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Abstract

The past 5 years have seen large increases in trading of corn, soybean, and wheat futures
contracts by nontraditional traders, a trend that coincided with historic price increases
for these commodities. These events have raised questions about whether changes in
the composition of traders participating have contributed to movements in commodity
prices beyond the effects of market fundamentals. Evidence suggests the link between
futures and cash prices for some commodity markets may have weakened (poor conver-
gence), making it more difficult for traditional traders to use futures markets to manage
risk. This report discusses the role and objective of new futures traders compared with
those of traditional futures traders and seeks to determine if the composition of traders
in futures markets has contributed to convergence problems. Market activity is analyzed
by focusing on positions of both traditional and new market traders, price levels, price
volatility, and volume and open interest trends. Convergence of futures and cash prices
is examined, along with implications and prospects for risk management by market
participants. The report also discusses the implications for market performance and the
regulatory response of the Commodity Futures Trading Commission.
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Introduction

Although the traditional role of commodity futures markets is for risk manage-
ment and price discovery, a new role appears to have emerged: Commaodity
futures are increasingly used as an asset class in various forms of investment
vehicles. Significant amounts of capital have entered the futures market for
this purpose. The influx of this new capital was partially responsible for the
216-percent increase in average open interest for corn, soybeans, and wheat
between January 2004 and June 17, 2008. Since then, the average open
interest for the three commaodities declined an average 35 percent between
June 17, 2008, and April 30, 2009 (table 1 and fig. 1).2

Commodity futures markets and their accompanying derivatives markets have
become appealing venues for investors due to widespread electronic trading,
the financial integrity of a clearinghouse that alleviates transactions risks, and
the ability to leverage investments by requiring only a margin as a performance
bond. The costs of purchasing and selling futures contracts as investments in the
futures markets are low compared with the costs of investing in other markets.

The large amount of investment capital flowing into agricultural futures
markets has prompted increased scrutiny. Industry participants have accused
the new traders and new capital of unduly affecting the level of prices and
price volatility. Others allege that hundreds of billions of investors’ dollars are
swamping the market, and it can no longer serve to assist commercial traders
who use the physical commaodities to hedge and smooth physical production
and/or consumption (Cooper, 2008). These concerns initially arose in the
energy markets but were later heard in the agricultural commodity markets.
The counterargument to these allegations has rested on the dynamic nature

of the commodity markets during recent years. For example, biofuel produc-
tion, poor growing weather, export controls, emerging economy demand,

and increased production costs caused demand growth to outstrip supply
growth in various commodities. In addition, low real interest rates and a weak
U.S. dollar further fueled higher prices. Because of these and a number of
other factors affecting prices, many researchers suggest the need for further
research to determine the role of speculative activity upon price levels.
Abbott et al. (2008), for example, indicate the following:

While the effects of supply and demand on commodity prices are clear,

the effects of changes in the structure of commodity markets, in particular
increased speculative activity are not. There is no doubt that the amount of
hedge fund and other new monies in the commodity markets has mushroomed.
Price volatility has increased, partly due to increased trading volumes. Based
on existing research, it is impossible to say whether price levels have been
influenced by speculative activity.

Participants within the commodities industry question whether the goals

and objectives of the new traders are compatible with the traditional func-
tioning of the futures market. Some analysts suggest that large fund traders
are similar to manipulative individual speculators of the past who artificially
inflated futures prices and profited from the resulting higher levels. Yet,
based on past research in futures markets, there is little evidence that the new
traders reduce the quality of price predictions. Carlton (1984) states “Any
deterioration in the accuracy of price predictions would attract informed

3

IThis increase in capital was partially
fueled by research touting returns from
futures portfolios comparable with
returns from equities (e.g., Gorton and
Rouwenhorst, 2006); the investment
community has embraced this idea and
created vehicles for easy investment
into commaodity futures markets for
large pension funds or for small inves-
tors. Domanski and Heath (2007) have
deemed this the “financialization” of
commodity markets, and others have
referred to this phenomenon as the
creation of commodity futures into a
bonafide asset class. Earlier research by
Fortenbery and Hauser (1990) found that
the addition of futures contracts to the
portfolio rarely increases the portfolio
return. However, they found the invest-
ment benefits from agricultural futures
are found in the form of a reduction in
the portfolio’s nonsystematic risk.

2Corn, soybeans and wheat are the
three largest agricultural contracts
from the Chicago Mercantile Exchange
(CME) Group/Chicago Board of Trade
(CBOT). The CME Group/CBOT
wheat contract is commonly used by
traders for all wheat classes because
of its liquidity and volume. It is used,
therefore, to represent all classes of
wheat in this analysis. The CME and
CBOT merged in July 2007 to form the
CME Group. In August 2008, the New
York Mercantile Exchange (NYMEX)
joined the CME Group.
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investors who would have an incentive to use their knowledge to earn higher
profits and thereby drive the poorly informed from the market by inflicting
losses on them.” In 1925, the “Wheat Scandal” was purported to involve
speculators who manipulated prices, but upon further review, Petzel (1981)
found no such evidence of manipulation: “Charges of manipulation and
excessive speculation usually arise during periods of unusual market activity,
but they should be subject to careful analysis before action is taken.” Questions
have also been raised about the impact of speculators and nontraditional
traders on selected performance issues, such as the decoupling (separating)
of the futures and cash markets and increased difficulty in managing risk for
traditional market players within the futures market.

The changing environment raises additional questions (not all of which are
addressed here) about the evolving nature of the commodity futures markets.

Table 1
Percentage change in open interest for selected
CME Group/CBOT futures contracts

Contracts
Period Corn Soybeans Wheat
Percent
1//2/2000-1/6/2004 17.8 94.2 -3.6
1/6/2004-6/17/2008 297.7 125.2 226.2
6/17/2008-4/30/2009 -50.2 -31.3 -24.1

CME = Chicago Mercantile Exchange; CBOT = Chicago Board of Trade.

Source: Commaodity Futures Trading Commission, Commitments of Traders Reports, Futures-
and-Options Combined Reports, http://www.cftc.gov/marketreports/commitmentsoftraders/
cot_historical.html.

Figure 1
Open interest in CME Group/CBOT: Corn, soybeans, and wheat, weekly, January 4, 2000-April 30, 2009
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CME = Chicago Mercantile Exchange; CBOT = Chicago Board of Trade.
Source: Commodity Futures Trading Commission, Commitments of Traders Reports, Futures-and-Options Combined Reports,
http://lwww.cftc.gov/marketreports/commitmentsoftraders/cot_historical.html.
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If the link between futures prices and cash prices weakens, will futures prices
continue to be a useful price discovery or hedging mechanism? Will risk
managers be able to offset their cash market price exposures as effectively as
they have traditionally done? If not, what alternatives exist for market partici-
pants? Can the agricultural futures markets continue to function and serve
the objectives of each of its market traders? Are changes in trading rules or
contract specifications needed?

This report examines the role and objectives of new futures traders compared
with those of traditional futures traders and how new traders may affect
market metrics. We will assess changes in market activity by focusing on
liquidity, volatility, and the relationship between positions of selected traders’
categories and price levels. Convergence of futures and cash prices will be
further examined, along with the implications and prospects for risk manage-
ment by market participants. We will also highlight the initial regulatory
response by the Commaodity Futures Trading Commission (CFTC). A glossary
is provided at the end of the document for interested readers.

5
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Traditional Role and Use

of the Futures Market

The traditional role for futures markets is risk management and price
discovery (Peck, 1985, pp. 1-73). Since the start of U.S. futures markets

in the mid-1800s, they have been used for these purposes by producers,
processors, manufacturers, and merchants who handle commaodities and
commodity products. As the markets developed, speculators, willing to risk
their own resources for a chance to gain, entered the markets and provided
much needed liquidity. Speculators’ willingness to accept risks from others is
essential for a well-functioning market.

Grain futures markets are viable risk management tools when futures prices
and underlying cash grain prices generally move in the same direction within
the same time frames. The most widely traded crop contracts (CME Group/
CBOT corn, soybeans, and wheat) are settled physically, meaning that sellers
have the option of making delivery of the grain to the buyer.3 The relation-
ship between physically settled futures contracts and cash prices depends

on various factors, including the “cost of carry” (expenses incurred while
holding a physical commaodity or financial instrument) and ability to conduct
arbitrage (practice of taking advantage of a price differential between two or
more markets) (see glossary for definition of terms).

The value of a futures contract is related to or derived from the value of the
underlying asset. A current futures contract price is typically equivalent to the
current cash price of the commodity underlying the futures contract plus the
cost of carrying that asset until the expiration of the futures contract, at which
time it can be delivered.* For example, the cost of carry for a corn futures
contract is the storage, insurance, and finance charges incurred by holding the
corn from today until the futures contract expires. As long as this relationship
holds, supply and demand factors affecting corn prices in the cash market
will affect corn prices in the futures contract. Similarly, supply and demand
factors affecting corn prices in the futures contract will affect corn prices in
the cash market.®

The ability of market participants to conduct arbitrage also forces the cash
price to converge to the futures price when the futures contract enters the
delivery period; this process is called “convergence.” If the cash price is
above the futures price, a profit can be made by buying futures, taking
delivery of the physical commaodity, and selling that commodity at the

higher cash price.8 If the cash price is below the futures price, profitable
arbitrage may also be possible. The traditional approach is to buy the under-
lying physical commodity, sell the futures contract, and make delivery of

the commodity at the higher futures price. In reality, the process is much
more complicated because the short (seller) must provide a delivery instru-
ment (shipping certificate or warehouse receipt), as opposed to the actual
commaodity, to the long (buyer). A delivery certificate can be issued only by a
firm that has been declared by the exchange as “regular for delivery,” which
poses no concern for arbitrage if the short is a regular firm. But, if the short is
not regular for delivery, it must acquire a shipping certificate, which is bought

6

3Rather than delivering or taking
delivery of the physical commodity,
most participants cancel out their sales
with equal offsetting purchases or their
purchases with equal offsetting sales.

4In a low inventory situation, futures
prices can be less than cash prices,
reflecting the value of having immediate
access to the commodity. This situation
is known as the convenience yield.
Holbrook Working was the first to
analyze this phenomenon (Peck, 1985,
p. 41).

5The storage component of the cost-
of-carry is capped by the exchange. The
spreads may not reveal the true cost of
carry when the forward structure of the
futures market approaches “full carry.”
The full carry effect is to then weaken
the basis since only the cash price
component of the basis is not restricted
by exchange-determined storage costs.

61 a trader buys futures, delivery is
not necessarily immediate (since the
short futures position controls delivery),
and therefore the cash price may move
adversely before delivery commences.
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in the market at the value of the current futures market.” The long receives
the certificate from the short and can present it to the issuing elevator. The
elevator then delivers the commodity. The arbitrage process is thus subject
to various transaction costs, but theoretically, arbitrage ensures that futures
prices are close approximates of cash prices and keeps the futures markets in
line with market fundamentals.

Futures markets typically have had two types of traders: commercial traders
and noncommercial traders. Commercial traders, commonly referred to as
hedgers, use futures markets to manage price risk resulting from activity

in the underlying cash market. A hedger is a trader who purchases or sells
futures contracts as a temporary substitute for a cash transaction that will
occur at a later date, generally to minimize the risk of financial loss from

an adverse price change (CFTC, 2008e, p. 67). For commercial traders, the
initial margins, as of April 23, 2009, were $1,500, $3,500, and $2,500 per
contract for corn, soybeans, and wheat, respectively.g This initial margin
must be deposited as a performance bond when a buy or sell position is
opened by a trader to help ensure the financial integrity of brokers, clearing
members, and the exchange as a whole. For example, on April 23, 2009, the
initial margin was 8 percent of the nearby corn contract price, 7 percent of
the nearby soybean contract price, and 9 percent of the nearby wheat contract
price (all are 5,000-bushel contracts).

Noncommercial traders, commonly called speculators, do not hedge, but
trade with the objective of achieving profits through the successful anticipa-
tion of movements in price levels or through price movements in spread or
basis trades (CFTC, 2008e, p. 69). The potential effects of speculation on
price has caused much debate in the past. (See box, “Growing Pains of the
Agricultural Futures Markets.”) Speculators have limits on the number of
contracts they can hold at any given time.? The limits have been increased in
the past as trading volumes have increased. As of April 23, 2009, the limits
were 22,000 contracts for corn, 10,000 for soybeans, and 6,500 for wheat.
The intent of position limits on noncommercial traders is to keep them from
obtaining a large nonhedging position that will distort prices. Speculators are
subject to higher initial margins than commercial traders are. As of April 23,
2009, the margins per contract were $2,025 for corn, $4,725 for soybeans,
and $3,375 for wheat.1% On April 23, 2009, the initial margin for a 5,000-
bushel contract was 11 percent of the nearby corn contract price (the price of
the contract with the closest settlement date), 9 percent of the nearby soybean
contract price, and 12 percent of the nearby wheat contract price.

Over time, the line between hedgers and speculators or commercial and
noncommercial traders has been blurred. The behavior of hedgers and specu-
lators is better described as a continuum between pure risk avoidance and
pure speculation (Irwin et al., 2009a). The CFTC also acknowledges that the
commercial and noncommercial trader classifications have grown less precise
over time as both groups may be engaging in hedging and speculative activity
(CFTC, 2008e).

The commaodity funds that began in the 1980s operated as large speculators,
where managers of speculative money pools used technical trading theories
and programs in futures markets (Kohlmeyer, 2008). Technical traders are
more concerned about using price patterns over time as an indicator of the

7

"The regular firm has an advantage
to capture arbitrage opportunities when
the cash price is below the futures
price, but the regular firm is also a cash
grain merchandiser that is in the market
to buy cash grain and therefore does
not necessarily have the incentive to
see cash grain rise to meet futures and
bring about convergence.

8Margins do change periodically.

9Limits are set by the CFTC or by the
exchange itself.

10Maintenance margins are not differ-
ent for commercial and noncommercial
traders. A maintenance margin is the
minimum equity that must be maintained
for each contract in a customer’s account
after deposit of the initial margin.
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direction that prices are heading than they are about the fundamental deter-
minants of why prices are heading in that direction. By the late 1990s, these
technically trading commaodity funds became an important component of
futures markets. For the first time, commaodity futures markets were used in
a large way by traders who were less interested in supply or demand funda-
mentals of underlying commaodities than in technical trading patterns. Gener-
ally, their trading followed market momentum patterns, by attempting to buy
in a period of rising prices and sell in a period of falling prices.

Growing Pains of the Agricultural Futures Markets

The history of futures markets is marked by growing pains throughout its more
than 150-year history in the United States. Much of the controversy surrounding
futures trading in the past relates to the effects of speculation on price (Hiero-
nymus, 1971). The recurring argument is made that speculation causes greater
price variability than would otherwise exist, and the counterargument states

that high-volume futures markets accompanied by a significant amount of
speculation have a stabilizing influence on markets and create less variability
than would otherwise exist in markets with less speculation. In 1925, after an
increase in the price of wheat, the public found a villain in large speculators.

In the 1940s and 1950s, the general view of speculation was not positive, but
speculators were tolerated because their function was necessary for proper func-
tioning of futures markets by adding liquidity and accepting risk from hedgers.
Excess speculation was viewed to cause erratic price fluctuations, and after
much debate, the trading of onion futures was abolished in 1958.1

In the 1960s, the balance appeared to shift to a more favorable view of futures
market speculation and no further bans were enacted, yet futures trading
continued to be carefully monitored. Speculative behavior was again blamed
for the increase in commodity prices in 1972-75 (Cooper and Lawrence, 1975).
But Labys and Thomas (1975) found only a weak relationship between specu-
lative activity and price volatility. Since 2007, the price discovery value of
futures markets has again come into question as prices soared and the difference
between futures and cash prices for grains failed to converge smoothly after
accounting for normal differences, such as transportation and handling, quality,
storage, and other market factors (Irwin et al., 2007).2

LIn earlier years, the view was typified in a statement by J.M. Mehl, Administrator, Commodity
Exchange Authority, before the Joint Committee of Economic Report on 1947, “It is recognized that
in the commodity futures markets there is need for some speculation. It is not believed that specula-
tion is a basic factor determining the general level of prices in the long run. It is believed, however,
that an undue amount of speculation tends to make price fluctuations more erratic and at times
accentuate price trends.” Similar comments were made by the U.S. Futures Association in 1957.

2A more detailed history of futures markets development may be found at Futures Industry
Magazine, http://www.futuresindustry.org/fi-magazine-home.asp?a=607.
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Factors That Support Increased Trading

of Agricultural Futures Contracts

Overall trading levels for agricultural commodities have increased sharply

in recent years partly due to increased open interest (outstanding contracts)
of traditional investors, along with new participants, such as index fund and
hedge fund investors. Since the beginning of 2004, open interest in CME
Group/CBOT corn, soybeans, and wheat has approached or achieved new
record levels (see fig. 1). Electronic trading, increased access to the global
market, and new product innovation may help explain the rise in open interest
and new market participants. In addition, when price uncertainty increases
(as seen in recent years), the use of futures markets increases.

Electronic Trading Brings Ease
of Access and the Global Market

Electronic trading has made trading on the latest information or using more
sophisticated trading strategies easier and less expensive for fund managers and
speculators, particularly spread traders (investors who buy one futures contract
and sell another related one to profit from the change in the price difference
between the two). Managed funds can trade from almost any location, and
the volume and liquidity of the markets have increased to allow a trader to have a
larger position size in the futures market (greater number of contracts). The time
lag associated with pit trading was a bottleneck for increased trading volume, but
with the advent of electronic trading between the pit and screen, the bottleneck
was eliminated. Since the introduction in July 2006 of daytime and side-by-side
electronic trading, a critical mass of electronic volume was quickly established.

The trading share between electronic and pit has changed dramatically between
2005 and 2009. For example, in the beginning of 2005, the average trading
share of corn, soybeans, and wheat futures contracts at the CME Group/
CBOT was 98 percent pit and 2 percent electronic. In contrast, in April 2009,
pit trading accounted for an average of 12 percent of total trading and elec-
tronic trading the remaining 88 percent. Figure 2 displays the share of pit and
electronic trading from January 2003 through April 2009 for corn, soybeans,
and wheat futures contracts. Around the beginning of 2007, electronic trading
became the dominate futures trading platform for these commaodities.

New Products and Participants

Commodity futures and options exchanges have provided new products and
market instruments in response to the growing need for risk management and
investment alternatives. These new derivative products (such as swaps based on
futures and options and interest rate and foreign exchange market instruments)
have attracted a new set of participants that are using the markets in different
ways. Furthermore, investors are finding new uses for the traditional agricultural
futures products and are directing large sums of money into these markets. For
example, the number of futures contract maturities simultaneously traded
per commodity has increased between 2000 and 2008, as participants, such as
spread traders, have found a need to trade further into the future (table 2).11
Exchanges add additional maturities based on participant activity and demand.

9

LContracts for corn, soybeans, and
wheat have five, seven, and five con-
tract maturities per year, respectively.
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Figure 2

Share of volume in pit trading versus electronic trading
for CME Group/CBOT corn, soybeans, and wheat futures,
January 2003-April 2009

Percent
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CME = Chicago Mercantile Exchange; CBOT = Chicago Board of Trade.

Notes: All volume represents futures contracts only traded on the CME Group/CBOT. Volume
percentage represents all maturities trading. Data starts in 2003 due to availability.

Source: CME Group/CBOT, CME Group FTP DATA, http://www.cmegroup.com/CmeWeb/ftp.
wrap/webmthly.

Table 2
Average daily number of CME Group/CBOT
maturity contracts traded per commodity

Year Corn Soybeans Wheat
Number
2000 9.0 9.3 8.3
2001 9.2 9.9 8.3
2002 10.6 10.4 8.1
2003 9.6 9.3 7.2
2004 9.8 9.6 7.4
2005 10.5 10.7 7.8
2006 11.1 11.1 8.9
2007 11.5 10.3 8.0
2008 11.4 13.7 9.7

CME = Chicago Mercantile Exchange; CBOT = Chicago Board of Trade.
Source: CME Group/CBOT, Historical Data, http://www.cmegroup.com/market-data/
datamine-historical-data/datamine.html.
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Why Some Consider Commodities

an Asset Class

Commaodities have been considered a sensible investment alternative during
periods of inflation, economic uncertainty, and weak U.S. currency. Invest-
ments in commodities are used to balance a portfolio of traditional assets and
to reduce volatility because they are not usually highly correlated with other
investments in a portfolio. At the CFTC’s Agricultural Forum held on April
22, 2008, Doug Hepworth of Gresham Investment Management described the
benefit as follows, “Starting with a portfolio consisting of 40 percent debt and
60 percent equities, a 5-percent commaodity exposure was added and subse-
guently decreased volatility by 5 percent of the portfolio based on 196 rolling
5-year periods beginning in 1987 (Hepworth, 2008).”

The nearby futures contract prices and the Standard & Poors (S&P) 500 share
prices are shown in figures 3, 4, and 5 for corn, soybeans, and wheat, January
2000 through April 2009. These figures reveal a weak correlation between
the futures prices and share prices. Table 3 similarly reflects weak correla-
tion between returns for the 10-year period 1/2000-4/2009 and the recent
3-year period 1/2006-12/2008.12 The weak correlation between agricultural
commodity prices and large capitalization stock values explains how diver-
sification can be achieved by using commodities as an asset class thereby
reducing overall risk of a portfolio. While the correlations were higher for
corn and wheat in the most recent period 1/2009-4/2009, one may not want
to rely on such a short period to make any definitive statements or change
investment strategies.

Table 3
Correlations between S&P 500 and CME Group/CBOT
futures returns on weekly data

Commodity 1/2000-4/2009 1/2006-12/2008 1/2009-4/2009
Correlation coefficient!

Corn -0.020 0.095 -0.439

Soybeans .062 112 -.038

Wheat .106 .189 .683

IThe correlation coefficient represents the degree of linear relationship betwen two variables.
A perfect positive linear relationship would be represented by a 1, and a perfect negative linear
relationship would be represented by a -1. Values in between 1 and -1 represent differing
degress of linear relationship.

S&P = Standard and Poors; CME = Chicago Mercantile Exchange;
CBOT = Chicago Board of Trade.

Note: Futures prices are nearby contract CME Group/CBOT prices.

Source: CME Group/CBOT, Historical Data, http://www.cmegroup.com/market-data/
datamine-historical-data/datamine.html; Yahoo Finance, http://www.finance.yahoo.com.

11

12Returns for futures contracts are
based on price changes and returns
for the S&P 500 are based on price
changes plus dividends.
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Figure 3
Weekly prices of nearby CME Group/CBOT corn futures and S&P 500 shares, January 4, 2000-April 28, 2009
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S&P = Standard and Poors; CME = Chicago Mercantile Exchange; CBOT = Chicago Board of Trade.

Notes: Nearby prices are the nearby futures contract on the date specified on the x-axis. The nearby futures price is rolled to the next deferred
contract on the last day of the month before the expiration month of the nearby contract.

Source: CME Group/CBOT, Historical Data, http://www.cmegroup.com/market-data/datamine-historical-data/datamine.html;
Yahoo Finance, http://www.finance.yahoo.com.

Figure 4
Weekly prices of nearby CME Group/CBOT soybean futures and S&P 500 shares,
January 4, 2000-April 28, 2009
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S&P = Standard and Poors; CME = Chicago Mercantile Exchange; CBOT = Chicago Board of Trade.

Notes: Nearby prices are the nearby futures contract on the date specified on the x-axis. The nearby futures price is rolled to the next deferred
contract on the last day of the month before the expiration month of the nearby contract.

Source: CME Group/CBOT, Historical Data, http://www.cmegroup.com/market-data/datamine-historical-data/datamine.html;
Yahoo Finance, http://www.finance.yahoo.com.
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Figure 5
Weekly prices of nearby CME Group/CBOTwheat futures and S&P 500 shares, January 4, 2000-April 28, 2009
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S&P = Standard and Poors; CME = Chicago Mercantile Exchange; CBOT = Chicago Board of Trade.

Notes: Nearby prices are the nearby futures contract on the date specified on the x-axis. The nearby futures price is rolled to the next deferred
contract on the last day of the month before the expiration month of the nearby contract.

Source: CME Group/CBOT, Historical Data, http://www.cmegroup.com/market-data/datamine-historical-data/datamine.html;
Yahoo Finance, http://www.finance.yahoo.com.
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Role and Objectives of

New Market Traders

The new participants who are the focus of controversy in the commodities
world are index funds and selected speculative funds traders, such as swap
dealers and managed funds traders. Commodity index funds made a signifi-
cant appearance around 2004. Although index fund traders look like specula-
tors, unlike speculators, their investment style is not based on a view about
current or expected individual commodity prices, but rather on gaining long-
side exposure to a broad index of commaodity prices in an unleveraged and
passively managed manner. Their goal is to gain diversification in their invest-
ment portfolio.1® They usually do not reduce their position unless forced to by
client withdrawals from their money pool. Fund managers use this strategy for
assets in an entire fund, or as part of a larger fund, and are commonly called
“long-only” or “perma-long” investors because they consistently hold a

long position.14

In many cases, the index funds are sold in shares to investors, with the fund
manager charging fees for the service of providing the investment vehicle. To
hedge the risks of selling a basket of commodity market prices to consumers,
index funds buy futures contracts of the commodities in proportion to the
fund’s weighted index. Index funds are used by investors to reduce their port-
folio risk via diversification or as a hedge against inflation.

The index funds commonly invest and rebalance by following a broad index
of commodities; the two most popular indices are the Standard and Poors-
Goldman Sachs Commaodity Index (S&P GSCI) and the Dow Jones-AlG
Commodity Index (DJAIGCI). The S&P GSCI is more heavily invested in
energy, and the DJAIGCI is less invested in energy because of its stipulation
that one group of commodities cannot account for over 33 percent of the
index and no single commodity can be less than 2 percent or greater than 15
percent of the index (table 4).

Index funds generally are not involved in the physical commodity markets and
so have no physical market transactions to hedge in futures contracts. Index
funds are entitled to a hedge exemption that classifies them as commercial
traders and subjects them to lower initial margin deposits than it does specula-
tors.1° The large index funds sell a commodity index to customers and then
take long futures positions in each of the specified market basket commaodities.
The selling and buying transactions are construed as a hedge by the CFTC, just
as the offsetting position that commercial producers, merchants, and users of
commodities take to manage their own risks in the futures market is considered
a hedge. But unlike traditional hedgers, index funds are selling a market basket
of futures prices to investors, not a market basket of physical commaodities.

The swap dealer is an old player with a new purpose. The swap dealer sells
an over-the-counter (OTC) swap contract to customers (such as a corn grower
who wants to fix a price to sell corn at a future date) and in turn hedges his

or her price exposure with futures positions in corn or other commodities.

In essence, the two parties are “swapping” payment streams. The benefit to
the commercial grower of using a swap dealer is commaodity price protection
through a fixed price, customized transaction amount, and pricing dates; cash

14

13prior to the CFTC’s new commodity
index trading report, these traders were
mostly classified in the commercial cat-
egory. Many of the trades that compose
an index are conducted through swap
dealers who are classified as commer-
cial traders because they use the futures
market for risk management. For more
information, see (CFTC, 2006).

14See glossary for definitions of
trading terms.

15See CFTC, 2008e, pp. 13 and 14,
for additional details.
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settlement (typically); and no complex exchange-traded brokerage or margin
calls. In exchange for these benefits, the swap dealer collects a fee for the
service. Customers assume the risk of a swap dealer not upholding its end of
the contract. Swap dealers are considered commercial traders because they
hedge financial risk and therefore are granted a hedge exemption that allows
them to hold larger positions than noncommercial traders can. The traditional
swap dealer provides “short” exposure to the futures markets for growers or
other commaodity handlers. The nontraditional swap dealer provides “long”
exposure to the futures markets for institutional traders, such as large pension
funds, commonly to facilitate the investment in a commaodity index fund.
The traditional commercial swap trader predominantly hedges long swap
positions with short futures contracts; nontraditional swap 