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Chapter 1
Basic Concept” of Futures Trading”

1. Price Risk® in Market Economy

It is generally recognized® by the business people and pro-
fessionals® in the West that this futures market plays a signifi-
cant role® in the development of world economy, and futures
trading is an effective means®™ for the holders® and users of re-
sources® 1o resort to™ for spreading® price risk and serves as a
stabilizing force” in destabilized times®. Futures trading, how-
ever, is a novelty® now to most Chinese people because it was
suspended® after 1949 until the Shenzhen Non-Ferrous Metal®
Exchange was established in 1992 with the approval® of the
governﬁlent.

In the old time, many Chinese pecple understood the say-
ing, “Cheap grains hurt farmers. »® It means that in the year
of nation-wide bumper harvest”, the grain prices plummet-
ed®, thus reducing the farmers' income, in spite of their hard

work. They could not get enough money to buy textiles,
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household utensils™ and other manufactured goods. The grain
merchandisers® took advantage of the ahundant * supply to de-

press™

the grain prices. On the other hand, when scvere™
weather conditions prevailed™, poor harvest reduced the grain
supply. When grain was relatively scarce” and not enough to
meet the market demand, the grain prices were firm® and
soared™ at the expense of” people’s living standard®. Such sad
situation repeated itsell in the past before liberation. This hap-
pened not only in China but also in many other countries.

It may be interesting to know how the farmers in the U.
S. A, tried to cope with” the price fluctuations? in the last two
centuries”, In the years before 1820, the backward® trans-
portation facilities” in the midwest™ greatly hampered® the
commercial activities of the farmers to sell their grains after
harvest, They relied on* carts®, the only means of surface®
transportation, to carry their crops to the local markets for
sale. If the marketplace was 60 miles away from the farmland ,
the transportation cost of a ton of grain could be as high as the
production cost of the grain itself. As a result the sales were
confined® to the nearby markets. The grains for export were
carried by boats down the Mississippi River® to New Orleans®,
Water transportation was much less expensive, From 1825 on-
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wards, transportation underwent” tremendous changes,
Canal® construction began 1o get under way” and railways
were huilt to link cities and towns in the midwest like a net-
work®, The cost of carrying grains to the commercial center
was considerably reduced. 66% of the crops were carried by
railways from the farms to commercial centers. River trans.
portation took the second place. Only 5% of 1otal grain sales
were carried by carts. At the same time, storage? capacity of
warehouses"™ increased as elevators™ were built on an exten-
sive™ scale™ along the railroads. The grain business was thriv-
ing™ in the mid 1800s.

Farmers, elevator operators”, grain merchandisers, ex-
porters. millers ~ and other processors™ made profits and bene-
fited a great deal from the grain business, Nevertheless, they
were confronted”™ with the problem of drastic® price fluctua-
tions, when humper harvest brought about abundant grain
supplies more than enough for buyers, i. e. millers and other
processers, 10 absorb™ even at a low price. Sometimes grains
were dumped inlo the lake™ and thrown away in the streets.
When poor harvest occurred, prices went up, and the broad
masses® suffered, These people engaged in the grain business

were worried about the price fluctuations, when they were
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about to plant® crops, or to buy grains to make flour® or to
contract® for export. A great majority of them would rather
get reasonably good profit than gamble' on price changes. On-
ly a small proportion of them were inclined® to make profit by
speculative activities,

In 1848 the Chicago Board of Trade® was established and
began functioning® as an entirely new type of market. It was a
well organized market where the buyers and seliers could nego-
tiate® business and enter into contracts to buy or sell & certain
quantity of agricultural product, e. g. wheat, corn, soybeans,
etc, of a specified grade to be delivered on spot® or in future at
a specified place. Delivery could be effected as late as a few
months or one year after signing the contract at a price agreed
upon by both parties. The price was fixed for future delivery
even though the market price thereafter would go up and down
before delivery. This kind of forward trading® enables the
market participants® to transact® business on future delivery
basis, e. g. the farmers can sell grains soon after they have
planted the crops, the millers can sell flour soon after they have
bought the wheat, the exporters can contract for foreign sales
soon after they have signed the purchase contract with the sup-

pliers, and the elevator operators can sell the grains to the pro-
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cessors in the east coast soon after they have bought the grains
from the farmers, all on future delivery basis®. That is the on-
ly way for them to make a sure profit, because it is evidently
impossible for them to hold and fix the amount of supply and
demand for grains in the market at a constant price level or
make them match™ each other. So futures trading could help
enhance® the investors’ confidence® in developing trade and
production and promoting® economic development in all fields,
precisely because it can avoid or shift® the price risk.

However this positive® function® of futures trading was
overlooked® in the early post-liheration years™. Most people
regarded the futures market as a speculative’ place for un-
scrupulous” profiteering™. When one cared® to logk into this
matter . he could find out this was not the only reason for the
disappearance of futures markets in China. More importantly,
under the centralized planned economic system, it was not nec-
essary, nor was it of any use to let the futures market play its
role as it had done before. In the planned economy, the State
Planning Commission” determined and governed® what com-
modities to produce and how many units of each staple™ com-

modity. The production and distribution® of commodities were
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under the direction® and control of the state. Prices of various
cornmodities and services were subject to the control of the
government authorities concerned®. The only thing that the
{actory directors and business managers were concerned® about

.
&

was the {ulfilment of the production quota. ® The state under-
took to bear® all the financial® losses if the enterprises went in-
to the red™, and take away the profit if they were successful.
Naturally, there was no price risk to speak of¥. The law of
value® was not observed™ and the market prices were not de-
termined by the supply and demand. Consequently most people
are now not {amiliar with the futures markets, although it ex-
isted once in China from 1914 to 1949.

After the implementation™ of the policy of opening to the
outside world and economic reform, the productive and com-
mercial enterprises are held responsible for their profit and loss.
When some of them failed to cover® their cost of production ,
they will get into debt®, and eventually™ go bankrupt®. So
how to avoid the price risk in market cconomy has been a very
important job for the enterprises to keep in mind. Futures
trading may provide them with a practical means to shift the
risk. It can also provide them with an opportunity to get the

best possible economic returns and make full use of the avajl
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