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Important Issues Related to Recent Market 
Volatility  

Issue Conventional Wisdom 

#1: Large upward price spikes Speculation was a main driver 

#2: Failure of futures and cash                         
prices to converge 

Speculation was a main driver 

#3: Forward contracting limitations Cost increased 



“The Masters 
Hypothesis” 



“Passive speculators are an invasive species that will 
continue to damage the markets until they are 
eradicated.  The CFTC must address the issue of 
passive speculation; it will not go away on its own.  
When passive speculators are eliminated from the 
markets, then most consumable commodities 
derivatives markets will no longer be excessively 
speculative, and their intended functions will be 
restored.”   

Michael W. Masters, Testimony 
before the Commodity Futures 
Trading Commission (CFTC), March 
25, 2010 



Unpacking the Masters Hypothesis 

•  Supplies of physical commodities are constrained in the 
short-run 

•  Unleveraged futures positions of index funds are effectively 
“synthetic” long positions in physical commodities, and 
hence, represent new “demand” 

•  If the magnitude of index fund “demand” is large enough 
relative to physical supply, prices and price volatility can 
skyrocket 

•  Bottom-line: index fund investment is “too big” for 
the size of existing commodity futures markets 



Point #1: Money Flows are not Necessarily the 
Same as Demand 

•  If long positions of index funds 
are new “demand” then the 
short positions for the same 
contracts are new “supply”? 

•  In theory, no limit to the 
number of futures contracts 
that can be created at a given 
price level 

•  Price changes as information 
changes not necessarily as 
trader positions change 

“…for every long there is a 
short, for everyone who 
thinks the price is going 
up there is someone 
who thinks it is going 
down, and for everyone 
who trades with the flow 
of the market, there is 
someone trading against 
it.”  

Tom 
Hieronymus 



Point #2: Inventories Should Increase for Storable 
Commodities in a Price Bubble 
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“So my challenge to 
people who say there’s 
an oil bubble is this: let’s 
get physical. Tell me 
where you think the 
excess supply of crude is 
going.” 

Paul 
Krugman 



Point #3: Index Fund Buying is Very Predictable 

•  Theoretical models show that 
uninformed or “noise” traders can 
impact market prices IF their 
trading is  unpredictable 

•  Index funds widely publish their 
portfolio (market) weights and 
roll-over periods (“The Goldman 
Roll”)  

•  Highly unlikely that other large 
traders would hesitate to trade 
against index funds if they were 
driving prices away from 
fundamental values 

“U.S. Oil Fund Finds 
Itself at the Mercy of 
Traders.” The Wall Street 
Journal, March 6, 2009  

“It's like taking candy 
from a  baby,” said 
Nauman Barakat, senior 
vice president at 
Macquarie Futures USA in 
New York.  





CBOT Wheat Futures Prices and Index Trader Net 
Long Positions, January 2004-September 2009 



Relationship between CBOT Wheat Price Changes and 
Index Trader Net Long Positions, June 2006-December 

2009 





Convergence 

   The pattern of cash and futures prices tending 
to come together, that is, basis approaching 
zero at the delivery market as the futures 
contract expires 
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Futures Price minus Cash Price on the First Day of Delivery for 
CBOT Wheat, (Toledo 1986-2010) 



Futures Price minus Cash Price on the First Day of Delivery for 
CBOT Corn, (Toledo 1986-1999, IL River North 2000-2010) 



Futures Price minus Cash Price on the First Day of Delivery for 
CBOT Soybeans, (Toledo 1986-1999, IL River North 

2000-2010) 



Futures Price minus Cash Price on the First Day of Delivery for 
KCBOT Wheat, (Kansas City 1990-2010) 



	
“This Report finds that there is 
significant and persuasive 
evidence to conclude that these 
commodity index traders, in 
the aggregate, were one of the 
major causes of “unwarranted 
changes”—here, increases—in 
the price of wheat futures 
contracts relative to the price 
of wheat in the cash market… 
Accordingly, the Report finds that 
the activities of commodity index 
traders, in the aggregate, 
constituted “excessive 
speculation” in the wheat 
market under the Commodity 
Exchange Act.” 	




Non-Convergence in a Nutshell 

•  If you buy grain through futures, you don’t get 
actual grain 

•  You get a certificate that says you can pick up 
your grain when you want it 

•  While you hold the certificate, the seller has to 
store your grain, which costs money 

•  You pay a fee for as long as you hold the 
certificate 

•  Futures exchanges set the storage fee too low 



Graphical Explanation of Non-Convergence 



Basis Expands at High Inventory: CBOT Wheat 



Basis Opens When Wedge Appears: CBOT Wheat 



The Model Fits: CBOT Wheat 



Cargill's grain- merchandising unit, AgHorizons, recently stopped offering grain 
contracts to farmers in some areas unless they could deliver grain to the 
elevator within 60 days, eliminating an important tool for farmers to hedge their 
risks against grain prices plummeting... Rival Archer-Daniels-Midland also has 
limited some of its contracts to farmers…Moves like those have crimped 
farmers' ability to manage risk in volatile grain markets. "I never really saw this 
coming," says John Phipps, a farmer in Chrisman, Ill., who learned recently that 
his largest customer, Cargill, would no longer take his grain under previous terms. 
"Forward contracting is such a basic, fundamental and routine exercise." 
Now, "My entire marketing plan fell apart." 



Cost of Forward Contracting 
As farmers sell ahead of planting or during the growing season, someone is 
selling futures. Perhaps the elevator is selling futures against its purchases from 
farmers, or it may be that the elevator makes a cash forward contract with an 
interior merchant or processor who, in turn, sells futures. Whoever is doing it is 
bidding enough less for the cash grain to cover the cost, including the risk 
due to variable results, and leave a profit. (Hieronymus, 1977, p. 218) 
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Four-Year Moving Average of the Cost of Forward 
Contracting Corn in Illinois on April 30 and July 31 

Forward Basis > Harvest Basis	


Harvest Basis > Forward Basis	




Four-Year Moving Average of the Cost of Forward 
Contracting Soybeans in Illinois on April 30 and 

July 31	


Forward Basis > Harvest Basis	


Harvest Basis > Forward Basis	




Important Issues Related to Recent Market 
Volatility  

Issue Conventional Wisdom 

#1: Large upward price spikes Speculation was a main driver 

#2: Failure of futures and cash                         
prices to converge 

Speculation was a main driver 

#3: Forward contracting limitations Cost increased 


