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INTRODUCTION AND SUMMARY
In the aftermath of the Great Financial Crisis, macroprudential
regulatory authorities have undertaken a searching review of
firms throughout the financial markets to identify those that
could pose systemic risks. This review has extended beyond large
banks to encompass money market mutual funds, insurance
companies, finance companies, and asset managers. It has even
extended to include firms not typically thought of as part of the
financial sector, even broadly construed.
Commodity Trading Firms (CTFs) are a prominent example.
Questions about the systemic risk posed by these firms were
first raised by Timothy Lane, Deputy Governor of the Bank of
Canada1. Moreover the Financial Stability Board (FSB) evaluated
whether CTFs are systemically important, and the UK’s Financial
Conduct Authority has published a guide discussing regulatory
strategies and challenges involving commodity traders.
Some regulators have questioned whether some of these firms
are “too big to fail,” and hence pose a threat to the stability of
the financial system, necessitating subjecting them to additional
regulation akin to that imposed on banks.
1 Timothy Lane, Financing Commodity Markets. Speech given to the CFA
Society of Calgary, 25 September 2012.

Commodity Trading Firms Under Scrutiny
Global commodity traders have been subject to considerable
attention in the aftermath of the financial crisis. The debate over
commodity trading firms has been impeded by the fact that CTFs
are wrapped in an aura of mystery: there is a pervasive lack of
understanding of what these firms do and how they do it.
Trading firms are intermediaries that undertake various
transformations of physical commodities like oil, metals, and
grain, but the transformations they perform are very different
than the transformations that banks undertake in their role as
financial intermediaries. This paper attempts to penetrate that
aura, in order to provide a better understanding of the functions
of these firms, and on the basis of this understanding, to evaluate
whether they pose systemic risks that would justify subjecting
them to regulations (notably capital requirements) similar to
those imposed on other entities (notably banks) deemed to be
systemically important.
Although CTFs are currently exempt from the EU rules
governing capital requirements for financial institutions, this
exemption is set to expire, and unless it is extended, these firms
will be subject to Capital Requirements Directive IV (CRD IV),
just as banks are (SEE BOX 1). Since a primary purpose of bank
capital requirements is to reduce systemic risk, subjecting CTFs
to such requirements cannot be justified if they do not pose
systemic risks similar to those inherent in banks.
A Framework for Analysing the Potential Risk of CTFs
CTFs are a major link in the supply chain connecting commodity
producers with commodity processors and ultimate consumers.
The centrality of these firms in the global commodity supply
system raises several questions. What would be the effect of a
failure of one of these firms on the global economy, and the
economies of individual countries? What types of economic
shocks could lead to the failure of a CTF? What features of CTFs
make them vulnerable to these shocks? Are there interconnections
between these firms and the financial markets, particularly
through their financing relationships with banks and the shadow
banking system, which make some CTFs systemically important?
This paper presents an economic analysis of these issues. The
analysis provides a conceptual framework for evaluating the
economic functions of CTFs, the risks they incur in executing
these functions, connections between these firms and the
financial sector and the real economy, the potential for CTFs to
be the source of systemic risks communicated through these
interconnections, and the vulnerability of CTFs to systemic
shocks, especially those arising in the financial sector. Furthermore,
I evaluate the likely impact of binding capital requirements
imposed on CTFs.
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Why Imposing Capital Requirements on CTFs is not the Answer
Two basic conclusions arise from the analysis.
First, CTFs are unlikely to create systemic risks, certainly not
on the scale of banks. This is true for many reasons. Most notably,
CTFs are not excessively leveraged; their liabilities are not
fragile because they do not engage in maturity or liquidity
transformations; the risks of contagious runs and fire sales are
low; they can continue to supply transformation services even
when in financial distress; they are not major suppliers of credit;
and their financial performance is not highly procyclical. In all
of these ways, CTFs are very different from banks. That is,
although commodity trading firms engage in various economic
transformations, the types of transformations they perform are
substantially different from those undertaken by systemically
important firms, which makes them less systemically risky.
Second, capital requirements would impose costs on CTFs.
Binding requirements would force CTFs to contract, obtain

excessive amounts of costly equity, or both. Moreover, if
sufficiently onerous, they could induce some privately-held
trading firms to go public, which would dilute managers’
incentives and reduce the alignment of interests between
owners and managers. In the absence of any offsetting benefits
in the form of reductions in systemic risk, these costs of capital
requirements are a pure waste. Moreover, these costs will be
largely (and perhaps completely) borne ultimately by commodity
producers (in the form of lower prices of untransformed
commodities) and commodity consumers (in the form of
higher prices of transformed commodities).
Thus, there is little if any justification for subjecting
commodity trading firms to CRD IV. This would not reduce
materially systemic risk, but would increase the costs of
commodity trading, to the detriment not just of trading firms,
but of the producers and consumers of commodities.

BOX 1

CAPITAL REQUIREMENTS DIRECTIVE IV (CRD IV)
In July, 2013, the Capital Requirements Directive IV entered into
European law. Firms regulated under the Markets in Financial
Instruments Directive II (MiFID II) are subject to CRD IV.

Together, these provisions mean that MiFID II rules will apply
to CTFs, and that as a result they will be subject to EU Basel
capital rules.

MiFID-regulated firms are subject to the prudential capital
requirements of the CRD IV (which implements Basel 3 in
the EU) unless any exemptions apply.

These rules specify:

Under MiFID I commodity trading houses which traded
physically delivered commodities contracts (e.g., futures
contracts) or commodities as an ancillary service, that is,
essentially for hedging purposes, were exempted from
much of MiFID, and in particular were exempt from the
capital requirements.
MiFID II amends this provision.
• First it extends the definition of a financial instrument to
include physically delivered commodity derivatives and those
commodities not explicitly covered by the Regulation on
Energy Market Integrity and Transparency REMIT, namely
gas and electricity. With a transition period, therefore, MiFID
II will apply to most oil and coal contracts, as well as most
other commodity derivative contracts on agricultural, soft,
energy, and metals products, other than very short-term
“spot” contracts.
• Moreover, while some exemptions remain in place for pure
electricity and gas traders, most non-financial services
participants will in the future have to be authorized and
capitalized as MiFID firms if they trade these financial
instruments. In other words the commercial exemption has
been limited.

• Minimum capital levels (8 percent of risk weighted assets,
including 6 percent Tier 1 capital and 4.5 percent Common
Equity Tier 1);
• Five different capital buffers;
• Two liquidity buffers; and
• Eventually a leverage ratio (which will be based on the ratio
of Tier 1 capital to total assets).
• In addition, CRD IV imposes restrictions on compensation
that will limit the variable component of compensation (e.g.,
bonuses) to a multiple (of between 1 and 2) of fixed
compensation (salary).
Because capital requirements are based on risk weighted assets,
the level of capital will depend in particular on credit, foreign
exchange and counterparty risk, as well as operational risk. Risk
mitigation techniques, most notably the use of collateral, affect
the required level of capital.
While this methodology is not new, the base capital that will need
to be held under Basel, based on the size of potential exposures,
could well be large, especially for commodity trading firms that
rely extensively on leverage to finance commodity inventories. The
rules are very complex, therefore, it is impossible to quantify the
exact impact without a detailed understanding of the CTFs that
would be affected by subjecting them to CRD IV.
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Section I

THE ECONOMICS
OF COMMODITY
TRADING FIRMS

Commodity trading firms (CTFs) perform a basic
and essential economic function. They add value
by identifying and optimizing transformations in
commodities that reconcile mismatches
between supply and demand. Specifically, they
transform commodities:
• In space – through transportation of
commodities from regions where they are
produced to places they are consumed
• In time – through storage that bridges the
timing between consumption and production
• In form – through refining or processing for
final consumption.
The value of these transformations differ over
time due to shocks in the supply and demand
cycle. CTFs specialize in the analysis of these
patterns, price structures, and price relationships.
They direct resources to their highest value
throughout the transformations.
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Section I
Commodity trading firms are in the business of transformation. They transform
commodities in space, time, and form. Spatial transformations involve the transportation
of commodities from regions where they are produced (supply regions) to the places
they are consumed, or undergo some interim transformation in form. Temporal
transformations involve the storage of commodities. Seasonal regularities in production
or consumption (e.g., for agricultural products or heating fuels) or random supply and
demand shocks mean that it is seldom optimal to match the amount consumed at any
instant with the amount produced at that instant; storage bridges the gap between
optimal consumption and production timing. Transformations in form involve the refining
or processing of a commodity, such as crushing soybeans to produce oil and meal, or
refining crude oil into gasoline, diesel, and other products.
The value of these transformations varies over time due to shocks to supply and
demand that affect price levels, and crucially, relative prices/price relationships. For
instance, a good harvest in one region of the world results in a price decline there,
relative to other regions, that provides an incentive to increase exports from that region
to consumption locations. As another example, a global recession that reduces current
demand tends to make commodities temporarily abundant, thereby making it efficient
to store them for future use when demand rebounds. Forward prices adjust to these
demand shocks to provide the incentive to make this temporal transformation.
Commodity trading firms specialize in the production and analysis of information
about supply and demand patterns, price structures (over space, time, and form), and
transformation technologies, and the utilization of this information to optimize
transformations. In essence, CTFs are the visible manifestation of the invisible hand,
directing resources to their highest value uses in response to price signals. Given the
complexity of the possible transformations, and the ever-changing conditions that
affect the efficient set of transformations, this is an inherently dynamic, complex, and
highly information-intensive task.
Trading firms also invest in the physical and human capital necessary to transform
commodities. Commodity trading therefore involves the combination of the
complementary activities of information gathering and analysis and the operational
capabilities necessary to respond efficiently to this information.
Although the foregoing describes the operation of CTFs in general, each firm is
unique. Some firms specialize in a relatively small number of market segments. For
instance, the traditional “ABCD” firms–ADM, Bunge, Cargill, and Dreyfus–concentrate
in agricultural commodities, with lesser or no involvement in the other major commodity
segments. As another example, some of the largest trading firms such as Vitol and
Mercuria, focus on energy commodities, with smaller or no presence in other commodity
segments. Trafigura is a large energy and metals trader, but does not trade agricultural
commodities. One major trading firm, Glencore, participates in all major commodity
segments, but has a stronger presence in non-ferrous metals, coal, and oil.
CTFs that focus on a particular area, e.g., agricultural, also exhibit diversity in the
specific commodities and commodity transformations that they trade. For instance,
whereas Olam participates in 18 distinct agricultural segments, Bunge focuses on two
and other major firms are active in between three and seven different segments.
Furthermore, firms in a particular segment differ in their involvement along the
marketing chain. Some firms participate upstream (e.g., mineral production or land/
farm ownership), midstream (e.g., transportation and storage), and downstream (e.g.,
processing into final products or even retailing). Others concentrate on a subset of links
in the marketing chain. 2

CTFs transform commodities
in space, time, and form

They specialize in informationintensive analysis…

…and invest in physical and
human capital

2 For a more thorough description and analysis of CTFs, see Craig Pirrong, The Economics of Commodity
Trading Firms (2014).
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