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SECTION VI

VI. SYSTEMIC RISK AND COMMODITY 		
TRADING: ARE COMMODITY TRADING
FIRMS TOO BIG TO FAIL?
SUMMARY
For CTFs to pose a systemic risk three factors must be present:
1. There must be a risk of a large triggering shock.
2. There must be a risk that the shock propagates through the financial system
via contagion or chain reaction.
3. The financial disruption must affect the broader economy.
CTFs are unlikely to be a source of systemic risk for several reasons:
• Even the largest commodity firm is significantly smaller than the major banks.
• Commodity firms’ balance sheets are far more robust.
• Commodity firms are not an important source of credit.
• There is relatively low market concentration among commodity firms.
• The assets used in commodity trading can be redeployed relatively easily.
• The economics of commodity trading help to insulate the industry from the
effects of a large economic downturn.
• Trading firms provide logistical services. Recent history demonstrates that even
large disruptions to logistical networks have limited economic impact.
• There have been numerous recent failures in trading firms, which have had no 		
impact on the broader financial system.

A. INTRODUCTION
After decades of operating in relative obscurity and out of the glare of publicity, in recent
years commodity trading firms have received much more public scrutiny. Since the Financial
Crisis in particular, some (including some regulators) have questioned whether commodity
trading firms pose risks to the financial system analogous to banks, and hence should be
regulated similarly to banks.1 Most notably, in 2013 the Financial Stability Board (FSB)
requested national and regional regulators to establish whether commodity trading firms
required additional regulation, including initially additional regulatory reporting and
financial disclosures. 2 In 2012, the FSB’s Timothy Lane opined that trading firms might be
systemically important.3 In public discussion, including many articles in the media, the issue
has been framed as “are commodity firms too big to fail?”
An evaluation of this issue first requires a definition of “systemic risk” and an understanding
of what kinds of financial institutions are likely to be systemically important (“systemically
important financial institutions” or “SIFIs”). These terms are widely used, but not always
consistently so. Therefore, it is essential to define the terms. I will use a definition provided
by then Federal Reserve Chairman Ben Bernanke in a letter to Senator Bob Corker in 2009:
“Systemic risks are developments that threaten the stability of the financial system as
a whole and consequently the broader economy, not just that of one or two institutions.”
Stanford Professor John Taylor advances a three-part test to determine whether systemic
risk exists, and the analysis that follows adheres to this test. Taylor says for a risk to be
systemic, (1) there must be a risk of a large triggering shock (such as a natural disaster or
the failure of a firm or firms,) (2) there must be a risk of the shock propagating through the
financial system via contagion or chain reaction, and (3) the financial disruption must affect
the broader macroeconomy.4

Systemic risks
threaten the financial
system and the
broader economy

1 	 Alexander Osipovich, Commodity trading firms face questions over systemic risk, Energy Risk, 20 September 2013,
2 	 Emma Farge, Commodity traders could face regulation for role as lenders, Reuters 1 May 2013.
3 	 Timothy Lane, Financing Commodity Markets: Remarks Presented to the CFA Society of Calgary, 25 September, 2012.
4 	 John B. Taylor, Defining Systemic Risk Operationally, in George Schultz, Kenneth Scott, and John B. Taylor (eds.)
Ending Government Bailouts as We Know Them (2009).
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The FSB has a similar definition.5 It identifies three crucial criteria for assessing systemic risk:
size, substitutability (i.e., the ability of other firms or entities to provide the services previously
supplied by a failed firm), and interconnectedness.
B. ANALYSIS OF THE SYSTEMIC RISK OF COMMODITY TRADING FIRMS
Given these definitions, and the broader economic literature on systemic risk (especially
the literature that has developed in the aftermath of the recent Crisis), an analysis of
commodity trading firms indicates that they are not a potential source of systemic risk,
and hence do not warrant being regulated in ways similar to SIFIs. Several considerations
support this conclusion.

Commodity trading
firms are not a source
of systemic risk

Commodity firms are not really that big, especially in comparison to major banks.
The assets of Glencore, the largest commodity trading firm, (which has evolved into a very
asset heavy mining firm, more comparable to a Rio Tinto or BHP than a Vitol or Trafigura,
or even an ADM) total slightly more than $100 billion, which ranks it approximately 240th
of world publicly traded corporations in terms of assets. If Cargill, the second largest trading
company in terms of assets, were publicly traded it would rank approximately 450th in terms
of assets. Comparing just to major banks, Glenore’s assets are approximately equal to the 60th
largest bank (by assets) in the world. The banks of similar size include Bank Leumi and Bank
Hapoalim, hardly household names outside their home countries. Cargill is comparable in size
to the 65th largest bank in the world.
Focusing on SIFIs, the median European SIFI bank has assets of $1.3 trillion, and the median
US SIFI bank has assets of $1.18 trillion. Thus, most banks that have been designated as SIFIs
have assets that are an order of magnitude larger than the largest commodity trading firms,
and two orders of magnitude larger than most commodity trading firms. Thus, the financial
distress of even the largest commodity trading firm, or even several of them, would be
unlikely to have the same disruptive impact on the financial system as the collapse of
a middling-size major bank, let alone a behemoth like Deutsche Bank or JP Morgan.6
The balance sheets of trading firms are not fragile in the same way that banks’ balance
sheets are. The analysis of commodity trading firm financing in Section IV demonstrates
several salient features that bear on the potential systemic risk arising from the financial
distress of a trading firm.

Their balance sheets
are much more
robust than banks

First, in comparison to banks in particular, commodity trading firms are not heavily leveraged.
Whereas large bank leverage ratios (measured by book value of assets divided by book value of
equity) range between 9 and 14 for US SIFI banks (with a median of 10), and between 9.6 and
37 for European SIFI banks (with a median of 22), the median leverage for commodity trading
firms I have examined is 4. Moreover, focusing on net debt, many commodity trading firms are
not leveraged at all because current assets exceed total liabilities: since most of these current
assets are highly liquid (e.g., hedged commodity inventories) net debt is better indication of
leverage because commodity firms can sell the current assets to raise cash to pay off liabilities.
Second, the most important factor contributing to financial crises throughout history is the
fact that banks engage in “maturity transformation”, but commodity trading firms do not.
Maturity transformation occurs when banks (or shadow banks) issue short-term liabilities to
fund long-term assets. This requires the banks to rollover debts almost continuously in order
to fund their assets. When lenders suspect that a bank, or the banking system in general is
financially unsound, they may not agree to rollover the bank’s (or banks’) short-term debts
as they come due. This renders the bank (or banks) unable to fund their operations, and they
collapse. Indeed, balance sheet data indicates that major banks do engage in such maturity
transformation.
In stark contrast, as noted in Section IV, commodity trading firms do not engage in maturity
transformation. Indeed, the short-term assets of all commodity trading firms analyzed (which
includes the largest) exceed their short-term liabilities.
Moreover, the character of assets differs substantially between banks and commodity trading
firms. Many bank assets that are funded with short-term liabilities are highly illiquid, meaning

5 	 Financial Stability Board, Report of G20 Ministers and Governors, Guidance to Assess the Systemic Importance of
Financial Institutions, Markets, and Instruments: Initial Considerations.
6 	 In January, 2014 the FSB proposed to use an asset value of $100 billion as a threshold to determine whether a
non-bank financial corporation should be designated as a SIFI. Since such corporations typically have far more fragile
capital structures than commodity trading firms, and since most commodity trading firms have assets less than $100
billion, by the FSB criteria even the largest commodity trading firms are not SIFI.
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that if banks attempt to dispose of assets to de-lever when they face funding stresses, they
will have to dispose of these assets at fire sale prices. Moreover, since many banks have
similar assets on their balance sheets, fire sales by one bank can reduce the values of similar
assets held by other banks, which can put them under financial strain, leading to further fire
sales. This vicious cycle is characteristic of financial crises.
In contrast, relatively liquid assets (e.g., hedged inventories, trade receivables) predominate
on commodity trading firm balance sheets. As a result, the fire sale problem is mitigated.
Indeed, many of the short-term liabilities of commodity trading firms are secured and
self-liquidating: for instance, a transactional credit issued to purchase an oil cargo is secured
by that cargo, is paid off as soon as the cargo is sold, and is not subject to commodity price
risk because the bank requires the commodity trading firm to hedge.
Even the non-traditional forms of financing employed by some commodity firms, which have
been considered to be a form of “shadow banking” do not have the problematic features of
the liabilities that caused severe systemic problems during the Financial Crisis. The liabilities
that proved toxic during the Crisis (e.g., asset backed commercial paper) were used to
fund long-term illiquid assets. In contrast, facilities like Trafigura’s securitization of trade
receivables issue liabilities with maturities that are typically greater than the maturities
of the securitized assets. Moreover, these assets tend to be of high quality: as discussed
in Section IV, default rates on trade credit tend to be very low.
Commodity trading firms are not even remotely as important as issuers of credit
as banks. One reason that bank failures can be systemically catastrophic is the central
role of banks in the supply of credit. If banks fail, or become financially distressed in large
numbers, they reduce the amount of credit that they supply, which reduces investment
and consumption (especially of durable goods) in the economy. As noted above, commodity
trading firms do issue credit to commodity consumers and producers (in the form of prepays,
for instance), but ultimately the source of the bulk of this credit is banks. Commodity
trading firms commonly purchase payment guarantees from banks when they extend credit
to customers: in the case of Trafigura, approximately 80% of the credit it extends is backed
by payment guarantees or insurance from banks. Thus, banks bear the bulk of the credit
risk, and hence are ultimately the source of credit; the trading firms are basically conduits
between banks and customers. To the extent that a particular trading firm has a comparative
advantage in serving as a conduit to some customers (because, for instance, its knowledge
of the customers’ business allows it to monitor them more effectively), the firm’s failure
would impair the flow of credit to its customers. But there are alternative ways of providing
this credit (other trading firms can step in the breach, or the customers can borrow directly
from banks), and this mitigates the impact of the failure of the individual firm.
For many commodities, especially the most important ones, there is relatively little
concentration among commodity trading firms. To illustrate the contrast, in the crude
oil market, two of the largest traders (Vitol and Trafigura) each account for about 6%
of freely traded oil. Glencore accounts for approximately 3%, and Mercuria 3%.7
Concentrations are somewhat higher in metals Glencore trades about 60% of freely traded
zinc (although the termination of its off-take agreement with Nyrstar under terms imposed
by the European Commission to secure approval of its purchase of Xstrata will reduce this
concentration); 50% of freely traded copper; and 22% of freely traded aluminum. 8
The company also accounts for a large fraction—approximately 28%—of the global thermal
coal trade. Thus, the non-ferrous metals markets are more concentrated and hence more
susceptible to a single trading firm’s distress, than the oil market.

They’re not major
credit providers

They mainly
operate in
fragmented markets

It is important to note that concentration is small in commodities that represent a relatively
large fraction of trade, and that the markets in which concentration is sometimes large
represent very small fractions of trade. For instance, depending on the region, oil represents
between 3 and 10% of imports. This is an appreciable fraction, but concentration in oil trading
is quite low, with the largest firms handling only around 6% of trade.
7 	 These figures are from reports on these companies’ websites.
8 	 These figures are derived from Glencore’s IPO Prospectus. Glencore utilizes publicly available data and its own
estimates to determine the “addressable” quantities “that are available to a third party marketer such as Glencore.”
For instance, commodities produced and consumed by a vertically integrated firm are excluded from the calculation.
Domestic Chinese production is also excluded, as are volumes sold directly from a producer to an end-user without
use of an intermediary. As an example, when calculating its share of thermal coal trade, Glencore utilizes seaborne
volume of 692 million MT, out of a total world output of 4,556 m MT. The “addressable” market is typically far smaller
than total global output. Based on total global output, Glencore calculates its market share to be 13% for zinc, 10%
for zinc concentrates, 7% for copper, 4% for copper concentrates, 8% for alumina, 9% for aluminum, and 4% for
thermal coal. Glencore considers the total oil market to be accessible to traders.
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In contrast, other commodities represent much less than 1% of imports (or exports), meaning
that even if one of the dominant firms in a concentrated market were to disappear, the potential
effect on overall trade and economic activity would be trivial. This conclusion is reinforced
when one examines trade in commodities as a function of GDP: even oil imports are less than
2% of GDP for all regions except Asia, where they are less than 3% of GDP.
This means that the failure of a commodity trading firm is unlikely to disrupt severely the
trade in any major commodity. This conclusion is strengthened by the next fact:
The assets used in commodity trading are readily redeployable, meaning that the
financial distress of a trading firm has at most a modest impact on the capacity
to trade and transform commodities, and then for only a short interval of time.
Much of the physical and human capital deployed in commodity trading is highly re-deployable.
In the event of distress of a trading firm, its physical assets and employees can move to
other firms. Moreover, insolvency/bankruptcy laws generally facilitate the continued
operation of financially distressed firms, so they can continue to provide transformation
services even while in financial distress (although perhaps less efficiently, due for instance,
to higher costs of funding). These factors limit the duration of the impact of the firm’s
distress. While redeployment is occurring, or if a firm operates less efficiently while in
bankruptcy, customers of the distressed firm will be adversely impacted. This effect will
be most acute if the distressed firm has a large share of for a particular commodity or
geographic region. However, since such conditions are most likely to occur for smallervolume commodities and regions (because there is less concentration in the trade of major
commodities in major markets), the broader systemic implications of such disruptions will
be minor.
The economics of commodity markets and commodity trading means that large
economic downturns are unlikely to have a severe impact on the profitability, and
financial condition, of commodity trading firms. If commodity trading firms are robust
to economic downturns, they cannot be a vector of contagion that communicates the effects
of the downturn to its customers and creditors. Economic theory and a variety of data,
demonstrate that commodity trading firms are indeed largely robust.

Assets are
redeployable if a firm
gets into difficulty

Commodity trading
firms are exposed
to trading volumes
not prices

A large economic downturn does lead to a large decline in the demand for most commodities.
A decline in demand for a commodity leads to a decline in the demand for some transformations,
notably transportation/logistics and processing/refining, but an increase in the demand for
others, notably storage. The declines in derived demand tend to result in declines in both
volumes and margins, thereby reducing the profitability of the firms that engage in the
adversely impacted transformations. To the extent that a commodity trading firm also stores
commodities, it benefits from an internal hedge that offsets the losses from supplying
transformations in space and time.
The magnitudes of these changes in derived demands depend on the magnitude of the
demand shock (and hence the severity of the financial crisis) and the elasticity of supplies
of the underlying commodities. Since many commodities are highly inelastically supplied,
especially in the short run, the effects on margins and volumes, and hence trading firm
profits, can be modest.
Trade data provide some insights onto this source of risk to commodity trading firms.
Figures 2 through 5 depict data relating to world exports by commodity. (Data related to
world imports by commodity behave similarly, so I only present charts on exports.) Figure 2
graphs nominal exports by commodity reported in the ITC data for 2001-2011. These are
indexed to simplify comparative analysis. Note the large downturns in nominal trade
volumes in 2009, reflecting the impact of the financial crisis. Due to the large size of oil and
steel and iron exports compared to those for other commodities, Figure 3 graphs nominal
exports for all commodities except oil and iron and steel. Virtually all commodities exhibit a
noticeable dip in 2009.
As noted above, however, although changes in nominal flows reflect changes in both flat
prices and quantities, quantities are the major determinants of commodity traders’ margins
and profits. Figure 4 depicts annual nominal exports for each commodity deflated by its
average annual price (scaled so that the 2001 average price equals 1.00) and indexed for
comparison purposes. The impact of the 2008-2009 Financial Crisis is much less noticeable
in the deflated exports than the nominal exports. Only iron and steel exhibit a pronounced
dip. Figure 5 presents the deflated exports for all commodities studied excluding oil and iron
and steel. These smaller commodities do not exhibit a pronounced decline in deflated exports
(a proxy for quantity) in 2009.
5
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These charts strongly support the conclusion that a large demand shock primarily affects
commodity prices, and has a much smaller impact on the quantities of commodities traded.
Inasmuch as the profitability of commodity trading firms is primarily driven by quantities
(to the extent that these firms hedge price exposures), the risk that a large demand shock (like
that experienced in 2008-2009) poses to the viability of commodity trading firms is limited.
Demand shocks arising from a macroeconomic shock such as a financial crisis also affect the
funding needs of commodity trading firms. Crucially, adverse shocks of this nature tend to
reduce funding needs and liquidity stresses. Adverse demand shocks reduce prices, thereby
reducing the amount of capital necessary to carry inventories of commodities as they
undergo transformation processes. Moreover, to the extent that commodity trading firms
are typically short derivative instruments (which may be marked to market on a daily basis)
as hedges of commodity stocks, price declines generate mark-to-market gains on derivatives
that result in variation margin inflows. This provides a source of funds to repay credit taken
to acquire the inventories. That is, these price declines tend to result in cash inflows prior
to obligations to make cash payments, which further ease funding needs of commodity
trading firms.

Macroeconomic
demand shocks
reduce trading firms’
funding needs…

Figures 2-5 illustrate this clearly. The nominal value of virtually all commodities traded
declined sharply in 2009, but quantities (as proxied for by deflated exports) did not decline
substantially or uniformly across commodities. This decline in nominal trade reflects the
pronounced price declines that occurred in late-2008 to mid-2009. Moreover, the sharp
decline in the nominal value of a relatively stable quantity of exports means that the
financing needed to carry out such exports declined sharply as well.
FIGURE 2
INDEXED NOMINAL EXPORTS BY COMMODITY
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The decline in funding needs during periods of sharp demand declines resulting from a shock
arising in the financial system is particularly beneficial, inasmuch as financial shocks constrain
the availability of credit.
The foregoing analysis implies that trading firms should be relatively robust, even to large
shocks emanating from the financial system. This implication is testable, using data from the
2007-2009 financial crisis. I have reviewed data on ADM, Bunge, Cargill, Vitol, Louis Dreyfus,
Mercuria Energy Trading, Glencore, Olam, Wilmar, Trafigura, and Noble.

...which makes them
more resilient

All of these firms remained profitable throughout the 2007-2009 commodity boom-bust
cycle. Between 2007 and 2009 (the nadir of the commodity price cycle), net income changes
ranged between -57% (Bunge) and 224% (Wilmar) with a median of between 44% (Cargill)
and 113% (Noble).
This sample is dominated by firms that are focused on agricultural commodity trading.
Glencore is focused on metals and energy, two notably procyclical commodity sectors:
its profit declined 24% over the cycle. Trafigura is focused on energy and industrial metals:
its earnings rose 85% over the boom-bust cycle. Vitol is another energy-focused trading
6
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FIGURE 3
NOMINAL EXPORTS BY COMMODITY EXCLUDING OIL, IRON & STEEL
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FIGURE 4

INDEXED $ DEFLATED VALUE (BASE=2001 PRICE)
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FIGURE 5

$ (000) DEFLATED NOMINAL VALUE (BASE= 2001 PRICE)
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firm, and it experienced a 91% increase in income over the cycle. A third energy-focused
firm, Mercuria Energy Trading, saw its income rise 122%.
These figures are worth noting, given the substantial rise, decline, and subsequent rise in oil
and metals prices over 2007-2009. This performance likely reflects the fact that economic
volatility can create arbitrage opportunities, and serious economic downturns can increase
the demand for some transformation activities, notably storage.
The variability in performance across the firms for which data is available, with some
companies suffering substantial declines in earnings and other substantial rises over the
2007-2009 commodity cycle (and Financial Crisis cycle), is inconsistent with the hypothesis
that trading firm financial performance is highly sensitive to global economic conditions.
This is in stark contrast to other SIFIs. Trading firms would be more likely to create systemic
risk if, like SIFIs, their earnings were highly correlated over the cycle.

Their performance
is relatively
insensitive to global
economic conditions

This is true of large banks, whose profits collapsed during the Crisis. Total profits for the 8 US
SIFI banks plunged from $58 billion in 2007 to a loss of $9.8 billion in 2008, and recovered
only to $40 billion the following year. European SIFI banks earned a profit of $114 billion in
2007, but suffered a loss of $16.5 billion in 2008, with profits rebounding to $58 billion in
2009. This performance differs starkly from that of commodity trading firms over this period.
Trading firms provide logistical services, and recent historical experience shows that
even large disruptions of the logistical system have very modest effects on the broader
economy. As noted throughout, one of the primary functions of commodity trading firms
is to make transformations in space and time—logistical transformations. Even if the
assets utilized by a distressed trading firm to make these transformations are not
redeployed immediately, the impact on the broader economy will almost certainly be minor.
Recent experience demonstrates that even a major disruption of the logistical system in
a major economic region does not cause an appreciable decline in the world economy.
Specifically, the Japanese earthquake and tsunami in 2011 wreaked massive havoc on the
single most important trading region in the world, but this had only very small effects on
the world economy. These natural disasters seriously disrupted production at numerous
firms that played a central role in global supply chains for high value manufactured output.
A report prepared under the authority of the Directorate General of the Treasury of France
concluded that:

Disruptions to
logistics have limited
economic impact

• Japan is a key player in global production chains, particularly in high-technology sectors.
Japanese firms account for over 70% of global production in at least 30 technological
sectors …The triple disaster, which led to a nearly 8% reduction in Japanese products
exports in Q2, also caused disruptions to global supply in some sectors, particularly
in electronics and the automotive industry.
• Japan also plays a key role in Asian trade where production chains are highly integrated.
Schematically, Japan supplies sophisticated intermediate goods to and buys final goods from
its Asian partners including China, the pivot of the new international division of labor, which
performs assembly and transformation of the semi-finished products. Given the network
structure of production processes, a shock affecting an upstream producer can cause
strong fluctuations in the economy as a whole, through cascade effects from one firm
to another.9
Nonetheless, the French Treasury concluded that the effect of the catastrophe on aggregate
output was small, even in Asia. It estimates that the effect was 0.1 point of GDP in China and
0.2 percentage points for other “Asian dragons” in Q2 2011. Furthermore, it concluded that
“the impact is very low” in Europe and the US. Furthermore, it found that “virtually zero”
impact for the full year 2011, because of the “restoration of both Japanese production
capacity and global supply chains.”
The IMF Japan Spillover Report also found that the effects of the earthquake were modest
(outside of the automobile industry) and short lived (even in the auto sector).10
The Japanese natural disaster caused the destruction of production capacity. The affected
capacity was an essential element of a complex supply chain in high value-added industries.
Even so, the spillover effects of this destruction were small and fleeting. This demonstrates
the resilience of economic activity to the disruption of trade.

9 	 The impact of Japan’s earthquake on the global economy. Tresor-Economics Report No. 100 (2012).
10 	  International Monetary Fund: Japan Spillover Report for the Article IV Consultation and Selected Issues (2012).
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The financial distress of a trading firm would not result in the destruction of any productive
assets (although it could impede the efficiency of their use); the assets would be available
to be redeployed, or operated by those who control the distressed firm. No single firm,
or even multiple firms, is as critical in the global supply chain for large, high value added
industries (such as autos and electronics) as the Japanese companies affected by the
earthquake and tsunami. Thus, the effects on the broader economy of the financial distress
of a large commodity trading firm, or even multiple firms, would almost certainly be smaller,
and shorter lived, than the small effects of these natural disasters.
There have been numerous instances in which commodity trading firms have suffered
large losses, or actually failed, without causing problems in the broader financial system.
There have been numerous instances in which large commodity trading firms have suffered
large losses, sometimes resulting in the failure of the firms involved, but where there were
no pronounced disruptions in the commodity markets in which the firm operated, let alone
in the broader economy.

When firms have
failed it has not
caused problems

In commodities in particular, large losses at Ferruzzi ($4 billion), Metallgesellschaft (over
$1 billion), Sumitomo ($2 billion), Constellation (a $10 billion loss in market capitalization),
or Amaranth ($6 billion) did not have broader systemic consequences. Enron was the most
important trading intermediary in US natural gas and power markets, and its precipitous
collapse did not disrupt those markets appreciably, let alone the broader economy.
Some months after Enron’s demise, the entire merchant energy sector in the US suffered
catastrophic financial losses. From 25 April, 2002 through the end of May of that year,
the equity values of a portfolio of large energy merchants declined by approximately 91%.
The credit rating of every energy merchant firm was downgraded. Many firms exited the
business, and one prominent firm (Mirant) declared bankruptcy.
Merchant energy firms engaged in the same transformational activities as commodity trading
firms, and also provided risk management and financing for their customers similar to those
provided by commodity trading firms. Despite the acute financial distress of the entire sector,
gas and power continued to flow, houses were heated and lights went on. Moreover, there
was no impact on the broader economy.
In sum, many commodity trading firms are large, and play a crucial role in facilitating
the flow of vital commodities to their highest value uses, but that does not make
them systemically important in the same way banks and other major financial
institutions are. Commodity trading firms provide very different intermediation services
than banks do. What’s more, they are not central to the provision of credit in the
same way banks are. Furthermore, in comparison to banks, they are not large. They are
not, therefore, too big to fail, and should not, therefore, be subject to the same kinds
of regulation as banks.

Commodity
trading firms play
a crucial role,
but they are
not systemically
important
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AFTERWORD
Commodity trading firms transform commodities in space, time, and form in order to
enhance their value. Their function is to move commodities from low value uses to high value
ones. In so doing, they enhance the wealth and welfare of both the producers and consumers
of commodities. It may seem paradoxical, but commodity trading raises the prices that
producers receive, and lowers the prices that consumers pay. It is not paradoxical, however,
because commodity traders are both buyers and sellers, and are in the business of earning
a margin between sales and purchase prices: they care little about the level of prices overall.
Competition on margins between traders tends to narrow price differentials and encourages
traders to improve the process of transforming commodities from what producers produce
to what consumers consume.
They do not do this out of altruism. Moreover, their activities are not uniformly beyond
reproach. But the profit motive and intense competition combine to create a powerful
tendency for these firms to create value, of which they take a relatively small portion.
Nonetheless, commodity trading is controversial, especially in times like the present, and the
recent past, in which prices have been high. But this is nothing new. Adam Smith noted the
same phenomenon when writing in 1776 about criticisms of commodity trading dating back
to the 14th century, criticisms eerily similar to those heard today.
Smith had an answer to these criticisms, and his answer remains true today even though
in size, scope, technology, and financing commodity trading today is vastly different than
it was in 1776, let alone the time of Edward VI. Smith understood how the transformation
of commodities by competing firms benefits producers and consumers.
By highlighting the role of transformations, and analyzing them in detail, I have attempted
to provide a conceptual framework for analyzing commodity trading and evaluating the
role of commodity trading firms. Hopefully this will contribute to a more informed public
discussion of commodity trading, and how it can be improved through good policy.
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Commodity trading is one of the oldest forms
of human activity. It is central to the global economy.
Yet up to now there has been remarkably little
research into this important area.
The Economics of Commodity Trading Firms
demystifies the commodity trading business
through a combination of description and analysis.

Professor Pirrong employs a variety of economic concepts
to investigate the dynamics of the commodity trading business.
His analysis produces valuable insights into the nature
of the business, and the economic role and social relevance
of commodity trading firms.
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