting for 23.9 per cent and New York &635.9 per cent.)

Meanwhile, in Asia, new futures contracts continue to make their
appearance. Thus, the Singapore International Monetary Exchange {(Simex)
has introduced financial futures. Gold and rubber futures are already

traded in Singapore (though the focus for rubber is now moving to Fkuala

Those of international significance (the statistics for which are reported
in the world’s press) include the following:

New York: Aluminium, Cocoa, Cotfee, Copper, Cotton, Crude 0il, Gold,
Heating 0il, Orange Juice, Flatinum, Silver. Sugar.

Chicags: Live Cattle, Live Hogs, Maize, Pork Bellies, Soyabeans, Soyvabean

Meal. Soyabean 0il, Wheat.

131



Lumpur? with talk of apening an Energy Exchange. HMeanwhile. as mentioned,
The Kuala Lumpur Commodities Exchange trades a rubber contract but  owing

to defaults the palm oil futures contract has not, at the time of writing,

besn instituted. It iz hoped, nevertheless. to introduce both tin and
caocoa futures in the near futurs. In Hong kEono, the Commodities Exchange

has been re-organized and re-named the Hong kong Futwres Exchange, but it
has not, at the time of writing., been opened. Financial futures,
including currency futures contracts, are planned. with contracts for

metals and some agricultural products also mooted.

Japan already has very well developed futures markets in a number of
commodities, traded altogether on nineteen exchanges. However, Japan’s
presence on the world scene is not yvelt as significant az the number and
size of its exchanges would suaggest, since the Ministrv of  Iinternstional

Trade and Industry (MLILT.I.) has deemed that its terminal markets should

be opened to overseas participation only gradually.

Clearlyv, the picture which emerges even from such a brief descriphtion
as the present one, is of razor-sharp international competition. London
remains a very important centre, aided by the tact that its exchanges are
all in one cityv. The ambition is, moreover, that by the beginning of
1987, all of them will be housed under one roof in & purposs-built editice

near the Jower of London. The other point traditionalily made in

an optimistic cutlook for London™s markets is thalt it is very conveniently

situated in the international time zones. It iz alsc argused fo be usstul
to U.B, tradesrs for arbitrage trading. With the advasnce of information

formerly,

cther  than Londeon are now becoming common,  wWith moves in some
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gnahle oress-clearing of contracts Lo take place. at the wmoment. such

i

facktors. togethsr wi

T

h the remarkabls bursl of innovations of recent vears

- especially in firancial futwres - imply that London

VE [ orowdtas for complsoency, even though it remains the  most

irterpnational  commodity e

the United

Howsver, such considerations mainly affect the possibility of "market
sharss as  between competing exchanges, though fhe bouyancy of world

trade and the extent of the uncertainties which plagus traders are

obyvicus irfluences  which, in their different ways, will affect all
markets, Can  we usefully say anvthing further concerning changes in

general conditions which are likely to modify in anv way the attractions

of commodity markets and the wav in which thev conduct their business?

by Harbket

Fraom time to time interventions have Deen made in the market which
have sought to restrict, orF even to prevent, commodity price movements at
. fiz a result. they can have a maijor influence on the use made of the

4

comnodlty  markets. Such interferences with the price mechanism may take
he forin of inter—governmental agresments, i.e. International Commodity

foreementis (1.0.6.

n

is of price fixing by producers {(who may, 1in certain
countriss be represented by thelr governments! or, finally, by partial or

complete circumvention of  the markets by modern variants of bilateral

barter, commonly called countertrading.

Most 1.0.6.8 have as thelr obiect a reduction in the exposure to the

conziderable fluctuastions in price to which the wports of primary

producers  are subiect. FMore ambitiously, such interventions sometimes
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aspire to eliminate long-term adverse price trends. At the extreme end of
the spectrum, some inter—governmental agreements, in which consumer
interests have plaved little if any part, have sought to raise price
significantly above marginal production costs. The DFEC cartel is,

obviously, the classic case of this type of agreement.

When there has been some reconciliation of the conflicting interests
of producers and consumers -~ usually after protracted negotiations under
the aegis of UNCTAD this past 20 vears or so - an I.C.A. has resulted
which seeks to limit the range of price fluctuations. The technigues
usually involve export limitations, possibly production gquota limitations,
and sometimes stockpiling. However, i1if appreciable deviations are
permitted from the mid-range price, then clearly, the commodity markets
can live with this state of affairs. Even so, success will depend upon
the re-negotiation from time to time, of the absoclute levels at which the
permitted bands of price fluctuation are pitched. For some strategic
commodities such as tin, moreover, the markets are rendered more unstable
by the unpredictability of the actions of governments, especially those of
the U.5. General Services Administration (the 6.5./.) in selling from, or

buving for, its stockpile. The same is true of U.S5.5.R. and ather

Eastern—bloc countries™ sales (g.g. gold) on Western markets.

The extent to which price has been permitted to fluctuate in  past
agreements has varied guite considerablv. Thus, it has been one of the
reasons for the comparative success of the successive sugar and tin
agreements that the permitted range of price fluctuations has heen
liberal. Evenn so, the history of I.C.A.s is littered with lapses and
failures. Thus, the International Sugar Agreement collapsed in 1984 and
has now been replaced by a pact without any price or supply provisions.
{There is now merely a centre for collecting and disseminating statistics

and other market information.)
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The International Cocos Agreement is due to expire in October 1986.
Megotiations failed (for the third time) early in 1985, There are to be
more talks later in 1985, but with the L.5.4. having decided definitely to
stay out., it 1is not possible to be sanguine as to the outcome. The
existing Agreement. meanwhile. exerts little influence on the world cocoa
market, for 1ts buffer stock has run out of cash, having bought over
100,000 tonnes of swplus cocoa. Frices are rnow below the floor of the

Agreement, and sc Stocks cannot be disposed of.

The International Tin Agreement survives, but only just. It has, at
the time of writing., however, accumulated no less than 38,000 tonnes of
the metal, together with another 23,000 tonnes carried over from a
previous pact. This total, at present worth $7.8 billion, is & depressing
influerce upon prices into the foreseeable future, even though there are

stringent export controls in force in producer member countries.

The International Coffee Agreement can claim to be effective at
present. {t controls the market by using export guotas linked to trigger
price levels, so that prices in member countries are some 30 per cent
above those in non—member countries. However, 1t is reported that
resentment is directed towards the rigidity of guotas, which are not

freely transferable among the producing countries. As a result, the

1. Since the above was written, there has been a major debacle in the tin market.
This occurred when the manager of the buffer stock declared that the Inter-
national Tin Council had run out of funds, and was therefore unable to
honour existing commitments, much less support the tin price. As a result,

a financial crisis among tin traders was precipitated and the L.M.E.'s tin
market was declared closed. These events provide a dramatic instance of the
arguments deployed in the text. The price levels set by the sixth Agreement
of the I.T.C. in 1982 for the buffer stock's interventions to maintain the
agreed ceiling and floor prices were inappropriately high. Tin thus became
uncompetitive with substitutes in prevailing world demand conditions; the
I.T.C.'s support funds dwindled to exhaustion, while new producers outside
the I.T.C.'s quotas were encouraged. Meanwhile, the I.T.C. experienced
considerable difficulty in raising the additional finance from its member
countries, necessary to repay some dealing members of the L.M.E., who appearec

to have loaned money to the buffer stock manager to enable him to buy tin
from them.
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re being maintained at  an artificial

it

prices of

e than those of the U.&5.,

differential. Eurcpean CONSUMBrS are more restiv

v . ; . oo e
which is widely known to wish to maintain the Agreement for poiitical
Wit g L. M ! b Y

1=

-

. - . . i X
ressons. Latin America produces most of the world™s coffee.!

Finally, the International Wheat Agreement has no price or supply

W

provisions. It merelv serves as a forum for discussion for  arain

producers.

Thus, with the esception of the successful Cof

-+

ee Agreement, perhaps,

I.C.As seem wunlikely to pose & serious threat to businese done on the

world' s commodity markets.

Froducer carteles alsc ssem destined, uwltimately, at least to weasken
sufficientiv for the sistence of a commodity market to be emirnently
worthwhile., Az previously remarked, despite the continuing relative
strength of G.F.E.C. and its posted prices a +ocus of the world's

attention as far as oil prices are concerned are the {free markets, for as

world demand fluctuates, a number of O.FP.E.C. members are inclined by
economic necessity to "break rank" and exgeed their guotas. As a result,

Gas 011 and Heating 0:1 futwres contracts on the MNew York Hercantile

i

#change have been one of the greal successes among recent developmentis,
while the International Petroleum Exchanos in London,.  though newsr  and

lezs  successful  to dete. cseems set faiv fto continue, and possibly  to

£ number of

of course, etill traded on long-terms

io not account for the sntire  frade.

include iron ore, copper

n

pauzite and alumina,

zugar avd rubber,  meal. wheat. rice naturs

m
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pdokal wranium and

1.7 MHowever, not even the contracits which the ULk

after Morld War 11 could run their full couwrse  without

ct, this was a period of
wiest  inflation, and  of currency  stabilitv. These
conditions no lonoer hold,  so, not swprisingly. there has been of recent
yvears & trend  away from fimapo prices at the outset. Indeed. some
contracts do not fin a price at all, but refer to the markel price (which,

of course, presupposes the exis

& marwetl. Copper concentrates,

are scld on the basis of the prices of copper metal
zztablished on the L.M.E. Thus, unless producers can remain in a very
dominsnt position  indeed, markets survive, though their turnover can
obviously be adverselv atfected for an appreciable period on occasion. It
must  therefore be concluded thalt there is a far greater compatibility

between contractual arrangements for commodity trading and the continued

i
m

gf fubtures markets than might initiallv be imagined.

A4 further method of concluding transactions, potentially more
threatening to commodity—market turnover, has made a strong appearance

aver the past fwo vears. This i= known as countertrading, though there
are & number of variants ot the basis of these transactions which is, in
ecsence, Darter. Very freguently, however, the transactions are much more
sophisticated than is curvrsntly implied by the term barter., so  that

institutions are developing to provide supertise in negotiating the deals.

it

haz & cenbre of origin. 1t would be in Ewropean  banking
centres, bult particularly Vienna. Within the recent past., however,
professional provision of services has spread to London and New York, with
Hong Kong and Singapore probably polsed to participate, especially since

it is proving particularly uwseful in the growing trade with China and

Indonesisa,  Further fsctors which have given ah impetus to the development
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of countertrading of recent vears are firstly the enormous accumulation of
debt by the world's developing countries, leading to more stringent
exchange controls and tending to close avenues to traditional forms of
credit. GSecondly, there are the gyrations of the world’s leading trading currencies
in relation to one another. Thirdly, the onset of recession in the early
1980°s, depressed the prospects for exports and frustrating attempts to
reduce the level of indebtedness. In brief, countertrading can be seen as
a means of circumventing the expenditure of scarce foreign exchange and

promoting sales abroad.

According to Frank OGrav of The Financial Times, for the big
transnational corporations and trade brokers engaged in countertrade,
there are at least half a dozen technigues of trade -~ and many more
intermediaries - utilized, in order to close what is essentially a
bilateral .trade deal. The key phrases used in countertrade provide a
flavour of the sorts of activities involved.

(i) Barter: this corresponds to the sort of transaction with which
everyone 1is familiar, wviz. a straightforward e:schange of goods and or
services. Its use is comparatively rare.

{11} Counterpurchase: this i1s the description for the tvpe of
transaction engaged in. In essence, the exporter is required to accept
part-payment in kind in return for his goods. Monevy 1is therefore
involved, and the goods offered are often guite unrelated to those
provided by the exporter. Sometimes, the deal requires the involvement of
third - and often manv more - partners. The use of counterpurchase
has long been used between the West and the Comecon bloc, but is=s now
increasingly a feature of trade with the developing world also.

(iii} Buv-back: this, too, is a familiar form of trade between the West

and the Eastern bloc. It is a form of lono—term barter. with repayment
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often in terms of the ocutput of any investment involved. it is often
possible, by this means, to establish a presence in a market with long-

term potential.

{ivi Offoet: a technique often used for transactions between
industrialized and developing countries. It involves an ‘“offsetting”
investment by an exporter in an importer®s country, in order to foster

more employment and so help provide the importer with the means to pav for
the goods {often used in commercial aircraft and defence deals).

{v) Switch Trading: a technigque emploved to correct imbalances in long-
term bilateral agreements. Thus., one nation’s trade surpluses with a
partner country can be utilized by third parties.

{vi) Evidence Accounts: these enable the exporter to debit 1its own
counterpurchased imports and credit its exports over a period of time
rather than counterpurchasing goods on an item-by-item basis to match the

exparts. The aim is to maintain the evidence account in balance year by

yEar,

Estimates of the growth of countertrading vary from some 8 per cent
of world trade to more than double that proportion. Moreoever, though it
may be viewed as an emergency solution to currency and financing problems,
now that some major institutions have become deeply involved, these forms
of barter trading are as unlikely to disappear in the short term as are
fhe enormously inflated debts owed by the third world which have partly

inspired the emergence of those technigues. As such, they clearly pose a
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threat to  any  growth of turnover an the commodity markeis on  the sSame
H an i - k; RERRL ¢
i1 -
cale as during the 1970z (Fipancial futures, of course, are another
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matter altogether.?

tve traders in raw materials have

been quick to selze opportuniiies in the field of countertrading.
Metallgesellschatt of West DGermany 1 a prime example. It recemntly

4.3, merchant bank! and Louwis Drevius, the French commodities group.

fAdvertisements in  the financial press reveal other famous  institutions

ansious  to provide wmediation in this field, They range from well-

kriown names in the merchant banking field. such as Kleinwort Benson, to a
consortium of four leading British banks, wviz. Llovds, Barclavs, National

Westminster and Midland, which have joined two Belgian trading housss to

set up Bastis, an international clearing house ror countertraders.  There

are manv other examples.

A large Firm of L

Cl

ndon brokers will by today expect to spend well

over £250,000 a vear in rent to providers of information. Reuterz  will
often take a larage slice of this mone praviding in return, information
on  about 100 videp-screens in the dealing soom. This informetion will

include data on foreion

the money
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markets, and o ams veln, Reuters international network

the world in about one and a halft  seconds

s telephons call to. say,

worla's tirst international

mocurities/commndities servire in 19634, with ciose-or—trade details. At
present it has some 20,000 suhscribsrs in 100 countries, with more than
50,000 terminals in &11. e For aw  U.K. commodity dinformation is

concarned, Feuters now has competition from the U S, giants in the form of

i a joint-venture with fAssociated Fress and Dow

Jones, and Telerate, backed by the same companies, which specialize in
foreigr-exchange  and the money msarkets. fuotron has recently opened a

conputer centre in London to link with its centre in New York, and will

omputers in the rest of Western Europe.

These networks, moreover, can be inter-active, i.e. they can provide
two-wayv  communications so that dealers outside +inancial centres can  buy
and sell electronically. Reuters has run & two-way system of this sort
for acld and cworency dealing for some time, called Monitor Dealing.

This iz, howsver, “hard-wired’. The stage has now been reached where a

m with built—~in clearing facilities will become

e start point here appears to have been McGraw-Hill's "Emis”

i.8., FRElectronic Information and Marketing Svetem) used by wil  traders
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fopdetocy traders since 1981. This svstem, however,

tradere  fo provide o oaccept deliverv. The Emis Svystem i1z in

Ul

four  basic paris. it allows users to do trades; it broadcasts market
activity to  all subscribersy it has a break-in news capability which

foads off the MoGraw-Hill news~gathering nebtwork, and it can process deals

form (with the software avtomatically taking a weighted
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average of all completed transactions). This "electronic broking facility
thus lies halfway between a trading and an information service. The
commodity trade 1is, then, catching-up with electronic dealing in
securities in the U.S5.A. where the National Association of BSecurity
Dealers® Automatic Quotation Svetem (N.A.5.D.A.E.} has been providing
dealers nationwide with an over-the—counter service for their clients for

some vears by this time.

These developments pose an obvious question: is information

technology (1.7.) going to make the commodity market floor obsolete in the
foreseeable future? The drift is clearly in that direction, and, csome
would argue, sooner rather than later. Others, however, are of the
opinion that there is no substitute for the reactions from a throng of
traders all in one place around a trading-ring or pit, when the volume of
trade 1is high. They already concede, on the cther hand that, when the
volume 1s modest., computer trading can be very effective. It 1is,
moreover, anonymous and lessens the chance pof errors in the execution of
orders (that is, of "out-trades"., where two traders’ records of the same

deal fail to match, for the computer would provide an immediate record).

The test for the complete computerization of commodity exchanges will
be provided by "Intex", the international futures exchange based in
Hamilton, Bermuda, which goes far bevond the international electronic
links already established between many exchanges (mainly for arbitrage
purposes when there are price discrepancies between markets). This is an
even more ambitious “follow-on” from the entirely computerized World
Eriergy Exchange opened in Dallas in 1983. “Intex” was initially designed
to achieve round the clock trading by means of an  automated commodity
exchange linking desk—-top terminals to data centres, initially in New York

and London, and later Chicago and the Far East. The data centres would be
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linked to the central computer at Bermuda via dedicated telephone lines
running to mainframe computers in London, Virginia or Vienna. I.C.C.H.
has secured the business of guaranteeing and clearing the contracts which
are to consist, at first, of gold. followed by a long-term U.S. Treasury

bond contract. a silver contract and a freight-rate index (i.e. the

€1}
B.F.I.).

Of an estimated membership total of some 600 envisaged, some 265 have
already paid subscriptions, though fewer than this will have active video
SCIreens. A trader’s screen displavs, for each price close to the current
market level, the total volume of bids and offers put into the system by
all trading members. The computer matches them and provides a record for

each side, but does not disclose the identity of the one to the other.

Will these major new devices persuade market traders to abandon
market floors completely? It is doubtful whether this will happen in the
near future to the world’s major trading floors. On the other hand,
information technology has undoubtedly made a major impact by increasing
the flow of information. Moreover, it would not be too surprising to see
some of the lesser futures markets become fully automated within the next

few years.

1. As of mid-1983, there were 435 trading stations linked to Intex, doing
an average of 300 contracts a day in gold futures. GSince 1 May 1985,
when Intex started trading an ocean freight rates contract - an
identical one to that of "RBiffex" in London - turnover has been
some 200 contracts a day, well above expectations. In August, Intex
will start +trading a stock index futures contract based on the
Financial News Composite Index (FNCI, pronounced "fancy"). This is
expected to be very successful, with 4,000 a day turnover predicted
and adding about another 30 trading stations. Intex 1is also about
to lease its system to outside users. They will then put their own
name to it and reimburse Intex according to the volume traded.
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