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Trading in the Future 







 -- Eleni Zaude Gabre-Madhin
Risk and uncertainty go hand in hand with markets.  And, for as long as markets have existed, there have been some that seek to reduce their risk exposure and others that view risk as an opportunity to profit.  Thus, one important function of the market is to enable the transfer of risk from one set of actors to another.  
An important dimension of risk is time.  A derivative, as a way to guarantee or fix price across, is a mechanism for managing and transferring risk. A derivative is thus essentially an agreement to trade between a future buyer and a future seller, in contrast to a spot transaction, which is an agreement to trade “on the spot” or immediate period.  Most derivatives, however simple or complex, can be classified into four types: a forward contract, which is an agreement to buy or sell a good at a specified price on a specified future date; a futures contract, which is a standardized forward contract executed through an organized Exchange; a swap contract, which is an agreement to exchange future cash flows, and an option contract, which grants its holder the right, but not the obligation, to buy or sell something at a specified price on or before a specified date.  Whatever the form, derivatives are variations of a price guarantee.  
As uncertainty over time has always existed, derivatives have also existed in various forms throughout the history of trade.  The simple forward contract, in which one party agrees to buy or sell at a fixed price at a future date, traces back thousands of years to Assyrian and Babylonian agribusiness from 1900 to 1400 BC and the famous Code of Hammurabi even contains an explicit reference to derivatives.  In fourteen century medieval Europe, the Medici Bank relied extensively on derivatives.  In the American Midwest, in the early 1800s, farmers and millers regularly traveled by boat and then rail to the then small inland port village of Chicago to trade on the spot markets for grain and livestock.  Spot markets essentially consisted of transactions on the spot, with cash paid up front for immediate delivery of the good.  However, given that volatile weather led to wide swings in supply and demand, farmers often found themselves with no buyer to buy their product, and would end up dumping their unsold grain in the streets of Chicago or the nearby lake. 

Although early forward contracts provided some security in ensuring buyers for sellers and vice versa, the risk of default by either side when prices changed in a particular direction remained a serious problem.  A folk story illustrates this.  A farmer had contracted with a Chicago trader six months before to sell at an agreed upon price.  But due to an exceptionally good harvest, prices at the period of delivery had fallen below the contract price and the trader reneged on the forward contract.  Legend goes that the farmer walked up to the merchant and stated “I have a wagon of grain and a shotgun with me.  Which should I unload?”  

To circumvent these problems, in 1848, 82 businessmen in Chicago formed the world’s most well known commodity exchange, the Chicago Board of Trade, for the purpose of trading forward contracts of grain in an organized and less risky manner.  In 1865, the exchange went a step further and introduced what became known as the modern futures contract, which had the essential difference from a forward contract in that it was listed by the Exchange and had standardized terms for delivery date and location of the goods as well as the standards for the product.  In the case of the forward contract, which is a purely bilateral arrangement, the buyer and seller bear the full risk of default at the date of delivery.  With a futures contract, the Exchange which lists the contract conducts a daily settlement of the margin, by adjusting the margin deposit for daily price movements, thus reducing default risk.   Moreover, because futures contracts are listed on an Exchange, there are a lot more buyers and sellers for a given contract, giving the market more liquidity.
The relationship between the derivative and the spot
Every derivative specifies a future price at which the item, known as the “underlier,” will be sold.  The underlier might be either a physical commodity or a financial security.  As the name implies, a derivative’s value is derived from something else.  Let’s consider, for example, the case of a pasta factory which contracted six months ago with a farmer cooperative for 100 quintals of wheat at Birr 300 per quintal.  At delivery time, the current spot price (the price of grain for immediate delivery in the market) is Birr 320.  Because the pasta maker saves 20 Birr per quintal, the value of the contract today is 20 Birr times 100 quintals, or 2000 Birr.  Had the current market price at delivery moved to Birr 280, then the value of the contract to the pasta maker would be a loss of 2000 Birr.  Thus, the value of a derivative is closely linked to the current market price of the underlier.  
Because of this relationship, derivatives are a zero sum game.  That is, there is always a loser for every winner.  Thus, in the example above, the 2000 Birr gain for the pasta maker is a loss for the farmer who could have sold at a higher market price at delivery.  
How are derivatives used?

Derivatives are used for two basic functions:  hedging and speculation.  Those interested in hedging use derivatives to manage uncertainty, while those interesting in speculating use derivatives to bet on uncertainty.

Hedgers are essentially interested in reducing financial risk, or the probability of financial loss in the face of uncertainty.  Let us again consider the case of the pasta factory.  As a processor, the pasta factory is interested in obtaining a given amount of wheat at a future date at a fixed price, upon which their operation and profitability depend.  In order to protect itself against a future price increase, the factory would like to lock in the purchase price by taking an opposite or offsetting position in the futures market.  That is, the pasta maker, in our example, would contract to sell the same quantity at a future price of Birr 300.  Thus, in six months time, if the spot price falls below Birr 300 to Birr 280, the factory would have lost 20 Birr per quintal on the future sales contract, but would have gained 20 Birr per quintal on the purchase of wheat on the spot market.  In effect, this “fixes” the price faced by the factory.  
Speculators, in contrast, use derivatives to potentially profit from financial risk.  Based on informed views of what the future direction of the market will be, a speculator takes a single position, rather than an offsetting position, that can either enable them to profit highly or to lose the entire value of their contract.  Without appropriate checks and balances in the rules of trading on an exchange, large and spectacular losses are possible for the unwise speculator, leading some to consider futures markets the “wild beast of finance”.   
But derivatives exist, and have survived millennia, for a purpose: because uncertainty exists and matters.  Derivatives have incredible power in that they enable us to quantify uncertainty, and manage, price, and trade this uncertainty.  A commodities futures contract enables farmers to make better planting decisions and lock in prices even before the first seed is planted by selling forward.  Similarly, it enables an exporter or a processor to better manage their operations and lock in their profit by buying forward on the same market.

Does Ethiopia need derivatives? 

The traditional Ethiopian agricultural market is no exception to world history in that various forms of forward contracting have prevailed over the ages.  But, like the case of the Chicago merchant who defaulted when prices fell at delivery, default on forward contracts by both sellers and buyers is high, even in formal arrangements such as those witnessed recently between cooperatives and flour factories or exporters.  In traditional arrangements, often farmers have been disadvantaged in relations with stronger market intermediaries.  Earlier market research by IFPRI reveals a greater incidence of forward contracting between traders (30 percent) than between farmers and traders or processors (4 percent).  In addition to farmers, other potential hedgers are exporters, who face enormous risk exposure in their domestic activities vis-à-vis their international positions, and processors who face risk in their production operations and profitability.   Further, recent evidence on price patterns in Ethiopia reveals that price volatility is among the highest in the world.  All of these factors suggest that the demand and rationale for viable instruments to manage financial risk are certainly present in Ethiopia. 

With the advent of the Ethiopia Commodity Exchange, there is a new opportunity to level the playing field through the introduction of standardized futures contracts listed by the Exchange, to provide liquidity with reduced default risk.  However, because of the riskiness of these risk management instruments themselves, careful and progressive capacity building is required as these derivatives are introduced.  
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