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Structural Change #1:
The Switch to Electronic Trading

Percent of Futures Volume Transacted on
Electronic Platform, 2004-2011
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Home = Opinion = Economic Intelligence = How High-Frequency Trading Is Taking Over Markets

Economic Intelligence A HFT: High
Reign of the High-Frequency Trading Robots Frequency Trading

WALLACE TURBEVILLE

Comment (4) W Tweet | 18 1 | 8+ 0 ﬁsmre

* . Richard Finger, Contributor
I expose the folly in boardrooms and capital markets.
| + Follow

BUSINESS 9/2 11,493

High Frequency Trading: Is It A
Dark Force Against Ordinary
Human Traders And Investors?
SRER - comments 4 collsd-out | + CommentNow -+ Follow Comments

High Frequency Trading (HFT) is the use of computer algorithms to rapidly
trade stocks. Highly sophisticated proprietary strategies are programmed to
move in and out of trades in timeframes as little as fractions of a second. Itis
a business dominated by a few giants as it is a sandbox that costs many

millions to play in. There are many facets to High Frequency Trading. I knew

http://www.usnews.com/opinion/blogs/economic-intelligence/2013/10/18/how-high- roughly what High Frequency Trading was, but in this article I try to
frequency-trading-is-taking-over-markets understand some of the nuance of a phenomenon that, as we will discover, is

the dominant force on the exchanges today.

http://www.forbes.com/sites/richardfinger/2013/09/30/high-frequency-trading-is-it-

a-dark-force-against-ordinary-human-traders-and-investors/
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Structural Change #2:
A Revolution in Market Access

( )Ptl( )I]SM)SZEEEASB (888) 280-8020 ) Live Chat ) Login B x | S
‘Why optionsXpress? Investment Products Free Education Tools & Research ‘Open an Account |
Balances Positions Order Status Saved
Between the Sl 2y et Live Demo of our
e "o Trading Platform
XYZ Jan13 135 Call 1 [Jopen
810 Sign up for a one hour tour of the 10:01 AM
XYZ Jant3 135 Put 1 [OOpen optionsXpress online trading platform.
sto
XYZ Jan13 135 Call 5 [ Filled Quotes
Markat 810
- e i ® X¥Z_1an12 135 Put. 5 MOnen.
lLies Walk Limit
PRICE $1.31
Built to save time and — 4
improve execution INITIALBID ~ MIDPOINT  INITIALASK ! e i ®
o e e { "Are you a client Yes ©iNo

Leam More About Walk Limit

HOME | ADVANTAGES | Basics [JEIUVLUIQCM SERVICES | RESOURCE CENTER | SUPPORT | Q]

Overview | Forex | TradingStation | MetaTrader4 | Specialty Platforms

Practice Virtual E-Mini S&P Jun12 1335.00

Trading
Trading Station EURUSD 127428
| = T | Mini DJIA 5 Jun12 | 12662] 457

D ¥ Mobile
Euro FX Currer uni2 127.44) m

—
Trade Stocks, Options and -
Futures with 525,000 in a
virtual trade account.

Start Virtual Trading »

Powerful Tools in the Palm of Your Hand

Trading Station Mobile lets retail traders quickly and easily access the

Crude Oil miNY Jun12 93.750
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Table 2. Exchange Traded Products Tracking Agricultural Commodities

Assets Volume
Symbol Name ($1.000s) (shares)
DBA PowerShares Deutsche Bank Agriculture Fund 2,560,550 1,729,900
G iPath Exchange Traded Notes Dow Jones — American 226,785 152,556
International Group Grains Total Return Sub-Index
Exchange Traded Note Series A
JIA iIPath Exchange Traded Notes Dow Jones — American 155.940 48,656
International Group Agriculture Total Return
Sub-Index Exchange Traded Note Series A
CORN Teucrium Corn Fund 107,075 130,840
Teucrium Corn Fund
NYSEARCA: CORN - Nov 15 3:59 PM ET
31.49 -0.36 (-1.13%)
60 Open 32.24
40 M High 32.24
on Low 3146
B Volume 17,335
2011 2012 2013 Avg Vol N/A
- o o MktCap  50.38M
1 54 1m 6m 1y 5  max
Google Finance - Yahoo Finance - MSN Money Disclaimer
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Structural Change #3:
The Rise of Passive Investment

YALE

INTERNATIONAL
CENTER
FORFINANCE

Yale ICF Working Paper No. 04-20
February 2005
FACTS AND FANTASIES ABOUT COMMODITY FUTURES
Gary Gorton
The Wharton School, University of Pennsylvania and NBER
K. Geert Rouwenhorst
Yale School of Management, Yale University

This paper can be downloaded without charge from the
Social Science Research Network Electronic Paper Collection:
hitp://ssrn.com/abstract=560042

Investment in Commodity Index Funds,
300 - 2000-2009

250 -
200 +
150 -

100 -

Investment (bil. $)

50 ~

0

2000 2002 2004 2006 2008

Source: Barclays
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* Risk diversification objective

« GSCI most widely tracked index
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Growth of Trading Volume in Commodity
Futures Markets (2000-2010)
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Mark Wilson/Gef

“"The Masters
Hypothesis”

http://www.nytimes.com/2008/09/11/washington/11speculate.html

Chart 1. S&P GSCI Spot Price Index vs. Index Speculator Assets
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“"The Masters
Hypothesis”

Chart 1. S&P GSCI Spot Price Index vs. Index Speculator Assets
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United States Senate
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
Committee on Homeland Security and Governmental Affairs
= Carl Levin, Chairman
Tom Coburn, Acting Ranking Minority Member

EXCESSIVE SPECULATION
IN THE WHEAT MARKET

MAJORITY AND MINORITY
STAFF REPORT

PERMANENT SUBCOMMITTEE
ON INVESTIGATIONS

UNITED STATES SENATE

http://www.hsgac.senate.gov/subcommittees/investigations/hearings/excessive-

speculation-in-the-wheat-market

“This Report finds that there is
significant and persuasive
evidence to conclude that these
commodity index traders, in
the aggregate, were one of the
major causes of “unwarranted
changes”—here, increases—in
the price of wheat futures
contracts relative to the price of
wheat in the cash market...
Accordingly, the Report finds that
the activities of commodity index
traders, in the aggregate,
constituted “excessive
speculation” in the wheat
market under the Commodity
Exchange Act.” (p. 2)
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“Passive speculators are an invasive species that will
continue to damage the markets until they are eradicated.
The CFTC must address the issue of passive speculation; it
will not go away on its own. When passive speculators are
eliminated from the markets, then most consumable
commodities derivatives markets will no longer be
excessively speculative, and their intended functions will
be restored.”

Michael W. Masters, Testimony before the
Commodity Futures Trading Commission
(CFTC), March 25, 2010

http://arcticcompass.blogspot.com/2009/06/financial-crunch-economic-collapse-part.html
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October 3, 2011 j

Oxfam Issue Briefing

REGULATING FINANCIAL MARKETS TO GROW A BETTER FUTURE

www.oxfam.org/grow ® (0)4t-111

FOOD. LIFE. PLANET.

Food prices are a matter of life and death to many in the developing world. Financial markets that
should be helping food growers and processors to manage their risk and set prices have become a
potential threat to global food security. Deregulated and secretive agricultural commodity derivatives
markets have attracted huge sums of speculative money, and there is growing evidence that they
deliver distorted and unpredictable food prices. Financial speculation can play an important role to
help food producers and end users manage risks, but in light of the harm that excessive speculation
may cause to millions, action is required now to address the problem. This briefing explains what has
gone wrong with financial markets and what the United States, the European Union and other G20

members should do to fix them.

.. FINANCIALIZED FOOD MARKETS

http://\MNw.oxfam.org/en/grow/policy/not-game-speculation-v- {slmert

&
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October 3, 2011

Oxfam Issue Briefing

REGULATING FINANCIAL MARKETS TO GROW A BETTER FUTURE

www.oxfam.org/grow

deliver distorted and unpredictable food prices. Financial speculation can play an important role to
help food producers and end users manage risks, but in light of the harm that excessive speculation
may cause to millions, action is required now to address the problem. This briefing explains what has
gone wrong with financial markets and what the United States, the European Union and other G20
members should do to fix them.

A NEW REALITY REQUIRING NEW RULES:
FINANCIALIZED FOOD MARKETS

http://mww.oxfam.org/en/grow/policy/not-gam e-speculam /
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October 11, 2011

Che Telegraph

HOME NEWS SPORT FINANCE CcoMMENT BLOGS CULTURE TRAVEL LIFESTYL

Companies Comment Personal Finance Economics Markets Your Business Olympics B

Commodities

G20 urged to help end world hunger by stopping
commodity speculation

More than 450 economists from 40 countries have urged G20 finance ministers to
prevent financial speculation in commodity markets from driving up food prices and
fuelling hunger.

http://www.telegraph.co.uk/finance/commodities/8820798/G20-urged-to-help-end-world-hunger-by-stopping-commaodity-speculation.html
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October 19, 2011

INVESTIMNG

CFTC Position Limits Rule
Divides Agency, Angers Market
Participants

+ Comment now

PAGE 2 OF 2

Sterling Smith, commodity trading adviser at Country Hedging, said it's
unlikely to keep people who want to speculate away from commodities. “The
bottom line is, people want to be long these markets and if they can find a way
to leverage themselves they're going to. If a foreign entity offers said vehicle
they may go there. This doesn’t address the problem of the (2008 financial)

»

http://imww.forbes.com/sites/kitconews/2011/10/19/cftc-position-limits-rule-divides-agency-angers-market-participants/
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Joumal of Agricultural and Applied Economics. 41.2(August 2{4K):

@ 2008 Southern A gricultural Economics Association Please cite this paper as:

OECDpublishing

Irwin, 5. H. and D. R. Sanders (2010}, “The Impact of
Index and Swap Funds on Gommodity Futures Markets:
Preliminary Results”, OECD Food, Agricuiture and
Fisheries Working Papers, No. 27, OEGD Publishing.

Devil or Angel? The Role of Speculation in the
doi: 10.1787/5kmd40wl1t5i-en

Recent Commodity Price Boom (and Bust)

Scott H. Irwin, Dwight R. Sanders, and Robert P. Mex . . . .
& OECD Food, Agriculture and Fisheries

Working Papers No. 27

It is commonly asserted that speculative buying by index funds in commodity futures and
owver-the—counter derivatives markets created a “bubhle”™ in commaodity prices, with the result
that prices, and crude oil prices, in particular, far exceeded fundamental values at the peak.
The purpose of this paper is to show that the bubble argument simply does not withstand close
scmutiny. Four main points are explored. First, the arguments of bubble proponents are
conceptually flawed and reflect fundamental and basi 5 of how commodity
futures markets actally work. Second, a number of facts about the situstion in commaodity

The Impact of Index and

markets are inconsistent with the existence of a substantial bubble in commodity prices.

Third, available statistical evidence does not indicate that positions for an
modity futures markets, including long—only index funds, consistently le:
Fourth, there is a historical pattern of attacks upon speculation during periods of

chang
extreme market volatility.

Key Words: commodity, futures, index fund,

JEL Classifications: Q11, Q13

Led by crude oil, commodity prices reached
dizzying heights during mid-2008 and then
subsequently declined with breathiaking speed
(see Figure 1). The impact of speculation,
principally by long—only index funds. on the
boom and bust in commodity prices has been

Scott H. Irwin is the Laurence J. Norton Chair of
Agricultural Marketing in the Department of Agric
tural and Consumer Economics at the University of
Ilinois at Urbana—Champaign. Dwight R. Sanders is
associate professor in the Department of Agribusiness
Economics at Southern Tlinois University, Carbon-
dale, Illinois. Robert F. Merrin is a PhD student in the
Department of Finance at Universiteit Maastricht, The
Metherlands.

Todd Petzel and seminar participants at the Univer-
sity of Illinois. Guelph University, and the Economic
Research Service of the USDA provided valuable
comments on earlier versions of the paper. Funding
support from the Aurene T. Morton Trust is gratefully
acknowledged.

Invited paper presented at the Southem Agricultural
Economics Association Meetings, Atlanta, Georgia,
January 3 1-February 3, 2009.

TP N Com-
future s price

market, speculation

hotly debated." It is commonly asserted that
speculative buying by index funds in com-
modity fumres and over—the—counter (OTC)
derivatives markets created a “bubble,” with
the result that commadity prices, and crude oil
prices, in particular, far exceeded fundamental
values at the peak (e.g.. Gheit, 2008; Masters,
2008; Masters and White, 2008). The main
thrust of bubble arguments is that: (1) a large

UIn reality, a variety of investment instmments ane
lumped under the heading “commaodity index fund.”
Individuals may enter directly into over—the—counter
contracts with swap dealers to gain the desired expo-
sure to retums from a particular index of commodity
prices. Some firms also offer investment funds whose
returns are tied to a commodity index. Exchange—
traded funds {ETFs) and structured notes (ETNs) have
also recently been developed to make it even easier to
gain commaodity exposure. ETF: and ETNs trade on
secwrities exchanges in the same manner as stocks on
individnal companies. See Engelke and Yuen (2008)
and CFTC {2008h) for further details.

http://ageconsearch.umn.edu/bitstream/53083/2/jaaeip3.pdf

(@

OECD

Swap Funds on Commodity
Futures Markets

PRELIMINARY RESULTS

Scott H. Irwin‘, Dwight R. Sanders

'Univemity of llinois, United States

http://www.oecd.org/trade/agriculturaltrade/assessingagriculturalmarkets/45534528.pdf
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CBOT Wheat Futures Prices and Index Trader Net
Long Positions, January 2004-September 2009
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Relationship between CBOT Wheat Returns and
Index Trader Net Long Positions, June 2006-
December 2009
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“FWAMO —
Policy Brief

Thomas Glauben,
ingo Piea,

Siren Prahn and
Matthias Georg Will

Alarm or rather false alarm? A literature
review of empirical research studies

into financial speculation with agricultural
commodities

An evaluation of 35 research papers into the impact of financial
speculation on agricultural commedities markets has revealed:
The wast majority of studies did not confirm the concerns that
prevail in public discourse. The current state of knowledge indi-
cates enly a few, and weak, findings that verify the assumption
that the rise in financial speculation in recent years has increased
(1) the level or ( 2) the volatility of agricultural commedity prices.
Instead, those develepments have rather been caused by funda-
mental factoers in the real economy. This is why the majority of
academic studies are not in favor but against (3} enacting regu-
atory barriers to market entry. Transaction taxes or position lim-
its are described as involving high risks. Various studies explicitly
warn against overre
prove the functicnality of agricultural markets. Seen in this light,
the alarmism about financial speculation should be classified as
a false alarm: Those who desire to effectively combat hunger in
the world have to take real-economy precautions to ensure that
food supplies will match the envisaged increasing demands.

Mew players have sntered the futures markets far  in Germany have mounted & joint public 2werensss
mgriculturel commaditiss cver the last fen years. cmmpaign in this context. The £30s demand the

Commodity Index Traders (CITs) are heevilysngeged  introduction of a trensection tax, th

in & business modal that consists of permancently  futures markst speculators to seve:

covering long pesitions that ars continually rollsd  its, and & full ban o finencizl speculasi

forward. Withaut building their own inventories, The csos commissicnsd th cwn studies
CITs contribute to hedge agricultural producers  (Pies 20 increase the of of thei

mgainst markdown risks.

This recent development hes given rize ta the evaluation” of mmilable dara provides “overwhalm-
suspicion thas ©Ts could be causelly respansitie for i
the dramatic price events
20132, In view of global hunger revolts thers wes a
anjecturs among theoreticians and  szon
that CIT-conditioned financial spac- tive manager of foodwatch, assarts that banks,
th agricultural commeodities prompted  with their speculaci
price rises that notably effected people  are “hungermakers”. Within a few months, Bods

antific

demands 5% Qroups assert

snce” that financial speculetion causes and

in 200778, 2000/11and & unger in the warld.

Futures market transactions,

suffering from extreme poverty. attended no less than thres publichy-documanted
This on hes sparked an intense interna-  debates whers holders of sconomics chairs pointed

tional diso

tory actions.

on that has already ontailed regula- out that his claims contradicted th
he U5, for instance, has introduced  art inresearch (FAT 20132
position limits, while Europe is updating the Mar- doutsche Teitung

kots in Financial Instrumants Directi FID). tain their view that scientific evidence is on their
Yarious rencwned civil society organizations (C50s)  side [sttac 2002).

ion, which would impair rather than im-

snts heve promptsd strang re-
= but ane ewarmple: Thilo Bods, sxecu-

https://www.econstor.eu/dspace/bitstream/10419/70793/1/738572845.pdf

December 2012

“The current state of knowledge indicates
only a few, and weak, findings that verify
the assumption that the rise in financial
speculation in recent years has increased
(1) the level or (2) the volatility of
agricultural commodity prices......

Seen in this light, the alarmism about
financial speculation should be classified
as a false alarm: Those who desire to
effectively combat hunger in the world
have to take real-economy precautions to
ensure that food supplies will match the
envisaged increasing demands”
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Bubble Periods in Grain Futures Prices, 2004-2012
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Source: Etienne, Irwin, and Garcia. “Bubbles in Grain Futures Markets: When
Are They Most Likely to Occur?” 2013.




What Have We Learned?

« Index investment did not drive agricultural
price spikes

« Agricultural futures markets were not
excessively speculative

* Price bubbles in agricultural futures were
infrequent, small, and short-lived
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What Have We Learned?

Index investment did not drive agricultural
price spikes

Agricultural futures markets were not
excessively speculative

Price bubbles in agricultural futures were
infrequent, small, and short-lived

"The Masters Hypothesis is not a
valid characterization of reality”

I

illinois.edu



Where to From Here?

“...any effects of excessive
speculation on food prices likely
occur at high frequencies.
Such effects would imply that
futures markets do not function
efficiently as venues of price
discovery. For this reason,
studying price discovery provides
a promising path for future
research on the connection
between futures market trading
and prices.”

---Aaron Smith (2012)

illinois.edu
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cents/bushel

Bid-Ask Spreads in the Electronic Corn Futures

Market, 2009 Contracts

BAS

Source: Wang, Garcia, and Irwin. “The Behavior of Bid-Ask Spreads in the
Electronically Traded Corn Futures Market.” 2013.
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Quality of Tick-by-Tick Price Discovery in the Cotton
Futures Market, January 2006 - March 2009

Market quality (o, x 100)
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Source: Janzen, Smith, and Carter. “The Quality of Price Discovery Under
Electronic Trading: The Case of Cotton Futures.” 2013.
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