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PREFACE

In June 1979 the Commonwealth Secretariat arranged a
Seminar for Commonwealth officials to promote understanding of
the operations of the London Commodity Markets and the signifi-
cance of their price-fixing role for commodities on the exports
of which many Commonwealth countries depend. As a follow-up to
that Seminar and taking into account heightened activities in
commodity markets, arising from continuing high levels of in-
flation, exchange rate instability and increasing interest in
investmen* in commodity markets, the Secretariat's Economic
Affairs Division commissioned this Study from the Commodities
Research Unit to examine more closely recent developments in

commodity marketing .

The Study has as its purpose to examine in particular
the extent and influence of hedging and speculative dealing in
the commodity markets, and the effects of recent growth in other
'non-trade' dealing - portfolio investment, commodity funds,
bank operations, and dealings motivated by the greater attract-
iveness of commodities as a store of wealth in the light of
currency instability. It examines the extent to which it is
possible to determine whether this more extensive 'non-trade'
business has affected price volatility and long-term price levels,
and whether it has been in the interest of commodity producers

and consumers.

The analysis of these recent developments will, it is
hoped, be helpful in adding to understanding of price determina-
tion in commodity markets, and its response to influences beyond
production and consumption to which it has become increasingly

exposed.

B. Persaud
Assistant Director
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CHAPTER I : COMMODITY MARKETING

1. INTRODUCTION

Over the past decade the prices of commodities traded on the
world market have fluctuated considerably. The spectacular
boom in commodity prices after 1972 was following by a steep
decline by 1975. Since then, against a background of specu-
lative activity, uncertain prospects for industrial growth, and
political upheavals in producing countries , instability has

continued.

For producers, as well as for consumers, this market instability

has been a major problem. In the recession, developing countries
see export revenues slashed as the market value of their output
has plummeted. Consumers of metals, agricultural raw

materials and food products have been faced with sudden unpredic-
table cost rises to pass on to a resistant market. For
producers, consumers and merchants, price fluctuations have also
brought the risk of heavy financial losses with the changing
value of stocks and raw material in process.

What have been the causes of the instability in commodities
markets? Changes in consumption, buying patterns of purchasing
divisions of major user industries, over-expansion of productive
capacity or crop failures and other supply interruptions
continually cause mismatching of supply and demand. In addition,
there have been other non-industry influences popularly judged
to be causes of price fluctuations and market vagaries. These

can loosely be grouped together under the heading of 'specu-
lation'.

As it stands, the term 'speculation' covers everything from
gambling on the price of commodities through buying or selling

ahead of requirement or ahead of production, through dealing in



the paper transactions of commodity exchanges to physical or

paper deals designed to "corner" markets so as to dictate prices
and make huge capital gains. The discussion which follows
examines the influence of these "outside" interests upon commodity
markets. To do this it is necessary to look more closely at

the patterns of commodity marketing.

We shall focus particularly on the last decade and attempt to
pinpoint some of the factors behind the increased market
volatility, in particular how far this can be associated with
increased activity on commodity terminal markets. In the
remainder of this chapter, we shall set out the general character-
istics of two commodity marketing systems, producer pricing and
terminal market pricing. Then we can look empirically at the
trends of development in a diverse range of markets for
commodities , before we go on to explain these trends and their
implications for market stability.



2. PRODUCER PRICING AND TERMINAL MARKET PRICING

2.1 Two Systems

There are two major systems for determining the prices at which
the bulk of commodities are traded: producer pricing and

terminal market pricing. Producer prices, as the name suggests,

are set by the major producers of a commodity for the sale of
their output to customers. Producers may set a range of prices,
rather than a single 'producer price', to reflect differences in
quality and other factors. In some countries, producers are
forbidden by law from agreeing on prices amongst themselves, but
often one supplier effectively dominates pricing. Producers
take account of prevailing market conditions, but they do not
necessarily follow every fluctuation in the market with an

alteration in price.

A producer price will, in general, be for immediate delivery of
the commodity, but the producer will often enter into an unpriced
contract to deliver (perhaps monthly) to the consumer over a
period of a year or more. The price for the delivered
commodities will be that prevailing at delivery dates. 1In
practice, on both spot and contract sales, discounts may be
offered on the published producer price to certain consumers if
market conditions are weak.

Terminal market pricing is a little more complicated. A forum

is provided where dealers operating on behalf of producers,
consumers and merchants, exchange offers and bids until a price
is reached at which the day's demand and supply are equated.

In principle, neither producers nor any other group should have
direct control over this price-setting mechanism.

Commodity exchanges may determine various prices: a daily

'spot' or 'cash' price, the price for immediate delivery of the



commodity; a monthly 'spot' price, for delivery in the current
month; a daily or a monthly 'future' price, for delivery on a
future specific day or month. Terminal markets are those which
set prices for future delivery; however, since forward delivery
contracts can themselves be bought and sold at any time up to the
day of delivery, exchanges can provide the means of determining
prices for any day back to the present. This is formally
recognised in the London Metal Exchange (LME), which reports

daily spot prices and prices three months in the future, while
the New York Commodity Exchange (Comex) has a monthly spot price

and a monthly future price for up to thirteen months ahead.

It should be noted that some commodity markets may conduct only
spot business and issue daily prices (e.g., the special tin
concentrate market operated by the smelters in Penang) although
this is rare, while others may deal only in futures or give
prices for specified delivery months (e.g., the New York
Mercantile Exchange). In this report,we are concerned with

futures markets which provide for secondary dealing in contracts.

A further point to note is that some producers may operate a
modified exchange/producer price system. Instead of charging
the exchange price for the day of delivery or fixing their own
price, they may quote a price based on a premium over one month's
average exchange prices. For example, Latin American copper
producers in the past based their prices directly on the LME

daily quotations, but today sell their copper at fixed premia
to monthly average LME prices.

There is another system for determining commodity prices, which
stands between producer pricing and terminal market pricing.
This is where producers and consumers of a commodity enter into
an agreement to keep the price within a specified range. The
price is allowed to fluctuate within the limits agreed,

according to commodity exchange quotations, but measures are

10



taken to boost prices when they fall to the lower limit and
restrain prices when they rise to the upper limit. These
measures may include production or export quotas for producers,
rationing of available supplies to consumers, and purchases or

sales of the commodity from a buffer stock.

In practice, this form of price determination has had only
limited success. Agreements have tended to become inoperative
or break down under pressure from changes in the market. This
has happened with International Coffee Agreements and the
International Cocoa Agreements. The more comprehensive

measures of the successive International Tin Agreements have been
unable to prevent prices from rising to well above the agreed
range.

We shall not deal with these international commodity agreements
separately, but incorporate an analysis of the problems these
face into our discussion of producer pricing in a later chapter.
This is a justifiable procedure, even if for many commodities
international agreements have been more common than attempts at
producer pricing. A discussion of producer pricing, and the
problems that arise for this system,when in conflict with the
free market, will bring out the difficulties of administering

prices more clearly than a separate analysis of international
commodity agreements.

2.2 Producer Pricing

A system of producer pricing can clearly only be effective if
producers can maintain a dominant position in the market. For
this reason, producer pricing is found only in those countries
which are not sizeable net importers of the commodity in

question. Among the metals, the USA provides perhaps the best
historical example of a country with effective producer price
scetting, with the examples of copper and lead. In Western Europe,
the =inc market is controlled by producers setting a European
producer price.

11



The main advantage claimed for producer pricing is a greater
price stability than occurs when prices are determined on a
commodity exchange. Overall, the producer price changes less
frequently than the commodity exchange price and follows a lower
amplitude cycle, remaining above the free market price in times

of recession and below in times of booming demand.

Producers benefit from the price stability and their control
over the market since this creates a better climate for invest-
ment planning. Consumers can also benefit by being more certain
of supplies of raw material at a known price. In so far as both
are satisfied with the system, there need be no recourse to
specialist dealings in commodities (e.g. via futures markets) to
guard against damaging price fluctuations. Any temporary
advantage, through maintaining an average level of prices above
or below the free market price, is of course a disadvantage to
the other and cannot be cited as a general advantage of producer
pricing; but it has tended, in the past, to be the case that
producer pricing systems for non-fuel commodities,because of their
vulnerability to political pressures in times of inflation, have
given rise to lower average prices than terminal market systems.
Thus, the recent experience has been that consumers of these
commodities have benefited more from producer pricing systems

than have producers.

As noted above, the producer price is not determined entirely
independently of prevailing market conditions. If producers
decided to raise prices when demand was falling, they would be
faced, either with mounting levels of stocks, or the need to cut
back production, perhaps to uneconomic levels of capacity
utilisation. If, on the other hand, prices were cut when
demand was increasing, then supplies to customers would have to
be rationed, unless significant increases in output were

possible.
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The pressure of the free market is particularly felt when
purchases and sales of a commodity can take place at commodity
exchange prices as well as at producer prices. This is very
often the case in countries with producer price systems. Even
if the domestic free market were not used, dealers may import
or export the commodity to profit from a difference between the
local producer price and a commodity exchange quotation. For
example, producers would be straining the loyalty of their
customers if they posted prices which greatly exceeded the price
at which consumers could buy from other sources. On the other
hand, if the producers underprice their supplies, purchasers
could resell on a commodity exchange for an easy profit.
Pressures such as these have been major elements in undermining

producer price systems, as we shall see below.

2.3 Terminal Market Pricing

The recognised prices for many commodities are determined on
commodity exchanges. Here, dealing between traders is conducted
under formal rules drawn up by the governing body of the
exchange, and official prices are announced each trading day.
Evidently, considerable fluctuations in prices are possible.
Under 'normal' market conditions, the price would tend to change
by only a small amount from day to day, balancing small changes
in supply and demand. But in response to news of production
problems, strikes and other factors, the price could oscillate

sharply.

Terminal markets perform three basic functions to producers,
consumers and merchants of a commodity. They act as institutions
to set prices for transactions in particular commodities; they
offer facilities for hedging price risks; and they can be used
as a physical market for buying from and selling into registered
warehouses. The price setting function is clearly important,
but how widely the prices quoted are used in commodity trade

depends on a number of factors, not least the existence of
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alternative producer pricing systems. We shall return to these
in a later chapter. The most important function of terminal
markets is, however, that of hedging. Hedging business by far
outweighs that for physical delivery to or from exchange ware-
houses; and it is in the nature of hedging that most contracts
to receive or deliver commodities traded on the exchange are

cancelled out by opposing contracts to close a hedge position.

To understand this important role played by commodity terminal
markets, it is first necessary to appreciate that, while making
price fluctuations possible, they also offer a means of insuring
against adverse price movements. Because their markets set
future as well as spot prices, it is possible to 'hedge' price
risks. The basic principle of hedging is to buy a future
delivery or supply contract, which is equal and opposite to the
trading commitment entered into outside the exchange. Then, any
loss on the latter deal, resulting from a disadvantageous
movement of prices, is offset by a profit on the exchange

transaction.

A simple example of a hedge can be given for a fabricator,
purchasing copper wirebars for conversion into wirerod to sell
in three months time, with the selling price of the wirerod
based on the ruling cash price of wirebars on the day of sale,
plus a fixed charge for transformation costs and profit. The
fabricator is at risk if the future cash price falls, since his

revenue would not cover the costs of his raw material purchases.

By balancing his physical transactions with transactions on a
commodity terminal market, such as the LME, the fabricator can
insure against adversc price movements. He sells a contract to
deliver three months in the future the same quantity of wirebars
that he originaliy bought for production of wirerod. Then,
when delivery of the wirerod is due, he meets his contract to

deliver wirebars by purchasing a cash contract for wirebars for



delivery on the due date. The LME transactions (a sale
followed by a purchase) cancel out, but the fabricator has
managed to arrange that the final LME purchase is at the same
price as the base price he receives for wirerod. If the wirebar
price on the LME fell during the three months, he would have
made a loss on his wirerod deal, but would have made a profit

of exactly the same amount on his LME deal. The result of the
hedging and physical transactions is that the effect of price
fluctuations are neutralised, since gains would also be
cancelled out. If the LME quotation rose £10 per tonne over
the period, the fabricator will make a £10 per tonne capital
gain on his original purchase of wirebars for processing, and an
exactly counterbalancing £10 loss on his LME dealings.

The transaction is not without costs, of course, Apart from
brokerage fees, other costs may be involved. If the forward
price for wirebars is less than the LME cash price at which the
fabricator buys wirebar for conversion, i.e. if there is a
'‘backwardation', the cost per tonne equals the size of the
backwardation. However, if a 'contango' is present, i.e. if
the forward price exceeds the cash price, then the hedger
benefits. But, here agiin, the relevant consideration is that
the ruling backwardation or contango is known, so that, whether
giving a cost or a benefit, it can be incorporated fully into

the fabricator's margin, and there is no risk involved.

Hedging is very often confused with speculation. They are
related, but they have the relationship of opposites. Hedging,
as we have seen, is essentially a means of insuring against
price risk, Speculation, on the other hand, involves deliber-
ately taking a risk on price movements, up or down, in the hope
of profit. In our example above, the wirerod maker would have
been guilty of extreme speculation if he had not sold wirebars
forward on the LME. By hedging, he ruled out the chance of a
speculative gain as well as a speculative loss. The buyer of
his wirebar contract could have been another trade hedger, or a

speculator taking a different view of the future spot price, and
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wishing to profit by it. Without this active difference of

opinion, no bargain could have been struck.

Hedging and speculation thus both involve the purchase and
sale of cash and futures contracts. Since, on commodity
exchanges, a dealer may be operating on behalf of a client,
it is difficult to separate the two types of business when
looking at the total market turnover in a commodity. In
addition, a hedger may advance or delay the closing of his
hedge transaction to become a speculator himself at the margin,

on very short term price movements.

Selling the futures contract will be difficult unless someone
either happens to be setting up an opposite hedge, or wants
physical metal on the future date, or believes that the commodity
price will rise. The purchaser in the third case is a
speculator. Acting against the market trend or view, he is
willing to bear the risk or loss on a fall in the price, and so

provides the necessary complement to the hedge transaction.

Speculation may be carried out by producers, consumers or
merchants in the commodity trade. But it is also conducted by
'outside interests' - bankers, stockbrokers, insurance companies,
and industrialists with short-term money assets they wish to

invest in commodities.

For these outside interests, the standardisation of contracts
on commodity exchanges greatly simplifies dealing. To deal
profitably, it is more importanht to understand the merchanisms
of the exchange than the characteristics of any particular
commodity. It is only with the price aspect of a commodity
that one is concerned when dealing on commodity markets.

Quality considerations are guaranteed by the acceptability of a
particular brand of commodity (e.g. lead from a certain refinery,
coffee from specific countries) for trading on the exchange;

differences in quality between different brands, for which
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consumers may be willing to pay premia, are of little concern
to the non-trade speculator, who merely wants an easily

liquidated asset.

Two other factors also facilitate non-trade interest in
commodity exchanges. Firstly, dealing is conducted in terms of
'warrants', which are receipts representing stocks of the
commodity in the exchange warehouse. Therefore, as long as the
purchaser of a contract is willing to pay warehouse charges, he
need never actually take delivery of the copper, cocoa, wool,
rubber etc. The warrant can then be resold without the buyer
ever having seen his original purchase. This is clearly a
convenient service provided by commodity exchanges, particularly
for speculators, who are more likely to receive and hold
contracts than are hedgers, whose aim is to cancel out their

exchange dealings.

Secondly, when buying a futures contract through a broker or
exchange dealer, the buyer does not have to advance the whole
value of the contract. He gives the broker only a 'margin',
equal to perhaps 10 per cent of the value of the contract. The
size of the margin fluctuates according to the brokers' estimate
of the risk involved in the purchase, but rarely exceeds 50 per
cent. At a low percentage, the speculator, who profits by
buying a futures contract at a low price, and selling at a time
when the price rises higher, has made a considerable profit in
relation to the capital actually advanced. However, since the
speculator is still liable to pay for his purchase, no matter
what the margin, all of the capital value is still at risk if the
market moves adversely. Margin requirements enable the speculator

to gamble with commodities whose value is several times that

of his available money-capital. As we shall see, 'margin-
calls' - a broker's request for more funds to protect his
position if prices move adversely for his clients - can add a

further element to market volatility.
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The comments on terminal markets in this section have served
both to bring out the general points of contrast with producer
pricing systems and to provide an introduction to our assessment
of the influence of terminal markets on commodity trading. The
chapters that follow will describe and attempt to explain the

relative growth of terminal markets, and judge their overall

impact.
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CHAPTER II : THE GROWTH OF TERMINAL MARKETS

1. INTRODUCTION

In this chapter we shall present market profiles of several
commodities to illustrate the scope and extent of the growth of
terminal market trading. The commodities dealt with, both
metals and agricultural (or 'soft' commodities), are a diverse
group with different market characteristics, offering a wide
range of examples of trends in the international marketing of
commodities. For convenience of comparison, as far as possible
we have covered the same time period for each commodity - from

the early 'sixties' up to the present.

The commodity profiles will outline the principal market
features for each. These include the volume of world production,
the main production and consumption centres, international
trade, market structure, the location and importance of terminal
markets compared to other pricing systems, and the stability
of the market. Once we have presented the overall picture,
we will be in a position to examine why terminal market trading
has grown. This question will be fﬁg_subject of the following
two chapters. The discussion of this chapter forms a necessary
preliminary to the analysis of whether, and in what sense,
terminal markets pose a 'problem' in the marketing of

commodities.

Two factors will be examined in each of the commodity profiles.
Firstly, the volatility of terminal market prices compared to
other price quotations. It will be seen that, even looking at
annual average prices, leaving aside monthly price fluctuations,
the terminal market price can be quite unstable. A useful
statistical measure of volatility is the coefficient of variation.
This is equal to the ratio of the standard deviation of a series

to its average value. Assuming that the values in the series are
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independently and normally distributed, a value of 0.1 for the
coefficient of variation means that a single year's price will
be within plus or minus 10 per cent of the average value about
two-thirds of the time. (The coefficient of variation allows
the volatility of different series to be compared because it
standardises the absolute variation by relating it to the mean
value of the series. However, one should bear in mind that,
in a series whose values are on a strong upward trend, the
average value will be relatively low for the period as a whole.
This will tend to overstate price volatility, when compared to

coefficients of variation calculated over a shorter time period).

Secondly, one can look at the ratio of total turnover on
terminal markets to total world production of a commodity.
If terminal market trading volume bears a stable relationship
to total world production, the ratio will be constant. So a
significant rise in this ratio will indicate the increasing

importance of futures markets.

As noted in Chapter I, very little business conducted on
terminal markets results in physical deliveries. Thus, even
if terminal market turnover is, for example, only 50 per cent of
world production, it is not implied that half of world output
passes through the terminal market. In many cases, as we shall
see below, market turnover is several times world production,
showing very clearly that most business has nothing to do with
the physical requirements of traders.

In the profiles that follow, we shall indicate, wherever
possible, just how unimportant are physical deliveries in the
context of most major terminal markets. However, physical
deliveries are peripheral to the main objective of the present
chapter, which is to éxamine whether, and to what degree, the
growth in terminal market turnover in the past twenty years has

been associated with an increase in commodity price volatility.
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2. COMMODITY TRADING

2.1 Copper

Copper is one of the most widely traded commodities, and
certainly the most widely traded non-ferrous metal. As we shall
see below, it provides a good example of the decline of producer
pricing in the face of competition from commodity terminal

markets.

Annually, some three million tonnes of refined copper enter
into international trade, out of the total production of seven
million tonnes in the non-Socialist World. The main copper
producing countries are Zaire and Zambia in Africa, Chile in
Latin America, the USA and Canada, and West Germany and Japan.
These latter two countries have little or no domestic copper
mine capacity and import concentrates and blister copper for

refining.

The main copper consuming countries in the non-Socialist world
are the USA, Japan and West Germany. Owing to its large
domestic copper production capacity, the USA is nearly
self-sufficient in copper supplies, although, as the biggest
industrialised country, it remains a net importer of refined
copper. Net imports are some 300,000 mtpy compared to a total
refined copper consumption in excess of 2,000,000 mtpy. This
relative self-sufficiency, together with the high degree of
integration between copper mining companies and downstream
semi-manufacturers, has been the basis of the US producer

pricing system.

Until 1978, the system of producer pricing of copper was
directly counterposed to pricing through a commodity terminal
market. Throughout the USA and Canada, the main copper

producers would announce the terms on which they sold refined
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copper, altering their prices only infrequently in response

to the changed balance of supply and demand.

The short-run stability of the system of producer pricing
stood in marked contrast to the vagaries of the free market
price. In North America, scrap prices are determined by
reference to the daily quotations on New York's Comex exchange.
Outside the USA and Canada, copper prices are set by the daily
quotations of the London Metal Exchange. These, like those on
Comex, would fluctuate from day to day, perhaps quite sharply,
is response to disturbances in the market - a mine disaster,
labour dispute at a refinery, etc - or from outside the copper
market, e.g. commodity speculation. Table 2.1 gives annual
averages for the US producer price for wirebars compared to the
average of the LME wirebar quotation (in £ per tonne and US cents
per 1lb) from 1960-78.

From the coefficient of variation, also give in Table 2.1, we
can see that price volatility decreased after 1969. This was
particularly true for the LME price, whose coefficient fell
from 0.35 to 0.21 between 1960-69 and 1969-78. Over the period as a
whole, the US Producer Price does not appear much less volatile
than the LME price (particularly when this is transformed into US
cents per lb., so discounting fluctuations due to exchange rate
changes) . However, one must remember that the LME price also
fluctuated from day to day, whereas the US Producer Price
changed infrequently. For example, during January to April 1974,
when the LME price rocketed from a low of £863 to a high of

£1400, the US Producer Price remained constant at 68.7 cents.

A brief inspection of Table 2.1 shows that the US Producer
Price was above the LME price when the latter was weak (1960-63,
1971-72, 1975-78) and below the LME when the LME was booming.

In particular, the US Producer Price did not rise to the
heights of the LME in 1974, nor fall so sharply in succeeding

years. This indicates a certain stabilising effect of the
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Table 2.1 : Copper Prices, 1960-1978

US Producer Pricel LME Copper Price2
(US cents per 1lb) (US cents per 1b) (E/per tonne)

1960 32.05 30.75 242,07
1961 29.92 28.59 225.94
1962 30.60 29.28 230.29
1963 30.60 29,32 230.57
1964 31.96 43.86 345.52
1965 35.02 58.73 462.46
1966 36.17 69.13 545,71
1967 38.23 51.24 410.75
1968 41. 85 56.01 515.70
1969 47.52 66.29 611.44
1970 57.71 63.89 587.90
1971 51.43 49,27 444,43
1972 50.62 48.55 427.96
1973 58.86 80. 81 726.82
1974 76.65 93.10 877.00
1975 63.54 56.11 556.81
1976 68.82 64.05 782.40
1977 65.81 59.38 752.68
1978 65.51 61.83 710.13
Coefficient

of Vvariation

1960-69 0.14 0.31 0. 35
1970-78 0.11 0.20 0.21
1960-78 0. 30 0.30 0.38
Notes : Annual average cash wirebar price

ll
2. Annual average cash settlement wirebar price
Source : WBMS
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producer pricing system. However, the stability of the US
Producer Price for copper came under increasing strain after
1974, as more costly domestic copper faced growing competition
from cheaper, imported metal, priced on an LME basis. In 1975,
the monthly average price changed four times; in 1976 seven
times; and in 1977 nine times. By 1978, the US Producer Price
system in its traditional sense was abandoned, when major US
copper producers decided to link their prices to those of Comex.

(An analysis of this development is given in Chapter 3 below).

A serious problem that arises with measures of price
volatility, such as those, presented in Table 2.1, is that the
period under review experienced considerable inflation.
Accordingly, the coefficients of variation in the 1960's and
1970's were distorted by changes in prices that owed little or
nothing to conditions in the supply/demand balance of the copper
market.

For this reason, we have calculated the real copper price
between 1960 and 1978, using the UN index of prices of world
manufactured product exports as the deflator. The revised
statistics are presented in Table 2.2.. It is remarkable to
observe how the adjustment for inflation transforms the picture
of price volatility. Instead of a decline in volatility, as
implied by Table 2.1, there has been, if anything, a slight
increase in volatility since the 1960's, which must be
considered unexpected, occurring, as it did, during a decade
containing several years overshadowed by an unusually severe
recession. The question arises as to how this is associated
with terminal market trading, or at least whether terminal

markets exacerbated any underlying fluctuations.

A useful indicator of terminal market trading in copper is
given in Table 2.3, which compares turnover on the LME and
Comex (the only two terminal markets for copper) with world

copper production. Looking at the ratio of turnover to
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Table 2.2 : Real Copper Prices, 1960-1978
in 1970 US cents/lb
Rea. US Real LME
Producer Copper
Price Price
1960 38.1 36.6
1961 35.2 33.6
1962 36.0 34.4
1963 36.0 34.5
1964 37.2 51.0
1965 39.8 66.7
1966 39.8 76.0
1967 42.0 56.3
1968 46.0 61.5
1969 50.5 70.5
1970 57.7 63.9
1971 49.0 46.1
1972 44.8 43.0
1973 44.3 60.8
1974 47.3 57.5
1975 34.9 30.8
1976 37.6 35.0
1977 33.1 29.8
1978 28.9 27.2

Coefficient of

variation

1960-69 0.11 0.28
1970-78 0.20 0.28
1960-78 0.15 0. 30

Note : 1. The UN index of the price of exports of manufactured
goods is the deflator.
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Table 2.3 :

Refined Copper, 1960-1978

Terminal Market Turnover and World Production of

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978

Total
5 Turnover as

LME Comex Total World % World
Turnover Turnover Turnover Production Production
('O00 mt) ('O0OO mt) ('OOO mt) ('OOO mt)

779.3 - - 4,191.6 -
809.1 1,871.0 2,680.1 4,273.4 63
517.9 1,235.2 1,753.1 4,379.0 40
190.4 889.9 1,080.3 4,440.9 24

737.3 224.9 962.2 4,745.0 20
901.2 2,517.6 3,418.8 5,040.7 68
1303.6 3,848.7 5,152.3 5,173.8 100
1834.5 1,067.0 2,901.5 4,777.3 61
2133.2 1,137.6 3,270.8 5,397.6 61
2335.7 977.4 3,313.1 5,879.7 56
2671.0 2,012.4 4,683.4 6,121.5 77
2888.0 2,669.1 5,557.1 5,773.6 96
2509.8 2,848.8 5,358.6 6,367.3 84
4676.1 6,402.3 11,078.4 6,668.0 166
3171.0 4,661.5 7,832.5 6,945.0 113
3500.0 5,602.1 9,102.1 6,263.8 145
5067.4 14,095.5 19,162.9 6,640.5 289
4325.5 12,136.0 16,461.5 6,874.9 239
5270.6 15,974.3 21,244.9 6,913.4 307

Notes: 1. Non-Socialist World Production of Refined Copper.

Sources

2.

Until 1969,

the twelve months ending 30th November.
¢ LME, AMM, WBMS,

Comex.
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production in the last column, we can observe a substantial
rise, from averaging barely 50 per cent in the 'sixties to over
300 per cent in the late 'seventies.

Turnover fell to low levels between 1962 and 1964, because of
the attempt by non-US copper producers (in Latin America and
Africa) to stabilise the LME price and set up an alternative
producer pricing system. The role of the LME as a means of
hedging became less valuable when the LME price remained fixed
over a long period, and so business declined. However, after
1964, turnover resumed an upward path as the new producer
pricing system collapsed under the pressure of lower LME stock
levels, the Unilateral Declaration of Independence in Rhodesia
and changes of regime in Central Africa. In the 1970's,
turnover rose steadily. On the LME, it rose very sharply in
1973, the year of the boom in copper prices, to over 4.5 million
tonnes, and reached another peak of over 5 million tonnes in
1976. Copper prices also rose in this latter year, but, as we
shall see later, the greater interest in LME dealing was also
associated with the marked decline of the sterling exchange

rate.

Comex copper turnover has risen much more rapidly than that
on the LME; more than treblingbetween 1970 and 1973, and more
than doubling again after 1975. (However, official LME figures
significantly understate actual turnover because they do not
include dealings negotiated outside the official Ring). By
1976, the Comex turnover of over 14 million tonnes was more
than double the entire world production of refined copper.
Using information from the US Commodity Futures Trading
Commission, we can examine briefly some characteristics of this
growth.

Table 2.4 indicates the proportion of deliveries to total

copper turnover on Comex. Despite considerable fluctuations
between 1974 and 1978, this remained less than five per cent,
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even through Comex was being used as a delivery point for nearly
200,000 tonnes of surplus stocks. Market estimates of business
on the LME indicate a somewhat higher figure, but still only 15
per cent of officially recorded Ring turnover at most. The
Comex delivery figures underline the fact that terminal markets
are used mainly for hedging and speculative transactions. This
is further borne out by looking at the figures for "open
interest", or the volume of outstanding futures contracts.

From an end-month average of 136,000 tonnes in 1974, open
interest increased substantially to 553,000 tonnes in the 1978

fiscal year.
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Table 2.4 : Comex Copper Turnover

Deliveries
as per 2
Turnover Deliveries ocent of Average Open”
('O00 mt) ('OOO mt) Turnover Interest ('OOO mt)
1974 5854 25 0.4 136
1975 3595 163 4.5 142
1976 10795 126 1.2 445
1977 12721 397 3.1 520
1978 13829 331 2.4 553
Source CFTC, Databank
Notes : 1. All data are based on fiscal years, not calendar years.

The fiscal year for 1974, 1975 and 1976 is July 1 to

June 30; for 1977 and 1978 it is October 1 - September

30.

2. "Open interest" refers to the valume of futures
contracts outstanding, i.e. not liquidated by an
offsetting transaction or fulfilled by delivery.
average open interest shown is the average of open
interest on the last day of each month of the fiscal

year.
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2.2 Cocoa

In 1978, world production of cocoa beans amounted to just over
1.4 million tonnes, after a peak of over 1.5 million tonnes
earlier in the decade. The main producing countries are in West
Africa (Ghana, Nigeria, Ivory Coast and the Cameroons in order
of importance). Outside West Africa, the only significant
producer is Brazil. Over 70 per cent of production is exported
to consuming countries, and around half of imports are absorbed
by the USA and the EEC countries, in particular, West Germany
and the UK.

The market for cocoa has been considerably more volatile than
that for copper in the 'seventies, although in the previous
decade it was more stable in terms of the market price. The
cocoa market has elements of instability built into it which do
not operate, or operate to a lesser degree, for metals. Firstly
cocoa is a seasonal crop, with an uneven schedule of production
and supply to the market. Secondly, the consumption of cocoa
is highly sensitive both to price and incomes. Consequently,
major market imbalances very often arise, resulting in

significant price fluctuations.

Price fluctuations have an important effect on the foreign
exchange earnings of producing countries. In order to try and
reduce the volatility of prices (see Table 2.5), an International
Cocoa Agreement was negotiated, and, after 15 years of discussions
between exporting and importing countries, was concluded in 1972.
The Agreement aimed to keep prices within an agreed range. How-
ever, its economic clauses have remained inoperative,since
supply shortages have kept prices well above the official upper
price limit. Prices are now lower, but there is uncertainty over
renewal of the Agreement because of differences between producing
and consuming countries as to appropriate new lower and upper

limits.
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Table 2.5 : Terminal Market Cocoa Prices, 1960-1978

London Spot Ghana Price New York Spot Ghana Price
(£ per tonne) (cents per 1lb)

Nominal Real (1970c/lb)?!

1960 222.3 28.4 33.8
1961 177.1 22.6 26.6
1962 167.4 21.0 24.7
1963 204.9 25.3 29.8
1974 187.7 23.4 27.2
1965 138.4 17.3 19.7
1966 193.2 24.4 26.8
1967 238.0 29.1 32.0
1968 319.5 34.4 37.8
1969 415.5 45.7 48.6
1970 305.5 34.2 34.2
1971 232.4 26.8 25.5
1972 270.5 32.3 28.6
1973 585.4 64.4 48. 4
1974 990.1 98.1 60.6
1975 722.7 74.8 41.1
1976 1399.4 109.3 59.7
1977 2943.8 202.6 101.8
1978 2005.6 174.2 76 .7

Coefficient of

Variation

1960-69 0. 32 0. 26 0.23
1970-78 0.79 0.61 0.42
1960-78 1.15 0. 88 0.48

Note : 1. As for Table 2.2, above.

Source : Gill & Duffus Cocoa Statistics, ICO Quarterly Bulletin
of Cocoa Statistics.
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As noted above, volatility has been particularly marked in the
'seventies. Table 2.5 gives the annual averages for the price
of cocoa on the main futures markets trading cocoa, in London
and New York, from 1960-78.

Prices have clearly been ve<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>