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CHAPTZR I
INTRODUCTION

One of the most critical problems confronting the Philip-
pines is its continuously deteriorating foreign exchange situa-
tion. In order to minimize the outflow of its foreign exchange
reserves, substantial amount of funds are currently bhasing
channelled into government programs intended to accelsrate
local production. Research has also been geared toward develop-
ing technology for the production of import substitutes.
Various types of restrictions have likewise been imposed on
imports, which unfortunately have done 1littls in alleviating
the situation, due primarily to the inelasticity of the
country's demand for most of its import items.

The expansion of both traditional and non-traditional ex-
ports, particularly of agricultural products, is at pressnt
being heavily pushed. Alongside this strategy are measures
adopted to expand the intermational markst for the country's
export products, and measures to enable the Philippines to re-
main competitive in the world market. In this connection, more
attractive incentives are now offered to promote forsign in-
vestments in the Philippines as a means of diversifying trade
sources. To further expand the scope cf its international
trade, the Philippines has entered into several bilateral and
multilateral trade arrangements with other countries.

Due to the unpredictable behavior of international



commodity prices however, only a marginsl improvement in the
country's foreign exchange situation, if at all, may be ex-
pected, unless measures are taken to contend with adverse

price movements in the international market. Hedging in futures
markets will therefore be discussed in this paper as a possible
means of locking in acceptabls prices when importing selected
agricultural commodities. The ability to fix import prices
will enable the Philippine government to determine in advance,
the approximate amount of foreign exchange n2eded in importing
these commodities for any given year. In addition, to minimize
the cost of delivering the imported commodities to the Philip-
pines, basis trading will be proposad in lieu of the current

practice of contracting for imports through flat price trading.

Importance of the Study

Since the balance of payments is, to a high degree, sen-
sitive to price fluctuations in the international markest,
strategies must be explored to minimize the disruptive affects
of unpredictabls international commodity prices on the Philip-
pines!' dollar reserves, Hedging and basis trading are schemss
which have never been considered in the past by the Philippine
government, as possible means of minimizing the drain of
forzign exchange from the country. Trading in futures markets,
in the manner that will be discussed in this paper, has been
proven to be an effactive tool for riding out adverse commodity

price movements by other importing countriss such as Mexico,

Brazil, and Iran.



Scope of the Study

Hedging and basis trading procedures, which the Philip-
pine government could use to lock in and minimize the cost of
its imports, will be discussed in this study. 1Initially, the
application of the proposal will be limited to using futures
markets when importing selected agricultural commodities--
particularly wheat, cotton, yellow corn, soybeans, and sorghum.

While futures trading is applicable to any commodity im-
ported by the Philippines that is also traded in the futures
market, the above-mentioned commodities were chosen (although
they comprise only about 5 per cent of the country's total
import bill) for two basic reasons: (1) the technology for
growing lowland, heat-resistant wheat varisti=s has not been
successfully developed and no substitutes have yet been foumd
to completely replace the local demand for wheat. Further-
more, no significant breakthroughs have been attained to
augment current shortfalls in cotton, yellow corn, soybean, and
sorghum domestic production. Until such time, importations
will have to be made in order to meet the highly inelastic
demand for these commodities. (2) In order to facilitate the
implementation of the proposal, particularly in the initial
stages, these commodities were chosen because of the existence
of government control, in varying degrees, over their importa-

tion.

Objectives

This study is primarily aimed at presenting a proposal to



the Philippine government to consider the potential of trading
in futures market as a strategy to reduce the outflow of
foreign exchange from the country and as a means of widening
the country's involvement in,and knowledge of international
trading. In light of existing uncertainties with regard to
fluctuations of commodity prices, futures trading has been
found to be an effective tool for locking in the prices of
commodities traded in the market. Specific objectives are as
follows:

1. To analyze the present method of importing salscted
agricultural products into the Philippines;

2. To discuss the operation of futures markets and the
application of hedging and basis trading in the Philippines;

3. To lllustrate how foreign exchange savings and other
advantages may be gained from the selective adoption of the
proposal, in lieu of the current method of importing;

4, To formulate criteria on which to base hadging and
basis trading strategies; and

5. To identify problems that may be encountered by the
Philippine government by trading in futures.

Limitation of the Study

Due to the unavailability of historical data on the
value, volume, and transaction dates of imports on a per con-
tract basis, empirical analysis will not be presented in this
study. The more detailed analysis will be undertaken as soon

as the necessary information become available to the writer.



Hypothetical illustrations will be made merely to show the
mechanics of hedging, and to present the possible outcomes

which may be expected given the occurrence of the sltuations

cited.



CHAPTZR II
PHILIPPINE ECONOMIC TRENDS: AN OVZRVIZW

During the sixties, economic development policies in the
Philippines were geared to urbanization and to the development
of the urban sector. Foreign exchange earnings, mostly
generated by agricultural exports, such as of sugar, coccnut
products, and wood products, were heavily drawn from to finance

the growing import bill of the urban sector.

Agricultural Development Strategies

The advent of the seventies saw the reassessment of
priorities, and consequently the reallocation of government
funds to agriculture and the rural sector. The Philippines,
like most of the daveloping nations, is predominantly an
agricultural economy. Seventy per cent of the population is
engaged in agriculture. Thirty-five per cent of the GNP,
and approximately 60 per cent of the country's dollar earnings
are generated by agriculture (Table 2.1). The consumer price
index is based on the assumption that about 57 per cent of per
capita income goes to food expenditures alone.

The shift in priorities came as a result of the govern-
ment's realization of the deficiencies of previous development
policies, which virtually did nothing to restore balance to
the gross inequities in the distribution of income in the
country., Clearly, it was an effort to widen the base of the

population's participation in the developmental process. The

6
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worldwide food crisis in 1973, however, was the immediate and
most critical factor which necessitated the mobilization of
resources and the unification of national efforts toward the
attainment of the three major agricultural thrusts, namely:

(1) the achievement of food self-sufficiency; (2) the expansion
of traditional and non-traditional exports (e.g., sugar, coco-
nut products, and abaca, for the former; mangoes, marine pro-
ducts, tropical flowers, and spices, for the latter); and

(3) the development of import substitutes.

Sufficiant publicity has already been given to the on-
going and proposed production programs and development strate-
gies in agriculture. A considerable number of studies evaluat-
ing the possible outcomes and the effects of these programs on
the political and economic framework of the Philippines are
also available, This writer therefore, does not intend to
delve further into that topic, but rather go directly to the
discussion of the possibility of further improving the countrys

foreign exchange situation through futures trading.

The Balance of Payments

During the period 1970-72, the 2xternal accounts of the
Philippines were roughly in balance, the trade account deficit
in 1970, amounting to a relatively minimal US$ 7 million. In
1973, due primarily to increasaed private and public investments
and domestic output, and also because of the international price

boom, the externmal terms of the Philippines improved by 28 per
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1/

cent.- Increases in real terms of 10 per cent and 14 per
cent, respectively, were achieved over 1972's GNP and gross
domestic income. This favorabls situation quickly deteriorated
however, starting from the second half of 1974. By 1975, the
balance of payments showed a trade account deficit of US$ 1.04
billion. The value of imports of goods and services increased
by 10 per cent, accompanied by a 10-per cent reduction in the
value of export earnings. The current account deficit during
this year of US3 859 million was approximately 6 per cent of
the GNP,

The World Bank estimates that even if the Philippines'!
current account deficit were to be reduced to about 4 per cent
of GNP by 1980, and to 2 per cent by 1985, an average net in-
flow of foreign loans of approximately US$ 1.0 billion annually
would still be required.a/

It is not advisable for the Philippine governmant to rely
heavily on foreign borrowings to financs its deficits. The
value of exports will have to be increased substantially in the
futures in order to expand the country's capacity to pay for
its growing import bill. For the next ten years, imports are

sxpected to increase by an average of 7-8 per cent annually.i/

1/Russell J. Cheetham and Zdward K. Hawkins, The Philippine
Priorities and Prospects for Development: The World Bank
Country Zconomic Report (Washington, D.C.: IBERD, 1976),
rp. 12-13.

2/

Ibid., p. 451.
3 1via., p. 452,
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At this rate, total import expenditures are projected to
climb from USS 3.4 billion in 1975, to US3 13.4 billion in
1985 (Table 2.2).

It is primarily due to the Philippines' precarious balance
of payments position, and for political reasons, to the need
to reduce foreign leverage in the country, that programs geared
toward the achievement of the thres major agricultural thrusts
mentioned earlier, are being very seriously pursued. For
these reasons also, the Philippine government may wish to con-

sider the proposal presented in this paper.
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CHAPTER III
THE FUTURES MARKZET

When decisions on resource allocation have to be made
where time 1s a basic consideration, imperfect knowledge about
possible outcomes will always pose a constraint, Imperfect
mowledge arises from dynamism which is characterized by un-
predictable and constant change. Three basic sources of change
prevail in the economy which affect decision-making. These
areg/:

1, Variations in exogenous factors, such as changes in
weather conditions, consumer preferences, and population growth;

2. Changes inherent in the system but not dependent upon
a particular legal, political, or economic framework, like
capital accumulation and technological breakthroughs; and

3. Changes inherent in the system and basically dependent
upon a particular lsgal, political, or economic framework.
Among these are fluctuations in the quantity of money, changes
in tax collections, and changes in storage stocks in response
to shifts in supply.

When the possibility of future outcomes cannot be deter-
mined in an empirical or quantitative manner, uncertainty

arises. Producers of primary agricultural commodities for

E/Earl 0, Heady, Zconomics of Agricultural Production and

Resource Use (2nd ed., 2nglewood Cliffs, N.J.: Prentice-Hall,
Inc., 1952), p. 455.

16
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instance, are faced with uncertainties arising from changes in
prices and variations in yields. Price uncertainty'is due
primarily to recurring commodity cycles, disturbances growing
out of the vagaries of weather, and changes in income. Techni-
cal or yield uncertainty on the other hand, results from
variations in the production coefficient from a given technique.
The risks associated with those types of events are not
insurable in the ordinary sense because they affect total
supplies simultaneously in the same manner. It must be noted
that commercial insurance companies remain viable because
they rely on the averaging effect of the law or large numbers,
which under the circumstances described above, is not possible.
The gap caused by thz absence of ordinary insurance
against price and technical uncertaintiss confronting producers
of primary agricultural commodities is one of the main reasons
for the existence of present-day futures exchanges.i/ In 1968,
it was estimated that about 60 per cent of all agricultural
commodity production in the Unitsd States was represented by
commodities having organized futures markets.é/ At present,
non-agricultural commodities, such as treasury bills and pre-

cious metals are also traded in futures marksts.

j/Gerda.Blau, "Some Aspects of the Theory of Futures Trad-
ing", Raview of 3conomic Studies, Vol. 12 (1944-45), p. 1.

‘éébtteh Kofi, "A Framework for Comparing the Zfficiency

of Futures Markets", American Journal of Agricultural Zconomics,
Vol, 55 {1973); P. 58 .
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Development of Futures Marksts

Prior to the establishment of organized futures markets,

a type of forward cash contract, described as "to arrive" con-
tract was used by owners and buyers of storable commodities.

To be specific, "to arrive" contracts were used to ensure the
future delivery of specified physical commodities at negotiated
prices. 3Zxact delivery dates, however, were not stipulated in
the contracts because of the unreliability of transportation
facilities then.

Soon however, certain limitations were found in the use of
cash forward contracts. On the seller's side for instance,
substantial opportunity losses were incurred when the price of
the commodity increased in the market before physical delivery
was actually completed. In addition, when the seller's stocks
were destroyed or when the quality was reduced due to infesta-
tion, costly investments on replacement stocks had to be made
to enable the seller to meet his obligations.

Similarly, a buyer incurred opportunity losses when the
price of the commodity dropped in the market, relative to the
contracted price. When that situation happened, it rendered
a forward buyer less competitive in the consumer market because
he had to sell his finished products at a price higher than
those offered by processors who did not forward contract.
Furthermore, during periods of reduced demand or oversupply in

the consumer market, a forward contractor was obligated to

accept delivery of the previously contracted commodity, even if

it was economically unwise to do so (due to storage problems
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resulting from unmoved inventories, for example).

Because of the limitations of forward cash trading in
effectively protecting forward contractors'! incomes from unfor-
seen fluctuations in demand and supply, secondary trading of
"to arrive" contracts evolved. Thus, for instance, an elevator
operator who was the original selling party in a "to arrive"
contract sometimes sold his side of the contract to a third
party. One reason for doing this was his subjective expecta-
tion of a possible increase in grain prices to a level higher
than had been previously agreed upon in the forward contract.
Selling the contract to a third party also provided the elevator
operator with funds earlier than would have been possible if he
had waited for the actual delivery to be completed. The third
party on the other hand, probably expected prices to decrease
before the delivery date and therefore, hoped to make a profit
by purchasing the specified commodity when prices fell, and
delivering to the forward buyer at the higher contract price.

Likewise, the original forward buyer would transfer his
obligation to accept future delivery of a physical commodity
when prevailing prices became more attractive, or when he
expected demand to be reduced upon maturity of the contract.

Secondary trading involved the participation of speculators
who were willing to put up capital in the hope of making profits
from price changes in the cash market. However, because "to
arrive" contracts were highly specialized (inasmuch as these

contracts were originally made for particular producers and

buyers), and since speculators were neither grain processors
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nor grain users, and therefore were not interested in actually
making or accepting delivery, secondary trading of "to arrive®
contracts was minimal. The heterogeneity of the contracts

made it extremely difficult for secondary traders to bring
buyers and sellers of a specified physical commodity together
at mutually agreeable prices, Thus, in time, "to arrive" con-
tracts evolved into the present day futures contracts. Prices,
grades, quantities, delivery dates, and location became standard-
ized for specific commodities. Futures commodity exchanges
were organized to facilitate futures trading. BRules for open
competitive bidding and contract specification were formulated.
Clearing houses were soon established to assume the role of

opposite party to all transactions negotiated in the exchanges.

Opefations of Futures Markets

Futures trading in commodities is defined as "trading
conducted under special regulations and conventions, more
restricted than those applied to any other class of commodity
transactions, which serve primarily to facilitate hedging and
speculation by promoting exceptional convenience and economy of
the transactions“.z/ Conflicting opinions have arisen rsgard-
ing the comparative importance of hedging versus speculation

in sustaining futures markets. Many are of the opinicn that

Z/Holbrook Working, "Futures Trading and Hedging",

Selected Writings of Holbrook WOrkig%, Compiled by Anne 2, Peck
{Chicago, TIIIno%s: Chicago Board of Trade, 1977), p. 140,




21

futures trading rests primarily on peoplz2's desire to specu-
late, Statistics however, show that the volume of futures
contracts correspond very close with the volume of stocks in
commercial channels which are hedged. Furthermore, the degree
of speculation seams to be highest after the harvest season
when most of the commodities have already been hedged.

A, Hedging. To hedge in futures means to enter into a
contract to buy or sell on standard terms as a temporary sub-
stitute for an intended later contract to buy or sell in other
terms in the cash market.g/ The standard terms are established
and enforced by commodity futures exchanges. When a second
contract involving the cash market is entered into at a later
time, however, the hedge must be lifted to liquidate the first
contract (futures contract). While actual delivery is made
according to the terms of the second contract, the effective
price is generally determined by the first contract. Adjust-
ments on prices are consequently made to r=flect any differences
which may ariss between the tarms of the two contracts with
respect to the quality of the commodity and ths place of
delivery. This explains how prices may be fixed in advance
by hedging in the futures market.

Hedges are classified according to a trader's position in

the futurss market. A short hedge entails the sale of futures

contracts to nautralize risks arising from a possible decline

8/ . .
="Holbrook Workin "Hedging Reconsidered", Sslected
Writings of Holbrook W%ﬁking,%%o%piled by Anne =, PecK,

(Chicago: 1Il1linois: Chicago Board of Trade, 1977), p. 137.
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in the price of the physical commodity while still in storage
or in the process of production. A long hedge on the other
hand, is the purchase of futures contracts as protection
against a possible increase in the price of a physical commo-
dity which will be purchased at a later time.

The two most important functions of hedging are:

1. It neutralizes the price risk involved in holding
commodities, or in making forward commitments for possession
of stocks at a later time. This is made possible through' the
assumption of opposite positions in the cash and futures mar-
kets, so that gains in one market may be used to offset losses
in the other market. For hedging to effectively perform this
function, the cash and futures prices of a specific standard
of commodity must move toward the same general direction over
a period of time, Furthermore, the cash and futures prices
of a commodity must reasonably converge upon maturity of the
futures contract, differing only by the amount of dslivery
costs necessary in transferring ownership of the commodity.
Deviations from the first-mentioned cash-futures price relation-
ship often occur and could in fact enhance profits and the
effectiveness of hedging, as long as the inequalities in the
movaments of cash and futures prices are reasonably predictable,
and hedging strategies are formulated with these deviations in
mind.

2. Hedging provides a guide for the 2fficient inventory
cohtrol because it promotes stockpiling during periods of sur-

plus and prompts the release of stocks during periods of
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artificial short supply in the market. During periods of
scarcity, cash prices tend to be higher than futures prices.
Tha negative or inverse carrying charge associated with the
commodity serves as a disincentive to carry stocks beyond the
current period. On the other hand, when thére is a2 glut in
the market, futures prices exceed cash prices by an amount
equal to, or greater than carrying costs. Commodity holdasrs
are therefore induced to carry stocks beyond the current
period, sell futures contracts, and therefors prevent cash
prices from falling further. Thus, through hedging, inventories
tend to be managed more efficiently, and price fluctuations in
the cash market are mitligated.

B. Speculation. At this point, it must be noted that
even in highly organized risk-shifting futures markets, there
will zalways be a "risk surplus" for which nc opposite hedgss
can be found. A "risk surplus" is characterized by a situation
where, at any point in time, ths demand for hadges against
selling risks are in excess of ths demand for hedges against

9/

buying risks, or vice-varsa. Thus, there is an excess demand
or excess supply which, as stated earlier, is not insurable.
Logically, it can only be transferred to traders who are will-
ing to put up risk capital-- the speculators. Speculators

rely on their foresight of future price movements in the

market in making their risk-bearing profitable.

Many writings on futures marksts seem to sxaggerats the

2'/BII..au, p. 2.
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extent by which speculators dominate futures markets and
cause prices to fluctuate extensivaly away from thesir true
equilibrium lavel. 2ZSconomist Roger Gray believes however,
that while this may happen occasionally, especially in thin or
lopsided markets, the pressure created by spaculators on
prices never lasts long. 3ZIvery futures contract has a maturi-
ty date, at which time, its value approximates the actual price
in the cash market which is determined by supply and demand

10/

factors.— Furthermore, any speculator who contributes to

the upward pressure on prices by accumulating a substantial
longz position in a commodity eventually has to offset his
position and thus, cause prices to move back downward. An 2ven
more important point to consider is the fact that the very
nature of devaloped futures markets prevents prics manipula-
tions. Since information on market developments are immediately
transmitted to the trading floor of futures markats whers
thousands of traders are pitted against each other daily, prics
formation is almost completely efficient. Many economists
believe that futures markets are the closest approximation

of a perfectly competitive market where no single individual
can significantly manipulats prices. This is guaranteed by

the Commodity Zxchange Act which limits the number of futures

contracts an individual can own for a particular commodity.

lp-/"Stz.abilfr.ty in a Swinging Market", Business Wesek,
August 8, 1977, pp. 70-71.
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In May of 1977 for instance, the Commodity Futures Trading
Commission chairman filed a cas2 against the heirs of a Dallas,
Texas o0il billionaire, H.L. Hunt, for having purchased 22
million bushels of soybean futures contracts (approximately

33 per cent of the entire existing U.S. soybean supply for

the period). The Commodity Zxchange Act restricts ownership
of soybean futures to 3 million bushels per trader. Members
of the Hunt family countered that they were acting separately
from sach other, and therefore were 2ntitled to the number of
contracts which they have purchased. The price of soybean
futures at that time began to increass, by as much as 20 cents
per day, the maximum daily limit. After a sesries of court
hearings, the Circuit Court of Appeals finally decided, on
September 29, 1977, that the members of the Hunt family were
to be collectively considered as one trader, and tharefore
were required to liquidate their soybean futures contracts

in excess of the maximum 3 million bushel limit.

Statistical tests devised to datermine the randomness of
price movements of commoditiss traded in the futures markets
suggest that, not only do speculators not distort and manipul-
ate prices, in many instances, thsy actually facilitate the
stabilization of price movements. Speculators risk their
capital in the hope of making profits from their careful
apprraisal of market demand and supply information. When

speculators trade, their r2sponses to the market information,
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which affect not only the current, but also future price move-
ments, are immediately transmitted to the trading floor. Since
a critical function of prices is to ration supplies over time,
the socner it takes the traders to recognize a coming shift in

demand or supply, the more stable are the prices.

Fﬁnéfions of'Futures Markats

Optimal inventory allocation and efficient forward price
forecasting are the two most important functions of the futures
markets. Several variables affect the degrse by which these
functions are effectively carried c:ut.l':E

(1) The nature of the commodity, the degree of uncertainty
associated with the commodity's production variations, supply
and demand elasticities, and the nature of inventory and cost
functions;

(2) The quality of past and forthcoming information re-
garding economic conditions, and the ease of adsquately pre-
dicting these; and

(3) The nature and degree by which free market price
determination is artificially manipulated.

The role of futures markets in guiding inventory manage-
ment has already been discussed in connection with hedging and
speculation. This section will therefore concentrate on price

relationships for seasonally produced commodities with

l!'-/Kofi, D. 588,
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continuous inventories, and the effects of price behavior and
price expectations on storage stocks, and vice-versa.

A. Forward Price Zstimation. As previously indicated,
the constellation of futures prices for a commodity at a point
in time is determined on the basis of available supply and
demand information and on hedgers' and speculators' assessment
of present and future market conditions. For most storable
commodities, there is a close positive correlation between
futures prices estimated during the planting sesason and the
subsequent harvest time cash prices. The simple linear re-

gression presented below is used to estimate cash prices at

harvest timelg/:
Pc =q + BPf + eH
where: Pc = cash price at harvest time
Pf = previous futures price quotations for harvest
time contracts
eg = error term

Given the above function, the correlation coefficient, ré
may be used to test the relationship between futures prices
and harvest time cash prices. A large r2 implies a close
correlation between the prices and presumably, a reliable fore-

cast.

la[william G. Tomek and Roger W. Gray, "Temporal Relation-
ships Among Prices in Commodity Futures Markets: Their Alloca-
tive and Stabilizing Roles", Selected Writings on Futures
Markets, ed. A.Z. Paeck (Chicago, Illinois: Chicago Board of
Trades, 1977), p. 1l41.
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Studies by Tomek and Gray over the period 1953-1969 in-
dicate that wheat, a commodity with continuous inventory

market, has a higher 2

than potatoes, a commodity with dis-
continuous inventory market. It was concluded that future
prices are more reliable estimates of spot prices at maturity,
for commodities with continuous inventories, such as wheat,
than for commodities with discontinuous inventories, such as
potatoes.

The effects of the other variables earlier mentioned on
the price-determining nechanism of futures markets can also be

2

measured by the r“ performance test.

B. Relation Between Spot and Futur2s Prices. The normal

relationship between spot and futures prices for seasonally

produced storable commodities are as follows:ll/

where: C1 = cash price at the beginning of storage period
Fl = futures price at thes beginning of storage period
S = storage cost
C, = cash price at the end of storage period
F, = futures price at ths end of the storage period

ll/ﬁobert V. Price, "The 3ffects of Traditional and Managed
Hedging Strategies for Cattle Feeders", Unpublished M.S. Thesis,
Kansas State University, 1976, pp. 30-32.
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D = delivery cost

According to Nicholas Kaldor, in a properly functioning
futures exchange, arbitrage will always prevent forward prices
from exceeding spot prices during the stcrage period by more

14/

than the amount of carrying costs.— Given a situation

where F1>Cl by more than storage costs, it will be more profit-
able for arbitrageurs to sell futures, buy spot, and carry

ths commodity to the forward date. In a relative case of
scarcity, increased demand for the physical commodity alone
will cause C; to rise, while increased sales of futures con-
tracts will reduce F,, until Fy - Cy = S.

While arbitrage may be relied upon to set an upper limit
to the contago (i.e., the excess of Fy over Cl), it is not
equally effective in preventing the cantango from decreasing
by more than the amount of storage cost. Neither can it set
a lower limit on the extent of backwardation (i.e., the excess
of C, over Fl).;i/ The reason for this is that, while in the
first case, anyone with sufficient credit can step in and in-
fluence prices by selling forward and buying spot (or, in the
lack of physical commodity, by merely creating a dsmand for
it), only holders of stocks may sell spot and buy futures under

the second case.

li/Blz-lu, D, 18,

li/Cmﬂ:r:rn,gz_;o and backwardation are British terms used by
J.M. Keynes in his Treatise on Money (New York, 1930), to
rafer to premium and discount situations, respectively.




30

On the other hand, if on the expiration of the futures
contract, F, were to exceed C, by more than D, equilibrium will
be restored when traders simultansously buy the physical com-
modity for immediate delivery against futures contracts. Con-

versely, if C, were to exceed F it becomes more profitable

2!
for traders to buy futures contracts, force delivery, and
immediately sell in the cash market.lé/

Financial Stability of Futures Markets

The financial integrity of commodity exchanges is unparal-
leled in the business community. Customer protection is
guaranteed through several measures adopted by commodity ex-
changes. Among these are the following:

A. Margin Deposits. All futures traders must put up margin

deposits amounting to 5-15 per cent of the value of the com-
modity traded. These deposits are used to cover daily price
fluctuations of futures contracts, and must not be mistaken as
downpayment on the value of the contracts.

B, Daily Settlement Procedurse. Traders' futures positions

are settled at the s2nd of each trading day. All oven contracts
are evaluated at the day's settlement price. If a gain is

made during the day, a trader may ask to receive the profits
immediately even without liquidating his position, if he wishes
to invest these funds elsewhers,

Should a loss be incurred during the ssttlemant procedure,

lé/Price, pp. 31232,
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such that the margin deposit falls below a set minimum, addi-
tional deposit will have to be made to maintain margin equity.
A broker has the option of liquidating a trader's contracts
if the additional funds are not made readily available.

C. Price Limits. Limits on maximum price fluctuations
per day are generally set to negate the effects of developments
which could artificially distort normal price movements.,

D. Additional Guarantees. For every contract made in the

futures market, the transacting parties are, the clearing

house of the futures exchange and a brokerage firm which is a
member of the clearing house. A futures trader is obligated

to a brokerage firm, which in turn is obligated to the clearing
house. The clearing house will always guarantee the payment

of gains and/or the delivery of physical commodity even if

the opposite transacting party defaults., The guarantee is
backed up by: (1) funds deposited by clearing house members;
(2) surplus reserves of the clearing house; and (3) security
deposits from futures traders and clearing house members.

In May of 1976, short sellers of Maine potato contracts
who did not liquidate their position in the futures market
prior to the maturity of their contracts, failed to meet the
deadline for delivery of nearly 50 million pounds of potatoes.
This has been the most massive default ever in the history of
U.S. futures trading. The President of the New York Mercantile

EZxchange where Maine potatoes are traded, therefore assumed

authority to purchase potatoes in the Maine cash market for

delivery to the buyers. The brokerage houses which represented
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the defaulting short sellers were held liable for differencss
which arose between the price of potatoces bought by the Exchange
in the cash market, and the price at which the traders sold

the contracts short. In addition, the brokerage houses were
fined for the default. The brokers, in turn, imposed the same

charges on their defaulting clients.



CHAPTER IV
THE TRADITIONAL METHOD OF IMPORTING
IN THE PHILIPPINZS

This paper proposes the selective adoption of futures
trading in the Philippines. Initially; participation in the
futures market will be 1limited to the importation of agricul-
tural commodities such as wheat, cotton, yellow cornm, soybeans,
and sorghum, These are among the more basic requirements in
the Philippines and are all traded in the futures markets.
Furthermore, their importations are, to varying degrees, con-

trolled by the government.

The National Grains Authority
The National Grains Authority (NGA) was created immediate-

ly after martial law was proclaimed in the Philippines (Septem-
ber, 1972). Among its functions are the procurement of locally
produced grains and the importation of rice, yellow corn, and
sorghum, When wheat prices escalated in the international
market about three years ago because of a world-wide shortage,
the responsibility of importing wheat was transferred to the
NGA. Until the technology for growing lowland heat-resistant
wheat varieties and suitable wheat substitutes are developed,
the NGA will continue to import all of the nation's wheat
requirement.

Soybean importations are currently handled by individual

industrial processors, although there have been plans of

33
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coursing these through the NGA. The biggest impediment to

the plan however, has been the widely fluctuating world prices
of soybeans., Since a ceiling price is set on soybeam meal in

the local market to protect the country's livestock industry,

the repercussion of the highly volatile soybean prices on the

government's subsidy budget has prevented immediate action on

the plan, Futures trading may be a solution to this obstacle,
as will be illustrated later,

The Philipp;ge Cotton Corpvoration

Inasmuch as cotton imports drain the country's dollar
reserves by as much as US $50 million annually, a commercial-
scale cotton-growing project was initiated in the northern
part of the Philippines in July 1974. Local cotton production
however, is still minimal compared to the national requirement.
The Philippine Cotton Corporation, a partnership of government
and the nation's 22 textile millers which oversees the cotton
project, could be utilized in initiating participation in the
futures market as a means of fixing the import prices of cotton
and in reducing import costs.

Table 4.1 shows the import volume and value of the above-

mentioned agricultural commodities in 1976.

Quotation of Prices: The ?lét-Pgice Sjstem

For the purpose of determining import requirements,
estimates of demand and supply for yellow corn and sorghum are

made annually, at least three months prior to the traditionally

lean periods of supply (Pebruary, March and April). The
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Table 4.1. Volume and Value of Selected Imports,
1976,.*%

Commodity Quantity CIF Value
. (net kilograms)  (US $ millions)

Wheat 703,617,959 125.0
Cotton 30,577,182 40.8
Yellow corn 96,381,418 13,0
Soybeans 11,152,621 2.4
Sorghum NA NA
TOTAL $181.2

*Source: 1976 Foreign Trade Statistics of the
Philippines.

three-month lead time is intendad to give the NGA enough time
to make purchases before local supplies bottom out and prices
escalate, In addition, it also provides sufficient time for
the contracting and timely delivery of the grains to the
country. In the case of wheat, all of the country's flour
millers submit reports on their requirements to the NGA, after
having made individual estimates of demand and supply for the
year,

As soon as import requirements (volume and time required)
are finalizesd, the NGA opens a taender for price quotations

from exporters., On the basis of quality, quantities available,
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and prices offered, the NGA chooses the lowest bidder with
whom it negotiates a forward contract to deliver the grains to
the Philippines at a specified time.

A similar type of transaction is entered into by the
industrial feed processors when importing soybeans, and by the
local textile millers when importing cotton.

When import requirements are purchased in this manner,
the majority of exporterslz/ quote flat prices which include,
not only an acceptable margin for the storage, handling, and
delivery of the commecdity to the Philippines, but also a risk
premium,

As indicated earlier, a short hedger sells futures con-
tracts against his inventory to avoid the risk of reduction in
the value of his stocks prior to delivery. However, when asked
to quote a flat rate, he has to do either one of the following:

(1) Lift his hedge prior to quoting a price in the open
tender by buying back a certain number of futures contracts
corresponding to the volume of stocks he intends to offer.

He then becomes a speculator by the amount that his physical
stocks exceed the amount hedged in the futures market. For
this, he expects to receive, not only a normal return on his
investment, but also a remuneration for the speculative risk
he is made to assume. Should his offer not be accepted in the
open tender, he resells the same number of contracts in the

futuras markets as a hedge. Since prices fluctuate in the

lZ/Befers to exporters who short hedge in the futures
market.
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futures market, if by the time he resells prices have become
lower, then the value of a portion of his inventory is reduced.

(2) Quote a flat price and then 1lift his hedge on the
necessary number of futures contracts only after the contract
to deliver to the Philippines has been awarded to him. If,
when he liquidates his position in the futures market, prices
have increased, he will have to shoulder losses in the sale of
his stocks to the NGA.

Thus, under both circumstances, an exporter, when asked
to quote a flat price, charges a premium for the possibility of
economic loss due to unpredictable price fluctuations - a re-
muneration for the risk he is mads to shoulder. Generally,
the greater the difficulty involved in forecasting price move-
ments over a given time pericd, the higher is the risk premium

charged.



CHAPTZR V
PHILIPPINZ PARTICIPATION IN FUTURZS MARKZT

Having discussed the fundamental concepts underlying the
operations of futures markets, this section will now illustrate
how hedging can reduce the outflow of Philippine foreign ex-
change when importing. The primary goal therefore is cost

minimization, although hedging can also enhance profits.

Hedging and Basis Trading

In the previous discussion on price formation in the
futures market, it was concluded that a close linkage exists
between the cash and futures prices of a specific commodity.
It was also concluded that while the prices are correlated, a
difference exists between the two prices. This difference is
collectively referred to as the basis. The basis is a function
of the following variables:

1. Supply and demand for the commodity;
2., Supply and demand, and prices of substitute commodities;
3. Storage availability and cost structure;
4, Availability and cost of transport facilities; and
5. Quality factors.

Generally, traders find it more convenient to trade in
terms of the basis because its movements are less extensive

and more predictable than the fluctuations of absolute cash and

futures prices.
38
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Disregarding price adjustments to account for delivery
costs and quality differentials, the basis can always be ex-
pected to eventually narrow down to zerc upon maturity of a
futures contract. As earlier explained, the simultaneous re-
action of traders to inequalities between cash and futures
prices for the same standard and quality of a commodity upon
the expiration of the futures contract ascertains the fulfill-
ment of such condition. This is critical because, in essence,
this condition is what makes fixing of prices in advance
possible in the futures market.

A. Delivery on Contract Maturity Date. Assume that the

NGA decides on period T1 to import 5,000 bushels of whesat.

The current cash price quotation is 33.70 per bushel. After
considering the costs it normally incurs in importing wheat,
the price at which it has agreed to sell the imported wheat to
the local flour millers, and the approximate time it wants the
wheat delivery to be made to the Philippines, that NGA decides
that the T, wheat futures, priced at £3.60 per bushel is an
acceptable price. The following hypothetical illustrations
will show how the NGA can lock in its desired price by hedging

in the futures market:



Table 5.1.

Delivery on Contract Maturity Date:

FZ =C

2 1
CASH MARKET FUTURES MARKZT
D ¢ T,
Spot Price: 33.70 Buy 5,000 bushels of T,
per bushel wheat at $3.60 per
bushel _
T2: Tz'

Buy 5,000 bushels of
wheat at $3.75 per
bushel _

Sell 5,000 bushels of T,
wheat at 33.75 per
bushesl Lz s

Gain/(Loss) (%0.05 per bushel)

$0.15 per bushel

Zffective Buying Price:

33.60 per bushel

Table 5.2. Delivery on Contract Maturity Date: F2 = C2 < Fl

- CASH MARKET FUTURES MARKcST.
T1: Tl:
Spot Price: 33.70 per Buy 5,000 bushels of T,
bushel wheat at 53.60 per

bushel

3
)

Buy 5,000 bushels of
wheat at 33.45 per
bushel

Sell 5,000 bushels of T2
wheat at 33.45 per
bushel

Gain/(Loss)  $0.25 per bushel

(30.15 per bushel)

Zffective Buying Price: 33.60 per

bushel
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In the first example (Table 5.1), the basis narrowed down
from 30,10 per bushel on Tl to 0 on T2. The NGA, by liquidat-

ing its long position in the futures market on T the expira-

29
tion date of its futures contract, gained $0.15 per bushel
from the price increase in the market. By postponing the pur-
chase of wheat in the cash market from T, to T, however, it
incurred a $0.05 opportunity loss because of the increase in
the cash price from $3.70 per bushel to $3.75. Using the
gains in the futures market to offset the opportunity loss in
the cash market, the effective buying price was however, still
locked in at 33.60 per bushel (83.75 - $0.15), the price

which was originally determined to be acceptable.

Similarly, in the second example (Table 5.2), the basis
moved from 40.10 per bushel on T, to 0 on T2. The NGA lost
$0.15 per bushel in the futures market because of the price
decline from $3.60 to 33.45 per bushel, but saved $0.25 per
bushel in the cash market by buying wheat on T2 when the wheat
price of 43.45 had been reduced from the T1 level of 33.70 per
bushel. Again, when gains were used to offset losses, the
effective buying price was fixed at $3.60 per bushel ($3.45 +
$0.15).

By Délivery Prior to Contract Maturity Date. Should the

delivery of the physical commodity be required prior to the
expiration of the futures contract, the basis would not be

expected to disappear complately as in the preceeding examples.

Due to the possibility of divergences occurring between the
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cash and futures prices of a given commodity over a time
period, hedging must be managed and done selectively in order
to avoid situations where both cash and futures prices move
against the hedger. This requires an ability to recognize

and estimate the direction of price movements in both markets,

Tables 5.3 and 5.4 illustrate the consequent effective
buying prices under premium and discount situations, where
hedges are lifted and the delivery of the physical commodity
are made prior to the maturity of the futures contracts.

A premium situation occurs when futures prices are above
cash prices, while a discount situation is defined as a
situation where cash prices are above futures prices. In a
true premium situation, the distant futures would also be
above the near futures, and vice-versa for a true discount
situation.lg/

From the foregoing examples, it will be noted that prior
to the expiration of the futures contracts, the basis cannot
be expected to converge to zero. In spite of this however, the
effective buying prices in the examples shown, relatively
approximated the acceptable prices of $3.60 in the first case,
and 33.45 in the second case. It will also be noted that in
the second case where F1<C1’ the effective buying prices were
$0.05 higher than the desired price, but lower than the price
$3.60 per bushel which would have been the price paid if the

hedger had decided not to hedge, but instead bought the

lg-/I-’J."i.c:e, p. 36.
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pPhysical commodity at the current cash price during period Tl'
Thus, by hedging and postponing the purchase of the physical
commodity, the hedger made an additional gain by not paying
for the commodity's storage costs up to period T2.

From the illustrations presented above, it can be con-
cluded that if it is to be ascertained that an acceptable
import price is effectively locked in, a long hedge must be
liquidated upon maturity of the contract. As a general rule,
a contract must be purchased if the price is expected to in-
crease, If delivery of the commodity is required prior to
the contract's expiration date, liquidation must be made before
the price starts to fall particularly below the original
buying price. In this connection, by managing a hedge, pur-
chasing at an excessively high cost can be avoida2d; in many
instances, profits may even be enhanced. It must be recognized
however, that gains are not always guaranteed in situations
where contracts are liquidated prior to their maturity, even
with a managed hedge. A certain amount of risk is involved
because of deviations between futures and cash prices, which
could result in losses, particularly in cases where hedging
strategies are formulated on the basis of misinterpreted in-
formation about future price developments.

Two of the more commonly used methods in managing both
selling and buying hedges are the following:

1. Use of orders. Two types of orders will be discussed:

stop-loss and limit orders. A stop-loss or stop order is an
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order from a trader to his broker to close out or reduce an
unfavorable long or short position in the futures market, in
order to limit a trader's risk. For instance, a long hedger
may give a stop-loss order to sell at $3.50 if he thinks that
the market may soon start to slump. When prices in the futures
market begin to fall, the hedger's transaction will be closed
as soon as the price reaches $3.50. If overnight news causes
futures to open at #3.45, the transaction will automatically
be closed at 9%3.45. A limit order on the other hand, is
usually used to acquire or to add to a marker position, either
long or short. In a short hedge for instance, 1f the acceptable
futures price is 34,00, a limit order will instruct the broker
to sell when the price reaches or goes above 34,00, In a long
hedge however, the order implies the desire of the client to
purchase futures contracts when the price reaches or goes below
384,00, If no time limit is given, the order is assumed to be
good only for the day the order was made.

These types of orders will be particularly useful in the
Philippines because futures trading hours in the United States
do not coincide with office hours in the Philippines.

2. Use of moving avergges.ig/ Decision-making involving

hedging strategies utilize two general types of analyses:
fundamental and technical. Through fundamental analysis, a
careful appraisal of demand and supply situations can be made.

Long-term price movements can be determined, and from this,

19/1pia., pp. 54-58.
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long-range actions can be planned. The behavior of prices
however, is not affected by supply and demand factors alone.
Traders'! responses to currantly available market information
and their anticipations with respect to future events also
affect price movements. This type of information which cannot
be obtained from fundamental analysis alone, is critical in
the propver timing of hedging activities, and can be determined
through technical analysis.

Technical analysis, as referred to here, is the appraisal
of daily changes in prices, volume of transactions, and open
interest. Plotting of moving averages is one of the most

20/ In plotting

commonly used tools in technical analysis.
moving averages, short-term price trends are superimposed on
long-term price trends to obtain indications on when hedges

must be placed, and when these should be lifted. During periods
of rising prices, short-term averages tend to exceed long-term
averages. When prices are declining, short-term averages dip
below long-term averages. In a long hedge, futures contracts
must be purchased when the two lines intersect, that is,
immediately before they take on a positive slope. At this
point, prices are low and are beginning to rise. Conversely,
the hedge must be lifted when the two linass intersect and begin
to take on a negative slope. Thus, gains are made by selling

the futures contracts when prices have reached their maximum

for the time period. The opposite is true in a selling hedge

20/

=—"Most commonly ussd are the 1l0-and-3 and the 1l0-and-5
day averages of daily ssettlement prices,



L8

(Fig. 5.1).

Analysis of moving averages show present and past price
behavior, To the extent that subsequent price trends may be
_deduced from the past and present price movements, the analysis
may be considered predictive. The major shortcoming of the
technique is that it sometimes produces false cross-over signals.
Precaution must therefore be taken before major hedging
decisions are made. For instance, cross-over tolerances may be
arbitrarily set and/or, cross-over signals may be tested
against the outcome of the present-day settlement price.

The formula used in computing the averages is:

17
. = z
MAVZ, = ( i=t-n Si )/ n

moving average price at the close of trading

where: MAvat

on day t
Si = settlement price on day i
n = number of days in moving average

The Basis Tender

Por the physical commodity negotiated through the futures
market to be delivered to the Philippines, an open tender,
similar to those conducted under the present method of import-
ing, will have to be conducted. This time however, it will
only be for the purpose of negotiating the basis (in contrast
with negotiating a flat price) which is more predictable over
time than absolute prices ars. Basis offers will indicate the

participating exporters' appraisal of adjustments needed to be
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Fig. 5.1. Hypothetical Movement of Moving Averages.
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made on the commodity's hedged price in order to account for
quality differentials and delivery costs to the Philippines.

Basis biddings may be cconducted anytime prior to, or
after the futures contracts are purchased. To obtain indica-
tions on the most appropriate period during which to conduct
a tender for a particular commodity, and to get an estimate of
the range of basis variation during the period, an analysis
of basis movements over time must be made.

For the previous years, when only historical data on
flat prices are available, the "basis" can be estimated by
getting the difference between the C&F prices paid for specific
imports, and the settlement price of the commodity in the

futures market on the day the flat price was quoted.

The Anaizsis of'Eg§ié Trends

Using the analysis of variance method (ANOVA), let:
Tygp=R+ay + B+ ¥, ¢ 6&jk

where

Yijk = kth basis offer in quarter j of the ith year
M = average basis offer over the entire period Faun)
a; = average effect of the ith geapr (T, .-Y...)
8; = average effect of the jth quarter Ef.j_-f...)
Yij = interaction term between quarters and years

(Yij_-xi_.-x.j‘+r...)
£ijx = error term~1\(0,°;_)2
i = years 1,2,...1

j = quarters 1,2,3,4
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k = basis offer 1,2,...ny

Analysis of Variance Table

Source d.f. Sum of Squares (SS)
b I niy s
Quarter 3 S = Z_ ,Z I (Y.; =-7Y...)
j=1 1=1 %=1 Je
I 4 Byy 0 _ 5
Year (I-1) S, = £ B I (Y -I...)
i=1l j=1 r=1 *e
I 4 _ _ _ _
Quarter#*yzar 3(I-1) Sa= Z I mys (Y3: =Yy =Y.5 +Y...
3 i=1 =1 i] ij.”"1i.. J
irror N-4T Sy, = 55 - 59 - 52
I 4 T4y _ .
Total N-I Sg= L I I (¥yu-T...)
i=1 j=1 k=1 J
I 4
Note: N= total number of observations = L 5 nj
i=1 j=1

Having constructad the ANOVA table, three hypotheses will

ba testad:

A, H(l): No interaction exists bstwessn guarters and
o

g 54/(3)(1-1)
Test statistic: F = Su/(N-hI)




52

with rejection region F >.?k3)(l-1), N-4I) for significance
level na.

If Hél) is rejected, it is implied that an interaction
exists between basis prices during quarters and the years
when they were quoted. In this case, historical data on basis
trends are not reliable indicators of future basis behavior.
Normally however, the basis is repetitive and generally pre-
dictable. Thus it is likesly that there will be insufficient
evidence to reject Hél).

B. If Hél) is not rejected, a second hypothesis will be

tested:

-
—

4(2),
o]

Ql a2 S Cll

So/(I-1)
Test statistic: F = 547ZN-EI)

with the rejection region F2;7(I_1)’ (N-L4T) for significance
level a.

HéZ) merely tests the effect of years on basis prices.
Generally, this hypothesis may be zxpected to be rejected
because of cost differences arising from year-to-yesar, due to
the effect of inflation, and possibly the effect of the
occurrence of abnormal events in any one year, on the behavior

of the basis.

€ II Hél) is not rejected, amore critical hypothesis to

test is:
(3). -
HO » 81-82"83"8}4‘
Tast statistic: F = Sl/3

547 (N-41)
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with re jection region F3_7(3) for significance level a.
H

(N-41
It Héj) is not rejected, it is implied that negotiating
the basis during any of the quarters of the year will create
no significant effect on the basis price level.
If rejected, however, the most appropriate period during
which to conduct a basis tender for a particular commodity
can be determined (Fig. 5.2). Before assuming that the period
with the lowest mean price (T.j.) is the most appropriate
period, the mean quarter prices must be compared with each
other to determine if any significant differences exists
betwsen any two or three quarters,
There are several statistical methods available to test
the significance of differences between any two or more means.gl/
Qutlined below is the Least Significant Difference (LSD) method
which tests pairs of means:
1. Arrange the quarter means in an ascending order.
2. Compute the standard error of the difference between

two means, using the formula:

sp = /MSE \j/'l % 1
T s n.j. , with N-4I 4.f.

pooled standard error of the difference betwesen
P two means

=
o
o
3
(]
[/}

]

MSE = mean square error = S5, /N-4T

n.j. = total number of basis offers in the jth quarter

21/ gaopge W. Snechdecor and William G. Cochran, Statisti-
cal Methods, (Ames, Iowa: The Iowa State University Press,
1967), pp. 271-278.
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YZAR 3

YZAR 1

QUARTER

Fig. 5.2. Hypothetical Illustratipn of Basis Movements.
No interaction between quarters and years.
Ixistence of quarter effaect. c£Existence of year

effect.
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3. Using (sp) (ta/z, N-4I) as critical value, test the
significance of the difference between two means, where the
difference must be greater than or equal to the critical value
to denote significance.

If no significant difference exists between any two
quarters, the basis tender can be conducted anytime during
those quarters with negligible effect on the basis. A
100(1-2)% confidence interval for the difference between the
means of the two quarters can be obtained by adding + LSD to
the observed difference.

In addition, using the formula given below, a 100(1-a)%
confidence interval can be constructed about a point estimate
to get an indication of the possible range of basis prices

which can be expected when the tender is conducted:

?‘j. * (q/2,N-41) * 833,

where: s= . = /MSE / Jn.j

Initially, the reliability of the analysis presented here
will be impaired to the extent that the amount of risk premium
paid under the traditional method of importing cannot be
estimated. While the actual basis paid during the past years
cannot be exactly determined, the trends indicated may be used
to obtain information on periods when the basis is usually
low. The analysis will also provide an estimate of the range
of basis variations during the appropriate periocd. The

analysis of variance method may be expected to provide more
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conclusive results after the adoption of the proposal because
of the absence of risk premium. Knowledge of transportation
cost structures and other relevant information on transport
availability will also be useful in scheduling basis tenders
and in estimating reasonable delivery costs to the Philippines.

Anytime after the basis bidding has been completed, the
NGA may instruct its broker to transfer its futures contracts
to the lowest basis bidder as a final procedure before the
delivery of the commodity. Under ordinary circumstances, this
must be done no later than five days prior to embarkation of
the physical commodity.

Except for separate price negotiations (i.e., for the
base and the basis components of the total price), adoption
of the proposal will entail no other change from the current
method of importing, with regard to the manner of payment and

the terms of delivery.



CHAPTER VI
SUMMARY AND CONCLUSIONS

Since the Philippines is faced with a deteriorating
balance of trade, and given the condition of imperfect know-
ledge about future price and market behavior, the potential
of futures trading as a strategy to minimize the outflow of
country's dollar reserves when importing, must be explored.
It is the intention of this paper to solicit such attention.

As indicated earlier, for facility of implementation,
futures trading as proposed here, will initially be limited to
the importation of wheat, cotton, soybeans, yellow corn, and
sorghum -- agricultural commodities over which some form of
organized government control is in existence. If the imple-
mentation of the proposal is successful, the application may
be expanded to include other imported agricultural commodities
that are traded in the futures markets. However, even then,
the strategy may still have to be done selectively to honor
the Philippines' preferential trading commitment to the rest
of the ASEAN countries which do not hedge in the futures
market. In addition, the government may alsoc consider the
advantages which may be attained from hedging the country's
ma jor export products such as sugar, lumber, and copper, as a
means of achieving a maximum competitive posture especially
when dealing with large international corporations who import

these goods.
57



58

In conclusion, due to factors inherent in the system of
futures trading, dollar savingé may be gained when importing
in variocus ways:

1. Non-payment of risk premium. Most flat pricing is

computed from futures prices. The main difference however,
lies in the imputation of a risk premium in flat prices quoted
by exporters when invited to bid in an open tender. The deter-
mination of the exact value of the premium is beyond the

scope of this paper. It is obvious, however, that the amount
must be sufficiently attractive to induce a hedger to expose
his capital to the very same risk which made him hedge in the
first place.

2. Efficient management of inventories., ZIffective hedg-

ing requires the use of fundamental and technical analytic
tools in order to properly appraise local and international
markst and price trends. Thus, when practised systematically,
hedging may provide a reliable guide for managing local inven-
tories by facilitating the synchronization of Philippine
importations with favorabls international market developments.

3. Attainment of flexibility in price-fixing. By hedging

and basis trading, sufficient flexibility is attained in deter-
mining the cheapest possible combination of the two components
of a commodity's import price. As illustrated earlier, as long
as the futures contracts is liquidated upon its maturity, an
attractive futures (base) price may be locksd in sven in the
event of adverse price fluctuations. This is not possible

under the traditional method of importing where exporters
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quote a flat rate,.

4., Attainment of anonymity in the international market.

In the traditional method of conducting an open flat price
tender, the Philippines pushes prices to move against itself

on two counts: (a) by inviting exporters to participate in

an open tender, it "announces" its short position in the
international market. When substantial quantities are to be
purchased, prices are pushed upwards. (b) By asking exporters
to quote prices in the open tender, hedges are lifted simultan-
eously in the futures market, thus affecting the movement of
cash and futures prices.

5. Creation of a more competitive situation among basig

bidderé. The number of participants in a flat price tender is
generally limited to exporters who have sufficient capital to
assume risks associated with unfavorable price changes. In

a basis tender, no such type of risk is involved. Thus a
bigger number of bidders are attracted to participate, result-
ing in a more competitive situation. This tends to reduce the
basis offers.

There are two constraints in the adoption of futures
trading in the Philippines. The first, as earlier mentioned,
is the time difference between futures market trading hours in
the United States and the office hours in the Philippines.
This, however, can be resolved through the use of orders, and
during critical periods, the assignment of an evening work
group to monitor price movements in the futures market,.

The immediate transfer of funds from the Philippines to
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the futures exchange to meet margin requirements, perhaps
poses an even more critical constraint. Should the Philip-
prines decide to take advantage of the benefits of trading in
the futures market, it must 1bok into the possibility of
making arrangements with the Central Bank to facilitate such
transfer, and to make available sufficient cash (3) overseas,
necessary to maintain margin equity in the event of adverse
price movements.

It is unfortunate tﬁat this study has been limited to
merely citing the benefits which the Philippines could gain
from futures trading. When a change such as this is proposed,
gquantified proofs are often sought. Otherwise, it is usually
met with skepticism, With sufficient data however, the
advantages mentioned here may be quantified and weighed
against the costs involved in hedging, such as the 0,2%
broker's commission per contract made, interest foregone on

margin deposits, and overseas communications expenses.
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During this decade, the Philippines' balance of trade
began to deteriorate starting from the second half of 1974,
It is expected to worsen unless measures are taken to expand
the country's capacity to finance its increasing import bill,
primarily by increasing its exports. Equally important is
the need to offset the effect of unstable prices in the inter-
national commodity market on the country's balance of trade.
In this connection, this study was undertaken to propose
ugsing the futures market when importing selected agricultural
commodities, as a means of locking in import prices and
minimizing import costs. The agricultural commodities
selected are wheat, cotton, yellow corn, soybeans, and sor-
ghum-- agricultural crops whose importations are regulated in
varying degrees by the government. In the future, the appli-
cation of the proposal may be expanded to include other com-
modities that are imported by the Philippines and are traded
in the futures market. If the adoption of the propesal is
successful, the government may also consider hedging the
country's major export products in order to obtain a maximum
competitive posture in the international market when dealing
with large foreign importers.

Through hedging, a contract to buy or sell on standard
terms in the futures market is entered into as a temporary
substitute for an intended later contract to buy or sell in
other terms in the cash market. As long as the position in
the futures market is liquidated upon maturity of the futures

contract, an import price may be fixed in advance by buying



long in the futures market. If the Philippines decides to
hedge, it will not only be able to lock in an import price in
advance, it will alsc be able to minimize the cost of its
imports, through the non-payment of the risk premium which is
usually charged by exporters under the traditional method of
importing. The determination of the exact amount of the risk
premium is beyond the scope of this study. However, it can
be expected to be sufficiently attractive to induce exporters
to expose their capital to the very same risk which made them
 hedge in the first place. Furthermore, by hedging, the
Philippines will be able to maintain anonymity in the inter-
national market when contracting for its imports. This is
necessary if the Philippines is to prevent prices from moving
against it, especially when substantial quantities are to be
purchased.

iz delivefy prior to the expiration of the futures con-
tract is required, hedging must be managed in order to deter-
mine the appropriate period during which to open and close out
positions'in the futures market. Stop-loss and limit orders
may be used for this purpose. DMoving averages may also be
plotted to ensure that the contract is purchased when the
price is low but is expected to increase, and that the same
contract is sold before the price starts to fall, particularly
below the original buying price. It must be recognized
however that as long as a futures contract is liquidated prior
to its maturity date, there is no assurance that the price-

fixing mechanism of hedging will always be guaranteed. A



certain amount of risk is involved because of the deviations
which often develop between futures and cash prices during
the life of the futures contract.

In order for the commodities contracted through the
futures market to be delivered to the Philippines, a basis
tender will have to be conducted. The basis is the difference
between futures and cash prices, and is in general, more
stable and predictable over time. A statistical test to
determine when to conduct the basis tender and the range of
basis offers which may be expected during the appropriate
period is presented in the study.

Thus, through hedging and basis trading, the Philippines
will be able to fix its import prices in advance and minimize
its import costs, thereby reducing the outflow of its foreign
exchange when importing. Familiarity with demand and supply
situations necessary in effective hedging and basis trading
will also provide a useful guide in the efficient management

of inventories.



