WORLD ECONOMIC OUTLOOK: SLOWING GROWTH, RISING RISKS

Box 1.4. Financial Investment, Speculation, and Commodity Prices

Was financial speculation a major force behind
the commodity price boom of 2003—08 and behind
stubbornly high prices since the end of the Great
Recession? This question continues to be widely
debated against the backdrop of the financialization
of commodity markets—that is, the greater role of
noncommercial participants (including speculators
and long-term investors) in commodity derivative
markets and large increases both in trading volume
and in outstanding stocks of derivatives (Figure
1.4.1).

There is an element of déja vu to this debate,
given the long tradition of attributing commodity
price increases and booms to speculation.! In earlier
episodes, however, the focus was on traditional
speculation through inventory hoarding. This box
reviews the financialization of commodity markets
and its impact on commodity prices, building on
recent research.? It argues that although financial-
ization has influenced commodity price behavior,
recent research does not provide strong evidence
to suggest that it either destabilizes or distorts spot
markets. In this light, policy efforts should focus on
making markets work better at a time of structural
change in global commodity markets.

The Case for Attributing High Commodity Prices
to Financialization

Many arguments have been advanced to support
the view that financialization has driven commod-
ity spot prices over the past decade.? At the risk of
oversimplifying, their essence is that commodity
markets have had trouble adjusting to financializa-
tion because of one imbalance and two distortions.
e The imbalance is the continued large inflow into

derivative markets by long-only investors seeking

exposure to commodity prices. These inflows
have led to an upward shift in the demand for
commodity futures and upward pressure on

The main authors of this box are Thomas Helbling, Shaun
Roache, and Joong Shik Kang.

1Jacks (2007) provides a historical perspective.

2This box draws on Helbling, Kang, and Roache (2011),
which includes an extensive list of references in addition to
those provided here.

3Irwin, Sanders, and Merrin (2009) survey the arguments.
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futures prices. Because commodity spot and

futures prices are connected through price discov-

ery linkages and arbitrage, spot prices could also
be affected by this upward pressure.

o This imbalance contributes to the first distortion.
After years of rapid growth, open positions and
trading volumes in commodity derivative markets
now exceed transactions in physical markets, sug-
gesting that investors now dominate commodity
price formation.*

o The second distortion arises from an invest-
ment strategy widely used by institutional
investors—indexing—which is seen as having
led to “noise trading” (trading by investors on
the basis of erroneous beliefs or other reasons
unrelated to market fundamentals or meaningful
new information). The strategy builds expo-
sure through a synthetic derivative, issued by a
financial intermediary, which tracks returns on a
fixed-weight portfolio of commodity futures. The
noise trading arises through the intermediation
process, which implies that demand simultane-
ously increases for the whole set of underlying
futures, irrespective of specific market conditions
and prospects for the individual commodities. It
could thus affect both futures and spot prices, as
above.

Together, the distortions imply that fundamen-
tals may not fully explain recent commodity price
increases, reflecting the destabilizing effects of noise
traders.’

Recent Empirical Evidence Concerning Such
Imbalances and Distortions

In the absence of a recognized fair value for com-
modities, recent research has tried to find evidence
that apparent imbalances and distortions have
destabilizing effects on prices. There is no general
evidence of increased commodity price volatility
since the onset of financialization in the early 2000s
(Figure 1.4.2).

“The well-known testimony of Masters (2008) at a U.S.
congressional hearing exemplifies this view.

The effects of noise trading in finance are examined
by Shleifer and Summers (1990) and De Long and others
(1990).
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Figure 1.4.1. Commodity Market
Financialization
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Sources: Bloomberg Financial; U.S. Commodity Futures Trading
Commission; and IMF staff calculations.

Tincludes corn, wheat, soybeans, and rice.

2Includes crude oil, gasoline, heating oil, and natural gas.

3Includes gold and silver.

4Gross noncommercial positions include long and short
positions. Total gross positions include long and short
commercial, noncommercial, and nonreportable positions. For
agriculture, energy, and precious metal groups, average gross
noncommercial positions are shown. Options are included in terms
of futures equivalents: number of options multiplied by the
previous day’s risk factor for the option series.

If noise trading (and destabilizing speculation more
generally) had become more important, commodity
price volatility should have increased. On the other
hand, if investors provide liquidity and facilitate
price discovery, price volatility would be expected to
decrease. Although there is no general evidence of
increased price volatility across the 51 commodities
included in the IMF’s commodity price index, there
are two points worth noting. First, there are occa-
sional increases in volatility, before and after financial-
ization. But in most cases, times of higher volatility
can be attributed to specific factors, such as the Great
Recession of 2008-09 or times of low inventories
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Figure 1.4.2. Commodity Price Volatility,
1990-20111
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Sources: Bloomberg Financial; and IMF staff calculations.

1Conditional standard deviation from a GARCH (1,1) model
estimated from daily data. Data are through July for 2011.

2APSP (average petroleum spot price) denotes an equally
weighted average of three crude spot prices: West Texas
Intermediate, Dated Brent, and Dubai Fateh.
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Box 1.4 (continued)

(metal prices during 2005-07). Second, the price
volatility of a number of major food commodities
has increased over the past few years (see also Roache,
2010). Although fundamentals likely contributed to
this increase (for example, low inventories and bad
weather), it is difficult to establish statistically signifi-
cant relationships in this respect.

Evidence based on other approaches to assessing
the impact of financialization suggests the following.
o A large number of studies covering different time

periods and commodities have not found evidence

that changes in futures positions of financial

(“noncommercial”) investors in U.S. markets had

statistically significant effects on subsequent futures

price changes.® If order flows from commod-

ity financial investment affected price dynamics

beyond the usual horizon of a few hours to a few

days, such predictive power should be apparent.”

o The forecast performance of futures prices—the
success in predicting future spot prices—does
not depend on whether markets are in a bull
or a bear market phase (Roache and Reichsfeld,
2011).8 If bull markets involved an element of
price overshooting driven by the herd behavior
of uninformed long-only investors, the forecast
performance of futures prices would be expected
to deteriorate during such market phases.

o Global macroeconomic factors explain a large
and broadly stable share of commodity price
fluctuations.? In addition, Kilian (2009) found
that shocks to global activity explain a large part
of the run-up in oil prices during 2003-08. If
noise trading had become more important, the

%See, for example, Biiyiiksahin and others (2009). Singleton
(2011) is a notable exception.

7This analysis, based on so-called Granger causality tests,
long suffered from data shortcomings. But more recent stud-
ies based on disaggregated data that allow identification of
trading behavior of specific investor categories (such as swap
dealers) have corroborated earlier findings. Studies based on
daily data have yielded similar results.

8Similarly, Alquist and Gervais (2011) do not find evidence
that changes in investor positions have statistically significant
effects on the spread between futures and spot prices. They would
have such an effect if expectations of future spot prices embedded
in futures prices were driven primarily by noise traders.

9See, for example, Vansteenkiste (2009); Helbling (2011);
and Roache (2011).
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unexplained share in econometric models of com-
modity price fluctuations would have increased.
Because global macroeconomic factors influence
all commodities to some extent, comovement in
commodity prices over the past few years does
not seem unusual.

o Inventories of major commodities did not rise
steadily during the boom of 2003-08. If the price
boom had reflected simply the unrealistically bull-
ish expectations of uninformed investors, such a
situation could be sustained only with increasing
inventory hoarding. Otherwise, physical markets
would not clear as consumption declined with
ever-rising prices.!? This stylized fact rules out
simple bubble explanations of the 200308 com-
modity price boom, but it does not preclude short-
lived price overshooting because of noise trading
(given price-inelastic demand in the short term). It
also does not preclude interaction between finan-
cialization and the cyclical behavior of the demand
for commodity inventories, including because of
changes in the cost of hedging.

Why Is the Empirical Evidence of These
Imbalances and Distortions So Inconclusive?

Although recent research does not rule out spot
price effects of commodity market financialization,
it has not uncovered a smoking gun for obvious
price misalignments or destabilizing effects due to
financial speculation. This broad conclusion still
seems counterintuitive to many. A number of factors
can help reconcile evidence and intuition.

In practice, there is greater diversity among inves-
tors and investment strategies than the caricature of
new market participants as index investors suggests.
Hedge funds, which now account for a substantial
share of the holdings of commodity derivatives in
U.S. markets, often go long or short, depending on

19This argument was put forward in the oil market context
by Krugman (2008), drawing on Jovanovic (2007). Alter-
natively, as noted by Hamilton (2009), if producers shared
investors” expectations, they would lower current production
to produce more later when prices are higher. But, again, if
unrealistic expectations by investors were the initial driving
force, they would ultimately be validated by fundamentals in
the physical market.
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circumstances.!! They also pursue arbitrage strate-
gies, which may offset distortions from indexing
strategies.'> Many of the large new investors are
also well informed and follow supply and demand
closely.

Supply constraints play very different roles in
commodity futures markets compared with physi-
cal commodity markets. In the latter, they are the
main reason for very small short-term supply price
elasticities (see below), whereas in futures markets,
limits to arbitrage by large informed investors and
financial intermediaries are the main obstacle to
highly elastic supply. Although arbitrage is some-
times limited—for example, because of capital
or risk constraints—it usually is a strong force
even though it may have occasional spillovers into
physical markets.!3 As a result, price pressure from
increased futures demand by index investors typi-
cally seems small in practice.

Commodity market fundamentals can also
explain the large, abrupt price changes that are
sometimes attributed to speculation. Because physi-
cal demand and supply are highly price-inelastic in
the short and sometimes also in the medium term,
unexpected small changes in demand or supply
fundamentals, including, for example, in global
activity, can trigger large rapid price changes. In
other words, large initial price increases are often
needed to induce the demand reduction and sup-
ply increases needed for market clearing (and vice
versa). Temporary price spikes can be amplified if
inventory or spare capacity buffers are low and con-
sumers fear physical shortages. Such amplification,
while not always present, can introduce regime-
switching behavior in commodity prices.

Another consideration is that, even if commod-
ity market financialization does influence pricing, it
is not clear that the effects on spot prices are large,
especially at cyclical horizons. The price changes

11See Biiyiiksahin and Robe (2010), among others.

2[rwin and Sanders (2010) noted that the behavior
of index investors is very predictable, thereby facilitating
arbitrage.

13Spillovers are also possible because liquidity suppliers in
futures markets may seek to arbitrage index investors without
assuming additional risk by taking offsetting long spot and
short futures positions.
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Figure 1.4.3. Commodity Futures Risk
Premiums
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Sources: Bloomberg Financial; and IMF staff calculations.

would be the result of closer integration of com-
modity derivative markets into global financial
markets.!4 A first obvious channel for change is that
an expanding, broader set of market participants
(which includes participants who also invest in
other markets) means that unexpected changes in
global factors may now be priced more rapidly and
more in sync with other financial markets. Second,

14See, for example, Tang and Xiong (2011).
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Box 1.4 (continued)

commodity prices might respond more to global
risk premiums, as investors compare their risks and
expected returns on commodities to those of other
financial assets in their portfolios.

These changes in pricing can be expected to affect
high-frequency price dynamics, but they may not
affect commodity price behavior at monthly or
quarterly frequencies. The reason is that these same
underlying factors influenced commodity prices
long before financialization. Factors such as pros-
pects for global activity, for example, have always
influenced prices through their effects on commod-
ity supply and demand. Similarly, the risk premiums
that compensate commodity futures investors—part
of the well-known risk transfer function of futures
markets—were present before financialization.
Although they have not yet been closely scrutinized,
there is no evidence of fundamental changes in
commodity futures risk premiums (Figure 1.4.3).

Finally, research remains constrained by a lack
of data. In particular, data that differentiate posi-
tions by type of trader have only recently become
available and cover only U.S. markets for a five-year
period. Such differentiation is needed to examine
the impact of new investors on indicators of market
petformance such as futures returns and risk premi-
ums, given the great diversity in trading strategies

International Monetary Fund | September 2011

among traders and investors. Promising research
along these lines has only begun.!4

Does Commodity Market Financialization Call
Jor Policy Action?

In sum, recent research does not provide strong
evidence that commodity market financialization has
had obvious destabilizing effects. On the other hand,
there is evidence that it has added to market liquidity,
which generally enhances rather than distorts price
discovery. And a number of recent developments that
are often perceived to be anomalies can be explained
based on fundamentals. For example, after a recession,
when evolving expectations about the path of global
economic recovery are key factors in asset price fluctua-
tons, high correlation between equity and commodity
prices should not be a surprise. The conclusion is that
commodity market financialization does not call for
urgent policy intervention. Nevertheless, at a time of
rapid structural change in global commodity mar-
kets—significant and largely permanent shifts in the
sources and strength of demand for major commodi-
ties amid new supply challenges and changing market
structures—it is important to ensure a framework for
the proper functioning of globalized markets.

4Etula (2009) and Biiyiiksahin and Robe (2010) are recent
examples.



