KBS RESEARCH BULLETIN
APRIL 2016

ISSUE 42
As a leading Irish business
school in a public
university system, KBS is
committed to excellence
in teaching and to
fostering knowledge and
understanding of business
and society within a
diverse, research active
and socially engaged
environment.
Research at KBS serves this overall
mission, and our strategies to
strengthen excellence in research
are underpinned by our core values,
including commitments to promote
learning and discovery; to focus
on students; to foster academic
freedom; to enhance knowledge
and to continually improve.
Our research finds a focus in
themes (Work, Knowledge &
Employment; The Services
Economy & Tourism;
Entrepreneurship, Innovation &
Marketing; and Public Policy,
Enterprise, Governance &
Sustainability) and clusters
(Accountability (ARC); Digital
Marketing ; Emerging Risk
Assessment & Underwriting;
Interpretive Consumer Research;
Psychological Science in Business;
Privatisation & PPP; and Quality of
Work) as well as the four academic
departments of the School.
See http://www.ul.ie/business/
research for more information.

The role of market
participants in agricultural
futures markets
Jingnan Wu, Finbarr Murphy, John Garvey and Weifeng Ma

Synopsis
This paper uses a modified behavioural
finance model and trader categories
defined by the Commodity Futures Trading
Commission to examine sentiment driven
price changes and speculative activity in
wheat, soybean, rough rice, soybean meal,
soybean oil, corn and live cattle. The paper
further combines a Vector Autoregression
(VAR) model and Cumby-Modest tests
to describe the positive feedback trading
behaviour of different investors.
Introduction and Background
Global commodity prices traded in capital
markets can have a profound effect on
commodity production and society as a
whole. Commodity futures prices have
exhibited large fluctuations, particularly
around the financial crisis of 2008.
Agricultural commodities, as a particularly
important commodity category, also saw
large price movements. The US Commodity
Futures Trading Commission (CFTC) divides
all market participants into three categories:
non-commercial investors, commercial
investors and non-report investors. Noncommercial and commercial positions

together are reportable positions, which
are at or above CFTC’s reporting level.
Commercial positions can be regarded
as the positions used for hedging, while
noncommercial traders do not hold
positions in the corresponding spot
commodity market and are usually regarded
as speculators. Non-report traders can thus
be regarded as small investors. This paper
finds that speculators (or non-commercial
traders) and some non-report traders are
noise traders, but commercial traders are
not.
Many researchers believe that the irrational
behaviour of speculators created bubbles
in commodities markets, especially during
2004 to 2008 (for example, Büyüksahin et al,
2008; Gilbert, 2010; and Irwin et al, 2009).
However, no consensus has been reached
with regard to the role of speculators and
other market participants.
Issues and Questions Considered
Commodity traders are a heterogeneous
group with different behavioural traits. A
distinction of this paper is the utilization
of behavioural finance models to analyse
the research question. De Long et al
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(1990a) established the De Long, Shleifer,
Summers and Waldmann (DSSW) model,
which models the influence of noise trading
on equilibrium prices. Since this model is
established for equity markets and one
of its important assumptions is that the
net supply or demand is not zero, it is
therefore not suited to commodity markets.
To solve this problem, we use a modified
noise trader model to analyse the role of
market participants in agricultural markets.
A positive feedback trader is a type of
noise trader. The behaviour of positive
feedback traders is determined by a price
momentum, and a positive price movement
will encourage a positive feedback trader
to purchase the asset, and vice versa.
However, positive feedback trading is a
particularly destabilizing form of noise
trading, and may be one of the reasons for
the large volatility observed during the past
decade. Therefore, to present a clear picture
of the role of all the market participants in
agricultural commodities markets, the
identification of positive feedback traders is
necessary.

Methodology
Tang and Xiong (2010) posit that the
characteristics of commodity futures
before and after 2004 are different, as
most commodity prices fluctuated within
a relatively narrow range before 2004, but
subsequently increased rapidly to their
peaks in 2007 or 2008. We believe it is
reasonable to divide the whole period into
three subperiods: January 1999 to January
2004, January 2004 to January 2008 and
January 2008 to mid-2013. The first can be
regarded as a ‘stable period’, the second
as a ‘rapidly rising period’, and the last as
an ‘adjustment period’. Positions data are
taken from Commitments of Traders (COT)
reports released by the CFTC, and price
data are collected from Bloomberg. The
weekly price of wheat, soybean, rough rice,
soybean meal, soybean oil, corn and live
cattle of the Chicago Board of Trade (CBOT)
and the Chicago Mercantile Exchange
(CME) is included in this analysis.
Outcomes and Findings

Furthermore, this paper combines a VAR
model and Cumby-Modest test to describe
the positive feedback trading behaviour of
different investors during different periods.
Although using a VAR model to distinguish
positive feedback trading behaviour has
been widely used, combining the VAR with
a Cumby-Modest test is rare. According to
the DSSW model, the price of risky assets
is directly impacted by the presence of
noise traders and the variance of their
activity. The DSSW model cannot be
used in commodity markets because it
is based on the assumption that the net
supply or demand of the whole market is
not zero, while the net supply or demand
of any commodity market is always zero.
In addition, De Long et al (1990a) do not
include any empirical analysis, and thus the
DSSW model does not propose a specific
method for measuring noise trader activity.
Many modified models have been proposed
to accommodate the commodities futures
market. For instance, Sanders et al (1997)
set the net supply as zero rather than one.
Gilbert (2000) developed a DSSW-based
model for the relationship between investor
demand and expected price. Investors
are categorized as informed speculators,
hedgers and noise traders, and it is assumed
that each investor is maximizing his or her
utility function. The demand function can
be estimated by assuming that the sum of
these three net positions is zero. Sanders
et al (2009) use the ‘percent net long’ (PNL)
index defined by De Roon et al (2000) as a
sentiment index. This is calculated as long
minus short positions divided by their sum
for each investor group.

We divided market participants into three
categories: commercial traders (hedgers),
non-commercial traders (speculators) and
non-report traders. The goal of this research
was explicitly to examine their roles in pricing
commodity futures based on behavioural
finance models (noise trader model and
positive feedback trader model). We find that
speculators (or non-commercial traders) and
some non-report traders are noise traders,
but commercial traders are not. Moreover,
the noise traders in each period did play
a role in making prices deviate (upward or
downward) by contributing to noise in the
seven agricultural commodities markets.
The empirical results of the VAR are similar
to those in other papers, and we find that
commercial traders are negative feedback
traders, while non-commercial traders and
the non-report traders in some markets are
positive feedback traders. Previous research
has used the Cumby Modest test, but we
combine this test with positive and negative
feedback trading strategies. We find that high
sentiment should be more closely examined
as it can destabilize markets: extremely high
sentiment of noncommercial traders and
some non-report traders may contribute to
price rises, but that of commercial traders
contributes to price falls. Meanwhile, the
VAR impulse response analysis suggests
that sentiment can easily be magnified and
reach extreme levels.
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