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Why does Colombia lack

agricultural commodity
futures?”

ABSTRACT

This article explores the reasons why futures contracts are not traded as
an alternative to price hedging for agricultural goods in Colombia. Based on
surveys, interviews and statistical analysis, this study identified that conceptual
gaps in contract negotiation, lack of consensus in the agricultural sector regar-
ding the use of financial mechanisms and the sector’s infrequent contact with
Colombia’s financial institutions, are the main reasons why a futures contracts
market has not emerged.

Keywords: Agricultural commodities, futures market, derivatives, risk
hedging.

JEL : Q02, Q14, G13, G32

(Por qué Colombia no tiene contratos de futuros para
bienes agricolas?

RESUMEN

Este articulo explora los motivos por los que no se negocian contratos
de futuros en Colombia como alternativa de cobertura de riesgo de precio para
bienes agricolas. A partir del anélisis estadistico de entrevistas y encuestas a
operadores del mercado de derivados, se logré identificar que los vacios con-
ceptuales en la negociaciéon de estos contratos, la desunién de las instituciones
y actores del sector, y el relativo aislamiento del sector agricola de la estructura
financiera del pais, constituyen los principales motivos por los cuales este
mercado no se ha hecho realidad en Colombia.

Palabras clave: Materias primas agricolas, mercado de futuros, deriva-
dos, cobertura de riesgo.

* This article is a product of the research project “Hedging Price Risk In The Colombian Agricul-

tural Sector”, financed through a research fellowship awarded to Pablo Moreno by UNCTAD's
Virtual Institute in Geneva, Switzerland and by Universidad de La Sabana, Colombia.
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Por que a Colombia ndo tem contratos futuros
para bens agricolas?

RESUMO

Este artigo explora os motivos pelos quais ndo sdao negociados contratos
futuros na Coldmbia como alternativas para cobertura de risco de prego para
bens agricolas. A partir da andlise estatistica de entrevistas e pesquisas de
opinifo a operadores do mercado derivativo, pdde-se identificar que os vazios
conceituais na negociagdo desses contratos, na desunifo das instituicdes e
atores do setor, e o relativo isolamento do setor agricola da estrutura financeira
do pafs constituem os principais motivos pelos quais esse mercado nio é uma
realidade na Colombia.

Palavras-chave: matérias-primas agricolas, contrato de mercado futuro,
derivativos, cobertura de risco.
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WHY DOES COLOMBIA LACK AGRICULTURAL COMMODITY FUTURES?

INTRODUCTION

The volatility of commodity prices and in particular
of food products has been significant between 2003
and 2012 compared to the previous decade. Based
on statistics by the commodity division of the United
Nations Conference on Trade and Development
(UNCTAD), we have estimated that price volatility
in that period was 268 %. Recent studies on the
determinants of volatility of commodity prices have
identified that markets face a greater degree of un-
certainty (Power & Robinson, 2013). In part, this helps
explain the fact that between 2003 and 2012, trade
in derivatives grew by 161% and trade in commodi-
ty based derivatives grew every single year (Futures
Industry, 2012), despite the financial crisis of 2008.

Although increased volatility has encouraged
the negotiation of standardized derivative products
on agricultural commodities in both developed and
emerging country markets, futures contracts have
not taken hold in Colombia. This is paradoxical since
Colombia is a commodity producer and derivatives
could contribute to the processes of price discovery
and risk management in the agricultural sector.

One of the reasons why it is important to
study derivative markets is that empirical evidence
suggests that financial markets in a given coun-
try may be associated with long-term economic
growth. Among others who analyse the links bet-
ween financial development and economic growth,
King & Levine (1993) and Beck, Demirguic-Kunt &
Levine (2009), have found a positive correlation
between the two, as was originally suggested
by Schumpeter in 1911. These findings have also
been confirmed by Sendeniz-Yincl, Akdeniz and
Aydogan (2007), who used time-series analysis to
test whether futures markets have a significant
impact on economic growth.

Furthermore, and in relation to agricultural
products specifically, UNCTAD's Secretariat on
Emerging Commodity Exchanges (2009), assessed
the positive impacts on development generated
by commodity futures exchanges in Brazil, China,
India, Malaysia and South Africa. The study’s
findings included the fact that price discovery,

price-risk management, and access to financing
in the agricultural sector, play an important role
in financial development.

More recently and with regards to Latin
American and Caribbean commodity markets,
Arias, Lamas and Kpaka (2011) analysed agricul-
tural commodity exchanges and suggested that
Latin-American markets should imitate the strate-
gies of Brazil, Argentina and Mexico with regards
to: the creation of incentives for private sector and
farmers’ participation in the exchanges, informa-
tion sharing, and promoting education in terms of
the exchanges’ contribution to risk management.

In Colombia, the stock exchange or Bolsa
de Valores de Colombia (BVC) has been offe-
ring futures on financial assets since 2008, and
futures on energy since 2010'. In addition, the
Colombian Mercantile Exchange (Bolsa Mercantil
de Colombia - BMC), known until 2010 as Bolsa
Nacional Agropecuaria (BNA), promotes derivatives
on agricultural commodities.

The term mercantile has been used by several
of the main commodities futures exchanges around
the world such as the Chicago Mercantile Exchange
(CME), the New York Mercantile Exchange (NYMEX)
and the Brazilian Mercantile and Futures Exchange,
to name a few. This is one of the reasons why in
Colombia, former heads of the BNA, expected that
a new name for the agricultural exchange would
promote the supply of a more complete portfolio
of financial instruments, which might include
derivatives on agricultural commodities such as
futures contracts.

In fact, former CEOs at BNA such as Mr.
Estefan (1995) and Mr. Arias (1998) were quoted
as saying that “The formation of prices... the
standardization of contracts... mechanisms that
allow users to hedge? price risk, would be, undou-
btedly, the most valuable contribution to overcome
many of the difficulties suffered by the sector”,
and “The exchange works on a futures desk
which will meet the hedging needs of producers,

1 Energy contracts are traded through an alliance between
BVC and the Colombian energy exchange, DERIVEX
2 To reduce the risk of adverse price variations in an asset.
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processors and traders for commodities whose
the prices are fundamentally set on the world's
principal futures exchanges”. Nevertheless, even
if some hedging products are offered to date in
Colombia, they are far from being considered “fu-
tures” because they are basically forward contracts
that only establish a determined quantity of the
underlying asset to be delivered at a future date,
without including a price agreement?.

The statement made by the current CEO
of the BMC, Mr. Arroyave (2011), can be seen as
evidence of the contract’s limitation. Mr. Arroyave
claimed that an essential role of a commodity
exchange is to offer standardized products that
allow users to hedge price risk, otherwise there is
no sense in having a commodity exchange at all.

The fact remains that opportunities for hed-
ging in the current commodity price context have
not encouraged futures on agricultural commodi-
ties in some developing countries with high levels
of GDP growth. This is the case of Colombia, where
GDP growth has averaged 4.5% in the last decade,
37% of the total area is devoted to agricultural
production, 76% of exports are commodities, and
21% of these are agricultural raw materials and
food (UNCTAD, 2012).

This article explores the reasons why a com-
modities futures exchange has not emerged in
Colombia. The first section describes the methodo-
logy used in the research; the second, summarizes
the international context of derivatives on agricul-
tural products; the third section presents the results
of the research and finally, some conclusions are
drawn.

METHODOLOGY

In order to determine the main reasons why a
commodities futures exchange has not emerged in
Colombia, this study took into account the criteria
used in a large number of studies that analyse
futures exchanges. In particular, we used studies

3 More information available at http:/www.bna.com.co/
CategoryDetail/31/1/Instrumentos%20Financieros

by Shim (2006), UNCTAD’s commodity division
(2007, 2009), reports from the Futures Industry
Agency (2010, 2012) and several working papers by
World Bank researchers (2011). These studies were
considered relevant to the research question as
they originate from different sources —academia,
multilateral organizations and the financial world—
and therefore contemplate a variety of answers.

Furthermore, studies such as Dana & Gilbert’s
(2008) advocate that liquidity is essential to mana-
ge price risk and that the use of commodity futures
can be useful to supply chain actors in emerging
countries. In addition, Gilbert (2001) also illustrates
how regulatory aspects and inadequate access to
financial markets expose farmers in developing
countries to greater risks associated with price
volatility.

As a result, this paper identified six recurring
aspects that might constitute the bottleneck to the
design of trade futures contracts at BMC, namely,
education, legislation, liquidity, government par-
ticipation, technology and risk involved in future
contracts.

According to the BVC, there are 30 insti-
tutions that trade in the derivatives market in
Colombia. This study surveyed a representative
sample of thirty-eight CEOs and executives of these
institutions including banks, brokerage firms, agri-
cultural commodity firms, public entities, financial
consultants and the BMC. The survey was carried
outin 2011 and in order to promote the reliability
of the results, all participants surveyed were real
players in the market.

The survey conducted was complemented
with personal interviews. The questionnaire in-
cluded the six factors described above, and the
participating experts operate in commodities and
futures markets and have practical experience or
are involved in national hedging projects. In this
sense, the study uses descriptive statistics in order
to analyse the results.

Respondents were asked to rate with per-
centages the reasons that may explain why the
domestic negotiation of futures contracts on agri-
cultural commodities has not occurred in Colombia.
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Furthermore, they were asked to indicate which
agricultural product(s) could be used as underlying
asset(s) in a hypothetical negotiation of a futures
contract offered at BMC. Respondents were also
asked to rate on a percentage basis, the influence
of each factor on the lack of development of a
futures market: 0% (not important at all), 20%
(low importance), 40% (partially important), 60%
(important), 80% (quite important) and 100%
(extremely important).

Supplementary insights into the research
question of this paper were collected during
the First Conference on Derivatives Market for
Agricultural Goods in Colombia held in 2011. CEO'’s
and CFO’s of major influence on the Colombian
commodity market were speakers at this event.
Each expert answered open questions regarding
the six criteria explored in the survey, and this qua-
litative data was contrasted with the quantitative
results.

Based on the six factors, we carried out a
survey in which respondents were asked to explain
how relevant they considered each criteria to be,
as well as illustrate which commodities could be
used at present in standardized futures contracts
in Colombia.

This study took on the research question ba-
sed on the six criteria mentioned above as follows:

Education: To monitor a sophisticated mar-
ket such as the derivatives market, the potential
users and market makers must understand how it
operates and the advantages and disadvantages
associated with its use. Although some Colombian
companies and investors have already traded futu-
res on agricultural goods abroad, the first futures
contract ever offered in the domestic financial
market was launched in 2008 and was based on
the national treasury bond (TES).

Legislation: A derivatives market, just as any
other financial market, demands a specific regu-
lation. Although the financial crisis of 2008 in the
United States has sparked debate on the effective-
ness of legislation for these instruments and how
much financial liberalization there should be, the

fact is that trade in futures contracts requires a
regulatory framework.

Liquidity: As several case studies have conclu-
ded (UNCTAD, 2009), the liquidity* of a contract is
a key element for the success of a futures exchan-
ge because it guarantees a large number of both
buyers and sellers who want to negotiate these
instruments. In the case of China, for example,
liquidity promoted extraordinary rates of growth
since the market started in the nineties (UNCTAD,
2009).

Government Intervention: A perfect hedge
is when both physical and futures markets move
in the same direction. Therefore, it is worthwhile
to consider how far government intervention in
pricing some agricultural goods —through sub-
sidies, tax incentives or supply control— affects
the market.

Technology: Highly sophisticated software
is needed to run a futures market: opening and
closing out positions on a daily basis requires te-
chnology to trace and guarantee operations, and
to control the margins and other requirements
supervised by the clearing house.

Risk: Famous bankruptcies, such as that
of Barings Bank, have occurred as a result of big
losses from trading derivative instruments. In fact,
derivative operations were criticized worldwide
during the financial crisis that hit the global eco-
nomy in 2008, among other reasons, because of
the role played by speculators, who gambled on
future prices for commodities, taking advantage
of the rally that peaked that year. Specifically and
both for spot and futures quotes for commodities,
the 2009 UNCTAD Trade and Development Report
shows how commodities had been treated as an
“asset class”. As a result, prices went up due to
the influence of large investor positions, instead
of fundamental supply and demand relationships.
In fact, Gilbert (2010), found that index-based in-
vestment in agricultural futures markets was more

4 Liquidity is understood in financial markets as volume of
transactions. Specifically for futures, the liquidity refers to
the number of contracts to be traded (or that have already
been traded).
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important than supply to generate the 2007-2008
rise in food prices.

INTERNATIONAL CONTEXT OF
DERIVATIVES ON AGRICULTURAL
PRODUCTS

The Chicago Board of Trade (CBOT®) was founded in
1848 and has been considered one of the main com-
modity futures exchanges in the world, although,
in recent years, countries such as Korea, China and
India have improved their commodity trade statis-
tics. Table 1 shows the ascent of countries such as
China in terms of the number of contracts traded
on agricultural goods. The first commodity futu-
res exchange in China appeared as late as 1993,
with the creation of the Zhengzhou Commodity
Exchange (ZCE). The rise of China in the agricul-
tural derivatives market outshines any previous
similar experience and can easily be associated
with China’s rapid and sustained GDP growth over
the last decade.

In fact, China implemented a number of
structural agricultural reforms during the nineties
(De Brauw, Huang and Rozelle, 2004) that included
price liberalization and contributed to the growth
of trade in commodities and derivatives based
on them (UNCTAD, 2009). Table 1 illustrates the
world’s largest types of futures contracts on agri-
cultural commodities.

Besides China, countries such as Brazil,
India, Russia and South Africa have also experien-
ced important growth in the trade of derivatives.
According to the Futures Industry agency for 2012,
the exchanges in these countries are ranked among
the top 30 in the world by number of contracts.

Regarding the Latin American region, we find
Brazil’s BM&FBovespa which offers a wide portfo-
lio of futures —not only on commodities but also
on financial assets— and traded more than 1,600
million contracts in 2012. In addition, the Rosario

5 In 2007, CBOT and CME exchanges were merged to create
the CME Group. Later, COPEX and NYMEX joined this group.
Despite the integration, each one of these exchanges main-
tains its independence.

Futures Exchange (ROFEX) in Argentina also offers
the possibility of hedging agricultural price risk
through futures. Mexico has also led some suc-
cessful hedging projects, albeit using the contracts
offered at the CME Group. No other countries in
Latin America have consolidated a futures domes-
tic market for agricultural commodities, although
it should be noted that Chile has been successful
at developing a market for derivatives on financial
instruments.

RESULTS

Commodity futures exchanges have been created in
both developed and developing countries. Hence,
the goal of this study was to establish what has
prevented commodity futures from being negotia-
ted in Colombia. The survey evaluated six different
reasons why commodity futures are not traded,
and collected opinions on which commodities
could be used in standardized futures contracts.
Based on the strength of the perception of respon-
dents regarding each factor’s impact on the lack of
negotiation of commodity derivatives, the results
of the survey are described below.

Technology

Graph 1 illustrates that only 16.7% of respondents
considered that the current level of technology in
BMC is either quite important or extremely im-
portant in explaining why futures on agricultural
commodities are not traded on the Colombian
domestic market.

Most of the respondents recognized the
efforts to improve the technology used to trade
financial instruments in Colombia. Nonetheless, it
is worth noting that not all those surveyed were
particularly aware of what kind of software the
BMC uses. Furthermore, some participants expres-
sed different opinions with regards to the moment
in which investing in technology is appropriate. For
example, a CEO of a brokerage firm pointed out,
during his interview, that “First, there must be a
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Table 1.
Futures and options agricultural contracts worldwide
(Ranked by number of contracts traded)
Rank Contract Country Jan-Dec 2011 Jan-Dec 2012 % Change
1 Soy Meal Futures, DCE China 50.170.334 325.876.653 549.5%
2 White Sugar Futures, ZCE China 128.193.356 148.290.190 15.7%
3 Rubber Futures, SHFE China 104.266.399 75.176.266 -27.9 %
4 Corn Futures, CBOT USA 79.004.801 73.184.337 -7.4%
5 Soy Oil Futures, DCE China 58.012.550 68.858.554 18.7%
6 Soybean Futures, CBOT USA 45.143.755 52.041.615 15.3%
7 No. 1 Soybean Futures, DCE China 25.239.532 45.475.425 80.2%
8 Palm Qil Futures, DCE China 22.593.961 43.310.013 91.7%
9 Corn Futures, DCE China 26.849.738 37.824.356 40.9%
10 Soybean Oil Futures, CBOT USA 24.156.509 27.627.590 14.4%

Source: Futures Industry Association (FIA).

market; as it grows or develops, there should be
investment in technology. In Colombia, investing in
technology was the first step”. Similarly, a partner
and senior advisor of a consultancy firm on risk
management concluded during the survey that,
in the case of Colombia’s mercantile exchange,
“Technological barriers are being overcome”.

Graph 1.

Level of technology

B Not important at all
B Low importance

M Partially important
M Important

B Quite important

M Extremely important

Source: Author’s calculations based in surveys and interviews.

Legal Framework

Figure 2 shows that 29% of respondents conside-
red that the legal framework helps to explain why
futures on agricultural commodities are not traded
in Colombia’s domestic market. The perception
collected with regards to this factor is that local
norms did not consider the negotiation of commo-
dities as part of the financial market. In fact, several
respondents mentioned that a big weakness of the
system cantered on the prohibition for banks to
trade derivative instruments on agricultural com-
modities in Colombia.

It must be recognized that this limitation
not only affected the expectation of liquidity for
an eventual negotiation of futures contracts in
Colombia, but that it also increased the perception
that derivatives are mainly used for speculative pur-
poses. However, we should mention that foreign
banks in Colombia, such as CITIBANK and BBVA,
offer their Colombian customers the possibility to
trade these contracts in the international markets
throughout their offices abroad.

Notwithstanding, legislation does not seem
to justify the lack of a market for futures on com-
modities, and this may be due to the fact that
financial legislation was initially adjusted in 2008
when the BVC launched the derivatives markets on
financial assets. In fact, an officer of the Colombian
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clearing house, Cdmara de Riesgo Central de
Contraparte de Colombia S.A., noted that "The
current legal framework is very comprehensive; and
only some tax and foreign investment adjustments
—already in progress— are required”. In contrast,
a Director of Floor Trading at an international bank
claimed, “The market is restricted by high entry
barriers”.

Graph 2.

Legal framework

Not important at all
Low importance
Partially important
Important

Quite important
Extremely important

Source: Author s calculations based in surveys and interviews.

Government intervention

Graph 4 shows that 30% of respondents considered
that the Government'’s direct intervention in the es-
tablishment of prices in the physical market, explains
why futures on agricultural commodities are not tra-
ded in the Colombian domestic market. In this regard,
two products were constantly mentioned during the
survey and interviews, namely palm oil and rice.
With regards to palm oil, FEDEPALMA —the
association that controls all matters involved in the
production, consumption and commercialization
of palm oil— applies a formula that combines the
international price with the exchange rate and the
domestic price in such a way that a palm grower

may receive the same profit from exporting palm
oil or selling it in Colombia. As for rice, the gover-
nment does participate in the setting of prices by
subsidizing the commodity.

Even though the two mechanisms mentioned
above can be criticized because they contradict a
free-market, the fact remains that many developed
and developing countries with commodity futures
exchanges, have been using similar policy measures.
As a risk expert from the Ministry of Agriculture
of Colombia suggested: “In the European Union,
products are subsidized and it does not prevent the
operation of futures market on commodities”. From
a different angle altogether, the CEO of a powerful
commodities export company claimed that these me-
chanisms do not contribute to the competition with
foreign companies and therefore do not encourage
Colombian producers to use hedge instruments.

Graph 3.

Gowverment's direct intervention

Not important at all
Low importance
Partially important
Important

Quite important
Extremely important

Source: Author s calculations based in surveys and interviews.

Risk

Graph 4 shows that 32% of respondents conside-
red that the risk involved in derivative operations
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explains why futures on agricultural commodities
are not traded in the Colombian domestic market.
Undoubtedly, the negotiation of futures
contracts on any underlying asset involves risks
such as those associated with basis® and margins’.
Considering the basis risk for example, opera-
tors must analyse the correlation between spot and
futures quotes. This relation is normally positive, as
the general rule of derivatives’ valuation suggests,
since the future price is derived from the spot price
of the asset or vice versa (Hernandez and Torero,
2010). Likewise, with the estimation of betas, the
number of contracts that should be negotiated
to approach a perfect hedge can be determined;
the same is the case for the number of contracts
needed to make a cross-hedging operationé®.

Graph 4.

Risk involved

Not important at all
Low importance
Partially important
Important

Quite important
Extremely important

Source: Author’s calculations based in surveys and interviews.

6 Basis risk refers to the variable spread between the future
Price and the spot (or present) price.

7 According to Hull (2009), “when the balance in a trader’s
margin account falls below the maintenance margin level,
the trader receives a margin call requiring the account to
be topped up to the initial margin level”.

8 Cross-hedging means to hedge the price of an asset with a
future contract on a different but price-correlated asset.

In relation to margin risk, it is necessary to
have a clearing house that guarantees that both
parties will satisfactorily pursue their obligations
under any circumstance. To date, the capacity of the
BMC’s clearing house to provide this reliability is
uncertain, since it is not at present handling marg-
ins and operations of derivative contracts. However,
there is another clearing house in Colombia with
successful experience trading derivatives on finan-
cial assets.

One of the survey respondents contributed
another perspective on the meaning of risk and
claimed “... the failure to hedge also means spe-
culating. Ignorance of this market makes you think
that using these products is speculating. This factor
has a high incidence”. In addition, the CEO of a risk
management company —widely regarded for his
expertise on futures contracts— pointed out that
“In particular, the risk of working capital required
to meet the margin calls must be considered. This
is the most important risk”.

Liquidity

Graph 5 shows that 45% of respondents conside-
red that the fear of a lack of liquidity explains why
futures on agricultural commodities are not traded
in the Colombian domestic market. During the
interviews, this study identified that the expecta-
tion of a possible lack of liquidity in the market for
commodity based derivatives generates both fear
and rejection to these kinds of operations.

The following observations obtained through
interviews illustrate the importance of liquidity
as a factor that has prevented trade in derivative
products associated with agricultural commodities.
A head of Division at BMC mentioned that “Fear is
typical in an emerging market; | do not think that
this is the difficulty. It must be that hedgers have
to learn about derivatives and their usefulness for
market development”. Furthermore, a CEO of a risk
management consulting firm highlighted that “On
many occasions | have heard from stakeholders
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interested on a market, but they do not want to
operate first or second, until there is depth”.

Graph 5.

Fear to lack liquidity

Not important at all
Low importance
Partially important
Important

Quite important
Extremely important

Education

This factor received the highest affirmative respon-
se rates in the survey. In fact, 71% of respondents
considered that the lack of education on issues
regarding hedging risk explains why futures on
agricultural commodities are not traded on the
Colombian domestic market.

As an illustration, while the total number of
contracts traded on derivative exchanges world-
wide in 2012 reached 21.2 billion (FIA, 2012) —of
which 1.3 billion are based on agricultural com-
modities— and there was an overall decline in
most regions of the world, Latin American volumes
grew by 7.9%, explained mainly by an excellent
year in Brazilian markets. Nevertheless, derivative
trading markets remain fairly unknown in most
Latin American countries, including Colombia.
In fact, the survey showed that individuals in
the Colombian agricultural sector tend to be risk

adverse but not prone to learning about derivative
products, and this helps to explain the absence in
the market of standardized products to hedge.

Graph 6.

Lack of education

B Not important at all
B Low importance

[ Partially important
M Important

B Quite important

I Extremely important

Source: Author’s calculations based in surveys and interviews.

Commodities that could be used in
standardized futures contracts

Regarding the choice of products that respondents
would be willing to trade as futures, Graph 7
shows that coffee led the survey. The reasons for
this choice seem to be based on three facts: it is
a traditional crop of the Colombian economy, the
National Coffee Growers Federation has a recog-
nized tradition and expertise in all aspects of the
crop, and the international experience in price risk
hedging operations for this underlying asset that
exists in the country. A similar result was obtai-
ned for palm oil. Namely, the growth in national
production of the good in recent years, and an
equally strong guild interested in the negotiation
of hedging instruments and its experience in inter-
national markets.
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According to a recent study by Estupinan
(2011), the products on which futures contracts
could be offered in Colombia are corn, soybean,
soybean oil, palm oil, coffee, cocoa and cotton,
as all of these goods have a price correlation with
international markets higher than 85%. It is im-
portant to mention that in Grpah 7, the products
described as “others” are the sum of different
agricultural commodities, infrequently mentioned
in the survey such as cocoa, beans, soybeans, and
potatoes, among others.

Graph 7.

Suggested contracts

14,44%

Palm Oil
Cattle
Rice
Corn
Sugar
Coffee
Others

Source: Author’s calculations based in surveys and interviews.

In addition to the survey’s results described
above, this study derived insights into the research
question during the First Conference on Derivatives
Market for Agricultural Goods in Colombia held in
2013. The main insights obtained at the conference
are summarized below.

The first insight was that there is no need
to have two clearing houses in the country. The
development of a derivatives market for financial
assets in Colombia in 2008 was accompanied
by the creation of Cdmara de Riesgo Central de
Contraparte de Colombia S.A, designed to ensure

compliance with the operations of futures con-
tracts in the country. This entity is independent
from the BVC, and therefore has no impediment
to guarantee operations for other futures contracts
offered in the domestic market, regardless of the
nature of the asset. Additionally, this institution
has invested heavily in technology, which explains
the survey’s results in this factor. Furthermore, opi-
nions expressed during the conference confirmed
the information collected in the survey in relation
to the fact that the BMC clearing house has failed
to create a climate of trust and sufficient guaran-
tees. This seems to be because the clearing house
has performed functions —that are not among its
normal functions— by not managing margins and
operations of derivative contracts.

While speculation on agricultural commodity
prices can turn them into common financial assets, it
is also true that for a derivatives market to develop
an adequate level of liquidity for trading is necessary.
This means that if there is a high participation in the
market, it will be easier to open and close positions
i.e., hedgers will minimize their price risk through
futures and optimally manage their basis risk. A
recent change in the legal framework of derivatives,
contained in Act 1450 of 2011, reversed the prevai-
ling restriction on banks and established the legal
grounds for offering and trading derivatives aimed
at the Colombian agricultural sector. However, it
seems that banks and other financial intermediaries
have focused on financial assets rather than instru-
ments in which the underlying asset is a commodity.

In 2011, a price-hedging program was laun-
ched for the sale of corn through futures options®
offered and traded on CME Group. The strategy
envisaged a Government subsidy of up to 80% pa-
yment of the premium, and although the financial
instrument was negotiated in international mar-
kets, BMC acted as the operator that could bridge
the gap between the Colombian producer and the

9 An ‘option’ is another derivative contract. This gives the
holder the right, but not the obligation, to buy (call options)
or to sell (put options) the asset, e.g. an agricultural com-
modity, by a certain date for a certain price. As opposed to
futures, options holders have to pay a premium in order to
acquire this contract.
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U.S. derivatives market. This was certainly the first
major step towards the creation of a commodity
futures exchange in Colombia. This project was
based on two things: previous experience in put
options premium subsidies for currency hedging
by exporters of agricultural products, and the re-
commendations of the World Bank (Arias, 2011),
with which the Ministry of Agriculture has been
reviewing risk management policies. In addition
to the hedging strategy on corn prices, a National
Risk Office is currently being designed as part of the
Ministry, in order to promote both insurance and
hedging programs within the agricultural sector
in Colombia.

From the data and the opinions expressed
at the Conference, it is clear that all different
would-be actors in an eventual futures market
are interested in a mechanism for hedging risk. In
contrast, it is not clear if any are willing to assume a
leadership role in the market. Therefore, it appears
that all agents involved with derivative contracts
on agricultural commodities are working separately
or waiting for others to jump-start the market. The
general opinion expressed at the conference was
that BMC should gather all institutions aimed at
hedging risk with standardized contracts and as-
sume a leading role. For example, BVC has trained
brokers, bankers, academics and practitioners not
only to trade derivatives but also to understand
the particularities, advantages and even the risks
involved in these operations. Thus, participants
claimed that BMC should replicate BVC's strategy
but focusing on the particularities of the agricul-
tural sector.

There is little local research in the field of
derivatives for agricultural goods and this has to
change. Experiences such as Mexico’s with CBOT,
and those analysed by UNCTAD for five different
emerging economies could be assimilated to
Colombia. Although the BMC and the Ministry of
Agriculture have begun to study the topic further,
guilds and academia should also contribute.

Shim (2006) suggests that conditions such as
macroeconomic stability, government regulations,
a well-designed contract and structured financial

intermediaries tend to lead to the successful tra-
de of futures contracts for agricultural goods in
developing countries. Case studies by UNCTAD
(2009) reinforce Shim’s conclusions. In the case
of Colombia, both macroeconomic indicators and
regulation are ideal and in place. Although the
agricultural sector is not the leading sector in terms
of GDP, the portfolio of products of BMC may be
limited and therefore, the level of financial sophis-
tication may be perceived as still low. Similarly, the
commonly known agricultural sector banks such as
Banco Agrario and FINAGRO should be interested in
financial instruments for agriculture. Having a de-
rivatives market eases the transferring of resources
from savings to investment through an increased
financial system portfolio for hedgers and indivi-
duals interested in leveraging agricultural projects.

CONCLUSIONS

The need to have a futures exchange on agricultural
goods in Colombia has been expressed frequently
for over a decade. However, the commodity exchan-
ge in Colombia does not behave as such because
it offers some hedging products that cannot be
considered futures as they only contemplate the
delivery at a future date of a determined quantity
of the underlying asset, but do not involve a price
agreement. This research contributes answers as to
why the implementation of this market has been
hindered. Indeed, studies by Shim (2006), UNCTAD
(2007, 2009) and Arias et al. (2011) suggest that
the results of this paper are consistent with the
experience of other emerging futures markets.

In the case of Colombia and until recently, in-
vestment in technology for the trade of derivatives
on agriculture was either insufficient or pre-empted
other conditions for the development of a futures
market on agricultural products. However, this does
not seem to be an important factor in explaining
the lack of development of such a market.

The design of legal guidelines that give rise
to an underlying market for financial derivatives
was introduced in 2008 but excluded agricultural
commodities; therefore, they behaved as a barrier
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to entry for banks. Recently, Act 1450 of 2011 has
down-played this restriction and one would expect
an improvement in banks’ participation in the mar-
ket. Therefore, even if regulation played its part in
the lack of development of a futures’ market on
agricultural products, this study concludes that it
was not an important hindrance.

In Colombia, both the government and
guilds are involved in setting the prices for several
commodities. This circumstance is not different
from what happens in other countries with large
derivative markets for agricultural products. Hence,
this is not the main reason why such a market has
not developed.

This study found that the risks associated
with derivative operations, the fear that a low
trading volume will affect liquidity and the lack
of education are the main difficulties that the
Colombian financial market and regulators must
overcome. This research suggests that the three fac-
tors could be addressed through training. This is the
case because: a) the perception of risk by hedgers
could be diminished by learning that "basis risk"
is usually less than price risk, b) users could learn
to handle variations in the supply of physical and
futures markets, and c) differences between the
use of futures for speculation and hedging would
be clearer. Furthermore, training should add to the
skills of brokerage firms, which has been found in
international studies to be a necessary condition
for a successful derivative market on agricultural
commodities.
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