














More on financial activity and/or speculation in futures
markets... Inventories?
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More on financial activity and/or speculation in futures
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Key points

Spots and future move together but also futures cause
spot

Role of volatility in losses and in increasing returns for
investment

Price transmission to consumers not to producers
Severe impacts over the poor

Spikes because of export bans and restrictions and
speculation

Different solutions but mostly not targeting volatility
First step is to identify extreme spikes




oW cost

What are the proposed options

Hgh

High cost

ER= Emergency reserves
ICGR= International
coordinated grain reserves
RR=Regional reserves
CR=country level reserves
VR-=virtual reserves

DFIF= Diversion from industrial
and animal feed uses
IS+IFA=Better information on
storage and international food
agency

IGCA=International grain
clearance arrangement
FIFF= Food Policy Financing
facility




On market volatility and speculation: What to do?

Option 1: Should physical, public, globally managed grain reserved
be developed?

Answer: Probably no

Why:
Three main challenges in maintaining strategic reserves:

« determination of optimum stock, which is politically loaded,

— Predicting supply and demand and where the potential shortfalls in the market may be can be
extremely difficult

— Reserves are dependent on transparent and accountable governance

* level of costs / losses
— Reserves cost money and stocks must be rotated regularly

— The countries that most need reserves are generally those least able to afford the costs and
oversight necessary for maintaining them

— The private sector is better financed, better informed, and politically powerful, putting them in a
much better position to compete

* uncertainties that strategic reserves can bring about in the market place.

— Reserves distort markets and mismanagement and corruption can exacerbate hunger rather than
resolving problems




On market volatility and speculation: What to do?

Option 2: Should we reform commodity exchanges by:
* limiting the volume of speculation relative to hedging

through regulation;
* making delivery on contracts or portions of contracts

compulsory; and/or
* imposing additional capital deposit requirements on futures

transactions.

Answer: probably NO — we have seen triggers were not
activated and also not clear incentives




On market volatility and speculation: What to do?

We propose a new global institutional
arrangement

This arrangement consist of two prongs:

Prong 1: A minimum physical grain reserve for humanitarian
assistance (emergency reserve of around 300,000 metric tons of
basic grains—about 5 percent of the current food aid flows), and

Prong 2: A safeguard mechanism to manage risk through the
implementation of a virtual reserve backed up by a financial fund
to calm markets under speculative situations




Prong 2: A virtual global food commodity
exchange

* A coordinated commitment by the group of participating
countries. Each of the countries would commit to supplying funds
if needed for intervention in grain markets

* Determining the size of this fund will require further analysis as
commodity futures markets allow for high levels of leverage. For
example, a fund of USS12 to 20 billion might cover 30 to 50
percent of normal grain trade volume

* These resources would be promissory, or virtual, not actual
budget expenditures.




How the virtual reserves will work

The intervention will take place in the futures market => A
signal of a potential intervention will be announced

Intervention will happen when the “global intelligence unit”
triggers the alarm that prices are significantly above (95t
percentile of its conditional value at risk) based on market
fundamentals

The potential intervention would consist of executing a number
of silent short sells over a specific period of time in futures
markets around the world at a price lower than the current
future price.

The global intelligence unit would recommend the price or
series of prices to be offered in the short sales
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ldentifying spikes to trigger more detail analysis

TWO-STEP CONDITIONAL a-QUANTILE ESTIMATION VIA ADDITIVE
MODELS OF LOCATION AND SCALE!
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ldentifying spikes to trigger more detail analysis

We have used the estimator described in Martins-Filho, Torero, & Yao ( 2010)
to estimate conditional quantiles for log returns of future prices (contracts
expiring between one and three months) of hard wheat, soft wheat, corn and
soybeans.

For these empirical exercises we use the following model:

. _ . — . , . L\ 12
re =mg+my(ri—1) + ma(ri—z2) + (ho + hal(re—1) + ha(ri—2)) ' =t

For each of the series of log returns we select the first n = 1000 realizations
and forecast the 95% conditional quantile for the log return on the following
day. This value is then compared to realized log return. This is repeated for the
next 500 days with forecasts always based on the previous 1000 daily log
returns.

We expect to observe 25 returns that exceed the 95% estimated quantile.

Based on an asymptotic approximation of the binomial distribution by a
Gaussian distribution, we calculate p-values to test the adequacy of our model
in forecasting the conditional quantiles.




Soybeans: We expect 25 violations, i.e., values of the returns that exceed the estimated quantiles. The
actual number of forecasted violations is 21 and the the p-value 1s 0.41, significantly larger than 5 percent,

therefore providing evidence of the adequacy of the model.

GAUSS Moo Woy 24 06;1411 7000

0.08

0.04

| e.'l.'|l'. .Ilh- | JF.". '||_' .

IJ
I (T ,," i '1" L |r*~f.~,n 1 1 W

'MM('H';JI'f'"' )MI llllf |I||~ \ J “] J h\ ﬂ(\ |’ \H' w..
| |

Q.02
kg
=_

——
_—-\—

log retlurns
.00 .
e -'I._=
—
=—f-
——

-0.08 -0.06 -0.04 -0.02

0 a0 100 150 200 250 300 350 400 450 s00

time

Figure 1: Estimated 95 % conditional quantile and realized log returns for soybeans
Source: Martins-Filho, Torero , & Yao ( 2010)




Hard wheat: We expect 25 violations, i.e., values of the returns that exceed the estimated quantiles.

The actual number of forecasted violations 15 21 and the the p-value 1s 0.41, significantly larger than 5

percent, therefore providing evidence of the adequacy of the model.
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Figure 2: Estimated 95 % conditional quantile and realized log returns for hardwheat
Source: Martins-Filho, Torero , & Yao ( 2010)




Soft wheat: We expect 25 violations, 1.e., values of the returns that exceed the estimated quantiles. The
actual number of forecasted violations is 25 and the the p-value is 1, significantly larger than 5 percent,

therefore providing evidence of the adequacy of the model.
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Figure 3: Estimated 95 % conditional quantile and realized log returns for softwheat
Source: Martins-Filho, Torero , & Yao ( 2010)




Corn: We expect 25 violations, i.e., values of the returns that exceed the estimated quantiles. The
actual number of forecasted violations 1s 34 and the the p-value 1s 0.06, larger than 5 percent, therefore

providing evidence of the adequacy of the model. However, in this case evidence is not as strong as in

the case for soybeans, hard wheat or soft wheat.
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Figure 4: Estimated 95 % conditional quantile and realized log returns for corn
Source: Martins-Filho, Torero , & Yao ( 2010)




Final Remarks

Markets are INTER-RELATED!
We all understand that futures assets are zero-net-supply

The point is whether movements in asset markets can have real
effects or not

As long as transactions by index traders in futures markets
motivates transactions by others in the spot market there will be
an impact in the spot price and on the real economy

If there is a lesson from this financial crisis is that the financial
sector (which is a market for paper, assets) can have large effects
on real markets (goods, factors, etc.)

We need to start in at least in better information and models to
identify the extreme price spikes




