- Management in
Commodity Markets

From Shipping
to Agriculturals and Energy

‘ ~—

EDITED BY

l HETITVETTE TN AN



Risk Management

in Commodity Markets:

From Shipping to Agriculturals and Energy

Edited by

Hélyette Geman

LA

E2009002569

&)WILEY

A John Wiley and Sons, Ltd., Publication



Copyright © 2008 John Wiley & Sons Ltd, The Atrium, Southern Gate, Chichester,
West Sussex PO19 8SQ, England

Telephone (+44) 1243 779777

Email (for orders and customer service enquiries): cs-books@wiley.co.uk
Visit our Home Page on www.wileyeurope.com or www.wiley.com

All Rights Reserved. No part of this publication may be reproduced, stored in a retrieval system or transmitted in
any form or by any means, electronic, mechanical, photocopying, recording, scanning or otherwise, except under
the terms of the Copyright, Designs and Patents Act 1988 or under the terms of a licence issued by the
Copyright Licensing Agency Ltd, 90 Tottenham Court Road, London W1T 4LP, UK, without the permission in
writing of the Publisher. Requests to the Publisher should be addressed to the Permissions Department, John
Wiley & Sons Ltd, The Atrium, Southern Gate, Chichester, West Sussex PO19 8SQ, England, or emailed to
permreq@wiley.co.uk, or faxed to (444) 1243 770620.

Designations used by companies to distinguish their products are often claimed as trademarks. All brand names
and product names used in this book are trade names, service marks, trademarks or registered trademarks of their
respective owners. The Publisher is not associated with any product or vendor mentioned in this book.

This publication is designed to provide accurate and authoritative information in regard to the subject matter
covered. It is sold on the understanding that the Publisher is not engaged in rendering professional services. If
professional advice or other expert assistance is required, the services of a competent professional should be
sought.

Other Wiley Editorial Offices

John Wiley & Sons Inc., 111 River Street, Hoboken, NJ 07030, USA

Jossey-Bass, 989 Market Street, San Francisco, CA 94103-1741, USA

Wiley-VCH Verlag GmbH, Boschstr. 12, D-69469 Weinheim, Germany

John Wiley & Sons Australia Ltd, 42 McDougall Street, Milton, Queensland 4064, Australia

John Wiley & Sons (Asia) Pte Ltd, 2 Clementi Loop #02-01, Jin Xing Distripark, Singapore 129809
John Wiley & Sons Canada Ltd, 6045 Freemont Blvd, Mississauga, Ontario, L5R 4J3, Canada

Wiley also publishes its books in a variety of electronic formats. Some content that appears
in print may not be available in electronic books.

Library of Congress Cataloging-in-Publication Data

Risk management in commodity markets : from shipping to agriculturals and energy / edited by Hélyette Geman.
p. cm. — (Wiley finance series)
Includes bibliographical references and index.
ISBN 978-0-470-69425-1 (cloth : alk. paper) 1. Commodity exchanges. 2. Commodity futures. 3. Risk
management. 4. Investment analysis. I. Geman, Hélyette.
HG6046.R57 2008
332.64'4—dc22
2008038613

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library
ISBN 978-0-470-69425-1 (H/B)

Typeset in 10/12pt Times by Laserwords Private Limited, Chennai, India
Printed and bound in Great Britain by CP1 Antony Rowe, Chippenham, Wiltshire



Risk Management
in Commodity Markets




For other titles in the Wiley Finance Series
please see www.wiley.com/finance



Preface

There has been lately a gigantic interest worldwide in the commodities space, energy in
particular, as evidenced by the number of press editorials that are published on the subject.
Commodity prices have been experiencing an unprecedented rise in the last few years and
there is no sign, at the date of writing (July 2008), that we may revert to the levels of 2005 or
2006, not to mention those prevailing in the early 2000s which seem to belong to prehistory.
Uranium prices went from $7 per pound in 2003 to $90, then $100 in early 2008, with 442
nuclear reactors in the world needing 180 million pounds of uranium, a number that is much
larger than the current production. The LNG (Liquid Natural Gas) market is boiling at minus
160 Celsius degrees; Korean shipyards are delivering new carriers with increased capacity
and, interestingly, some of the LNG tankers start being used as floating storage (hence,
embedding a valuable optionality). Demand for metals, energy and cereals from Brazil and
Russia, two of the fastest- growing economies, is undoubtedly pushing prices up, together
with the one coming from the heavily populated India and China. As an example, between
2001 and 2005, China’s demand for copper, aluminium and iron respectively increased by
78 %, 85 % and 92 %. As part of the expansion of the commodities universe, azuki beans,
which used to be ignored in many parts of the world, are now a component of a number
of commodity indexes into which gigantic amounts of money have poured lately. Energy
prices, e.g., crude oil and coal, have witnessed an amazing increase these last two years,
with a greater public awareness of “Peak Oil” or at least, the exhaustible nature of fossil
energy. The West Texas Intermediate (WTI) crude oil, that had undergone a respite in price
increase during the year 2006, resumed in 2007 its irresistible ascent to go over the symbolic
threshold of $100 per barrel in early 2008. It went above $140/bbl in June and July, resulting
in prices multiplied by more than 500 percent in less than four years, with — among other
reasons — supply disruptions in Nigeria, a structural decline in production in Mexico and
other countries.

Call options on crude oil with strikes of $100 or more were the subject of great attention
when they appeared in New York in summer 2006. By May 2008, there were 21,000
outstanding contracts for the NYMEX December 2008 call options with a strike of $200/bbl.
Their volume has more than quadrupled since the beginning of 2008, signalling that a number
of market participants are betting that crude oil prices would hit $200 before the end of
2008, a possibility first mentioned by the US bank Goldman Sachs, a major player in the oil
market. As another sign of changing times, US heating oil futures trading was interrupted
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for a short while on the electronic platform CME Globex, after prices struck the fluctuation
limit of 25 cents, or 6.82 percent. This “limit up” move triggered the halt in the electronic
trading of all energy contracts, including WTI crude oil and RBOB gasoline. This was the
first shutdown since electronic trading began in 2006 and created confusion and concern
among traders.

Since commodities are essentially denominated in dollars, the weakness of the “numéraire”
currency has often been cited as a major explanation for the rise of commodity prices. Still,
in constant dollars, average crude oil prices rose by 124 percent over the period 2002 — 2006;
and the recent increase has been even steeper. At the beginning of April 2008, the secre-
tary of the Organization of Petroleum Exporting Countries, which pumps 40 % of the oil
world supplies, rejected requests for an increase in the cartel’s crude output, saying that
non-fundamental factors were to blame for current high prices. In fact, OPEC maintained
its output at 29.67 million barrels per day at its last meeting in March 2008 and warned
that there would be little OPEC could do if prices hit $200. With a forward looking per-
spective, the entire WTI crude forward curve has been trading over the level of $105 since
the beginning of April 2008, with the long dated contract for December 2016 trading above
$110, indicating a market consensus over $100 for a while.

The same tight market conditions across the spectrum of the three commodity classes —
energy, metals and Agriculturals — are also unlikely to drastically improve in the near future,
with land itself becoming rare and water insufficient, disruptions occurring in South African
mines because of electricity shortages, geopolitical issues in a number of countries producing
commodities and a world surge in demand. We can observe that these elements illuminate a
property that did not used to be true, namely that the three commodity sub-asset classes are
increasingly correlated, a property that we can certainly view as novel in the commodity
markets. Hence, energy companies and agrifood business now need, like bankers and port-
folio managers, to follow what is happening in the space of all commodities while deciding
on the acquisition of new physical assets such as power plants, gas storage facilities, alu-
minium smelters or grain elevators. This is illustrated by the example of the private equity
fund KKR acquiring the biggest utility in Texas.

One should remember that the history of commodities has been filled with booms, busts,
seasonal volatility, weather events, geopolitical tensions and occasional attempts to “corner”
the market, features that were reasonably acting as a deterrent for new entrants. Moreover,
the physical constraints of delivery and storage make spot commodity trading difficult or
impossible; transactions on commodity futures Exchanges can only be performed through
a broker who is a member of the Exchange (hence, the gigantic success of the recently
introduced ETFs (Exchange-Traded Futures), that are accessible to individual investors. All
participating agents must keep in mind, however, that volatility swings reflect not only sup-
ply and demand concerns, but also the fact that these markets are sometimes dominated by
large players, are often opaque, always directed by the long lead-time between a production
decision and its actual viability. Trading volumes have also widely fluctuated over time:
during the high inflation era of the 1970s, commodity futures trading exploded and the real
estate sector boomed since bonds and stocks were generating a real return close to zero over
a decade. The end of the 1970s commodity boom can be identified with the crash in 1980 of
precious metals prices, when the famous squeeze of the silver market by the Hunt Brothers
(who were holding at some point an estimated 50 percent of the global deliverable supply
of silver) failed. Afterwards, there was a long period of nearly 20 years of stagnation in
commodity prices, that some experts attribute to supply fundamentals and lower inflation.
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Over the decades, commodities have essentially captured the attention of famous
economists such as Keynes, Kaldor or Working and industrial organization researchers.
They have generally been under-studied and certainly under-represented in finance liter-
ature. This book aims at filling part of this vacuum, and I express my gratitude to the
experts, academics and practitioners, who agreed to contribute a chapter. Through the vari-
ous chapters, a number of economic, geopolitical and modelling issues, all fascinating, were
analyzed in a superb way.

Hélyette Geman
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