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Disclaimer

This presentation is provided for educational purposes only and
should not be construed as investment advice or an offer or
solicitation to buy or sell securities or other financial instruments.

The opinions expressed during this presentation are the personal
opinions of Hilary Till and do not necessarily reflect those of other
organizations with which Ms. Till is affiliated.

Any (inadvertent) errors and omissions are the responsibility of Ms.
Till alone.

The information contained in this presentation has been assembled
from sources believed to be reliable, but is not guaranteed by the
presenter.



Why Do Some Futures Contracts Succeed & Others
Fail?*

I. There Must Be a Commercial Need for
Hedging

1. APool of Speculators Must Be Attracted to
a Market

[11. Public Policy Should Not Be Too Adverse

V. Case Studies: Pulp, Uranium, and
Weather-Related Futures Contracts
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* This seminar is drawn from Till (2015a).



Quick Poll Question

1. Does your firm use futures contracts to hedge

risk?
a. Yes
b. NoO



. Commercial Need for Hedging

A. New Contracts

1. Successful Contracts

2. Failed Contracts

Source of Graphic:

B . EXIStl ng Contracts Chicago Board of Trade / CME Group.

1. Failed Contracts

2. Successful Contracts



l. A. 1. Successful New Contracts

a. New Kinds of Risks

» Chicago Became Large-Scale Grain
Terminal in the Mid-1800s

» Collapse of Bretton Woods System Ushered
In New Era of Financial Market Volatility

» Forced Shift to Spot Oil Market

o Gradual Deregulation of the U.S. Natural
Gas Market



l. A. 1. Successful New Contracts

b. New Ways to Hedge Existing Risks

» Futures Contracts in the Soybean Complex

* First Futures Contract on Non-Storable
Commodity: Live Cattle Futures
Contracts

* The Chicago Board Options Exchange



. Commercial Need for Hedging

A. New Contracts

1. Successful Contracts

2. Failed Contracts

Source of Graphic:

B . EXIStl ng Contracts Chicago Board of Trade / CME Group.

1. Failed Contracts

2. Successful Contracts



. A. 2. Failed New Contracts
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a. Risks Not Sufficiently Material

o Currency Futures Launch Pre-Bretton
Woods Breakdown

e CPI Futures

Source of Graphic:
Chicago Board of Trade / CME Group.



. A. 2. Failed New Contracts

b. Redundancy

 U.S. Interest-Rate Futures Contracts
(1970s and 1980s)

e Pacific Northwest Wheat Futures Contract
(1950s)

Canadian Coin
Futures Contract (1973)
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. Commercial Need for Hedging

A. New Contracts

1. Successful Contracts

2. Failed Contracts

B. Existing Contracts

1. Failed Contracts

2. Successful Contracts

Source of Graphic:
Chicago Board of Trade / CME Group.
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d.

|. B. 1. Failed Existing Contracts

Obsolescence

» Technological Changes: Butter and Eggs

* Risks Shifted to the Government: Cotton

* Risks Shifted to the Government: Butter

Source of Graphic:
Chicago Board of Trade / CME Group.
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|. B. 1. Failed Existing Contracts

b. Terms Became Disadvantageous for Hedgers
» Kansas Wheat Futures Contract (1953)

 GNMA (Government National Mortgage
Association) Futures Contract

 Maine Potato Futures Contract

c. Perishable Nature of Commodity
Market Made Physically-Delivered
Futures Contract Vulnerable to
Manipulation

 Maine Potato Futures Contract




|. B. 1. Failed Existing Contracts

d. Competition

Eurex/DTB and LIFFE Bund Market Shares

1.2

Example:

LIFFE Bund Contract

0.8

0.4

~

T T T T T T T T T T T T
9706 9707 9708 9709 9710 9711 9712 9801 9802 9803 9804 9805 9806 9807
Date

Source of Graph: Pirrong (2005), Figure 1.

Note: The blue line is LIFFE’s market share while the red line shows the
Eurex/DTB’s market share.
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. Commercial Need for Hedging

A. New Contracts

1. Successful Contracts

2. Failed Contracts

B. Existing Contracts

1. Failed Contracts

2. Successful Contracts

Source of Graphic:
Chicago Board of Trade / CME Group.
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l. B. 2. Successful Existing Contracts

a. NYMEXWTIvs. ICEWTI

b. Chicago Exchanges
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Quick Poll Question

2. Which best describes your role?
a. Practitioner
b. Academic



1. Attracting Speculators

A. Community of Risk-Takers

B. Level Playing Field for Speculators

C. Ability to Actually Manage Risk

Source of Graphic:
Chicago Board of Trade / CME Group.
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1. A. Community of Risk-Takers

Chicago as a Case Study

Other Financial Centers

Practical Approach

Source of Graphic: Wilmott
Magazine cover of Jan/Feb 2007.

Willingness to Risk Failure
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1. A. 1. Chicago as a Case Study*

a. Mid-Nineteenth Century FUTURES
41:1 e
b. 1970s | N@V TION

c. Present Day

* This section is drawn from Till (2014).
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1. A. Community of Risk-Takers

Chicago as a Case Study

Other Financial Centers

Practical Approach

Source of Graphic: Wilmott
Magazine cover of Jan/Feb 2007.

Willingness to Risk Failure
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1. A. 2. Other Financial Centers

a. Kansas City Board of Trade

b. Sydney Futures Exchange

c. New York Mercantile Exchange




1. A. Community of Risk-Takers

Chicago as a Case Study

Other Financial Centers

Practical Approach

Source of Graphic: Wilmott

Magazine cover of Jan/Feb 2007.

Willingness to Risk Failure
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I1. A. 3. Practical Approach

a. Pioneering Businessmen
b. New Commodity Products in the 1960s

c. Present Day

Source of Graphic:
Chicago Board of Trade / CME Group.
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1. A. Community of Risk-Takers

Chicago as a Case Study

Other Financial Centers

Practical Approach

Source of Graphic: Wilmott
Magazine cover of Jan/Feb 2007.

Willingness to Risk Failure
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1. A. 4. Willingness to Risk Failure

Harris (1970) noted that an enduring philosophy
of the CME has been an acceptance of the
possibility of failure in its new product ventures:

“Necessity is the mother of invention. Beginning
In the early fifties ... [CME] members have
vigorously researched, tested, and promoted
many new contracts for futures trading. ...

Some have succeeded and some have failed,

Rembrandt’s Storm on the Sea of Galilee,
Isabella Stewart Gardner Museum, Boston,
and Cover of Against the Gods: The

Remarkable Story of Risk by Peter Bernstein,
John Wiley & Sons, 1996.

but fear of failure has not impeded progress,” concluded Harris.

28




1. Attracting Speculators

A. Community of Risk-Takers

B. Level Playing Field for Speculators

C. Ability to Actually Manage Risk

Source of Graphic:
Chicago Board of Trade / CME Group.
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1.

2.

1. B. Level Playing Field for Speculators

Grains

Equities

Source of Graphic:
Chicago Board of Trade / CME Group.
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1. Attracting Speculators

A. Community of Risk-Takers

B. Level Playing Field for Speculators

C. Ability to Actually Manage Risk

Source of Graphic:
Chicago Board of Trade / CME Group.
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1. C. Ability to Manage Risk

1. How Speculators Manage Risk*

Alternative

» Investment

2. Example: CPI Futures g, Anclyst

* This section is drawn from Till (2012).

32



Why Do Some Futures Contracts Succeed & Others
Fail?

I. There Must Be a Commercial Need for
Hedging

1. APool of Speculators Must Be Attracted to
a Market

[11. Public Policy Should Not Be Too Adverse

V. Case Studies: Pulp, Uranium, and
Weather-Related Futures Contracts
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Quick Poll Question

3. Is the regulatory environment for futures
markets a concern at your firm?

a. Yes
b. NO



[11. Public Policy

A. Convincing Economic Rationale

1.

If Unconvincing, Contracts are at Risk to
Being Banned or Heavily Curtailed

Role of Academics and Empirical Studies
in the Debate

Source of Graphic:
Chicago Board of Trade / CME Group.
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[11. Public Policy

Helpful if Contracts are Viewed as Being in
the National Interest

Regulatory Parity Across Financial Centers

If Regulatory Interventions, Should Not Be “N”;';gr_,f;ifgffv"ﬁ;‘;]i‘jgglEi';?gg)i;t
Too Draconian
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Quick Poll Question

4. Which type of futures contract would your
Institution likely use?

Financial Futures

Commodity Futures

Both

None

0o oW



A. Pulp

B. Uranium

C. Weather Derivatives

V. Case Studies

Source of Graphic:
Chicago Board of Trade / CME Group.
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1. Individual Attempts
at Launching Pulp
Futures Contracts

2. How the Pulp
Markets Do Not
Match Up Against the
Various Criteria for
the Successful Launch
of a Futures Contract

3. Conclusion

* This section is drawn from Till (2015b).

IV. A. Pulp*

Pulp Prices Have Been Sufficiently Volatile for This Market to
Have Merit as a Potential Futures Contract

Mini il crisis
-UsD# - Pulp price hike
Fear of fibre shortage

-USDit- -GBP/t-
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Pulp price hike pull from China
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Source : WRAP (2007), Figure 4.

* Source: FOEX Indexes

Ltd
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V. A. 1. Failed Individual Attempts

Montreal Exchange

Merrill Lynch

FOEX

PULPEX

NYBOT

CME Group



V. A. 2. How the Pulp Markets Fail to Match Up
Against Necessary Criteria

a. Aprior pattern of forward contracting has not
broken down;

b. There has been insufficient net hedging demand,;
and

Source of Graphic:
Chicago Board of Trade / CME Group.

c. The industrial organization of the pulp industry has not been
conducive to the success of a futures market.
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V. A. 3. Conclusion (Pulp)

The common theme with each of the points on the preceding slide is
that it appears that the pulp industry has not been in need of price-
risk-bearing intermediaries, whom, in turn, can provide this service
on futures exchanges.



A. Pulp

B. Uranium

C. Weather Derivatives

V. Case Studies

Source of Graphic:
Chicago Board of Trade / CME Group.

44



V. B. Uranium*

How the Uranium Market Does Not Sufficiently Match Up Against
the Criteria for the Successful Launch of a Futures Contract

1. There Should be Sufficient Volatility
[Criterion Met]

2. There Should be Fragmented Marketing Chains
[Criterion Not Met]

3. There Should be a Level Playing Field Amongst
Participants

[Criterion Not Met]

* This section is drawn from Till (2015c).



V. B. Uranium

4, COﬂClUSIOn Uranium Prices Have Been Sufficiently Volatile for This Market to
Have Merit as a Potential Futures Contract

While uranium prices Cx 1308 Price - Tull History (Spot L30S WD)
have been sufficiently
volatile to merit a futures
contract, it appears that s U308 price
the industrial organization

of the uranium industry

has not been conducive to
the success of a futures e U Cormaiting Commen LLC. ek com 1 cccessed the graphfrom

contract.



V. Case Studies

A. Pulp

B. Uranium

C. Weather Derivatives

Source of Graphic:
Chicago Board of Trade / CME Group.
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V. C. Weather*

1. History of Weather Derivatives Contracts
a. First Contract
b. Futures Contracts
c. Over-the-Counter Contracts

2. Description of Weather Derivatives Contracts

* This section is drawn from Till (2015d).
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3.

V. C. Weather

Customized Over-the-Counter Weather Derivatives Contracts

Via Reinsurers

a. The Role of Reinsurers

b. Example

In 2010, “Barney Schauble ... [was] a managing ...
[principal] of Bermuda-based Nephila Capital, a leading
investment manager specializing in the reinsurance
industry[. The firm has] invest[ed] in insurance-linked
securities, catastrophe bonds, insurance swaps, and weather
derivatives.” The firm had slightly under $2.5 billion in
assets under management at the time of the Opalesque TV
interview; and by 2014, the firm’s assets had grown to $10
billion.

Source of Content: Opalesque TV (2010).
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4.

a.

a.

I\V. C. Weather

Futures Contracts: Not as Successful a Method of Risk Transfer

A Small Proportion of the
Overall Market

A Uniqgue Pricing Problem

Source of Graphic:
Chicago Board of Trade / CME Group.
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S.

V. C. Weather

How Weather Exposures Do Not Sufficiently Match Up Against
the Criteria for the Successful Launch of a Futures Contract

a. Level Playing Field for Speculators [Criterion Met]

b. Speculators Able to Manage the Risk of Positions from
Hedgers [Criterion Not Sufficiently Met]

c. The Commodity is Relatively Homogenous
[Criterion Not Met]



V. C. Weather

6. Conclusion

Even though the potential size of the weather-derivatives markets is
large, it is likely that the specialized institutions, which are most
equipped for managing weather risk, are outside the futures markets.

Instead, it may be that reinsurance companies and funds, using
customized OTC derivatives, may be the most suited for taking on
and managing weather risk.
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Conclusion of Webinar

Futures trading can be seen as a game where
the competing players, the hedgers and the
speculators, each have sufficient economic
reasons to participate.

The referee of this game, the governmental
authorities, have the power to stop the game,

If there is not a convincing economic rationale for a futures contract’s
existence.
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Conclusion of Webinar

Therefore, a futures contract can succeed only if it responds to a

commercial hedging need, and if speculators are able to manage the
risk of taking on the hedger’s positions.

In addition, a convincing case must be made that the contract serves

an economic purpose; otherwise the contract is at risk to either being
banned or heavily curtailed.
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Send them via the Question Pane in the webinar
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