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For the first time, both Raw Sugar and White Sugar futures and
options contracts can be traded on a single electronic trading
system, and cleared through a single clearing house providing
cost and execution efficiences. Customers holding offsetting
positions in both contracts will benefit from a 70% margin 
offset.

FREE real-time Raw Sugar futures prices can be viewed
at www.liffe-commodities.com

For further information please contact us on the 
following:

Tel: +44 (0)20 7379 2588
Email: commodities@liffe.com

www.euronext.com/commodities

Euronext.liffe refers to the combined derivatives operations of Euronext and LIFFE, comprising the Euronext derivatives markets in Amsterdam, Brussels, Lisbon, Paris and the LIFFE market in London.This notice is for informational purposes only and does not
constitute an offer, solicitation or recommendation to acquire or dispose of any investment or to engage in any other transaction.Those wishing either to trade in any products available on Euronext.liffe•s markets or to offer and sell any such products to others
should consider both their legal and regulatory position in the relevant jurisdiction and the risks associated with such products before doing so.

The Exchange draws the following statement to the attention of potential users of the Raw Sugar Futures Contract. Members should ensure that their clients are made aware of the statement.

•Statement in relation to the Tender Process
Potential users of the Raw Sugar Futures Contract should familiarise themselves with the Contract Terms and Administrative Procedures.Amongst other things, potential users should be aware that the objective of the tender process for the Raw Sugar Futures
Contract is to seek to ensure that, to the extent possible, no less than a total of 80 lots of sugar will be tendered for delivery at any port of loading. In order to seek to achieve that objective, the Exchange has requested LCH.Clearnet Ltd (•the Clearing HouseŽ)
to reject, in accordance with the Contract Terms, a Seller•s Notice of Tender which relates to a port of loading for which tenders of less than 80 lots in aggregate have been received. In such case, such Seller will be provided with an opportunity to re-tender at a
port of loading where, in aggregate, a minimum of 80 lots will be tendered. If the Seller•s revised tender is not in respect of such a port of loading, such Seller will be required to deliver the sugar in a port or ports of loading prescribed by the Exchange.
Accordingly, Sellers should note that they may be required to make delivery from a port of loading other than their preferred port. Potential users should also be aware that, notwithstanding the objective of the tender process, where the aggregate of all tenders is
less than 80 lots, the Buyers will be required to take delivery of such lots of sugar from a single port of loading.Ž 4460

New Raw Sugar futures and options contracts

Sugar: now the 
market clicks

Raw Sugar, now trading on LIFFE CONNECT®

STOP PRESS

Exchange fee and clearing

fee holiday until 

17 August 2007
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Always... first out
Eurex is proud to announce the launch of exchange-listed credit
futures on iTraxx® index series. As the first to market, we provide
you with plenty of ways to benefit from standardized trading in
this fast growing, innovative field. For instance, Eurex offers you:

€ an enlarged client base 

€ reduced operational and legal risks

€ more efficient trading, clearing and settlement

€ transparent pricing and competitive execution fees

By lowering the barriers for market access, Eurex takes the heat 
out of trading. So relax and profit from credit futures with Eurex.

For more information visit our website at www.eurexchange.com 

X-pand into the Future

The information published in this publication is for general information purposes only. It is not intended to constitute investment advice nor is it intended for solicitation
purposes. Eurex is not responsible for any errors or omissions contained in this publication. Before trading, persons should consider the risks involved and the legal
requirements of the relevant jurisdiction. The product mentioned in this publication is currently not available for offer or sale to, or trading by, United States persons.



Dear Members and Friends of SFOA!

The markets are off and running Ð and I hope you had a similarly good start in 2007
as well! 

Commodities have become the rage Ð will they remain popular or will they suffer the
fate of the late 70Õs/early 80Õs bubble? It would seem that this time it is different, but
then again Ð doesnÕt history always repeat itself? Therefore we think itÕs time again
for coverage of this exciting field in the SDR. YouÕll find interesting input not only
on the established products but also on new markets and ventures and not to be
forgotten a technical outlook.

Many of you will look at this issue of the SDR while attending the AFM conference
in Buenos Aires, the FIA conference in Boca Raton or the World Exchange Congress
in Dubai. I hope you will enjoy those conferences and wish you lots of interesting
sessions as well as meetings with fascinating people! This brings me to our SFOA
conference, which will have a slightly different face this year.

As previously announced, the BŸrgenstock hotels will undergo extensive refurbishing
and will be closed for at least a couple of years forcing us into exile. This yearsÕ
ÒBŸrgenstockÓ conference will be held in Montreux from September 5Ð8, 2007. 

This yearÕs conference will not only see a new venue but also will see some changes
as far as the timing goes: we will still start on Wednesday with special sessions such
as the RegulatorsÕ Meeting and the Emerging Market Forum and the official opening
later in the afternoon, followed by panel sessions Thursday and Friday. The social
part, however, will see the night sponsored by the guest on Thursday and the Gala on
Friday. This way, everyone will be able to leave Saturday and return earlier than in
the past. One victim of the new program in Montreux is unfortunately the Golf
Tournament, which will not take place this year.

The Guest Country this year will be Dubai and I really look forward to that. It is not
only an area growing fabulously fast economically but also quickly establishing itself
as a very important financial centre. No doubt this will give us not only interesting
topics for discussion but also a different kind of evening during the guest night! I sug-
gest you mark the agenda and take advantage of the early sign-up rates Ð please
consult details in this issue of the SDR or our website www.sfoa.org.

I wish you a great springtime and lots of success!

Sincerely,

Paul Meier
Chairman SFOA

Dear Members 
and Friends of SFOA
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The past few years have seen an explo-
sion of interest in the commodity deriva-
tives markets. Investors, frustrated by
several years of relatively poor returns in
traditional equity and fixed income
markets, have turned to less familiar
asset classes in search of higher yields.
The specter of inflation has returned
with the emergence of China as a major
consumer of raw materials, and com-
modity markets have been in favor due
to their reputation as an inflation hedge.
For many investors, raw materials were
the best way to ride the China wave, and
derivatives were the easiest way to gain
exposure to raw materials. Add to this
the boom in index products, at least par-
tially driven by higher energy prices 
and positive roll yields, and the result 
has been near-exponential
growth in exchange-traded
volumes. 

As measured by the CFTC
Commitment of Traders
reports, overall futures open
interest in 45 markets has
roughly quadrupled since
2000, from about 7 million
contracts to 28 million.
Speculators have led the way,
with total non-commercial open interest
growing roughly 250% over this same
time frame. Add in over $100 billion
invested in long-index instruments, and
it is clear that hedgers donÕt always set
the tone in the markets any more. The
CFTC Commitment of Traders reports,
which recently started to break out index
positions as a distinct investment class
(see page 32 in this review), reveals
tremendous positions by the index
hedgers Ð over 40% in wheat and about
one-third in cotton.

Unpredictable complexity
These speculators, many of whom come
from highly-sophisticated financial mar-
kets, are driven by other considerations
than traditional commodity hedgers. In

fact, their interests are often contradicto-
ry to hedgersÕ. Typically, these investors
thrive on high volatility, and will seek to
create it where it might not otherwise
exist. And they have imported complex
strategies and techniques to exploit this
volatility, altering the playing field for
commercial commodity traders.
Additionally, the taboo against holding
physical commodities has disappeared
for many of these speculators, who are
inclined to accumulate physical stocks to
enhance liquidity or reduce carrying
charges. 

Producers, consumers and traders are
all faced with more complex conditions
than at any time in the recent past.
Traditional risks, such as weather or
political events, are compounded by

tremendous surges of capital in and out
of the markets, as speculators chase the
latest hot story or trend followers pick
up buy and sell signals. These capital
flows not only can distort outright price
values, but perhaps even more so the
structure of the forward curve, as specu-
lative open interest builds in the nearby
months and then rolls forward almost on
cue. Further complicating the picture 
is significant ÒphantomÓ open interest
beyond the horizon of the futures
exchange, but indexed to and reflecting
nearby positions. This unpredictability in
the forward curve brings new complexi-
ty to budgeting, capital expenditure fore-
casting and marketing planning for com-
modity producers and consumers alike.
Luckily, these new market participants

bring with them a new arsenal of deriva-
tives and financial products that can be
used to isolate and manage risk.

A double-edged sword 
for traditional hedgers
Perhaps the most significant change in
the derivatives arena accompanying the
flood of new investors is the growth in
the over-the-counter markets. This is a
double-edged sword for traditional
hedgers. On the one hand, it camouflages
much of the activity of speculators, who
can operate in a loosely-regulated envi-
ronment, often under cover of their
counterpartyÕs hedge exemption. On the
other hand, OTC vehicles offer tradition-
al commodity hedgers Ð producers and
consumers alike Ð the opportunity to

tailor specific risk manage-
ment tools to their individual
needs. These tools can be
used as protection against, or
to profit from, the increased
activity of the investment
community.

Increasingly, commodity
hedgers are moving away
from the standard products
traded on the exchanges to

operate in the secondary market. In
doing so, they can access risk manage-
ment solutions that match their individ-
ual time horizon (often much longer
dated than exchange rules allow); risk
appetite; and treasury and accounting
policies.

These solutions can incorporate aver-
age price calculations over a specific time
frame, to help smooth out daily or week-
ly gyrations. These same tools can cap
risk, generate cash flow, and might even
disappear if market conditions dictate.
They are often traded on their own, as
financial products, but are just as fre-
quently built into cash market contracts
by merchant traders. Using these tools,
consumers can lock in raw materials
with guaranteed price ceilings, and
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The changing face of derivatives
markets for commodity hedgers
The playing field for commercial commodity traders is changing due to speculators who are driven by other con-

siderations than traditional commodity hedgers Ð in fact, their interests are even contradictory.

ÒTypically, investors thrive
on high volatility, and will
seek to create it where it
might not otherwise exist.Ó
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producers with guaranteed floors.
Processors can lock in refining margins
with tools indexed to multiple markets. 

Dynamic products with a steep
learning curve
The implications of this shift towards
customized risk management are mani-
fold. First, and most important, these
products only actually help manage risk
if they are properly understood and
employed by their users. These products
may not respond to movements in the
underlying instrument in a linear fash-
ion, and may require specialized (and
expensive) software to monitor their
behavior. Mark-to-market accounting
can be difficult, may be opaque, and is
often dictated by the seller of the prod-
uct. And at times, the risk protection
offered by the product may disappear
just when the buyer needs it most. 

Users of these products should know
their counterparty well, be comfortable
with the credit risk they are assuming,
and take pains to simplify the product as
much as possible. Some sellers are not
above needlessly complicating their
offerings in order to expand their mar-
gin. In fact, quite often the most ÒexoticÓ
offerings can be broken down into a
suite of quite simple underlying instru-
ments, clarifying the risks and obliga-
tions both parties are taking on.

The growth in use of these products
also has profound implications for 
the exchanges. Increasingly, regulated
exchanges may become forums for price
posting, rather than price discovery.
OTC market participants can design
custom products to address individual
exposures, then manage their credit and
counterparty risks by posting ÒExchange
of Futures for SwapsÓ or similar trades
at non-competitive prices. Electronic
trading facilitates this type of activity,
and it is bound to grow in the future.
Recently, we have seen new contracts
introduced in the soft commodities in

which physical delivery is eliminated in
favor of cash settlement. This can only
accentuate the contracts being seen as a
financial product, and while it may
enhance its attraction for the investor
class, cash settlement undermines the
contractÕs usefulness for true hedgers.

Let the buyer beware
It is inevitable, then, that hedgers will turn
increasingly to over-the-counter vehicles
to manage commodity risk, both at the
operational and the portfolio level.
Indeed, traders who arenÕt able to offer
these products to their customers will find
themselves increasingly uncompetitive in
securing supply or off-take contracts. 
But let the buyer beware: These are com-
plex, dynamic products, with a steep (and
potentially expensive) learning curve.
Using them properly demands coordina-
tion and communication across an entire
company, from procurement or marketing
to treasury, tax and accounting.
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ÒIt is inevitable that hedgers
turn increasingly to over-
the-counter vehicles to
manage commodity risk.Ó

Jim Jenkins is Managing Director of

ED&F Man Commodity Services, and

a member of ED&F Man HoldingsÕ

group board. A 24 year veteran of

Man, Jim has held various positions

over the years involving cash market

and futures trading. He has served on

various NYBOT committees, including

Control and Cocoa Advisory, and is a

past chairman of the Cocoa

MerchantsÕ Association of America.

Contact: jjenkins@edfmcs.com

ED&F Man Commodity Services pro-

vides primary research, trade strategy

and analysis, and derivatives structur-

ing to ManÕs merchant businesses,

their customers, and the investment

community. In addition, it commits

the firmÕs own capital to proprietary

strategies in the derivatives markets.
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In June 2005, our previous technical
analysis of commodities in the SDR
focused on the secular bottom of com-
modities in general around the year 2000
and on the expectation of a secular
uptrend for at least 10 years thereafter.
Here we will follow up on this market
analysis and argue that commodities are

currently undergoing a cyclical correc-
tion within a secular uptrend. However,
the analysis should differentiate between
crude oil and many metals on one hand
and food commodities and other specific
metals on the other hand. 

To draw our conclusions, we bor-
rowed from two main chart sources.

First, the interesting momentum work
from The Notley Information Service,
Ridgefield CT, USA (Charts 2, 3, 4, 6),
allowing to display yearly charts since
1868 for oil and shorter term monthly
momentum for Brent and coffee. Second,
the excellent concept of comparing on a
multi-scale logarithmic chart diverse
commodities to reflect either commonal-
ity or divergences between them stems
from the veteran ÒGold BugÓ and com-
modities market analyst Ian McAvity,
who shared his ÒDeliberationsÓ on the
year 2007 with members of the Swiss
Association of Market Technicians
(SAMT ) and of the SFOA on February 5
in Zurich (www.chartguy.com/
Deliberations.htm). Charts 1 and 5 are
based on the great programming skills
and database of Topline Investment
Graphics (www.topline-charts.com),
which Ian is using as well for many
years. 

The case for oil 
Chart 1 displays trend lines, supports,
resistances or patterns that are my sole
responsibility. Namely, the clearest break
of a 5-year rising uptrend is seen on oil.
A possible pullback to the now resistance
trend line near 64 is likely. But a cyclical
top is at hand, within the context of a
secular uptrend as confirmed by chart 2,
which displays in red a rising smoothed
annual rate of change of crude oil since
the second quarter of 1999. The yearly
High-Low-Close bars are shown for the
last 13 years. Before that, and back until
1868, only the closing price on
December of each year is recorded. In
addition, on the lower part of chart 2,
the relative strength of crude oil versus
the S&P500 and its annual rate of
change signalled also a relative strength
outperformance since the second quarter
1999, after 18 years of relative strength
underperformance to US equities. The
yearly annual rate of change of crude oil
would turn down only with a yearly
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2007 Ð A cyclical low within
a major secular uptrend
The analysis of the charts display divergent messages, pointing toward an increased monitoring of the risks

and opportunities involved in commodities products. Looking at the multi year charts allow to put a perspec-

tive on the short term expectations of market participants, observers and commentators: a chart is worth

thousand words! 
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Ian McAvity’s Deliberations
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Chart 1: Major commodities, metals & oil
(Courtesy of Topline Investment Graphics, www.topline-charts.com. Concept 
courtesy Ian McAvityÕs Deliberations, www.chartguy.com/Deliberations.htm)

SWISS DERIVATIVES REVIEW 33 Ð SPRING 2007



�©�#���������� �$�O�W �*�O�N�E�S �� �#�O�M�P�A�N�Y�� �)�N�C�� �!�L�L �R�I�G�H�T�S �R�E�S�E�R�V�E�D�� �h�$�O�W �*�O�N�E�S�v�� �h�$�O�W �*�O�N�E�S �)�N�D�E�X�E�S�v �A�N�D �h�$�O�W �*�O�N�E�S �)�S�L�A�M�I�C �-�A�R�K�E�T �)�N�D�E�X�E�S�v �A�R�E �S�E�R�V�I�C�E �M�A�R�K�S �O�F �$�O�W �*�O�N�E�S �� �#�O�M�P�A�N�Y�� �)�N�C��
�4�H�E �$�O�W �*�O�N�E�S �(�E�D�G�E �&�U�N�D �3�T�R�A�T�E�G�Y �"�E�N�C�H�M�A�R�K�S �A�R�E �T�H�E �P�R�O�P�E�R�T�Y �O�F �T�H�E �$�O�W �*�O�N�E�S �(�E�D�G�E �&�U�N�D �)�N�D�E�X�E�S�� �)�N�C�� ���$�*�(�&�)�	�� �h�$�O�W �*�O�N�E�S �(�E�D�G�E �&�U�N�D �3�T�R�A�T�E�G�Y �"�E�N�C�H�M�A�R�K�S�v �I�S �A �S�E�R�V�I�C�E �M�A�R�K
�O�F �$�*�(�&�)�� �.�O�N�E �O�F �$�O�W �*�O�N�E�S�� �$�*�(�&�) �O�R �!�)�' �I�S �P�R�O�V�I�D�I�N�G �I�N�V�E�S�T�M�E�N�T�� �T�A�X �O�R �O�T�H�E�R �P�R�O�F�E�S�S�I�O�N�A�L �A�D�V�I�C�E �B�Y �P�U�B�L�I�S�H�I�N�G �T�H�E �A�B�O�V�E��R�E�F�E�R�E�N�C�E�D �I�N�D�E�X�E�S��

�%�0�8 �+�0�/�&�4 �*�/�%�&�9�&�4���*�O �L�F�F�Q�J�O�H �X�J�U�I �P�V�S ������ �Q�M�V�T �Z�F�B�S �I�J�T�U�P�S�Z �P�G �B�V�U�I�P�S�J�U�Z �B�O�E �J�O�U�F�H�S�J�U�Z�

�X�F �D�P�O�U�J�O�V�F �U�P �P�G�G�F�S �Q�S�F�D�J�T�F� �U�S�B�O�T�Q�B�S�F�O�U �B�O�E �S�F�M�J�B�C�M�F �N�B�S�L�F�U �N�F�B�T�V�S�F�T�� �$�P�O�T�J�E�F�S �P�V�S

� F� Y� D� F� Q� U� J� P� O� B� M � H� B� V� H� F� T � G� P� S � U� I� F � D� P� N� N� P� E� J� U� J� F� T�  � I� F� E� H� F � G� V� O� E � B� O� E � *� T� M� B� N� J� D � N� B� S� L� F� U� T� � � #�B�T�F�E �P�O �T�U�S�J�D�U

� S� V� M� F� T � B� O� E � D� M� F� B� S � E� F� m� O� J� U� J� P� O� T�  � U� I� F� T� F � J� O� E� F� Y� F� T � D� B� O � I� F� M� Q � m� O� B� O� D� J� B� M � Q� S� P� G� F� T� T� J� P� O� B� M� T � N� B� L� F � N� P� S� F

� J� O� G� P� S� N� F� E � E� F� D� J� T� J� P� O� T� � � 8� I� F� O � E� J� G� G� F� S� F� O� D� F � N� B� U� U� F� S� T�  � E� F� Q� F� O� E � P� O � J� O� O� P� W� B� U� J� P� O � G� S� P� N � U�I�F �N�P�T�U �U�S�V�T�U�F�E

�O�B�N�F �J�O �J�O�E�F�Y�F�T��

�%�0�8���+�0�/�&�4���"�*�(��
�$�0�.�.�0�%�*�5�:���*�/�%�&�9�4�.

�%�0�8���+�0�/�&�4���*�4�-�"�.�*�$��
�.�"�3�,�&�5���*�/�%�&�9�&�4��������������

�%�0�8���+�0�/�&�4���)�&�%�(�&���'�6�/�%��
�4�5�3�"�5�&�(�:���#�&�/�$�)�.�"�3�,�4

���-�F�B�S�O���N�P�S�F���B�U���X�X�X���E�K�J�O�E�F�Y�F�T���D�P�N��

�'�&�"�5�6�3�*�/�(��



close in 2007 below $33 per barrel, sig-
nalling then a turn down of the secular
uptrend. At $57, we seem currently to be
far from it.

LetÕs turn to the monthly 13-years
graph on chart 3 to get a feeling of the
current downtrend since the high at
$78.15 during August 2006. The
smoothed monthly rate of change sug-
gests that the current sliding momentum
will be lasting longer than during the
short correction of 2003Ð2004 and may
well Ð as it did in 2001Ð2002 Ð cross
below the Òz lineÓ (the zero line) for a
few more months into the second quarter
2007. This scenario would remain valid
as long as crude oil remains on a month-
ly close basis below $71 per bbl.

Now that we have an idea of timing,
letÕs focus on the price action. A glance at
chart 4, with the crude oil price in

constant dollar (i.e. adjusted by the year-
ly GDP deflator since 1915), gives a clear
sense of perspective to the 2006 high
versus the 1981 peak. Further it appears
evident that the area $36Ð42 is going to
be pivotal. Below that area, we had in
the mid eighties until 2002 a period char-
acterised by disinflation and scare of
deflation. Above that pivotal area, we
have the current period of rising com-
modities and in the seventies the period
of the oil shocks with the inflation of the
early eighties. In other words, above
constant $43, the secular uptrend of oil
would remain intact.

The financial expert may have recog-
nised on chart 1, the arrow pointing
toward $40 in nominal term, which is a
key support area. On chart 5, the zoom
on just four charts allows to point to $45
as a 38% Fibonacci retracement between
the low of 2001 and the 2006 high (on
log scale). The 50% retracement would
be near $37, but would overlap the 2000
and 2003 highs, endangering the bullish
dynamics. We conclude that oil may
break the recent low near $50 on

Chart 3: Cyclical correction within secular advance
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January 18 during the current correction
phase, as long as it remains below $71.
But the maximum downside in this case
should be limited by $43Ð45 during 
the current secular uptrend that we are
in. We believe in a tough-to-decipher
$70Ð45 range.

The case for metals
The recent breakdown and test of the ris-
ing trend by Copper after a parabolic rise
in 2006 is a testimony that the risk of
breaking the trend would open a further
slide toward next support at $5000/mt, a
50% retracement of the rise from 2004
to 2006. The maximum risk allowing to
maintain a secular uptrend would be
seen at $4200-4000/mt, which is jointly
close to a 38% retracement from 2001 to
2006 and a 62% retracement from 2004
to 2006. The aficionados of the
Fibonacci compass may double check
these levels on chart 5, the proof is in the
pudding. 

ÒNickel continues to march on its own
drummer in making another high, while

tin has been a laggard,Ó said Ian McAvity
in his Deliberations from January 24,
2007. Both metals showed a two year
pause in 2002 and 2003, see the double
arrows on chart 1, whose pattern could
become the fate of copper, zinc and lead
at least during part of the year 2007. Our
arrows on chart 1 and 5 show key
support areas near $33,000/mt and
$25,000/mt for nickel, while the tin
uptrend is still intact above $9000/mt.
Curiously, aluminium and silver are stag-
ing higher lows after a parabolic spike top
in the first half of 2006. Are they just the
mirror of bullish hopes? We need to wait
for more evidence of trend confirmation. 

The case for food
While the volatility and rotation in the
metals suggest some sense of speculation,
the evolution of The EconomistÕs food
index at the bottom of chart 5 points 
to a very recent break above a lengthy 
3-year consolidation, whose minimum
upside target is 20% higher. 

Coffee on chart 6 is a good example
of the pause, which lasted for the last 
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Chart 5: Divergences in some metals and oil, while food wakes up 

ÒAbove $43, the secular
uptrend of oil would 
remain intact.Ó
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18 months, but whose monthly momen-
tum is up now for 6 months. It calls for
a new bullish cycle, with a triangle target
in the $200 area, or a whoopee 75%
price increase! The rounding base of the
relative strength performance versus US
equity for the last 6 years, which fol-
lowed 6 years of volatile underperfor-
mance, is a classic technical pattern
calling for some relative strength over-
performance in the coming years. 

Conclusion
Ranging oil is good news for inflation
and should help boost consumer senti-
ment: a likely positive argument for equi-
ty markets worldwide. But food com-
modities may play catch up, rising the
spectrum of food inflation, while copper
breaking down would suggest some com-
ing economic slowdown. Such diver-
gences in messages suggest that Ð for a
few months at least Ð the
easy trip on the back of com-
modities is over. Our friend
Ian McAvity recalled that
ÒWall Street history suggests
new products (allowing retail
investors to play in exotic
markets) hit the markets
after most of the potential
they have been designed 
for had already occurred.
Unfortunately, most retail
investors tend to buy yesterdays winning
trendsÓ. 

Well, is IanÕs wisdom overly conserva-
tive? What indeed, if the structural accel-

eration of the financial glob-
alisation on world street (or
may I call it World Electronic
Street for Trading, WEST)
was allowing hedge funds,
pension funds and also retail
investors to buy new prod-
ucts while the secular trend is
already at mid course,
embarking on some rising
trends of tomorrow! 
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Chart 6: Coffee resuming uptrend within secular advance started in 2002Ð2003

ÒThe easy trip on the back
of commodities is over Ð
for a few months at least.Ó
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Gasoline, ethanol, corn, and sugar
The sharp rise in oil prices over the past
several years coupled with increased
public attention on the role of vehicle
emissions in global warming and the
potential that oil reserves may run down
over the next several decades have stim-
ulated a global public debate
related to the potential use of
ethanol as an alternative to
petroleum-derived gasoline
as a fuel for vehicles. This
has come at a time of
increased use of ethanol, due
to a wide range of develop-
ments. As a result of this
complex set of interlocking
events, the relationships
among gasoline, ethanol,
corn, and sugar have become
a focal point in the com-
modities markets. While these various
commodities are connected through the
increased use of and attention being
given to ethanol as a fuel, the relation-
ships are not as fixed as some market
participants seem to believe, and are sub-
ject to major shifts in the future.

The U.S. approach
Growing demands on the U.S. ethanol
industry are likely to render current
ethanol manufacturing processes, espe-
cially in the United States, increasingly
unviable. The United States is the largest
gasoline consumer in the world. The
country consumes 145 billion gallons of
gasoline annually. This makes the United
States an important part of the energy
market and the ethanol market, which is
now an important component of the
energy market. The present U.S.
Administration has stated that it would
like to replace a substantial portion of its
gasoline consumption with ethanol,
which it currently manufactures from
corn. These comments may not represent
a policy that would materialize into
concrete government actions, let alone

developments in the markets, although
the comments could complicate efforts to
develop viable ethanol markets. The
Bush AdministrationÕs comments may
represent nothing more than a giant
distraction away from more critical
issues in the market. 

Ethanol around the world
The three primary feedstocks currently
used globally for ethanol production
include sugarcane, sugar beets, and corn.
Sugar beets are used in Europe and a
study conducted by the United States
Department of Agriculture (USDA)

shows that this is the most expensive
feedstock in terms of gross feedstock cost
per gallon of ethanol. The market for
ethanol today consists primarily of
ethanol derived from sugar in Brazil and
ethanol derived from corn in the United
States. Both countries have comprehen-

sive ethanol programs, and
manufacture comparable
quantities of ethanol at
approximately 4.3 billion
gallons per year. Although
these are the two largest
markets and sources of
ethanol at present, ethanol
use is rising around the
world. Countries like China,
India, France, Russia,
Germany, and South Africa
among others are all ramping
up their production and con-

sumption of ethanol. 

Brazil as role model 
Several of these countries look to Brazil
to meet their ethanol demands. Brazil is
the most efficient manufacturer and
largest exporter of ethanol in the world.
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Ethanol: In need 
of change
The ethanol market has gained significant importance in recent years. The increasing demands on this market

make it ripe for change. 

ÒThe relationships among
gasoline, ethanol, corn, 
and sugar have become 
a focal point in the com-
modities markets.Ó
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Low feedstock cost gives Brazil its edge.
In Brazil the sugar-based ethanol indus-
try is profitable based on market eco-
nomics and represents a sustainable,
viable industry not dependent on govern-
ment supports. In the United States the
corn-based ethanol industry is entirely
the product of and dependent upon gov-
ernment subsidy programs. According to
the USDA the cost of producing a gallon
of sugar ethanol in Brazil ranges between
$0.68 and $0.95. Meanwhile the cost of
producing a gallon of corn ethanol in the
United States averages $2.50.

Distorting subsidies
In 2006 the transition in the United
States from Methyl Tertiary Butyl Ether
(MTBE) to ethanol as an additive to
gasoline, coupled with the increased
emphasis by the United States and other
governments to achieve energy independ-
ence pushed up the price and therefore
the importance of ethanol. This resulted
in a wave of ethanol manu-
facturing plants being set up
across the United States and
Brazil. The Renewable Fuels
Association, a trade associa-
tion that represents the U.S.
ethanol industry, projects a
total of 197 ethanol refiner-
ies in the United States by
2009. Of this total only nine
refineries are expected to use
feedstock other than corn.
With alternate methods of production
currently not viable, in the United States,
the demand for corn as an ethanol feed-
stock would continue to be strong, in the
near future, as long as the government
subsidies are in place. This would add an
enormous premium to corn prices, at
least over a similar period, making corn-
based ethanol that much more expensive
and in need of greater subsidies.

High production costs
High feedstock costs (due to inflated

corn prices), high production costs due
the inherently high cost of using corn as
feedstock, and relatively underdeveloped
infrastructure for transporting ethanol in

the United States leaves a window of
opportunity open for efficiently pro-
duced, Brazilian sugar-based ethanol.
Brazil is likely to continue supplementing
the U.S. ethanol market at least until the
U.S. market becomes entirely self-suffi-
cient in meeting its alternative fuel goals.
Self-sufficiency is likely in the United
States only when alternate methods of
manufacturing ethanol, besides with
corn as feedstock, become viable. It must
be kept in mind that Brazil being the
most efficient producer of ethanol is

simultaneously supplementing ethanol
demands in several nations. And even as
Brazil has ramped up its sugar-ethanol
manufacturing facilities to meet this

increased demand, ethanol
production in Brazil com-
petes with edible sugar pro-
duction. When the demand
and therefore the price of
ethanol rises, a larger quanti-
ty of sugarcane is diverted
toward ethanol production.
This puts a strain on sugar
production, which results in
sugar prices rising. Producers
in Brazil will therefore divert

cane according to what is most profitable
to them. This problem will be further
complicated in poor Brazilian sugarcane
crop years. 

The importance of oil
Currently the importance ethanol
receives globally is largely dependent on
crude oil prices. Consumers typically use
ethanol to offset high oil prices. If oil
prices decline, demand for ethanol also
declines. At lower gasoline prices con-
sumers have little incentive to use
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ÒCurrently, the importance
ethanol receives globally is
largely dependent on crude
oil prices.Ó
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ethanol. This is because a gallon of
ethanol delivers approximately 70% of
the mileage that a gallon of gasoline is
capable of delivering. The gasoline price
at which demand for ethanol
will decline differs by coun-
try, however. The threshold
ratio between ethanol and
gasoline for making the
switch from ethanol to gaso-
line will largely depend on
incentives made available to
ethanol consumers, produc-
ers, and blenders, by the gov-
ernments of those countries. 

The only market that is
relatively insulated from 
the decline in oil prices and
the decline in demand for
ethanol is Brazil. Brazil
requires a minimum govern-
ment mandated percentage
of ethanol to be blended with
gasoline. As of January 2007
this requirement stood at
23%. If the prices of gasoline
were to decline, owners of Flex Fuel
Vehicles in Brazil, autos that can run on
100% ethanol and/or any combination
of gasoline and ethanol, would shift
from ethanol to gasoline. The mandated
23% of ethanol in gasoline, however,
ensures that every car consumes at least
the government-mandated percentage of
ethanol.

Looking for alternatives
For ethanol demand to be less sensitive
to oil prices, that is for consumers to use
ethanol even at lower oil prices, it needs
to be manufactured more efficiently. The
reduced costs that would result from
increased efficiency would lower the
threshold price at which consumers
switch from ethanol to gasoline.
Increased efficiencies could result from
new methods of production, which
include the use of new feedstock. This
could create a paradigm shift in the

ethanol industry with sugar and corn,
currently the most popular feedstocks,
taking a back seat. Of these two com-
modities, corn is more likely to be

phased out over time, being a less effi-
cient feedstock for ethanol production. 

Cellulosic ethanol prepared from cel-
lulosic biomass like straw, switchgrass,
and corn stover is the most popular
alternate choice. The feedstock used to
manufacture cellulosic ethanol is not
foodstuff. The use of foodstuffs for the

preparation of ethanol is a growing
concern, as it would affect individual
consumers and producers of ethanol
adversely. The resultant supply tightness,

due to ethanol production
from these commodities,
would not only reverberate
through the global economy
by pushing up cost of food
and inflation along with it,
but would also make manu-
facturing ethanol even more
inefficient due to higher feed-
stock costs. This concern
would be magnified in poor
crop years. 

The preparation of cellu-
losic ethanol is still not a
viable option, which means
corn and sugar will remain
the primary feedstocks for
preparing ethanol at least in
the near future. The ineffi-
ciencies in manufacturing
corn ethanol will keep its
demand susceptible to a

decline in oil prices. An increase in oil
prices could help push up demand for
ethanol, especially that of the more effi-
ciently produced sugar based ethanol.
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ÒFor ethanol demand to be
less sensitive to oil prices it
needs to be manufactured
more efficiently.Ó

ÒCorn and sugar will
remain the primary 
feedstocks for preparing
ethanol in the near future.Ó
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Biofuels: the burning issue
for commodities in the future 
Commodities. Not the first part of Euronext.liffeÕs product range that necessarily springs to mind. But commodi-

ties trading on Euronext.liffe has been consistently growing. 2006, the fifth consecutive year of growth, was

another record year for the portfolio. Almost 10 million contracts were traded Ð more than double the volume

in 2000. Volumes so far in 2007 are growing promisingly too. 
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Rich heritage
Commodity derivatives are nothing new though. It was
Aristotle who, two and a half thousand years ago, first record-
ed his canny friend ThalesÕs decision to buy the option for first
use of his villageÕs olive presses at harvest time. Thales Ð a
philosopher, farmer and amateur meteorologist Ð believed that
a bumper olive crop was on its way that autumn. When he
turned out to be right, he exercised his option and crushed his
crop ahead of his neighbouring competitors.

Old principles have new uses and today we are seeing a
surge in interest in commodities trading. There are many rea-
sons. First of all, there is the fact that, on Euronext.liffe, all the
products have been available on the exchangeÕs state of the art
trading platform, LIFFE CONNECT since 2000. Indeed until
relatively recently, Euro-
next.liffe was the only
exchange to do so. Just as
with our other products,
electronic trading has taken
the market to the customer,
and this has greatly expand-
ed the potential for world-
wide participation in the
commodity contracts we
offer: customers already
trade on Euronext.liffe from
Vietnam, Uganda, Ivory Coast, Brazil and the Middle East, for
example. The availability of our Commodity Products along-
side our existing Interest Rate and Equity Products means that
market users have access to three asset classes at the click of a
mouse. The accessibility of the market around the world has
had other side-effects besides. We know of farmers in West
Africa, for example, who check the cocoa prices on our web-
site to make sure they are getting a fair deal for their crop. 

Alternative investments
The second major factor has been the emergence of commodi-
ties as an asset class in their own right, which dates to almost
exactly the same point that Euronext.liffe made its commodi-
ties available for electronic trading. Following the technology
boom of the 1990s came the bust of 2000, and the search
began for other asset classes in which to invest. Commodities Ð
the prices of which are not correlated with the fluctuations of
the worldÕs equity markets Ð looked very attractive as an alter-
native investment. The value of many soft commodities had
been rising strongly and volatility Ð caused by the effects of,
say, adverse weather or political change on finite supply Ð have
made the products attractive to both long and short-term
investors. Over the winter of 2005Ð2006, the price of

Euronext.liffeÕs White Sugar futures contract soared 30% in
less than a month, while Robusta Coffee futures rose by 15%.
As a result we have seen a variety of investors Ð managed
funds, institutional investors and short-term traders Ð join the
traditional users of these contracts, who include the producers
and end-users of the commodities themselves, thereby increas-
ing the liquidity in the market.

Other factors have also played a part. Increasing political
pressure for reform of the European UnionÕs Common
Agricultural Policy finally resulted in changes in 2003. Reform
of the farm program in the United States at around the same
time also reduced price support for producers. On both sides of
the Atlantic, direct payments to farmers are no longer linked to
production. And that change has had a dramatic effect. For

example, in sugar, worldwide
prices are now more likely to
be influenced by factors in
countries like Brazil, than in
the EU. When under influ-
ence of government policy
about half of BrazilÕs sugar
crop was used to produce
ethanol last year, the sugar
price rocketed.

The rise of biofuels
Which takes me onto the most recent dynamic affecting the
commodity markets: the rise of biofuels. War in the Middle
East and the rise of socialist regimes in South America have
driven oil prices higher, while growing concerns about climate
change have prompted the search for cleaner fuels. In the
search for energy security and cleaner, more sustainable fuels,
biofuel is seen as the answer.

ÒThere will need to be 
a considerable expansion 
of rapeseed production.Ó

Euronext.liffe’s Commodity Products
Annual Volumes 2001–2006
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Last year President Bush championed ethanol as an alterna-
tive to Middle East oil. Analysts expect ethanol production to
consume up to a quarter of the US corn crop next year. In
Europe, where 80% of biofuel is generated from rapeseed, the
EU hopes that alternative fuels will supply nearly 6% of trans-
port fuel by 2010 and 20% by 2020. Given that half the
European rapeseed crop is already used to produce fuel, and
the fact that to meet even the first target would require a four-
fold increase in supply, there
will need to be a considerable
expansion of rapeseed pro-
duction, probably outside
Europe. 

With the oil price so high,
the business case for produc-
ing biofuel is a compelling
one. Competing pressures for
soft and agricultural com-
modities for use as food and
fuel, together with a wide-
spread drought last year
which dramatically reduced
grain yields, has at times driven up prices. Businesses turning
rapeseed, wheat, corn and sugar into fuel, are taking off. But
they need a way to manage their exposure to price fluctuations
in the raw material. Euronext.liffe can now offer them, as well
as the more traditional users of the commodities contracts it
offers, a way of hedging prices at a time of growing price
uncertainty. Euronext.liffe is the only exchange at present to
offer trading in all the major biofuel constituents. 

New contracts
The latest contracts Euronext.liffe is offering are both highly
relevant to the biofuels market. In January we launched a rape-
seed oil contract which is designed to provide a sophisticated
pricing and hedging tool for this increasingly important com-
modity. It will also enable hedge funds and other investors to
gain direct exposure to price movements in rapeseed oil for the
first time. 

Next month we launch a second contract, on Raw Sugar,
which reflects the changing sugar market. The reduction of
price support for sugar production in the European Union will
have a significant impact on sugar fundamentals. This shift has
been accompanied by a change in the refining process. Rather
than refine and then ship white sugar, producers increasingly
ship raw sugar to a refinery at its destination for processing,
mainly because it is cheaper to do so. We will now offer cus-

tomers the ability to transact
business seamlessly between
the Raw and White Sugar
markets, providing cost and
execution efficiencies. The
new Raw Sugar contracts
will also be cleared alongside
the existing White Sugar con-
tracts, by LCH.Clearnet Ltd,
providing even greater effi-
ciencies, including a margin
offset of 70% between Raw
Sugar and White Sugar con-
tracts. Both exchange and

clearing fees will be waived for an initial six month period to
help the contract establish itself. And with the increased inter-
est in commodities we are now seeing, there is every reason to
anticipate active participation in these two new contracts, from
all relevant sectors. 
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Ian Dudden, Director of
Commodity Products,
Euronext.liffe

ÒBusinesses turning 
rapeseed, wheat, corn 
and sugar into fuel, 
are taking off.Ó
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ÒSpreadingÓ agricultural commodity
futures in Germany and CEE

After agricultural commodities trading had been suspended by law for almost a century, Germany is re-estab-

lishing an environment for risk management. RMX in Hanover is focussing on three issues: Cash settlement

where feasible, Marketing of commodity indices, and Offering spread trading facilities.
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The Risk Management Exchange (RMX) Hanover, formerly
Warenterminbšrse (WTB) Hannover, went live in 1998. Trading
started with futures on Lean Hogs and German Table Potatoes.
Since then we have derived from our Hogs contract a future on
Piglets and we ÒenframedÓ our Table Potato contract with
futures on Processing as well as on British Potatoes (London
Potato Future). 

Prior to that start in 1998, trading in agricultural commodi-
ties was forbidden by law in Germany for nearly 100 years. At
the end of the 19th century, massive price volatility in agricul-
tural commodities and dwindling confidence in commodity
futures trading lead in 1897 to a law prohibiting such trade. It
was not until 1994 that a new law paved the way for re-estab-
lishing a commodity futures exchange in Germany. The result-
ing lack of knowledge and culture of using agricultural com-
modity futures explains to a certain extent why this tool did not
yet have its breakthrough in Germany. 

So what are we doing to promote the use of these futures in
Germany and its neighbouring countries? We are active in three
key areas: 
¥ Developing commodity futures with cash settlement where

feasible 
¥ Marketing of the resulting cash settlement commodity indices
¥ Improving tradability of our futures through spread trading

facilities

Why cash settlement?
While the question whether pit or electronic trading is the best
way of trading commodities has been answered by the success
of the latter one, the pro and cons of cash settlement in
commodities are still discussed extensive and often full of emo-
tions. 

For us it seems to be clear: Products which are easily storable,
transportable, deliverable and fungible could and perhaps even
should be settled by physical delivery. Products which do not
fulfil most of these criteria and where spot prices are available
in sufficient quantity and quality throughout the season should
be cash settled. 

Especially in a market environment like ours financial insti-
tutions have little or no experience with settlement of commod-
ity futures by physical delivery. So cash settlement should
heighten the attractiveness for banks to enter this field. That is
why we hope to broaden our broker / clearer base by offering
more cash settled products.

Another way to achieve higher visibility 
and acceptance is Index Marketing
As we are bringing out more and more products with cash set-
tlement we try to establish the corresponding commodity indices

as benchmarks for the respective industries. That is why we pro-
mote at the same time our futures as price anchors for Exchange
of Futures for Physical (EFP). EFP is also an individual way to
combine the advantages of a cash settled commodity future with
physical delivery Ð which adds by the way another pro to the
discussion regarding cash settlement in commodities! 

Offering Spread Trading Facilities
Where you cannot group similar products from different regions
in a basket as we did with our Processing Potato Future you can
list comparable regional products differing in price and quality
on one electronic platform and interconnect them through
spread trading facilities. We did so by bundling the Processing
Potato Future with the other two Potato Futures. Although the
parameters of these facilities still leave some room for improve-
ments the effect we wanted can already be seen: A significant
tightening of the Bid Offer Spread in the Òleg-contractsÓ
through Òspill overÓ of liquidity of the mostly traded contract
into the others. 

And that last point of spread trading leads me to what I
already wrote in SDR 28. 

Many agricultural commodities in Central and Eastern
Europe are markets which are more regionally oriented than
other commodities. But often they are interrelated, especially in
a time of rising demand for renewable energies. The conse-
quence of this development is a ÒFight for AcreageÓ among agri-
cultural commodities as can already be watched worldwide.
This fight might well result in rising prices which should inten-
sify volatility and increase demand for risk management. At the
same time agricultural commodities in this area are still waiting
for a breakthrough in volume and overall importance. For a
change to the better an improved trading and clearing infra-
structure will be a key issue to be solved. Therefore similar
products on one joint electronic platform, interconnected by
spread trading facilities would fit well into the existent agricul-
tural landscape of Europe. 

Hans Christian Koltze is Company

Secretary and Head of Trading

Surveillance and Operations of the Risk

Management Exchange (formerly:

Warenterminbšrse) in Hanover. He has

helped founding and developing this

exchange, where agricultural commodi-

ties futures are integral part of the busi-

ness model. Contact: hc.koltze@rmx.eu
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Largely driven by advances in technolo-
gy, commodity exchanges are now able
to offer a greater number of contracts
and instruments, with enhanced trading
and clearing functionality, at lower cost,
at faster speed, and targeting customer or
product niches that were previously
considered unreachable or
unprofitable. 

Exchanges in emerging
markets are breaking out of
their traditional guise as a
passive forum providing a
limited selection of services
to a limited community of
members. As an avant-garde
institutional catalyst, the
emerging commodity ex-
change is upgrading commodity sector
performance and integrating supply
chains. 

Since 2003, emerging commodity
exchanges have experienced a rate of
volume growth double to that of their
more established counterparts (see fig-
ure 1). As a result, emerging market
share of total volume has increased sig-
nificantly. A key driver of this perform-
ance has been the emergence of dynamic
markets in China and India. In these
countries, large commodity-producing

communities are increasingly accessing
tools for managing risk and exploring
new possibilities for investment. The
continuation of this trend looks set to
provide a significant further growth
opportunity for exchanges situated in
these markets.

But with opportunity comes responsi-
bility. Emerging commodity exchanges
typically face a triple mission. The stan-
dard organisational mission of a com-
modity exchange to build liquid and effi-
cient markets is often supplemented in
emerging market contexts with two
further missions. There is the wider
developmental mission rooted in the
need to catalyse entire sectors whose par-
ticipants may include some of the worldÕs
most impoverished people. And there is
the participatory mission to make mar-

ket instruments relevant for, and usable
by, the ordinary citizen. 

However, rather than viewing the
developmental and participatory mis-
sions as a burden against which the
organisational mission should be bal-
anced, the simultaneous pursuit of the

three missions can be seen as
a Õwin-winÕ solution for both
the exchange and wider soci-
ety. The intrinsic value of the
developmental and participa-
tory missions Ð their contri-
bution to national develop-
ment and popular well-being
Ð is complimented by the
benefits that the exchange
itself receives from their pur-

suit:
¥ In building sustainable participation

from emerging market commodity
sectors, the exchange can tap into the
Òfortune at the bottom of the pyra-
midÓ Ð those commodity sector par-
ticipants which, though small in scale,
represent a large potential source of
liquidity given their number. 

¥ By demonstrating that the exchange is
bringing tangible development gains,
regulatory authorities can be encour-
aged to apply light-touch but robust
regulatory models that facilitate rapid
market development. 

¥ The co-operation of government can
be maintained, especially when the
inevitable calls for market interven-
tion arise following price movements
that are unfavourable to important
producer or consumer lobbies. 

¥ Finally, a pro-development commodi-
ty exchange is better positioned to
foster positive and appreciative public
opinion among an audience that may
initially hold a sceptical view about
exchange activities. 

22

F
oc

us

Emerging commodity exchanges: Seizing
the opportunities for equitable growth 

Structural changes in underlying commodity markets Ð in particular, liberalisation and the substantial withdraw-

al of government support for the sector Ð drove the initial promotion by emerging market governments of

exchanges as a tool for commodity sector development. In recent years, the level of ambition has expanded

even further.
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Figure 1: Commodity Derivatives Growth, 2003Ð06 1

1 Source: UNCTAD. The data comprises the
worldÕs major commodity exchanges (> 1 million
commodity derivatives contracts per annum).
CAGR = compound annual growth rate.

ÒAlmost all absurdity 
of conduct arises from 
the imitation of those we
cannot resemble.Ó Samuel Johnson
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This triple mission Ð organisational,
developmental and participatory Ð is
among the most important of differentia-
tors between an emerging commodity
exchange and its more established coun-
terparts elsewhere. An emerging ex-

change cannot simply copy exchange
models that have proved successful in
foreign markets under different market
conditions and in pursuit of different
imperatives. 

Instead, the attainment of these mis-
sions requires the development of new
models and the application of new tech-
nologies for building the exchange as an
institution and tapping into the Òfortune
at the bottom of the pyramidÓ. As the
microfinance phenomenon has demon-
strated, when appropriate models are
devised to serve these markets in a man-
ner that is cost-effective yet tailored to
the requirements of small-scale or cash-
poor customers, the returns can be at
once profitable and equitable, yielding
numerous positive social and economic
externalities.

This has been seen recently in India,
for example. The three national multi-
commodity exchanges, established in

2002Ð3 following UNCTADÕs support,
have systematically identified weakness-
es and inefficiencies in commodity sup-
ply chains and sectoral institutions. Their
response has been the development of a
series of imaginative and pioneering
solutions. To name but a few, these
include: electronic price dissemination
networks; satellite-enabled exchange
connectivity; ground-breaking distribu-
tion partnerships; online electronic
national spot exchanges; integrated col-
lateral management organisations;
bespoke risk management consultancy
services; and broad-based human
resources development programs. This
range of initiatives, as well as the stellar
growth in these exchangesÕ trading vol-
umes2, demonstrates how the exchange
can act to structurally upgrade commod-
ity sectors and integrate supply chains
whilst generating a lucrative commercial
return.
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Figure 2: Commodity Derivatives Global Liquidity Map, 2006 3

2 The two Indian exchanges, MCX and NCDEX,
were the two fastest growing commodity futures
exchanges in the world for 2005 with annual vol-
ume growth rates at 678% and 390% respectively
(as reported in UNCTADÕs annual statistics on
commodity derivatives markets for 2005 Ð see
UNCTAD 2006, ÒThe WorldÕs Commodity
Exchanges Ð Past, Present, FutureÓ). For 2006, the
third national exchange, NMCE, was the worldÕs
fastest-growing with a volume growth rate for the
year of 538%.
3 Source: UNCTAD. Percentages represent share
of total global liquid commodity derivatives con-
tracts, defined as contracts with volume exceeding
500,000 during 2006. Developing Asia comprises
exchanges in China, India and Malaysia; Africa
comprises South Africa; Latin America comprises
Brazil; North America comprises the US and
Canada; Europe comprises the UK; Developed Asia
comprises Japan.
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But it should not be taken for granted
that the success of the Indian markets
can be easily replicated
elsewhere. As figure 2
reveals, Latin America
and Africa still retain a
small share of global
liquidity.

Emerging exchanges in
other geographies are
advised to isolate those
aspects of market struc-
ture and exchange strate-
gy that have driven the
symbiosis of high growth
and development-friendly
outcomes in India. To 
this end, a forthcoming
UNCTAD paper, Stra-
tegic Considerations for
Emerging Commodity
Exchanges: A Framework
for Equitable Growth ,
identifies a range of 
key strategic challenges
which are likely to have
an important bearing 
on emerging commodity
exchange success over the coming years. 

An emerging exchange must thor-
oughly understand the requirements of
its potential user base, including some
user types which typically do not feature
in established markets. In particular, it
must find a way to effectively bring small
commodity sector participants into the
markets, overcoming deficiencies in
infrastructure, awareness and intermedi-
aries. It must work in close collaboration
with government and regulatory agencies
to develop an effective legal-regulatory
framework which provides the space for
the markets to grow whilst protecting
investors who will be initially inexperi-
enced and occasionally irresponsible
when faced with the new opportunities
offered by the exchange. It must effi-
ciently deploy new and evolving technol-
ogy solutions that facilitate innovations

in products, platforms and functionali-
ties for the benefit of commodity sectors

and investors alike. It should look to
integrate exchange services with com-
modity finance provision to secure devel-
opment gains for commodity sector par-
ticipants from the synergistic use of both
services whilst tapping into the liquidity
inherent in these users.

In conclusion, emerging commodity
exchanges have undergone impressive

growth in recent times. There is every
sign that this growth will continue,

driven on the one hand
by an awakening among
commodity sectors to 
the potential benefits of
exchange-traded instru-
ments, and on the other
by the emergence of a
new generation of inno-
vative exchanges pushing
the boundaries of the
possible ever further. The
successes experienced by
exchanges in China and
India serve as models that
can encourage exchanges
in other emerging mar-
kets. The proposed Pan
African Commodities 
and Derivatives Exchange
(PACDEX), which enjoys
high-level support from
the African Union, is just
one such institution that
could potentially benefit
from their experience.
For it and other emerging

exchanges, incorporating developmental
and participatory missions into their core
remit is a Ôwin-winÕ solution that can
blend economically efficient markets and
a financially rewarding business model
with development-friendly outcomes
that are equitable, empowering and sus-
tainable. 
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Leonela Santana-Boado is Coordi-
nator, Commodity Exchanges
(leonela.santana-boado@unctad.org)
and Adam Gross is Associate
Economic Affairs Officer (adam.
gross@unctad.org) in the Com-
modities Branch of the United
Nations Conference on Trade and
Development (UNCTAD). 

ÒDoing business with the worldÕs 
4 billion poorest people, two-
thirds of the worldÕs population,
[É] raises a prodigious new man-
agerial challenge for the worldÕs
wealthiest companies: selling to
the poor and helping them
improve their lives by producing
and distributing products and
services in culturally sensitive,
environmentally sustainable, 
and economically profitable
ways.Ó C.K. Prahalad
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Harsh African realities
Globalization could spur faster growth
in average incomes in the next 25 years
than during 1980Ð2005, with developing
countries playing a central role.
However, unless managed carefully, it
could be accompanied by growing
income inequality and potentially severe
environmental pressures,
predicts the World Bank. 

ÒThe number of people
living on less than $1 a day
could be cut in half, from 1.1
billion now to 550 million in
2030,Ó said Fran•ois Bour-
guignon, Chief Economist
and Senior Vice President,
Development Economics, the
World Bank. ÒHowever,
some regions, notably Africa,
are at risk of being left behind.
Moreover, income inequality could
widen within many countries, com-
pounding current concerns over inequal-
ity between countries.Ó

When faced with these harsh realities
in terms of purchase power parity and
GDP per capita it seems as if Africa is not
participating in the world economy at
all. AfricaÕs share of world exports
dropped from more than 3.5 percent in
1970 to about 1.4 percent by the end of

2002, a decline that represents an income
loss of close to $200 billion annually.
That is despite being home to 11% of the
worldÕs population, Africa accounts for
only about 1% of global GDP, receives
0.6% of the worldÕs total FDI, and
accounts for just 1 percent of the worldÕs
Internet subscribers.

Wind of change
As a regional African commodity
exchange, the Pan African Commodities
& Derivatives Exchange (PACDEX) real-
izes that trade is vital to realizing AfricaÕs
growth potential, reducing poverty as
well as achieving the Millennium
Development Goals (MDG). Even if all
trade restrictions are removed Ð Africa
still needs to improve on the manage-
ment of its commodities in order to cap-
italize upon comparative advantages

within the international commodity mar-
ket. Africa also needs to display to the
world that the risks in trading African
commodities are reduced.

The objective of an African
Commodity Exchange Ð prior to
PACDEX Ð has been elusive because
efforts were focused on individual coun-

try initiatives. The economic
size of most African countries
coupled with the high fixed
cost of a commodity ex-
change made individual ini-
tiatives non-viable.

Now with the advent of 
a regional exchange that 
will be headquartered in
Gaborone Botswana (the
only country in Africa with
an AAA sovereign credit rat-

ing), the African commodity market is all
set for a paradigm shift with sweeping
changes.

In order to further deepen this market
and bring greater efficiencies, this com-
mon platform is essential where demand
and supply forces can act together in
bringing out the Òbest priceÓ for any
commodity. For this, the existence of a
central exchange system with qualified
market specialists, are a must for main-
taining price flexibility and market
depth.

Huge opportunities
By its sheer size and turnover, the African
commodities market offers great growth
opportunities and advantages to a large
cross section of the stakeholders; a com-
modity exchange can therefore Ð clearly,
be a lifeline for the regional African
economy from both an intra-African and
international point of view.

The decline in African exports over
the past 30 years represents an income
loss of about $200 billion annually. Four
times more than what is suggested for
AfricaÕs sustainability. Much less over-
seas development assistance will be
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Africa Ð In charge 
of its own future?
PACDEX will become AfricaÕs first regional cross-border commodity and derivative exchange. Supported by

UNCTAD and the African Union, PACDEX will be registered and licensed to trade in Botswana. It has been incu-

bating for the past three years. Read the following macro overview of this remarkable attempt from Africa to

take control of its own destiny.

ÒWhen faced with these
harsh realities it seems 
as if Africa is not partici-
pating in the world econo-
my at all.Ó
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required if Africa succeeds to export
more. A regional, well regulated com-
modity and derivatives exchange for
Africa will assist in providing
these answers to the African
and international trade com-
munity. This is where
PACDEXTM believes that its
greatest value lies in provid-
ing efficiencies into the rela-
tively disorganized African
marketplace.

It is notable that Africa
supplies significant quantities
of resources to the interna-
tional marketplace such as
gold, platinum, crude oil,
diamonds, copper, silver,
cocoa and other commodi-
ties in great demand. The
challenge is to retain more
revenue from these com-
modities in Africa which can
be achieved by removing or
limiting the discountable
risks in the physical markets,
and then utilizing this
income to add value to these
products. PACDEX will aim
at offering some solutions to organizing
the marketplace and bringing more
transparency and also facilitating the
development of the knowledge industry
that can beneficiate these products.

The value added of a commodities
exchange is numerous and it all adds to
the bottom line: 
¥ Reduced costs of finding new clients

for the traders
¥ Managing counterparty risk
¥ Hedging against price risk
¥ Market information and transparency
¥ Time saving because of the immediacy

of an electronic exchange
¥ Guarantee of contract performance
¥ Arranging attractive financing via

repo contracts 
¥ Offering training to market partici-

pants will also catapult the industry

into the knowledge economy where
value can be determined by accuracy
and speed.

Time is running short
The gap between those that have and
those that do not, is increasing year-on-
year. So we do not have much time to
find the most viable combination.
Although PACDEX has had setbacks in
terms of some of the tradable contracts,
we now have identified five physical con-

tracts, three derivatives, some FX and
some warrants that can be traded and
these will be published in the very near

future. In the meantime we
are gearing to launch by 
10 November 2007.

PACDEX is a humanitari-
an development project that
has alliances with UNCTAD,
the African Union, Botswana
government, and philan-
thropic entrepreneurs Ð all of
whom believe that Africa can
take charge of its own
destiny. 

PACDEX, its management
and alliances are under no
illusion that this is an ambi-
tious task. Africa is a large
continent with large chal-
lenges. Diversity of culture,
capacity, management, edu-
cation, infrastructure and
regulation is only but a few
issues to be addressed. There
are however some low hang-
ing fruits, which will ensure
market viability. And these
are going to be our initial

contracts being traded. Is Africa in
charge of its destiny? The answer is to a
large degree no: Many other nations are
holding AfricaÕs future in their hands.
PACDEX is just one of many answers
that are required for Africa to become a
responsible custodian of its own future
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Anthony Adendorff is CEO of the Pan African
Commodities Platform (PACP), the management compa-
ny of PACDEX and has been working on this particular
project for the past three years. He holds an MBA and
various other degrees from South Africa. 
PACDEX welcomes input and assistance from any of 

the Swiss Derivative Review readers and can be contacted by mail,
anthony@pacp.com, or phone, +278 3459 5439.

ÒEven if all trade restric-
tions are removed Ð Africa
still needs to improve on
the management of its
commodities.Ó

ÒPACDEX believes that 
its greatest value lies in
providing efficiencies into
the relatively disorganized
African marketplace.Ó
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Indian commodity futures recorded a
turnover of $474 billion in the 12 months
to March 2006, up a whopping 373%
compared with the previous 12-month
period. The MCX has emerged as a truly
global market place in India through the
introduction of novel products, efficient
risk management systems and extended
trading hours to map European and US
timings beyond the Indian timing.
Extended trading hours ensures that the
Indian industry and traders are able to
effectively manage their price risk and par-
ticipate in the global price discovery
process. 

The development of rural agri-market-
ing infrastructure have been given due
importance by the Indian exchanges lead-
ing to the development of scientific storage
and awareness among the farmers for grad-
ing and standardization. 

MCX has been promoted by Financial
Technologies (India) Ltd (FTIL), a technol-
ogy company offering solutions for foreign
exchange, securities, commodities and debt
markets. The key differentiators of MCX
for success, which enabled it to become one
of the top 10 global exchanges for com-
modities are (a) strategic alignment with
domestic commodity industry associations,
(b) global strategic alliances with
exchanges, (c) domain knowledge, technol-
ogy advantage and exchange management
experience, (d) emphasis on training,
research and awareness creation, and (e)
product innovation and support service for
delivery handling. 

The exchange has tie-ups with promi-
nent global commodity exchanges, such as
the Chicago Climate Exchange, the London
Metal Exchange, the New York Mercantile
Exchange, the Tokyo Commodities
Exchange, the Bursa Malaysia Derivatives
Berhad, Euronext.LIFFE, Zhengzhou
Commodity Exchange and others. The
objective of these alliances is to provide
Indian market participants who trade on
MCX access to global products in order to
manage their risk more efficiently, as well

as to position India on the global commod-
ity map. MCX has made a mark in 2006 by
becoming the first and the only Indian com-
modity exchange to become an associate
member of Futures Industry Association
(FIA) for co-operation and information
sharing with its counterparts in the global
commodity derivatives market. 

MCX is working at various levels to
streamline and strengthen IndiaÕs rural agri-
marketing infrastructure, like the National
Bulk Handling Corporation (NBHC),
National Spot Exchange for Agricultural
Produce (NSEAP) and Commodity Suchna
Kendras that would catalyze the progress
to IndiaÕs rural and agricultural economy. 

NBHC is an end-to-end solution
provider in warehousing and bulk handling
of agricultural commodities, quality systems
for storage, preservation and protection,
grading and assaying, standard quality pur-
chases, offloading and disposal services,
demating of warehouse receipts for expedi-
ent transfer of ownership, etc. 

The NSEAP envisages creation of a
national electronic platform for trading in
agricultural commodities. The Suchna
Kendras are e-linking the Mandis of a state
with MCX and disseminating both the
Mandi and MCX spot and future prices. In
addition other weather and crop related
information is also being disseminated
through these centers. 

The goods stored in the warehouses of
NBHC are guaranteed for their quantity
and quality. Farmers and traders obtain
loans from banks against the warehouse
receipts issued by NBHC. Thus an effective
means of tackling the liquidity crunch faced

by the Indian farmers has been created. The
availability of storage facilities in rural
areas, warehouse receipt based financing,
efficient price discovery and dissemination
have resulted in farmers stocking their
produce and reducing the steep drop in
post-harvest prices witnessed prior to com-
mencement of futures trading.

In addition to the national level initia-
tives, MCX along with Financial
Technologies has also been involved in the
setting up of a truly international exchange,
the Dubai Gold and Commodity Exchange
in association with the Dubai Metals and
Commodity Centre. The Governments of
some countries in Asia and Africa are also
planning to obtain the assistance of FTIL to
create a successful market in their countries
on the lines of what has been achieved in
India. 

Futures trading on organized platforms
in India has been highly successful in both
regional agricultural commodities and
global commodities. The exchanges have
been able to achieve this success by focus-
ing on removing the inherent Indian bottle-
necks and bringing in global best practice.
In their growth story, Indian commodity
exchanges have nurtured the commodities
ecosystem with additional investment in
agricultural marketing related infrastruc-
ture bringing in prosperity to the rural
landscape. Considering the potential mar-
ket size of the physical markets for many of
the commodities in India, it has the capaci-
ty to become the benchmark price-setter for
these in the time zone between Tokyo and
London. 
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Building a commodities
ecosystem in India
Commodity futures trading in India has recorded a booming growth after it has been reintroduced in 2003 fol-

lowing a long gap of four decades. There are about two dozen commodity exchanges in India, three of which

are national level, demutualized, online platforms. MCX, the Multi Commodity Exchange of India is market

leader with an active Agriculture, Precious Metals, Energy and Non Ferrous Metals segment.

Joseph Massey, Deputy Managing Director MCX,
www.mcxindia.com
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Commodities as an asset class
It has long been recognized that an
investment in commodities can offer
several benefits to a financial portfolio,
including:
1) Negative correlation to stocks and

bonds
2) Traditionally high equity-like returns 
3) An effective inflation hedge

Commodities are unique in providing
this package of portfolio characteristics
due to their pro-cyclicality. Indeed, it is
difficult to find another asset class that
similarly generates positive returns when
financial assets are suffering their worst
losses. Commodity index investments
have been a popular method of choice to
gain exposure to the asset class. We esti-
mate that over USD 100bn is currently
indexed to commodities, up from USD
15bn in 2003. There are several com-
modity indices available, of which the
Goldman Sachs Commodity Index
(GSCI) and the Dow Jones-AIG
Commodity Index (DJ-AIGCI) are the

most prominent and widely used in insti-
tutional portfolios. 

Both indices have in common that
they roll commodity futures based on
predefined rules and mechanisms. The
GSCI is based on 24 physical commodi-
ties and applies a production weighted
scheme using a 5-year average of the pro-
duction input. To ensure that the Index
remains investable, the commodities
included in the Index must pass stringent
liquidity tests. Today, the Index provides
exposure to a variety of energy, indus-
trial metals, precious metals, agriculture
and livestock commodities. Production
weighting currently results in an Index
that is heavily weighted to energy com-
modities, providing substantial overall
portfolio diversification. The weights of
the DJ-AIGCI, on the other hand, are
primarily determined by liquidity consid-
erations reflected by the trading activity
in the respective commodity contract
with active weighting and rebalancing
once a year. No single commodity class
represents more than 33% of the DJ-

AIGCI and no single commodity repre-
sents less than 2%.

Return drivers of commodities
The returns of such investments in com-
modity futures can be attributed to three
return components: changes in the spot
price of the underlying commodity, the
roll return of the futures investment and
the collateral return of the collateral
posted to fulfill the margin requirements
of futures exchanges.

The sources of index returns become
apparent when comparing the three main
GSCI indices: (1) The GSCI Spot Index,
(2) GSCI Excess Return Index and (3)
GSCI Total Return Index. The Spot
Index simply measures the price of com-
modities at any given point in time. The
Excess Return Index assumes continuous
investment in nearby commodity futures
contracts. It is calculated by rolling for-
ward the first nearby contracts into the
next nearby contracts mechanically each
month. Finally, the GSCI Total Return
Index tracks a fully-collateralized invest-
ment, and in addition incorporates the
return on an underlying investment in
three-month US T-Bills. The GSCI Total
Return Index has returned an annualized
11.79% from January 1, 1970 to
December 31, 2006. Meanwhile, the
GSCI Spot Index returned a 3.4% annu-
alized return over the same period 
(figure 1).

The spread between these returns
underscores the difference between price
changes in physical commodities and the
return from a GSCI-style rolling front
month investment. The market often
pays a convenience yield, or premium,
for readily available commodities. This is
reflected in an inverted (backwardated)
forward price curve. Whenever forward
prices are below spot prices, returns from
rolling futures GSCI-style can be sub-
stantially higher than the change in spot
prices. The GSCI Total and Excess
Return Indices capture returns from
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Commodity solutions for 
institutional investors in Switzerland

Commodities are now regarded as a mainstream asset class. In the last few years many institutional investors

around the world, who had not already done so in the 1990s, have made allocations to commodities. The

following article takes a step back and discusses the role of commodity investments in institutional portfolios

as well as the recent developments of commodity solutions.

 GSCI Total Return in USD GSCI Spot Return in USD
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Figure 1: Comparison between the GSCI Total and Spot Return Indices 
in the time between 1970 and today 
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rolling the front-month futures of the
underlying contracts thereby allowing a
long investor to gain advantage from any
backwardation. Conversely, contango is
a cost for the long investor.

Enhancing Commodity Investments
Although energy futures usually trade in
backwardation and generate positive roll
returns, in the recent past, some of them
and in particular oil and gas have been
trading in contango. Futures in industri-
al metals have been trading in consider-
able backwardation while precious
metals and most of the agriculture and
live stock futures contracts exhibit con-
tango due to the nature of the underly-
ing. These inherent characteristics of
commodities can be exploited or mitigat-
ed by enhancing the allocation mecha-

nisms along the futures curve and hence
optimizing the roll returns. The enhance-
ment of roll returns of commodity
indices such as DJ-AIGCI or the GSCI
can be achieved through changing the
roll characteristics of the commodity
futures, exploiting the prevalent season-
ality in certain commodities and invest-
ing dynamically in the futures curve.

Some commodities for instance exhib-
it seasonality as their demand changes
throughout the year. The futures curve of
natural gas, for example, is an expression
of these seasonal trends (see figure 2).
The consistency in these trends provides
opportunities for enhancement whereby
the strategy maximizes the respective
exposure to commodities when they are
most in demand. Value can thus be
extracted through adapting the rolling
pattern within the index when the curve
is backwardation or has the highest
point of backwardation. Other com-
modities in particular certain energy
products often change the shape of their
futures curve by switching between back-
wardation and contango upon certain
events that affect capacity and inventory
levels. By dynamically exploiting the
shape of the futures curve, the draw-
backs of contango can be mitigated or
the advantages of backwardation explic-
itly exploited.

Based on the economic characteristics
of commodity investments, Goldman
Sachs International has developed
numerous strategies that seek to generate
alpha by outperforming the original
commodity indices such as the DJ-AIGCI
and the GSCI. Figure 3 illustrates the
outperformance of a broad aggregate of
enhanced strategies. Although past per-
formance does not guarantee for future
performance, the Enhanced Commodity
Strategies emphasize the large potential
of further development that represents a
new generation of commodity solutions.
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Figure 3: Outperformance of Enhanced Strategies to the GSCI 
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Figure 2: Seasonality patterns in the futures curve for natural gas 

Arun Assumall and Joerg Ruetschi,
Goldman Sachs International
Source of Charts: Goldman Sachs
International 2007 Ð Past perform-
ance is not necessarily an indication
of future performance.
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This new ÒCOT Ð SupplementalÓ report
will be published for certain agricultural
products on a pilot basis for two years and
has already turned up interesting data on
the positions of Ònon-traditionalÓ hedgers
in these markets Ð positions that would
otherwise be embedded in the broader
commercial and noncommercial categories
of the report.

Historically, both the long and short
side of the commercial open interest in the
COT report represented traditional
hedgers, such as producers, processors,
manufacturers or merchants handling the
physical commodity or its byproducts.
However, trading patterns in the last
decade have changed and a significant pro-
portion of long-side open interest in several
futures contracts is held by non-traditional
hedgers, such as swap dealers. This phe-
nomenon raised questions among some
directly involved in underlying physical
commodity markets, such as grain and
oilseed farmers and merchants, as to
whether the COT report could reliably be
used to discern supply and demand signals
from the categorized futures contracts.

Responding to market demand
The Commission responded in January by
publishing a supplemental COT report that
includes, in a separate category, the posi-
tions of commodity index traders in certain
physical commodity futures markets. At the
same time, it also published data on this
new category for the prior year to provide
traders a more comprehensive baseline on
which to base their future trading deci-
sions. These ÒIndex TradersÓ are drawn
from both the current noncommercial and
commercial categories. Coming from the
noncommercial category are managed
funds, pension funds and other institution-
al investors that generally seek exposure to
commodity prices as an asset class in an
unleveraged and passively managed man-
ner using a standard commodity index.
From the commercial category are entities
whose positions predominantly reflect

hedging of over-the-counter transactions
involving commodity indices. An example
would be swap dealers holding long futures
positions to hedge short OTC commodity
index exposure opposite institutional
traders such as pension funds. While the
new report covers selected agricultural
futures markets, the Commission decided
not to include energy and metals futures
markets in the pilot program. Extensive
research by our staff indicated that placing
futures positions of swap dealers in a com-
modity index trader category would be
more challenging in these non-agricultural
futures markets due to the difficulty of
accurately categorizing their index activity.

Early returns
The new supplemental COT report shows
that commodity index related positions are
a significant component of the long side of
the open interest in the 12 agricultural mar-
kets included in the report. Index trader
positions have averaged about 27 percent
of the long open interest in these markets,
ranging from 9 percent in the New York
Board of TradeÕs cocoa market to 45 per-
cent in the Chicago Mercantile ExchangeÕs
lean hog market. However, the week-to-
week changes in these positions have been
relatively small. This is consistent with the
passive management style of this type of
trading. Commodity index trading is usual-
ly undertaken as part of a strategic decision
to diversify a portfolio by holding a certain
portion of assets subject to commodity

price exposure, which tends to be negative-
ly correlated with prices for other asset
classes, such as stocks and bonds. To
achieve this result, long positions in com-
modity futures continue to be held whether
prices are up or down.

About 90 percent of the positions
reported in the new index trader category
are held by swap dealers, who are primari-
ly hedging price risks resulting from OTC
transactions involving commodity indices.
One of the benefits of the new supplemen-
tal reports is that by removing index
traders from the commercial category, this
category now more accurately represents
commercial activity in the underlying cash
market. Changes in long and short posi-
tions held by commercials will now more
clearly send signals about demand and sup-
ply conditions in the underlying physical
market. This will add to market trans-
parency and improve price discovery,
which has always been the CommissionÕs
purpose in publishing the COT report.

During the course of the pilot program,
the Commission will assess the relevance
and usefulness of the new data and study
whether it is possible and appropriate to
expand the supplemental COT report to
include data for other physical commodity
markets. But early reports from traders
have been positive and I look forward to
hearing more reactions from market users
on the extent to which the new report rep-
resents an improvement over the prior,
aggregated approach.

Remaking a classic

One of the reports utilized most by observers of U.S. futures markets Ð the weekly Commitments of Traders

(COT) report of the Commodity Futures Trading Commission (CFTC) Ð underwent a facelift early this year in

response to the changing composition of several commodity futures and options markets.
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Walter L. Lukken has served as Commissioner at the Commodity

Futures Trading Commission since 2002. He is chairman of the

CFTCÕs Global Markets Advisory Committee (GMAC), which advis-

es the Commission on international policies affecting the futures

industry. In this role, Commissioner Lukken frequently represents the

Commission before international organizations and forums, includ-

ing the International Organization of Securities Commissions

(IOSCO) and the Committee of European Securities Regulators

(CESR). Commissioner Lukken has testified before Congress and has represented the agency as

part of the PresidentÕs Working Group on Financial Markets. For more: www.cftc.gov

SWISS DERIVATIVES REVIEW 33 Ð SPRING 2007



•I need to weather the extremes.Ž
BRIAN O•HEARNE

Managing Director, Environmental & Commodity Markets,
Swiss Re Capital Management and Advisory

Managing the risks associated with volatile weather is an integral part of Brian O•Hearne•s job at 
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Commodities are now widely recognized
as an investment asset class alongside
more traditional asset classes, such as
stocks and bonds, and have been for
some time. Indeed, as investors have
grown dissatisfied with returns on tradi-
tional asset classes, they have looked to
commodities as a potential source of
higher returns, diversification and alpha.
Demands for key industrial commodi-
ties, supported by the recent growth in
Asia, in conjunction with renewed fears
of inflation in the US and in Europe,
have helped fuel demand for commodity-
related investments.

Strong need for a new commodity
index concept
Since the early nineties, the two major
avenues available for investing in com-
modities have been via traditional indices
(such as the Goldman Sachs Commodity
Index or the DowJones-AIG Commodity
Index) or baskets of futures contracts. 

Both strategies served the purpose
well for an extended period of time, but
over the last few years, it has become
increasingly clear that investors need
diversification and flexibility across com-
modities, as well as across different

maturities on the respective forward
curves. Investors are currently limited to
short-dated maturities in the traditional
indices and although one alternative to
mainstream benchmark indices has been
tailor made baskets of futures contracts,
concerns that investors often have with
this solution include the lack of price
transparency, the absence of brand
recognition and other aspects, such as
the lack of weighting control and appro-
priate rebalancing mechanisms. 

The limitations of traditional indices
have become quite evident in recent years
and have been highlighted by a signifi-
cant loss component in index returns.
This has been largely due to the distinc-
tive change in the curve shape of some
forward commodity markets Ð particu-
larly energy. With energy markets repre-
senting such a large percentage in most
indices, the move from a negative for-
ward slope (backwardation1) to a steep
short-term positive slope (contango2) has
hit investors hard due to the calculation
methodology of traditional indices.

Second generation commodity
indices
The lagging performance of traditional

commodity indices, along with the
changing shape of commodity forward
curves, have generated a substantial
interest amongst investors for new
approaches of commodity investment. 

So far, however, the investment com-
munity has been offered a number of
complex variations, which are not guar-
anteed to provide a long-term solution to
the changing shape of commodity mar-
kets. A number of these new indices use
active investment strategies, which aim
at ÒavoidingÓ roll risks, conditional on
the shape of the forward curves. These
instruments attempt to maximize the
positive roll yield in backwardated curve
structures or attempt to minimize the
negative roll yield in contangoed mar-
kets: by either changing the roll schedule
to include the futures that generate the
maximum implied roll yield or by imple-
menting a long/short strategy. The latter
which plays the out-performance
between different parts of the curve by
going long one maturity and shorting
another maturity. Other strategies aim to
maximize roll return by having the
rolling period triggered by market indi-
cators, such as price and open interest
thresholds. Alternatively, some indices
have introduced some flexibility in terms
of when they roll their trades to avoid
the times when futures demand is at its
highest and hence the contango effect at
its steepest.

A lot of these new strategies may
work well in the short run, but have not
been perceived to be the answer to the
original problem, which lies in more
accurately reflecting the real commodity
markets and providing more flexibility
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Second generation commodity indices Ð
A solution to the dilemma of negative
roll yields?
Commodity index investment now expands beyond short-term futures contracts Ð Commodity indices have pro-
vided substantial benefits to investors for over a decade. However, today, traditional indices are lacking the
required flexibility, as their use is limited to a fraction of the investment possibilities offered by commodities
markets. As the investment community now requires the ability to invest further out on forward curves, in order
to reflect more sophisticated views or escape the high negative roll yield costs of short-term forwards, new
flexible investment instruments are required.
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Exhibit 1: Over the last few years, the Goldman Sachs Commodity Excess
Return Index has significantly lagged its spot benchmark as a result of negative
roll yields. Source: UBS Investment Bank

1 Backwardation refers to a market situation
where prices are progressively lower in future
months than in the nearest month.
2 Contango: a market situation where prices for
later delivery months are higher than for the
previous month. Contango often reflects a plentiful
supply of a commodity in the short term and a lack
of sellers in the long term.
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and choice on the respective commodity
forward curves. 

A simple, yet innovative solution 
to commodity index investing 
UBS and Bloomberg have recently devel-
oped an entirely new approach to com-
modity investing, the UBS Bloomberg
Constant Maturity Commodity Index
family (CMCI). This new index family
allows investors to easily diversify across
both various commodities and different
maturities on the respective forward
curves. As a result, they can now more
efficiently adapt their commodity index
investment to their portfolio needs and
the changing economic environment.

What is particularly interesting is that
investors are able to define their com-
modity maturity preference and fix it

permanently on the time horizon using
the constant maturity principle Ð a mile-
stone in commodity index investments.

In the CMCI universe, investors can
choose freely between constant maturi-
ties of 3, 6 and 12 months, 2 and 3 years,
as well as 4 and 5 years for certain com-
modities (Exhibit 2). 

This can be done either selectively, for
individual commodities to diversify over
time, or collectively, for all those includ-
ed in the index. Periods of persistent con-
tango, assuming that the curve shape
stays the same, allows investors to place
their exposure at less positively sloping
sections of the futures curve and keep it
there, which will prevent their invest-
ment slipping into the steeper part of the
curve as time moves on, with its associat-
ed higher roll costs.

Significant impact on returns
The effects of the enlarged investment
universe on actual returns and volatility
are often substantial, as contango is gen-
erally less pronounced in deferred parts
of the curve. For example, a nearly ten-

year investment in crude oil via the
Goldman Sachs WTI Crude Index would
have yielded 105%, whereas an exposure
further out on the crude oil forward
curve via the CMCI Crude Oil Indices
would have generated returns between
225% and 436% in the same period,
depending on the chosen constant matu-
rity. 

With contangoed commodities repre-
senting a large percentage in most
indices, a similar situation could be
observed in the broadly diversified com-
posite indices. The CMCI composite
indices (applying constant maturities
between 3 months and 3 years) have
materially outperformed the two major
traditional commodity benchmarks over
the last almost 10 years while still being
highly correlated to them (Exhibit 3). 

Now that commodity index investors
will have easy and transparent access to
the entire commodity forward curve, one
of the major challenges for a successful
strategy will lie in considering both the
underlying commodities and the shape of
their respective forward curves.
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Exhibit 2: The UBS Bloomberg CMCI
offers a range of investment maturi-
ties on the respective forward curve
for each commodity
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CMCI 3 Years Index: +123%

Exhibit 3: Performance comparison of Goldman Sachs Commodity Index,
DowJones-AIG Commodity Index, and UBS Bloomberg CMCI 3m, 1y and 3y 
(all excess return indices). Source: UBS Investment Bank

Fabian Schlederer, UBS Investment Bank, 
Equity and Commodity Index Derivatives.
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Apart from energy, agriculturals (also
named soft commodities) represent the
most important commodity class in
international trade flows. Soft commodi-
ties established the biggest surprise in
2006. Especially corn and wheat Ð
economically the most important agri-
culturals Ð generated growth rates of
about 80 percent and 65 percent respec-
tively. Only the industrial metals nickel
and zinc performed better. There are
various reasons for this extraordinary
market development. 

So, even if agriculturals are regarded
as soft commodities, every single soft
commodity has its own story. The key
factor impacting on soft commodity
markets is the weather but
also the basic supply and
demand relationship. What
is new is that some soft com-
modities are increasingly
used for energy production.

Wheat was mainly driven
by the heat during the summer months,
for instance Australia incurred a crop
loss of more than 60 percent. Ukraine,
which is also one of the most important
wheat producers, had to cope with a
crop loss of more than 50 percent.
Market experts expect that the wheat
market will also be strong in 2007. 

Different factors drove the corn
prices, i.e. corn is increasingly used for
ethanol production. US-ethanol produc-
tion is expected to grow by about 70 per-
cent by 2012. This aim can result in a
shortage of corn, not only in the USA. A
similar development is projected for
soybean oil, which is used for the pro-
duction of bio fuel. 

A new lifestyle trend leads to a grow-
ing demand for high-end coffee-beans.
Coffee shops like Starbucks and
Nespresso Boutiques all around the
world as well as new iced coffee-based
summer drinks underline this trend. 

If we take a brief look on the investor
side of soft commodities, there are only a

few professionals who are able to imple-
ment trading strategies on single com-
modities. Most institutional investors
and asset managers, but also the mass
market of retail investors, prefer a diver-
sified and passive index investment in
soft commodities. 

Commodity indices offer straight-
forward investment opportunities
The new CX Agriculturals Index devel-
oped by Deutsche Bšrse allows investors
to directly exploit the portfolio charac-
teristics of soft commodities and to use
derivative financial instruments to incor-
porate these characteristics directly into
their investment strategy. The individual

characteristics of soft commodities with
respect to type, extraction, production
and type of use mean that the individual
underlyings exhibit specific price behav-
ior. In the past, performance depended
mainly on the demand for goods and, at
the same time, on the soft commodity
providerÕs ability to react to the changing
demand situation in a flexible manner. In
addition to producers and consumers,

numerous professional financial in-
vestors have also been venturing on to
the soft commodities markets in the
recent past. The latter are becoming
increasingly active and are gaining influ-
ence on the performance of this specific
market. While existing index concepts
were developed exclusively for producers
and consumers, Deutsche Bšrse is closing
this gap with its CX Agriculturals Index. 

The fundamental idea behind the CX
Agriculturals Index lies in the fact that it
mirrors activity on the capital markets
for soft commodities. This means that
the indices behave in exactly the same
way, and roll at precisely the same time
as the market. As a result, investors who

invest in the soft commodities
markets using derivative
products based on the CX
Agriculturals index always
invest in the market.
Consequently, these indices
offer financial investors an

adequate yardstick for the soft commodi-
ties markets for the first time.

Novel index concept with 
a focus on financial investors
The drawbacks of existing international
commodities indices relate primarily to
their composition, random caps and
complex rules and regulations. The CX
index family concept, on the other hand,
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CX Agriculturals Ð An innovative
index concept for ÔsoftÕ commodities

Global investors who want to set up a well diversified portfolio increasingly allocate soft commodities to their

portfolios. To accommodate this trend, Deutsche Bšrse has designed a new commodity index that provides a

capital market view on soft commodities. This new index family is a perfect underlying for structured products

and exchange-traded funds (ETFs).

ÒThe CX indices are
weighted by liquidity.Ó

COCOA; 7.83%

COFFEE; 7.16%

CORN; 24.27%

COTTON; 5.60%

SOYBEAN MEAL; 
5.43%

SOYBEAN OIL; 
5.47%

SOYBEANS;
17.33%

SUGAR; 10.80%

WHEAT; 16.11%

Graph 1: Current index constituents of the CX Agriculturals Index
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aims to track the global commodities
markets using a transparent and strictly
rule-based, quantitative approach. This
concept is centered on the fact that the
indices mirror developments on the capi-
tal markets for commodities: the CX
Agriculturals index tracks all soft com-
modity futures that meet a certain mini-
mum liquidity criterion. The weighting
of the individual commodities in the
index is also determined on the basis of
the open interest for the corresponding
commodity future (see Graph 1). This
means that the most liquid soft commod-
ity future has the greatest influence on
the development of the index. The focus
on liquidity means that, unlike other
index concepts, the CX index concept
tracks the commodities market from the
point of view of financial investors. As a
result, the index composition does not
take into account the production or con-
sumer figures, but the top commodity
contracts in terms of size and liquidity.
The liquidity-based index concept there-
fore provides an ideal basis for deriva-
tives such as futures, options, structured
products, certificates or warrants. 

Innovative index methodology
The CX index methodology is designed
to respond to the needs of financial
investors. The index composition is
reviewed once a year in September.
Commodity futures contracts with an
average open interest of over 100,000
contracts and an average daily trading
volume of over 10,000 contracts in the
twelve months preceding the index
adjustment are included in the index.
The CX indices are weighted by liquidi-
ty. The weighting of the underlying con-
tracts is adjusted on a quarterly basis in
March, June, September and December
in accordance with the US dollar value of

the open interest for the respective com-
modity future in the twelve months prior
to the assessment. 

As with the index concept as a whole,
the innovative roll process of the CX
index family is strictly rule-based and liq-
uidity-driven. While other commodity
indices have fixed roll calendars and tend
to be historically optimized, the CX
Agriculturals index feature a dynamic
rolling mechanism, i.e. they roll when the
market participants roll. The dynamic
concept optimizes roll gains and mini-
mizes roll losses in all market phases.
Unlike common roll concepts, rolling
does not take place in line with a speci-
fied calendar but on a dynamic basis to
react to liquidity changes. This ensures
that the best possible roll strategy is cho-
sen even in the event of changes to the
market structure without the need to
adjust the index concept.

All of the relevant factors for current
and upcoming roll processes are pub-
lished on every stock exchange trading
day in the roll calendar. The designated
futures contract is identified as early as
10 trading days following the expiration
of the current roll deadline in accordance
with the index rules. As soon as the open
interest for the designated contract
exceeds that of the existing contract, a
roll signal is triggered and the next roll
process is initiated. The corresponding
contracts are then rolled over a period of
5 trading days. 
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ÒOur indices feature a dynamic
rolling mechanism; they roll when
the market participants roll.Ó
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Graph 2: Historical performance simulation CX Commodity vs. CX Agriculturals
[Jan 1997ÐJan 2007]

Overview CX Agriculturals:

¥ Index replicates the current market

developments in soft commodities

¥ Includes 12 future contracts based

on 9 liquid soft commodities

¥ Focus on the top commodity con-

tracts linked to open interest and

average daily trading turnover 

¥ CX Agriculturals Index rolls when

the market participants are rolling

their contracts (no fix roll calendar)

Heiko Geiger works at the Sales & Marketing
Department of Issuer Data & Analytics with Deutsche
Bšrse. Deutsche Bšrse Market Data & Analytics calcu-
lates and publishes more than 2,100 indices in total and
compiles, distributes, and markets independent capital
market information, such as price data, trading statistics,
and back office information for banks and financial insti-
tutions. Deutsche Bšrse ranks among the worldÕs major

index providers. Contact: heiko.geiger@deutsche-boerse.com
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I. A long history 1

To make a long story over twenty years
short, the Swiss government decided in
2005 not to extend financial surveillance
to new intermediaries. It considered that
no need in this matter had been demon-
strated, since collective investment
managers already benefit from a specific
regime (hereafter chap. III and IV).
Hence in the years to come, there shall
not be any federal act on financial servic-
es or any new chapter dedicated to in-
dependent asset managers in the present
Federal Act on Stock Exchanges. The
coming FINMA (integrated authority
with power in all financial areas) will not
change anything to the present situation,
as the law establishing it is merely an
organisational legislation and will barely
bring material modifications to financial
legislations in force. One must note that
the SFBC is at present working on the
question whether it would be convenient
to modify the legislation concerning
introducing brokers and FOREX dealers
who limit themselves to spot operations
(they are therefore not considered as
securities dealers subject to the Federal
Act on Stock Exchanges).

II. Not regulated, but É
It would be a mistake to claim that inde-
pendent asset managers evolve in a Òlegal
no manÕs landÓ. Here are some illustra-
tions:
1. Whatever their legal status, all inde-
pendent asset managers are considered to
be Òfinancial intermediariesÓ according
to art. 2 par. 3 of the Swiss Federal Act
on Money Laundering (MLA). On these
grounds, they have the obligation to
obtain an authorisation from the Federal
Control Authority or to be affiliated to a
self-regulatory organisation (SRO).
Although this system has for sole objec-
tive to prevent money laundering acts,
the requirements of art. 14 MLA and the
manner in which it is applied in practice
(particularly through auditing) have for

effect to insure a certain control of finan-
cial soundness, of internal organisation
and of the reputation of independent
asset managers, hence inevitably of the
quality of their service.
2. Since the enactment on 1 January
2006 of the Federal Act on Insurance
Supervision (ISA), insurance brokers are
submitted to registration in the future
FINMA federal register (art. 43 ISA).
This system also applies when an inde-
pendent asset manager has concluded a
distribution contract concerning in-
surance products with a company and
systematically offers them to her clients
upon a management contract.
3. Contract law, but more specifically the
mandate (art. 394 et seq. Code of obliga-
tions, CO), governs the tripartite relation
involving the independent asset manager,
the depositary bank and the customer.
The legal developments in this contractu-
al matter have been important these past
years. They have globally reinforced the
diligence requirements imposed to inde-
pendent asset managers and have inte-
grated in the legal system standards of
conduct expressed by professional bod-
ies. These associations inspire themselves
in their code of conduct on standards that
belong to state regulation; it is namely the
case for the Swiss Association of Asset
Managers (see www.vsv-asg.ch). The
latest example of this evolution towards a
more demanding legal environment is the
hot topic of retrocession: the Swiss
Federal Court has established in a strict
manner through art. 400 CO, the condi-
tions to which an independent asset
manager has to comply, if she intends to
conserve the amounts kicked back by the
depositary bank2.
4. Independent asset managers are ordi-
nary service providers and are from then
on subject to common economic regula-
tions, such as commercial law, tax law,
criminal law or competition law (labor
contract and Federal Act against Unfair
Competition). Managers who render

themselves independent from banks for
which they worked, are confronted to
these legislations.
5. One must recall a particularity con-
cerning independent asset managers
from Ticino (Lugano): they are consid-
ered as ÒfiduciariÓ according to the
cantonal legislation and have therefore
to register with the cantonal authority.
This system cannot really be viewed
equal to a permanent surveillance.

III. The asset manager who
becomes a securities dealer

Since the Federal Act on Stock
Exchanges and Securities Trading
(SESTA) has come into force in 1995, the
securities dealer who acts Òon behalf of
customersÓ is subject to the obligation of
obtaining an authorisation. According to
art. 3 par. 5 of the Ordinance on Stock
Exchanges and Securities Trading
(SESTO): Òsecurities dealers who com-
mercially trade in securities in their own
names but for the account of customers
shall be deemed to be trading for the
account of customers if they:
a. maintain accounts for these customers

either at the traders themselves or
with third parties for the purpose of
completing the securities transactions;
or

b. keep securities of these customers in
custody in their own names, either at
the traders themselves or with third
parties.Ó3

This system should be understood in the
following way: 4
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Independent Asset Managers (IAM) 
in Switzerland: Regulated and supervised,
or not?
For many years, the Swiss legislator has questioned itself whether independent asset managers (gŽrant de fortune indŽpendant, e xterne
Vermšgensverwalter) should be regulated, respectively supervised. This problem has been subject to many developments these rece nt
months and some legislation newly entered into force has rendered it even more crucial. The aim of this brief contribution is t o describe
to financial law practitioners the exact state of the legal situation and to enlighten them on certain aspects of the Swiss Fed eral Banking
CommissionÕs (SFBC) practice. The regulation of independent asset managers is very much a political theme as demonstrate the re cur-
rent discussions between authorities and concerned professional representatives. This article does not have the pretension to t ake posi-
tion on this debate but solely to expose to lawyers the (partial) solutions that have already been found.

1 For further information see JEAN-BAPTISTE
ZUFFEREY, Les gŽrants de fortune indŽpendants:
rŽglementŽs et surveillŽs, ou non? in: GesKR 4,
2006, p. 319 et seq.
2 ATF 132 III 460 = SJ 2006, p. 407 et seq.
3 cf. DIETER ZOBL, SwitzerlandÕs Stock Ex-
change Law, Zurich 1998, p. 337.
4 For an analysis, cf. JEAN-BAPTISTE ZUFFE-
REY/ALLESANDRO BIZZOZERO/LORENZO
PIAGET, QuÕest-ce quÕun nŽgociant en valeurs
mobili•res?, Lausanne 1997, p. 42 et seq.
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1. The condition Òwho commercially
tradeÓ is inspired from the quantitative
criteria contained in art. 3a par. 2 of the
Banking Ordinance (BO): Òshe who
accepts on a long period more than 20
public deposits is considered to trade
commercially in the sense of the law.Ó
This same requirement is to be found in
matter of investment funds, as well as in
art. 4 SESTO when one needs to define
the notion of securities.
2. The notion of ÒcustomersÓ does not
include the persons mentioned in art. 3
par. 6 SESTO (banks, insurances, sub-
stantial shareholders, etc.). Con-
sequently, when a securities dealer dis-
poses of a mixed clientele (institutional
and private), the number 20 only applies
to the sole customers in the restricted
sense of the term. On the other hand, the
legislator has not established a partial
authorisation system: the manager who
is deemed trader for one part of her
clientele is supervised for all her activi-
ties. The same goes for the so called
ÒCIA managerÓ (on collective invest-
ments; see chapter V) because it is impos-
sible to segregate among various risks
within a same legal entity.
3. The manager, who handles customers
assets deposited in a bank by simple
proxy, is not a securities dealer. Indeed,
between the customer and the asset man-
ager there is only an asset management
contract. The manager is not depository
of any assets belonging to the customer.
However, one needs to reserve the cases
where the customer stays holder of the
account in the bank, but cannot dispose
of it without the assent of the manager,
or where the customer uses the manag-
erÕs accounts in order to pass trans-
actions in his own name. The legal situa-
tion in presence of a trust stays an open
question, in particular when companies
located in Switzerland endorse the role of
trustees.
4. The manager (physical person) who
handles the assets of a customer in her
capacity as organ of a domiciliary com-
pany established by the customer and
whose assets are deposited with a bank
under the name of the company should
not logically be subject to the law. As in
the previous hypothesis, the customer
and the manager are only bound by an
asset management convention to which,
in this case, a mandate as organ is added.
5. When the asset manager and the cus-
tomer have signed, in addition to the
management contract, a deposit/current
account contract or a fiduciary contract,
consequently, the manager becomes

depository or holder of the customerÕs
assets and she is therefore subject to the
Stock Exchange Law. Two situations
may arise:
¥ The manager can have pool accounts

with the bank. The law is applicable,
even if the asset manager transfers to
the bank the list of the financial bene-
ficiaries of her accounts, in accor-
dance with the requirements of the
Convention on due diligence with
respect to money laundering.

¥ Secondly, the manager can hold with
the bank in her name as many
accounts and deposits as customers
(so called system of mirror accounts).
Unlike the precedent situation, the
manager does not generally allocate
the securities to each of her cus-
tomers, but simply transfers them the
bankÕs statements.

IV. A new category of securities
dealer: the Òinstitutional asset 
managerÓ

The third generation of European legisla-
tion concerning collective investment
schemes in transferable securities (UCITS
III) results to the progressive ban of
Member StateÕs access to the market
regarding funds and investment compa-
nies who use the services of managers
not subject to surveillance. This regime
excludes independent asset managers
operating from Switzerland. Therefore,
managers regularly lose mandates,
respectively canÕt acquire any new ones.
In an extremely pragmatic approach, the
SFBC decided to come in aid to these
Òinstitutional asset managersÓ and to
grant them the status of securities dealers
according to the Stock Exchange Law.
Thus, the SFBC makes use of the poten-
tial contained in the notion of securities
dealer as it is largely formulated in art. 2
let. d SESTA. On the other hand, the
SFBC did not sustain the proposition of
the Swiss BankersÕ Association to intro-
duce in the Stock Exchange Law an
express codification of this new category
of securities dealers. In this context, the
Commission wanted to contribute to the
combat against over-regulation.

In spring 2005, the first authorisation
granted to an institutional asset manager
was issued to a company based in Geneva
and this decision benefited of important
media attention. Since then, the SFBC has
granted a dozen authorisations and esti-
mates that other requests will come. The
annual report 2005 (on p. 38) puts this
new approach forward and suggests to
point out the following elements:

1. This regime is at disposal for man-
agers of foreign funds. As for managers
of Swiss funds, they are submitted to 
the new Federal Act on Collective
Investments (CIA) which entered into
force on 1 January 2007 (hereafter
Chap. V). An institutional manager will
most certainly be able to operate like a
CIA manager. On the other hand, it is
not at all certain that the authorities
within the European Union (above all
Luxembourg) will grant CIA managers
their recognition as to Òequivalent regu-
lationÓ.
2. Obtaining an authorisation as securi-
ties dealer is not at every management
structureÕs level. The requirements result
from art. 17 et seq. SESTO, whose con-
ditions are inspired of those applicable to
banks and have for effect to select: either
companies with a certain size or those set
up on a network of simple managers
within a common legal structure. Pro
memoria: the securities dealerÕs capital
must be at the very least 1.5 million
Swiss francs (fully paid); an adequate
internal organisation in accordance with
the activity is necessary; the rules on cap-
ital adequacy and risk diversification
must be respected and an accredited
external auditor must be mandated. In
general, an (electronic) registry of trans-
actions must be put into place, reporting
obligations must be performed and the
corresponding stock exchange fees paid.
Moreover, the status of securities dealer
as a matter of principle is subject to the
stamp tax on transactions.
3. Under these conditions, the
Ordinance on Stock Exchanges and
Securities Trading offers diverse exemp-
tion possibilities. The SFBC uses them
largely with respect to managers-securi-
ties dealers, so as to apply to the maxi-
mum the principle of ÒdifferentiationÓ
(in comparison to the conditions
imposed to banks; Òone size does not fit
allÓ). Thus, the requirement of an inter-
nal audit can be abandoned (art. 20 par.
3 SESTO), when the manager has only
institutional clients and if she does not
settle any operations in her balance sheet
but only acts within the financial group
entities to which she belongs. In the sense
of these relieves, it is important to note
that the Federal Act on Stock Exchanges
does not impose on managers, unlike on
banks, a strict separation between the
board of directors and the management;
this would be a heavy burden for smaller
structures. On the other hand, the SFBC
can require from the board of directors
that it be composed of independent
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members. If the manager-securities deal-
er reaches 10 billion Swiss francs under
management (which will be possible with
undertakings of collective investment),
she shall not be obliged to formally
establish an Òaudit committeeÓ accord-
ing to the new SFBC 06/06 Circular on
surveillance and internal control.
However by analogy, the principles of
the circular are to be applied and the
material obligation of the said audit
committee is to be fulfilled.
4. Management companies have a ten-
dency to own substantial holdings in
other management or investment compa-
nies, mostly abroad, either themselves or
through their substantial shareholders
(they usually are also their executive
directors and managers). The SFBC must
then examine whether consolidated
supervision is advisable. The alternative
could be to require that the auditor regu-
larly attests of the absence of commercial
relations between the asset manager and
the other entities in which substantial
holdings exist.

V. The CIA manager
Art. 13 par. 1 and 2 let. f of the Federal
Act on Collective Investments (CIA)
imposes that managers mandated by col-
lective investment schemes (investment
funds, SICAV, SICAF opened to the pub-
lic, limited partnerships in collective
investments) obtain an authorisation.
According to par. 4, managers may also
ask for such an authorisation, when
active for foreign investment funds.

The conditions set by the law for their
authorisation are very flexible:
1. First of all, CIA managers are submit-
ted to the general conditions applicable
to all entities which the CIA encompass-
es: guaranty of irreproachable conduct,
professional qualifications of the organ,
good reputation of the shareholder (who
must not exercise any influence to the
detriment of a cautious and sound man-
agement), appropriate internal regula-
tion and organisation, capital adequacy,
and accredited external auditor (art. 14
et 126 CIA).
2. There are then the conditions apply-
ing specifically to the asset manager: who

must have her seat (head office) in
Switzerland and is free to select any legal
form she wishes for her commercial
activity, whereas, in many other coun-
tries, the legislator imposes the status of
a specific Òmanagement companyÓ.
However, the Swiss government could
impose other conditions, in particular a
third-party insurance (art. 18 CIA).

On this basis, the working group that
prepared the implementing ordinance
(OCIA), under the aegis of the SFBC,
wanted to establish a regime as reduced
as possible, in order to avoid over-regu-
lation and to apply the principle of Òdif-
ferentiationÓ. This solution was kept in
spite of a number of surprising requests
from professional bodies that wanted a
more stringent regulation. Hence, the
regime applying to CIA managers is the
following:
A. The company must have a minimum
capital of 200,000 Swiss francs, fully
paid in (art. 19 par. 1 OCIA). It is obvi-
ously less than the amount of one million
required for the companies managing
investment funds, organised in a contrac-
tual form, but also less than for the self-
managed SICAV (500,000 Swiss francs)
or the third-party managed SICAV
(250,000 Swiss francs). This amount
must be constantly maintained (art. 19
par. 4 OCIA) and the law establishes its
components. In most cases, it will be the
share capital (art. 20 OCIA). As regard-
ing to individuals and partnerships, the
SFBC is entitled to replace the require-
ment of minimum capital by other war-
ranties (art. 19 par. 2 and 3 OCIA).
B. The manager must also constantly

dispose of a level of capital that corre-
sponds at least to a quarter of the annu-
al expenses, and this up to 20 million
Swiss francs (art. 21 par. 1 OCIA). This
requirement corresponds to an interna-
tional standard.
C. The manager must sign a written con-
tract with her customers that settles the
rights and obligations of the parties, as
well as other essential questions.
D. The SFBC can finally make its autho-
risation depend on the fact that the man-
ager can assure the Commission that she
shall respect the rules of conduct set by a
professional body in the area of wealth
management.

VI. Conclusion
These new legislations will not change
anything (or nearly nothing) to the ques-
tion concerning the regulation and super-
vision of independent asset managers,
which stays politically open. At present,
the liberal approach seems to prevail, in
spite of requests in favour of a state
intervention from the part of banks, as
well as specific professional bodies in the
area of wealth management.

Most pragmatically, the SFBC tried at
its best to harmonise all the interests at
hand. However, the Commission feels
already the need to coordinate its prac-
tice, which otherwise might lead to the
explosion in several types of legal
regimes and various rules of conduct for
independent managers.

As to the number of independent 
asset managers interested to be granted
an authorisation in the months to come,
fortunate who can predict it with
certainty É
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A case for market-driven solutions
in clearing and settlement

What is the optimal structure of central counterparty clearing (CCP) services? Should EuropeÕs regulators man-

date the establishment of a single monopoly provider, or should CCPs be allowed to innovate in response to

competitive market forces? CMEÕs Craig Donohue makes the case for a market-driven solution.

The debate has focused on the relative merits of a single large
intermediary-owned or controlled CCP versus a decentralized
structure, such as exchange-owned/controlled CCPs. Such large
intermediaries and the CCPs owned or controlled by them dis-
tinctly favor the so-called horizontal model and assume that a
single, large intermediary-owned CCP will reduce clearing and
settlement processing costs and cross-border trading expenses.

Surprisingly, the notion of mandating a single monopoly
CCP still carries weight, even though an April 2004 European
Commission (EC) communiquŽ recommended that a structure
for clearing and settlement services in Europe should be decid-
ed by market forces rather than by dictat, a position supported
by the European Parliament. 

In February 2006, LCH Clearnet presented a discussion
paper to the ECÕs Clearing and Settlement Advisory and
Monitoring Expert Group (CESAME), calling for the Òfull con-
solidation of CCPs serving all European markets and asset
classes.Ó In May, the ECÕs
paper entitled Competition
in EU Securities Trading and
Post Trading argued that
CCP services could and
probably should operate in a
competitive environment.
However, both voiced their
opposition to vertical inte-
gration and the competition
commission found that,
Òvertical integration may
result in foreclosure at all
levels of the value chain and therefore lead to welfare losses.
Whilst there may be efficiencies, so far the commission has seen
no convincing evidence to substantiate this.Ó

I believe we need to go a step further. A directive that cre-
ates a single monopoly provider of CCP services actually is
inconsistent with a call for competition. The proposition spells
the end of competition for providing innovative and efficient
clearing and settlement structures. If competition is the real
goal, then regulators and policy makers should support a
competitive environment that fosters innovation and the devel-
opment of new and alternative solutions which allow global
markets to advance.

A need for fuller assessment
I do not believe the case for mandating a single monopoly
provider of CCP services for all asset classes and all European
markets has been made properly. One reason for such thinking
is that the true cost savings of moving to a single monopoly
CCP or of creating interoperability among multiple CCPs has

not been quantified or explained. For example, post-trade
processing is only a minute portion of overall trading costs. It
is a well established fact that bid/ask spreads, frictional costs
on large orders, and intermediariesÕ fees, far outweigh the
clearing and settlement processing costs charged by vertically-
integrated clearing providers. Moreover, it is highly likely that
single intermediary-owned/controlled CCP with inter-exchange
fungibility would fragment market liquidity and have a nega-
tive impact on effective spreads and frictional costs.

Equally, there has not been enough discussion of the poten-
tial problems associated with an intermediary-owned/con-
trolled CCP. While some may argue that exchange-owned
CCPs may increase prices to benefit shareholders, it should be
noted that intermediary-owned CCPs could limit their activi-
ties in some markets to maximize trading and dealing profits
for their owners at the expense of smaller members of the CCP
and true end-users of the market. Additionally, the conflicting

interests of the exchange
user/owners and the interme-
diary owners of certain CCPs
can sometimes impair their
efficiency, both in terms of
technology development and
bringing new business inno-
vations to market. Advocates
for a single monopoly CCP
solution appear unconcerned
about this potential loss of
efficiency. Finally, there is
clear evidence of the efficien-

cies created by exchange-owned CCPs providing tangible value
to both intermediaries and end-users.

In 2001, the Giovannini group identified 15 barriers to
reducing trading and settlement costs, the majority of which
are directly related to differences in national policies such as
finality of settlement, settlement timeframes and taxation.
However, it is unclear that creating a single intermediary-
owned/controlled CCP will eliminate any of these barriers or
lower costs. The barriers themselves then are the key. If they
are not removed, a single monopoly CCP will still have to
maintain the processes and procedures required by each
national market. TodayÕs CCPs are optimized for the markets
in which they operate and it is probably more efficient to con-
tinue in this vein rather than force a central CCP to create a
superstructure that by necessity duplicates what already exists.

Arguments in favor of adopting a single intermediary-
owned/controlled CCP focus on cost reductions through
economies of scale and scope and capital efficiencies. LCH
Clearnet, in its presentation on The Need to Remove Structural
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ÒThere has not been 
enough discussion of 
the potential problems 
associated with an inter-
mediary-owned CCP.Ó

SWISS DERIVATIVES REVIEW 33 Ð SPRING 2007



Barriers to the Consolidation of CCP Clearing made to
CESAME in February 2006, argues that cost reductions
achieved by consolidation will drive additional trading activity,
positively impacting European GDP.

However, this argument fails on its assertion that modest
CCP cost savings will have a significant impact on trading
activity. To increase trading activity significantly, the all-in cost
of trading must be reduced substantially. CCP-related costs are
only a minute fraction of total all-in costs, which include the
bid/ask spread, Õfrictional costsÕ on large orders, intermedi-
ariesÕ fees, and rather de minimus exchange and CCP trans-
action fees.

EuroclearÕs March 2005 position paper on Clearing and
Settlementclaimed that Òno-one is likely to take a keener inter-
est in the controls safeguarding their assets and demand more
innovative services than the users/owners themselves.Ó Even so,
large intermediaries are only a subset of market users. The
European Central Bank and the Committee of European
Securities RegulatorsÕ Standard 13 states that Ògovernance
arrangements for entities providing securities and settlement
services should be designed to fulfill public interest require-
ments and promote the objectives of owners and users.Ó The
standard goes on to define public interest as the Òsafety and
efficiency of the system.Ó While safety and efficiency are of
paramount concern to all market users, true public interest
transcends those factors. A single intermediary-owned CCP
can and likely will establish policies and practices that promote
the interest of large intermediaries with little or no regard for
the best interests of smaller intermediaries or true end-users of
the market.

The exchange advantage
Experience shows that exchanges with vertically integrated
clearing functions serve the public interest better by developing
clearing services that can make markets more accessible, trans-
parent and efficient. Why? Because exchanges are centralized
transaction processors which neither act as principal nor agent
on behalf of market users. As such, exchanges do not seek to
capture spreads or profit from large orders. Exchanges also
have no stake in taking trading profits at the expense of
improving market transaction costs. Furthermore, I believe
that a demutualized, publicly owned exchange CCP presents an
even stronger governance framework for end users than an
intermediary-owned CCP.

The former will differ from the latter in two important
aspects. Its shareholders will represent the full spectrum of par-
ticipants in the trading community and its success will be mea-
sured in terms of shareholder returns and not merely by its
ability to operate Òsafely and securely.Ó By measuring success
in terms of returns to shareholders, policies will be determined
based on their ability to attract additional trading volume and
maintain an appropriate level of risk controls. 

Swapclear is a strong example of how an intermediary-
controlled CCP may not serve the public interest. Swapclear
caters to the interests of the 17 largest swap dealers rather than
the broader universe of market participants. It has also limited
its product set to plain vanilla interest rate swaps in major cur-
rencies. Credit derivatives and equity swaps, the highest profit-
margin product for brokers, have been excluded, benefiting
dealer profitability at the expense of reducing systemic risks
and transaction costs in these markets. 

In contrast to the limited participation, limited product
approach taken at Swapclear, clearing houses controlled by

exchanges seek to bring the benefits of CCP services to a signif-
icantly broader audience. For example, FXMarketSpace,
CMEÕs soon-to-be-launched joint venture with Reuters, will
create an efficient, anonymous and centrally-cleared alternative
to the current spot and forward markets. FXMarketSpace will
differentiate itself from existing platforms by linking to the
CME clearing house and providing a level credit playing field
to all market participants. The combination of anonymous
trading and CMEÕs CCP services should enhance liquidity and
trading opportunity for all market users.

Shareholder value-driven organizations can take calculated
risks and make investments that have the potential to generate
returns for their shareholders. By contrast, intermediary-owned
or controlled utilities are generally rewarded for cost reduction
rather than growth and value creation for shareholders. In con-
sequence, they neither truly minimize costs nor create value.
For that reason, regulators and policy makers should more
carefully assess the impact of CCP structures on innovation,
market development and industry growth.

Can an exchange-owned CCP really create efficiencies and
benefits for both intermediaries and end-users? There are clear
and compelling examples in the U.S. derivatives markets that
may serve as a model for the future development of clearing
and settlement systems in Europe. The CMEÕs transaction pro-
cessing agreement with the CBOT has reduced capital and per-
formance bond requirements for market users by approximate-
ly $2 billion while creating additional expense savings for
clearing member firms. Cross-margining agreements with the
CBOT, SGX, the Options Clearing Corporation, LCH
Clearnet, the New York Mercantile Exchange and the Fixed
Income Clearing Corporation meanwhile provide capital effi-
ciencies to market users by including positions held in other
clearinghouses in the calculation of portfolio risk.

In truth, there is no evidence that either a vertical or hori-
zontal market model is the right one in all situations or that
either model is wrong in all situations. CCP behavior, rather
than the stewardship and governance structure of CCPs, may
be a more appropriate focus for ensuring the competitiveness
of European securities markets.

The only way to ensure that markets develop efficiently is to
provide sound regulation and allow market forces to determine
the structures and solutions that work best. What better way to
ensure that clearing and settlement providers truly serve the
public interest than by having them owned by the public!
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Craig S. Donohueis chief executive
officer of CME (Chicago
Mercantile Exchange), the largest
and most diverse financial
exchange in the world for trading
futures and options. The exchange
handled more than 1.3 billion con-
tracts worth more than $824 tril-

lion in 2006. CMEÕs innovative products cover major
market segments Ð including foreign exchange, interest
rates, equities, commodities and alternative investment
products Ð and improve the way these markets work for
customers everywhere. CME, the first financial exchange
in the United States to go public, is traded on the New
York Stock Exchange and NASDAQ under the symbol
ÒCME.Ó
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NYMEX widens its 
international expansion
The New York Mercantile Exchange, Inc. is accelerating its participation in the growing international market-

place by widening the scope of its futures markets.
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The Exchange is the principal operating unit of NYMEX Holdings,
Inc. whose shares began trading on the New York Stock Exchange
under the symbol NMX on November 17, 2006. The Exchange is
perhaps best known for the seven benchmark contracts in which it
dominates futures market liquidity Ð the NYMEX ¨ light sweet
crude oil, heating oil, gasoline, and natural gas futures contracts
and the COMEX ¨ gold, silver, and copper futures. 

These physically delivered futures contracts trade by open out-
cry on the Exchange trading floors and simultaneously trade elec-
tronically side-by-side on the CME Globeẍ electronic trading
system through a technology services agreement with the Chicago
Mercantile Exchange. CME Globex makes these markets available
for trading for 23 1Ú4 hours a day Ð electronic trading seamlessly
continues without a pause after the open outcry session closes in
the afternoon and as the floor reopens in the morning. 

The Exchange has entered into carefully chosen alliances and
joint ventures to develop new products and increase the access and
distribution for its products and services. High on the list is the
soon-to-be launched Middle Eastern sour crude oil contract, devel-
oped through the Dubai Mercantile Exchange (DME) in which
NYMEX is a 50Ð50 partner with Tatweer, a unit of Dubai Holding.

NYMEX and Tatweer have been working on the DME for
approximately three years to develop what will be the first energy
exchange in the region along with the first transparent, liquid
benchmark for trading and pricing Middle Eastern crude oil. The
launch is anticipated this spring. 

The successful introduction of a benchmark contract for Middle
Eastern crude oil in turn will benefit Asian market participants.
Asian refiners are now positioned between the benchmark markets
of NYMEX light sweet crude oil, often referred to as the U.S.
benchmark grade West Texas Intermediate, and Brent crude, the
key North Sea grade.

Borrowing a page from its domestic playbook, NYMEX worked
with market participants to determine the most appropriate bench-
mark for the region. Commercial players overwhelmingly said that
Oman crude was the likely choice, with good physical volume and
an active cash market which would help generate liquidity and
market transparency. 

A key issue in the use of this crude as the basis for the bench-
mark futures contract was the fact that the Omanis set their crude
oil selling prices retroactively, a methodology that would not work
for a futures contract. The partners in the DME held negotiations
with the Oman government about the benefits of having a liquid,
transparent trading vehicle. The government agreed to stop
retroactive pricing and use the DME benchmark price as the basis
for prices set by the Ministry of Oil and Gas. 

NYMEX is also building market relationships in other areas. It
developed a Russian export blend crude oil futures contract to help
bring transparency to the market for this key export grade. The

Exchange has entered into licensing and marketing agreements
with the Multi Commodity Exchange of India in Mumbai, the
Mexican Derivatives Exchange, and the Tokyo Commodities
Exchange. It has signed memoranda of understanding with the
Shanghai Futures Exchange, Budapest Stock Exchange, and Taiwan
Futures Exchange. 

The worldwide availability of the NYMEX and COMEX
futures contracts is enhanced by their round-the-clock listing on
CME Globex. In addition to the physically delivered contracts, a
series of financially settled futures are listed exclusively for trading
on CME Globex, including fractional NYMEX energy futures,
fractional COMEX metals futures, Asian COMEX gold and Asian
NYMEX platinum and palladium futures, and COMEX London
aluminum, copper, and zinc futures. 

NYMEX also makes available for trading or submission solely
for clearing through its NYMEX ClearPort ¨ electronic platform
more than 250 financially settled contracts that replicate popular
over-the-counter transactions for energy and related products. The
contracts include outrights and spreads for refined products in the
United States, Europe, and Asia, outrights and spreads for crude oil
and natural gas; and outright transactions for electricity, freight
rates on principal petroleum shipping routes, air emissions credits,
and physically delivered coal. 

Rapid change is now a way of life in business, and changes in
the physical energy markets need to be quickly met with applicable
financial products. The growing use of ethanol as a gasoline addi-
tive, for example, made necessary the introduction of new futures
and options contracts for gasoline blendstock. Tighter environmen-
tal rules for diesel fuel which are in effect in Europe and the United
States, could affect its traditional pricing relationship to other
energy products necessitating the introduction of new financial
derivatives.

The market opportunities Ð and competition Ð are likely to
become even more intense and complex in 2007, driven by
advancements in technology that bring market participation with-
in easy reach from almost anywhere in the world, and blurring
international borders and regulations even more than they have
already.

Dr. James E. Newsomewas named
president of the New York
Mercantile Exchange in August
2004. Previously, he served as
chairman of the U.S. Commodity
Futures Trading Commission since
December 2001 and a commission-
er since 1998.
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