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CAUSES OF VOLATILITY:
POPULAR CLAIMS AND LESS POPULAR REALITIES



The popular claims

Highest prices and largest global price shock since the
1960s.

Recent price hikes were associated with very large
crop failures, the largest since the 1960s and, large
supply shocks must always be associated with a price
hike and while small shocks cannot cause a hike.

Climate change has brought about high yield
variability and added to price spikes, and CC is already
adversely affecting yield levels and stability in the
most vulnerable areas.

Stocks are a residual of the S/U balance and thus do
not matter

It’s all about speculation and LNCT



Popular claim No 1:
2007/8 and 2010 saw the highest prices and the highest price
volatility since the 1960s

International prices for food and agriculture,
US CPI deflated
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Popular claim No 2:
Price hikes were always associated with large crop

3,0 900
Or

800
S 2,5
1l
S 700
S
[ce]
3
320 =
kS Or here? £
o £
©
o 500 £
O =
% 15 é
;/ 400 2
2 o
s g
(4] ‘©
21,0 300 =
o
@ Or here?
‘©
s 200
$ 05
@

100

0,0 0

1961 1968 1975 1982 1989 1996 2003 2010

Real maize price (CPI deflated) e Production MT



Popular claim No 3:
Global production is becoming more volatile, CC already
affecting yields in Africa?

Normalized annual changes sub-Saharan Africa: Cereals
of global cereal production Yields
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Part |Il: Fundamentals

STOCK AND PRICE DATA (ANNUAL)
DOES PRACTICE MATCH THEORY?



The modern theory of storage

e Setting the stage Canmer
— J.B. Williams (1936) ey,
- (1958) i
— P.A. Samuelson (1971) '
— B.D. Gardner (1979)
— B.D. Wright and J.C. Williams (1982,84)
— J.A. Scheinkman and J. Schechtman (1983)

e Discussing the policy implications Commodiy e
— J.C. Williams and B.D. Wright (1991) i

e Early promising empirical validation (GMMm) ———
— A. Deaton and G. Laroque (1992) ————



http://books.google.it/books?id=Z7cXAAAAYAAJ&printsec=frontcover&hl=it

Fundamental ideas

Commodity balance
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Demand for consumption

Market demand, inclusive of storage

Available supply:
stocks plus new production




Demand for consumption

Without stocks

When stocks are low, price becomes
very sensitive to disturbances in

Different impact
on prices

Market demand, inclusive of storage

With stocks
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The non negativity constraint on storage
induces a fundamental non-linearity in
the system.

The distribution of prices is to be
expected highly skewed, even under if
the distribution of the underlying
fundamentals is symmetric.




Empirical findings on the distribution of

prices and stocks-to-use ratios

Maize prices
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THESE WERE THE PRINCIPLES, WHAT IS THE
PRACTICE?



Maize: Real prices v Stock-to-use ratios w/ and w/o China
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Wheat: Real prices v Stock-to-use ratios w/ and w/o China
4,00 40%

35%

30%

25%

Stock-to-use

20%

15%

O’OO T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T 10%
1970 1973 1976 1979 1982 1985 1988 1991 1994 1997 2000 2003 2006 2009

emm\\/heat price (real) e o oS-T-U ratio (World) e S-T-U ratio (World EX CHINA)




Part Il

INTRA-SEASONAL CROP FORECASTS AND
IMPLICIT STOCK-TO-USE RATIOS:
DOES PRACTICE STILL MATCH THEORY?



Wheat: real prices vs. US stock-to-use ratios
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Wheat: Real prices and stock-to-use ratios
Jan 1990 - Aug 2009
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Maize: real prices vs. US stock-to-use ratios
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Real maize prices and US stock-to-use ratios
Jan 1990 — Aug 2009

I
N
>

e
=

e
o

o
©

o
o)

o
\l

o
o

o
o1
©

US$/bu (US CPI deflated)

o
N

o
w

o
N

0% 5% 10% 15% 20% 25% 30%
US Stock-to-use ratio



So again:

THEORY AND PRACTICE:
DO THEY MATCH?



Quantity
Source: Brian D.Wright

Market demand, inclusive of storage
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Real prices and stock-to-use ratios
Jan 1990 - Aug 2009
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Discussion

. A large adverse supply shock is neither a necessary
nor sufficient condition for a price hike.

. Low stocks are a necessary but not a sufficient
condition for a price hike

. Low stocks and a large adverse supply shock are a
necessary and a sufficient condition for a price hike

. Intra-seasonal production forecasts to provide
innovation in implicit end-of-season stocks

. Measure stocks accurately and try to anticipate
supply shocks!
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AND WHAT ABOUT SPECULATION?



Fundamentals and/or speculation?

e Stocks and market fundaments seem to
explain price action well ...

e ... but so do positions taken by non-
commercial actors (speculators)



CORHN

Non-Commercial Contracts MBU Change Openint. % ofOl | Record Record
J30-Mowv-10 | LONG 363,503 1.818 (13 2043404 17.8% Lang Shiirt
26-Mov-10 | LONG 368,111 1,831 (86 2473822 148% 21.8% 17.6%

Commercial Contracts MBU Change Openint. % ofOl | Record Record
JI0-Mow-10 | SHORT (283,082} (1,485) 21 203404 143% Lang Shiirt
26-Mov-10 | SHORT (287,351} (1.487) 27 2473822 120% 30.5% 17.0%

:‘:',,f“ Blue columns represent the non-commercial (large $6.00

speculator) positions as a percent of total open interest. - 0,00

?g:: | The red line represents the nearby futyes | %5 50
e 5500
13 34.50
g $4.00
E:: $3.50
2% - .00
E::_ $2.50
.;%. $200
28888888888888°0020020202080
55385853338 38883353853 5§838¢8¢%




Large speculators buy market intelligence
September 10th Pre-Report Table

2009/10 US Ending Stocks

UsSDA Average Estimate USDA
September Estimate Range Aug 10

Corn 1.424 1.351-1.501 1.426
Soybeans 0.153 0.125-0.171 0.160

2010/11 US Ending Stocks

USDA Average Estimate USDA

September Estimate Range Aug '"10
Corn 1.100 0.950-1.275 1.312
Soybeans 0.285 0.129-0.350 0.360
Wheat 0.877 0.750-0.995 0.952

2010 Production Production

USDA Average Estimate USDA
September Estimate Range Aug '"10

Corn 13.203 12.938-13.425 13.365
Yield 162.9 160.0-165.9 165.0

Soybeans 3.396 3.354-3.450 3.433




Large speculators buy market intelligence
September 10th Pre-Report Table

2009/10 US Ending Stocks

USDA Average Estimate USDA

September Estimate Range Aug '10
Corn 1.386 1.424 1.351-1.501 1.426
Soybeans 0.150 0.153 0.125-0.171 0.160

2010/11 US Ending Stocks

USDA Average Estimate USDA
September Estlmate Range Aug "10
punt® "va,,
Corn 1.116 1. 1GD o 0.950-1.275 1.312
"sampmmpunus®
Soybeans 0.350 0.285 0.129-0.350 0.360
Wheat 0.902 0.877 0.750-0.995 0.952

2010 Production Production

USDA Average Estimate USDA
Septemla-er_ - Eitlmate Range Aug "10
Corn *e 13.160 13. 203» 12.938-13.425 13.365
"TTsassmun®
Yield 162.5 162.9 160.0-165.9 165.0

Soybeans 3.483 3.396 3.354-3.450 3.433




Large speculators buy market intelligence

Maize

area

USDA
yield

Private
market
intellig
ence

yield

production

April  May* June** July***  Aug Sept Oct Nov Dec
(et Million
DAL s )

3221 33.10 33.10 32.78 3278 32.78 3290 32.90 32.90
(e e MU/NA.... e, )
10.35 10.26 10.26 10.26 10.36 10.20 9.78 9.68 9.68
(e 0[O0 I o | )

339.6 3396 3364 3395 3343 321.7 3185 3185
(e e Mt/Na........ccoeiii )
10.26 10.26 10.31 10.10 9.99 9.72 9.69
R 1000 Mt.ceniiiiie e )
339.7 3364 338.0 331.0 328.8 319.7 319.0



ALL WHEAT'

Non-Commercial Contracts MBU Change Openint. % ofOl | Record Record

30-Mowv-10 | LOMNG 58,884 284 23} 208,588 7.0% Long Short
286-Mov-10 | LONG 61,565 08 17} 230,546 6.6% 22.4% 18.7%
Commercial Contracts MBU Change Openint. % of Ol | Record Record

30-MNow-10 | SHORT (24,3458) 122 26 209,565 3.0% Long Short
28-Mow-10 | SHORT (29,604 148 37 H30, 546 3.2% 15.2% 25.5%
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Discussion

— Low stocks are likely to remain a feature for the future. Robust
demand including from biofuels results in a quasi permanent
stock-out

— High price volatility will remain a feature as long as stock
remain low

— Are large non-commercial traders successfully anticipating
market fundamentals, or at least perceived market
fundamentals (USDA reports)?

— Speculators unlikely to drive price levels or volatility, but
benefit from high volatility and anticipate price swings
successfully

— Better regulation of futures markets remains important
e No convergence of the wheat contract
e Rising share of HFT (40%), price discovery between machines



Thanks.
Questions?



So, what then caused higher prices?

Energy prices:

Energy market is large and, in the long-run, creates perfectly
elastic demand for agricultural produce at break-even points

(parity prices).
Energy policies
Mandates: Inelastic demand in the short-run

Subsidies: work differently from traditional subsidies, they do
not generate surpluses to be disposed off on world markets and
thus do not depress world prices

Demand side shocks “innovations” can add to
and aggravate the effect of supply side shocks.
This is indeed a new phenomenon
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Crude oil also drives Rapeseed prices
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China, Maize: Stocks and Production
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