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(Note by the Secretariat) 

 

The commodity price outlook and price uncertainty will be a major feature of the 2008 OECD-FAO 
Agricultural Outlook. The discussion in the Outlook report will focus on factors determining short and 
longer term price developments and on whether the current price hikes are a reflection of systemic change 
in agricultural commodity markets, or rather of a transitory nature. The present report was prepared by 
Dr. Frank Rose, formerly a Senior Vice-President with the CBOT and presently Assistant Professor at 
Lewis University. It discusses the possible impacts on cash prices of the growing role of investment capital 
in futures markets. This report, together with the other reports to be discussed under this agenda item and 
the ensuing discussion by the Groups will be synthesized in a special section in the forthcoming Outlook 
report. 
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A NOTE ON THE ROLE OF INVESTMENT CAPITAL IN THE US AGRICULTURAL FUTURES 
MARKETS AND THE POSSIBLE EFFECT ON CASH PRICES 

I.  The growing importance of investment capital flows and derivatives in global markets 

1. The large pools of investment capital moving around the world in search of high returns and 
portfolio diversification have attracted much attention in recent years. The institutional players are 
diverse - banks, pension funds, hedge funds, swap dealers, sovereign wealth funds, large multinational 
enterprises, to name a few -  and the sums of money are enormous. It has been estimated, for example, that 
the sovereign wealth funds control as much as USD 3 trillion in assets (Reuters, 2008). The ebb and flow 
of this money is not transparent and there is often concern regarding the effect on asset values and price 
volatility. 

2. Another important trend in the global financial markets in recent years is the dramatic growth in 
the exchange-traded derivatives markets, both in terms of activity levels and global reach. In the 
agricultural derivatives markets, for example, global trading activity in futures and options combined has 
more than doubled in the last five years. In the first nine months of 2007, this activity grew 30% over the 
previous year.   

3. Most of the world�s financial centers have derivatives exchanges, created to address local 
transactional needs but also designed to attract international participation. Technology has allowed wide 
distribution and access to these markets, as most of the trading is now conducted electronically. Exchange 
mergers have increased the market-making capacity in the derivatives markets, and credit risk in the cash 
markets has driven many users to the security of the exchanges, where the clearinghouses remove credit 
risk. As a result, derivatives markets now compete with stock, bond and other financial markets for 
investment capital. They have become liquid enough to accommodate the large pools of investment capital 
looking for portfolio diversification and profit opportunities. One market insider, for example, estimates 
that the value of assets currently under management in the U.S. futures markets at over USD 120 billion. 
No one knows for sure.  

4. The evolution of the derivatives markets has mirrored the evolution of the underlying cash 
markets. As cash market needs for risk management and investment alternatives has become more 
sophisticated, the futures and options exchanges have responded with new products and market forms to 
serve those needs. These innovative, non-traditional derivatives products (e.g. futures and options based on 
swaps, measures of the health of the environment, and an ever larger set of stock index, interest rate and 
foreign exchange market instruments) have attracted a new set of users who are using the markets in 
different ways. At the same time, cash market investors are finding new uses for the traditional futures 
products, as well (e.g. futures and options based on agricultural and metals products), channeling large 
sums of investment capital into these markets.  As a result, the number and type of participants in the 
derivatives markets have broadened significantly. 
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II.  The purpose and focus of this note 

5. This note focuses on the performance of the traditional agricultural futures contracts in this new 
investment environment. How are these markets being used differently by today�s more sophisticated 
financial market practitioners? How does this affect the traditional relationship between the cash markets 
and the futures markets? What are the implications for cash market prices now and going forward? In our 
analysis, we will use, as examples, the corn, wheat and soybean futures markets at the Chicago Board of 
Trade (CBOT), and the sugar futures market at the Intercontinental Exchange (ICE) in New York. 

6. We begin with a brief overview of how the futures markets operate, how their prices are linked 
with cash market prices, why they are useful to those who operate in the cash markets and those who do 
not, and why they are attracting more and more investment capital. Then, with this background, we will 
discuss specifically how funds and other non-traditional users are using these markets to achieve their 
investment objectives and we will examine data describing the magnitude and growth of their involvement 
in the markets. This will help ascertain the impact of their activities on cash market prices. Finally, we will 
consider some performance issues in the futures markets that may impact the utility of these markets going 
forward for both investment and cash market pricing. 

III.  The link between agricultural cash and futures prices 

7. The most often cited economic purposes of futures markets are price discovery, risk management 
and investment. Since their inception in the mid-1800s, the futures markets in Chicago and New York have 
been used for these purposes by producers, processors, manufacturers or merchants handling the 
underlying commodity, its products and by-products. Now, a broader set of market participants are using 
the futures markets for the same purposes. To define these terms: 

• Price discovery is the process of drawing on all available information to determine, in a 
transparent fashion, the price of a physical or financial asset. This is particularly helpful in a 
world of fragmented and opaque cash markets. The information is brought to the futures market 
by firms which are active in the cash market, investors and other participants, and their 
information is incorporated into the price through their trading activity.   

• Risk management, or hedging, is the process by which market users who have a price risk in the 
cash market that they do not want, transfer the risk to another market participant who is willing to 
accept it.  

• Investment is facilitated in the futures markets by an increasing array of products to invest in and 
low transactional costs of investing. If, for example, an investor thinks that corn prices are going 
to fall, it may be difficult for him to position himself in the cash market to profit from a decline in 
prices. However, in the futures market, it is easy and inexpensive to do so. Investment, some 
prefer to call it speculation, has always been critical to successful futures markets since, by 
definition, investment is taking on a risk in the hope of achieving monetary gain. In a futures 
market with no investors, there would be no one to take the risk that the risk managers, or 
hedgers, wish to shed. 

8. It is important to remember that the economic purpose of these markets is not to acquire the 
physical or financial asset. Acquiring corn, say, via the futures market would be very inefficient and costly. 
Some delivery of the underlying asset does occur to ensure proper linkage between the cash and futures 
prices but delivery accounts for less than 1% of the total trading activity in most markets.     
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9. What is bought and sold in futures markets are contracts agreeing to buy or sell the underlying 
asset - e.g. corn or wheat - at some time in the future. Since these are contracts, there is no limit to the 
number of them that can be traded. The size of the crop or the inventory does not limit the amount of 
futures contracts bought and sold. Thus, the total number of futures contacts traded in a given year, 
multiplied by the amount of the underlying asset represented by the contract - e.g. 5000 bushels - can 
dramatically exceed the size of that year�s harvest.  In 2007, for example, the quantity of futures contracts 
traded at the CBOT represented 273 billion bushels of corn, 98 billion bushels of wheat and 159 billion 
bushels of soybeans, respectively. The quantity of sugar futures contracts traded in 2007 at the ICE 
represented 1.1 billion metric tons of sugar.    

10. The value of the contract is related to, or derived from, the value of the underlying asset. For 
example, if a futures market investor agrees to a contract committing him to buying corn in the future at 
USD 3.00/bushel and the price of the actual corn underlying the contract rises to USD 3.50/bushel, the 
value of the contract to buy corn at USD 3.00/bushel increases.  If an investor has bought this contract, he 
can sell it at this point, if he wishes, to another market participant and make USD 0.50/bushel on his 
investment. He does not have to hold his contract until it expires. In the liquid futures markets, he will be 
able to find a buyer whenever he would like to sell it. If he does hold the contract until it expires, he will be 
obliged to take delivery of the actual corn. However, as noted above, delivery of the underlying product 
seldom occurs. Most market participants, investors and risk managers alike, offset their contracts before 
they expire. 

11. Of course, like all investments, futures market investments are risky. In the case above, if the 
price of corn falls to USD 2.50/bushel, the futures contract obligating the investor to buy corn at 
USD 3.00/bu. will decline. He can sell his contract to another market participant and take his 
USD 0.50/bushel loss. Alternatively, he can hold it longer, hoping the cash corn prices will rise, raising the 
value of his contract sometime prior to its expiration. If he still holds the contract at expiration, he will be 
obligated to make delivery of the actual corn. This seldom happens.   

12. The fundamental link between the price of the futures contract and the price of the underlying 
asset is the �cost of carry�. Today�s price of a futures contract is basically equal to today�s price of the 
actual cash market asset 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 a futures contract on corn, the cost 
of carry is the storage and insurance cost of holding the cash corn from today until the futures contract 
expires. As long as this relationship holds, supply and demand factors affecting prices in the cash market 
will be transmitted to the futures contract prices through this link. Likewise, factors affecting futures 
market prices can be translated to cash market prices of the underlying asset. As we will discuss later, there 
are signs that, during some periods, this link may not be holding in the corn, wheat and soybean futures 
markets. 

13. If, based on this relationship, the price of a certain futures contract is higher than it should be, 
arbitrageurs in the market sell the futures contract at the high price, buy the underlying cash asset, store it 
until the futures contract expires and make delivery in satisfaction of the futures contract, thus making an 
arbitrage profit. If the futures price is too low relative to the cash price, the arbitrageurs will buy the futures 
contract, hold it until it expires, take delivery of the underlying cash asset under the terms of the futures 
contract and sell it at a higher cash market price. The deliveries of the cash asset that DO occur in the 
futures markets - accounting for a very small percentage of total trading activity, as noted previously - are 
mainly done by arbitrageurs.  

14. In a liquid, properly functioning futures market, this arbitrage will keep futures contract prices 
tied to cash market prices. As long as this is the case, futures prices are good proxies for the prices of the 
cash market assets and risk managers can effectively offset their cash market price risk by using futures. 



TAD/CA/APM/CFS/MD(2008)6 

 6

They do this by taking positions in the futures markets that are opposite to their cash market positions. For 
example, if an exporter needs to buy grain in six months and would suffer a loss from a rise in grain prices, 
he can buy a futures contract today that expires in six months. If the cash price rises, the futures contract 
price should rise too, due to the links discussed above, and his profit in the futures market will offset the 
higher price he will pay for his cash grain.  

IV.  Why investment capital is increasingly attracted to futures markets  

15. For investors, the close correlation between cash and futures prices, coupled with the fact that 
transactions costs are lower in the futures markets and positions can be changed readily, means that those 
wanting to position themselves to profit from the changes in the values of the cash market assets can do 
easily and cost effectively using the futures contracts based on those assets. 

16. Investment in futures markets, particularly by those not active in the underlying cash markets, has 
occasionally been the target of criticism. The principal concern has been that it is associated with increased 
price volatility in the underlying prices. There could be two reasons for this. First, the volatility could be 
caused by too much investment activity, driving the cash prices up and down, via the links discussed 
previously, as speculators take large buy (�long�) and sell (�short�) positions in the futures markets. 
Second, it could be caused by too little futures market investment, as large demand for risk management 
services is not met by adequate investment capital willing to take on the risk. For example, in certain 
periods, many risk managers, concerned with large harvests and inventories, may seek to offset their 
exposure to possible falling cash prices by establishing large sell positions in the futures markets. If there is 
not adequate investment capital in the futures markets to buy what the risk managers want to sell, the price 
will have to fall until buyers can be found. This would result in a larger downward price move than would 
be the case in a market with sufficient risk taking capacity.    

17. Many studies in the academic literature have examined the effect of futures markets on cash 
market volatility. These studies often compare the volatility of the cash market product before and after the 
introduction of futures trading, and most seem to suggest that futures trading does not increase volatility. In 
fact, some studies find that cash market volatility falls after futures trading starts. Nevertheless, the concern 
is still expressed occasionally, most often during periods of market instability. 

18. In our discussion so far, we have highlighted, in general terms, the integral role of investment in 
futures markets, how investment capital may affect pricing in these markets, and the market mechanics 
causing these effects. Has the role changed recently? Is investment capital increasingly being attracted to 
the futures markets? If so, why? And, what are the price effects?   

19. One difference is the increased use of the markets by institutional investors looking to add an 
asset class to their portfolios which is not correlated with stock, bonds, real estate or other investment 
classes. These investors are driven by one of the basic tenets of investing - that the addition to a portfolio 
of assets which are uncorrelated with existing assets will decrease the risk of that portfolio. You cannot 
eliminate the risk of war, inflation, recessions and high interest rates, but you CAN substantially reduce, if 
not eliminate, most other risks with a well-diversified portfolio. So, institutional investors having a 
portfolio of, say, stocks and bonds can reduce their risk by adding futures contracts. 

20. Two commodity indexes are often used as references by these investors - the Standard and Poor�s 
Goldman Sachs Commodity Index (S&P GSCI) and the Dow Jones - AIG Index (DJ-AIG). Just as many 
investors use the Dow Jones Industrial Average Index or the S&P 500 Index to track the performance of 
their stock market investments, so do investors in the futures markets use the S&P GSCI and the DJ-AIG 
Indexes to track their futures market investments. Passive investors will replicate these indexes by 
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purchasing the component futures contracts in proportions mirroring the structure of the indexes and 
adding these contracts to their portfolios to achieve their diversification objectives. 

21. The compositions of the two indexes are different. The S&P GSCI comprises 12% agriculture, 
5% livestock, 70% energy, 11% industrial metals, and 2% precious metals. These weights are based on 
each component�s share of world production value. The DJ-AIG comprises 30% agriculture, 7% livestock 
contracts, 33% energy, 20% industrial metals, and 10% precious metals. 

22. These weights are based on trading volume in the futures markets with a 33% cap on the weight 
of any single component. 

23. The diversification benefits of adding a commodity asset class to an investment portfolio stem 
from the low correlations with traditional investments. One recent study which examines the use of futures 
markets by investment funds (Black and Kumar, 2008) reports that, over the January 1991 � December 
2006 period, the correlation coefficients between each of the commodity indexes and the Wilshire 5000 
Stock Index were 0.10 or less. The correlations with the Lehman Aggregate Bond Index over the same 
period were less than 0.05. The correlations with U.S. inflation (the consumer price index) were 0.16 or 
less. (A correlation coefficient of 1.0 would indicate that two variables move perfectly together; 0 would 
indicate no relationship.) 

24. Investors replicate these indices with long positions in the futures markets, usually using the 
�nearby� expiration months; i.e. to achieve the desired corn weighting, the next expiration month specified 
by the corn futures contract would be used. For example, it is now the end of March. The CBOT corn 
futures contract specifies expirations in March, May, July, September and December this year. Trading in 
the March contract expiration has already ended. Therefore, the long-only investors might achieve their 
desired position in the corn market by buying a quantity of contracts in the May corn futures contract 
expiration which matches their weighting objectives. Then, sometime before the May contract stops 
trading, they would �roll� their positions into the July contract expiration. They would probably execute 
this roll in early May. They would do this by selling their May positions and buying July positions. Thus, 
they would maintain their long position, but it is now shifted to the next expiration month. Professional 
futures traders cite �the Goldman roll,� when the positions based on the S&P GSCI Index are moved from 
one futures expiration month to another, as an important new characteristic of the trading patterns in the 
markets.  

25. There are three points from the foregoing discussion to highlight. First, the nearby contract 
expiration months may be used because they are the most liquid and can accommodate large sums of 
investment capital with minimal price impact. Nevertheless, it is significant buy side demand which might 
be expected to have a positive price effect in those months. Second, the roll process may be predictable and 
anticipated by other market participants who position themselves to profit from it. For example, if it is 
anticipated that selling in the nearby month will lower prices in that expiration, at least in the short term, 
some traders may sell in advance in the hopes of making a profit. If it is anticipated that the deferred month 
price will rise, buying that expiration in advance of this roll could lead to profits. This alters the trading 
dynamics and could affect short-term pricing patterns. Third, the investment capital that is placed for this 
purpose � i.e. for portfolio diversification � is not price sensitive. It is not in the market because of an 
anticipated price rise.  It is there for portfolio diversification. 

26. Not all institutional investors in the futures markets engage in this type of passive investment 
activity, motivated mainly by portfolio diversification objectives. Some investors are motivated by the 
desire to make a profit and they DO care about price. Their pattern of activity in the futures markets is 
quite different. First, their activity in the futures markets will depend on profit opportunities in futures 
relative to other investment alternatives. If the stock market is not performing well during a certain period 
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and there are profit opportunities in futures, investment capital will flow from one market to the other. 
Second, these investors will not hold strictly long positions. They will buy or sell - go long or 
short - according to the results of their analyses of supply and demand, or technical price charts. They look 
for trends, and if prices are trending upward, they will go long; if prices are trending downward, they will 
go short. For example, there are fairly strong upward trends in corn, wheat and soybeans prices now 
because of ethanol production, China�s demand for commodities and other reasons, and these trends are 
attracting investment capital into the futures markets. Third, they will take positions in any contract 
expiration month, not limiting themselves to positions in the nearby expirations. Thus, if they see a profit 
opportunity in a distant expiration month � a month in the next crop year, for example � they will channel 
their investment capital into that month. Finally, these investors may take positions based on their 
knowledge and expectations of the activities of the long-only investors. As noted, it may be possible to 
predict when the long-only investors will roll their positions and other, opportunistic investors may seek to 
position themselves in the market to profit from the roll activity. 

27. It should be noted that, in recent years, banks have become increasingly active in agricultural 
futures markets. Much of this activity comes from swap dealers who are not investing, but rather hedging 
their price exposure in the over-the-counter swap market. For example, a bank swap dealer may enter into 
a transaction with a pension fund agreeing to exchange cash flows based on movements of one of the 
commodity indexes discussed above. If, say, the S&P GSCI Index rises, the swap dealer may be obligated 
to pay the pension fund an amount equal to the value of the price rise. To hedge this exposure, the dealer 
will take a long position in a number of futures markets, replicating his over-the-counter exposure. If the 
S&P GSCI Index goes up, the swap dealer pays the pension fund but realizes an equivalent gain in the 
futures position. 

V.  Data on investment in agricultural futures markets, with implications for prices 

28. The U.S. futures market regulator, the Commodity Futures Trading Commission (CFTC), 
provides data which is helpful in understanding the activity levels of these non-traditional investors in the 
markets and, hence, their impact on prices. Since 1962, the CFTC has published �Commitments of Traders 
Reports� (COT) showing the open interest of various categories of market participants. Open interest is the 
number of futures contracts that have been bought but not yet sold back (i.e. long positions) or sold but not 
yet bought back (i.e., short positions).  At any given time, long open interest must equal short open interest. 
Open interest is not the same as trading volume, which is the number of contracts which have changed 
hands (i.e., bought and sold) in the market. In the COT reports, �commercial traders� in a given futures 
market are hedgers who are managing the price risk of a cash market position. �Non-commercial traders� 
are those holding significant positions in the futures market for other reasons, usually investing. The 
reports are now released weekly. 

29. The data are aggregated from reports market participants must file based on the size of their open 
positions. For example, at the end of each trading day, participants in the corn futures market holding more 
that 250 contracts (representing 1.25 million bushels) must report their entire positions in corn futures to 
the CFTC.  The required reporting levels for participants in the wheat and soybean futures markets are 150 
contracts (representing 750 000 bushels), each.  In the sugar futures market (No. 11 contract), the reporting 
level is 500 contracts (representing 25 400 metric tons). It is important to note that many traders who are 
very active in the markets are not counted in these statistics.  For example, market makers trading large 
quantities of corn, wheat, soybean and sugar futures during the day but having few or no open positions 
when the market closes, will not be included. 

30. The COT data in Table 1 reveal some significant changes in the growth and composition of open 
interest in recent years. In corn futures, total open interest increased sharply in the last three years, from 
over 0.65 million contracts in February 2005 to around 1.45 million contracts today. Non-commercial 
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traders� share of long open interest increased from 17% to 43% of the total. In wheat futures, total open 
interest increased from 0.22 million contracts in February 2005 to 0.45 million today. Over this period, 
non-commercial traders� share increased from 28% to 42%. In soybean futures, total open interest grew 
from 0.27 million contracts to 0.60 million over the past three years with the non-commercial traders� 
share increasing from 20% to 46%. Finally, the sugar futures data show a somewhat different pattern. 
While open interest has more than doubled in the past three years, from 0.4 million contracts to 
0.98 million contracts, the share of the non-commercial traders has remained around 34%. Thus, the data 
show that between 2005 and 2008, the share of investment capital of the activity in the corn, wheat and 
soybean futures markets has grown significantly. This does not appear to be the case in the sugar futures 
market. 

31. For context, it is useful to note that over the last three years, monthly trading volume in these 
three markets � i.e., number of contracts bought and sold � has increased sharply, along with open interest. 
Monthly volume in corn, wheat, soybean futures has grown 85%, 125%, and 56%, respectively, during this 
period. Sugar futures volume has more than tripled. 

32. Are the non-commercial traders net long or net short in the markets? Has their positioning in the 
market changed over the past three years? Would their positions suggest they are having a positive or 
negative effect on prices? Table 1 also shows that in the corn, wheat and soybean futures markets, these 
traders have shifted from net short to net long positions. In sugar, these traders were net long in 2005 but 
they have significantly increased their net long position in 2008. These data are consistent with the 
expectation that there is significant institutional investor positioning on the long side for portfolio 
diversification, trend following or other purposes. 

33. In January 2007, in response to market interest for more information on the involvement of non-
traditional participants in the futures markets, the CFTC introduced a new, supplemental COT report 
showing the positions of so-called �index traders� in selected markets. The new report draws managed 
funds, pension funds and other passive investors from the non-commercial trader category, and the swap 
dealers and other non-traditional hedgers from the commercial trader category to create a new index trader 
category. 

34. The supplemental report presents combined data for the futures and options on futures markets. 
Table 2 provides data from the supplemental report released for February 12, 2008. The basic picture is the 
same; index traders have net long positions. Index traders in the CBOT corn futures and options markets 
were net long over 392 000 contracts (2 billion bushels) with 20% of the long open interest. In the CBOT 
wheat markets, they were net long over 190,000 contracts (952 million bushels) with 36% of the long open 
interest.  In CBOT soybean markets, they were net long nearly 193 000 contracts (963 million bushels) 
with 24% of the long open interest. For each commodity, there were 25 reporting index traders holding 
long positions. In the ICE sugar markets, the 23 reporting index traders were net long over 357 000 
contracts (18 million metric tons). 

35. The CFTC�s �Bank Participation Report� provides yet another perspective on the participation of 
non-traditional users in the agricultural markets by breaking down open interest held by U.S. and non-U.S. 
banks. These are primarily swap dealers hedging their over-the-counter commitments with long futures 
positions, as discussed previously. Table 3 presents data from the February 5, 2008 report. As of that date, 
there were two U.S. banks and 13 non-U.S. banks with open positions in CBOT corn futures. They were 
net long 97 000 contracts (484 million bushels). In CBOT wheat futures, the one US and 15 non-US banks 
were net long over 48 000 contracts (241 million bushels). In CBOT soybeans, the 2 US and 13 non-US 
banks were net long 29 000 contracts (145 million bushels). In ICE sugar, the 2 US and 11 non-US banks 
were net long 53 000 contracts (2.7 million metric tons). 
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36. How has the increased use of the futures markets by non-traditional institutional investors and 
hedgers affected the cash market prices for corn, wheat, soybeans and sugar? This paper does not attempt 
to quantify the effect. However, after considering the purposes for which these market participants are 
using the markets and examining available data, one is left with the strong impression that they are having 
a positive impact on futures market prices. Then, by extension, as long as the links between the futures and 
cash markets are sound, upward pressure on futures prices would draw cash prices up, too. Are these links 
still sound? 

VI.  Current issues with futures market performance, and possible price effects 

37. At the beginning of the paper, we discussed the links tying futures and cash prices together. The 
links are provided by the cost of carry, the possibility of delivery of the underlying commodity and the 
activity of arbitrageurs. There is some evidence that the links between the corn, wheat and soybean futures 
markets are not as strong as they once were, at least during some periods. If this is so, the impact on cash 
prices of the activities of institutional investors in the futures markets could be altered, perhaps reduced.  

38. A recent study by researchers at the University of Illinois (Good et al., 2006) raises two issues in 
this regard. First, they examine the convergence of futures and cash prices when the futures contract 
expires. In a liquid, properly functioning futures market, the cash and futures prices should be the same at 
expiration, in the principal delivery area specified by the contract. If futures prices are higher than cash 
prices, arbitrageurs will sell futures and buy cash until the two prices converge. If futures prices are lower, 
arbitrageurs will buy futures and sell cash. The study shows that there have been problems achieving 
convergence in the corn, wheat and soybean futures markets at times in recent years; i.e. the link between 
cash and futures prices may have broken down occasionally. This could be due to a number of technical 
issues, such as available storage capacity in the delivery area and the incentives to engage in arbitrage. 
Conceivably, it could also be due to the �inflation� of futures prices being caused by increasingly large 
long positions placed by institutional investors, as we have discussed in this paper. Could the strong 
upward pressure on futures prices be putting such stress on the cash-futures price link that it breaks from 
time to time? 

39. The second issue raised by the University of Illinois researchers is the �weakening basis� that has 
been observed in some areas. The basis is the difference between cash and futures prices. A weak basis 
means the difference between cash and futures prices is widening. Traditional market users follow the 
basis closely and structure their futures positions based on the level of the futures price and the basis. In a 
given area, the basis can be quite predictable � at least more predictable than the futures or cash prices 
themselves � at different times over the calendar year. This predictability allows for effective hedging. If 
the basis is unpredictable, the quality of hedging outcomes deteriorates. Pricing of the underlying cash 
commodity becomes erratic.    

40. A weakening basis in a certain production or merchandising area means that the futures price at 
the CBOT is higher than normal, relative to the cash price in that area. If the large long positions of the 
institutional investors are boosting the futures prices higher than warranted by cash market supply and 
demand fundamentals, as these investors� growing shares of the long side of the market would suggest, this 
could be a cause of the weak basis and the resulting difficulties in pricing the cash corn, wheat or soybeans. 
If the futures price becomes decoupled from cash market supply and demand fundamentals, this makes it 
more difficult to determine the true value of the underlying commodity. If the price discovery process in 
the futures market yields prices which cannot be used as proxies or barometers for the underlying 
commodity prices, one important, traditional role of the futures markets is diminished.  
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VII.  Conclusions  

41. There are at least three conclusions that may be drawn from this discussion which are relevant for 
policy-makers, market practitioners and other futures market observers. First, there is more investment 
capital in the agricultural futures markets now than previously. There are a number of reasons for this. The 
financial markets are more sophisticated and more institutional investors are understanding how futures 
markets can be used to improve their investment outcomes. The exchanges have greater market-making 
capacity to accommodate large flows of investment capital and electronic trading has made market access 
easier. The removal of credit risk at the exchanges by the clearinghouses makes the exchange markets very 
attractive. The cost of placing and lifting an investment position in the futures markets is low compared to 
the cost of positioning in other markets. Finally, there are a number of price trends in today�s markets 
which global investors are following and they can be followed cost effectively in the futures markets. 

42. Second, a growing share of this increasing investment capital is currently being positioned on the 
long side. The open interest data in the corn, wheat, soybean and sugar futures markets over the past three 
years clearly show this. It can be expected that this demand is having a positive impact on futures prices. 
We must remember, however, that in different market environments, this demand could move easily and 
quickly to the short side.   

43. Third, there are some questions to keep in mind for the longer term. As noted, there is some 
evidence that the links between corn, wheat and soybean futures and cash market prices are occasionally 
being strained. The convergence and basis issues discussed previously are worth monitoring. If the futures-
cash price links are weakening in some cases, and if it continues, will futures prices continue to be useful 
gauges of cash market asset values? Will risk managers be able to offset their cash market price exposures 
as effectively as they have traditionally done? If not, will there be more demand for government-provided 
price protection? 

44. All indications are that the flows of large sums of investment capital into the agricultural futures 
markets are likely to continue. The basic motivations which we have discussed in this paper for this money 
to move into futures are not expected to change. In a recent Financial Times article (Financial Times, 
2008), a Standard and Poor�s representative said that assets benchmarked to the S&P GSCI Index were 
expected to increase more than 20% in 2008 from an estimated USD 80-85 billion at the end of 2007. In a 
Reuters interview in February (Reuters, 2008), the chairman of the CFTC was asked about the role of 
sovereign wealth funds, specifically, in the futures markets. He said that these funds are not �major 
players� in futures markets currently but that the CFTC knows that this could change. Policy-makers, 
market practitioners and others with a stake in the performance of the global agricultural markets will be 
watching closely.   
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Table 1.  Open interest of commercial and non-commercial traders: selected futures markets 

February 2005 vs. February 2008 

 (Number of contracts � futures only, with percent shares) 

 Corn Futures Wheat Futures Soybean Futures Sugar Futures 
Total open interest 

2005 
2008 

 
657 417 

1 452 992 

 
222 752 
449 237 

 
272 127 
596 447 

 
400 084 
979 085 

Commercial � long 
2005 
2008 

 
405 269 
662 465 

 
123 462 
218 258 

 
161 938 
255 864 

 
175 234 
543 496 

% Commercial 
2005 
2008 

 
61.6 
45.6 

 
55.4 
48.6 

 
59.5 
42.9 

 
43.8 
55.5 

Non-commercial � long 
2005 
2008 

 
111 064 
627 987 

 
62 382 

189 946 

 
54 181 

274 440 

 
139 133 
330 289 

% Non-commercial 
2005 
2008 

 
16.9 
43.2 

 
28.0 
42.3 

 
19.9 
46.0 

 
34.8 
33.7 

Non-commercial�net long 
2005 
2008 

 
-114 265 
356 258 

 
-41 939 
19 717 

 
-78 161 
152 362 

 
78 007 

162 412 

Notes: 

Long open interest is reported for commercial and non-commercial traders. 

Contract sizes:  Corn, Wheat and Soybeans � 5 000 bushels; Sugar � 112 000 pounds. 

Data for the ICE Sugar #11 contract is presented.  

Sources of data: Commitments of Traders Reports; Commodity Futures Trading Commission;  February 8, 2005 and February 12, 
2008. 

Table 2.  Open interest of commercial, non-commercial and index traders: selected futures and options on 
futures markets, February 2008 

(Number of contracts � futures and options combined, with percent shares) 

 Corn futures and 
options 

Wheat futures and 
options 

Soybean futures 
and options 

Sugar futures 
and options 

Total open interest 2 099 426 607 963 841 245 1 291 206 
Commercial � long 506 135 64 192 131 868 312 159 
% Commercial 24.1 10.6 15.7 24.2 
Non-commercial - long 945 082 279 083 407 037 445 874 
% Non-commercial 45.0 45.9 48.4 34.5 
Index traders � long 423 647 219 807 201 389 400 918 
% Index traders 20.2 36.2 23.9 31.0 
Index traders � net long 392 163 190 402 192 657 357 586 
Notes:   

Long open interest is reported for Commercial, Non-Commercial and Index Traders. 

Contract sizes:  Corn, Wheat and Soybeans � 5 000 bushels; Sugar � 112 000 pounds. 

Data for the ICE Sugar #11 contract is presented. 

Source of data:  Commitments of Traders Supplemental Report; Commodity Futures Trading  Commission; February 12, 2008. 
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Table 3.  Open interest of banks: selected futures markets; February 2008 

(Number of contracts � futures only; with bank counts and percent shares) 

 Corn futures Wheat futures Soybean futures Sugar futures 
US Banks 

Number 
Long positions 

% of total 
Net long 

 
2 

14 472 
1.0 

3 459 

 
1 

7 264 
1.6 

7 143 

 
2 

6 118 
1.9 

-1 004 

 
2 

8 782 
0.8 

5 800 
Non-US Banks  

Number 
Long positions 

% of total 
Net long 

 
13 

105 316 
7.2 

93 475 

 
15 

47 076 
10.2 

41 090 

 
13 

32 913 
5.5 

30 078 

 
11 

85 682 
8.2 

47 183 
All Banks 

Net long 
 

96 934 
 

48 233 
 

29 074 
 

52 983 
Notes: 

Long open interest is reported. 

Contract sizes:  Corn, Wheat and Soybeans � 5 000 bushels; Sugar � 112 000 pounds. 

Data for the ICE Sugar #11 contract is presented. 

Source of data:  Bank Participation Report; Commodity Futures Trading Commission;  February 5, 2008. 

 
 


