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Subject:  Bioenergy poised to enter mainstream energy marketplace

In a development that has the potential to dramatically alter the bioenergy landscape, two of the world’s largest energy futures exchanges are investing millions of dollars and putting their reputations on the line as they launch competing futures contracts for ethanol within a week of each other.  The Chicago Mercantile Exchange (CME), and its cross-town rival, the Chicago Board of Trade (CBOT) have begun a high stakes battle that will, in all likelihood, have only one winner.   This is not the first ethanol futures contract to be launched – the New York Board of Trade (NYBOT) launched an ethanol futures contract last year, but the contract began with only minimal trading volume that soon fell to zero on an the small New York exchange.  The entry of the two Chicago titans, who bring world class liquidity and experienced traders to the ethanol market,

indicates that organized markets have sized up the ethanol potential and decided to put their capital and reputations on the line for the chance at a successful contract.

It is a battle that only one of them will likely win.  In the world of futures trading, liquidity rules – trading volume quickly moves to the most liquid market, leaving any competing market empty handed.  In a measure of the importance of the contract, the CBOT moved up the launch date, originally set for April 8, to today, March 23, to beat the March 29 launch date of the competing CME ethanol contract.

Futures contract definition - A futures contract is a binding obligation to make or take delivery of a specified quantity and quality of a commodity at a specified location and time.  By federal law, all futures contracts must be traded on an organized exchange and are regulated by the Commodity Futures Trading Commission (CFTC).

Implications for bioenergy

A viable ethanol futures contract extends two primary benefits to the ethanol bioenergy sector;

      1)      Price Discovery

            –        Prices are arrived at through trades in an open and competitive marketplace

            –        Purchase and sales prices are transmitted immediately to be seen by all

      1)      Hedging (Risk Shifting) Function

            –        Price risk is hedged (shifted) by using futures and options, like insurance  companies shift risk between premium payers and collectors

In turn, valuable tools become available for the ethanol industry to access the multi-trillion dollar capital markets through:

         1)      Allowing producers, value added processors, transporters, and end-users to “lock in” prices for ethanol into the future to stabilize cash flow and lock in profit margins;

         2)      Addition of a valuable planning tool – futures prices represent the “best guess” of market participants regarding future price trends and market conditions

         3)      Potential for commercially available and competitive financing in the intermediate and long term through multi-year “swaps” transactions that are similar in many ways to futures contracts, but may extend years into the future – used to secure

         long term financing for construction and infrastructure spending

A basic requirement for ethanol – and other bioenergy products – to fully realize their potential in the energy and chemical feedstocks marketplace is to be integrated into the financial marketplace.  A competitive, liquid futures market is one key element to the integration.

Don’t pop the champagne corks just yet- While the good news is that two of the world’s largest futures markets have decided that ethanol has very good potential for a successful futures contract, the fact is that the majority of newly launched futures contracts fail.  Failure can occur for any of a number of reasons including;

         1)      Lack of acceptance by the industry and financial community

         2)      Poor timing

         3)      A regulatory environment that is hostile, or unaccommodating to competitive markets and the commodity being traded

         4)      Failure to provide a better hedging instrument than an existing contract – in this case, the gasoline futures contract

What to watch for – Success or failure of futures contracts occurs relatively quickly. While growth in trading volume is one indicator of success, of greater importance is open interest - the total number of options or futures contracts that are not closed or delivered on a particular day – outstanding contracts held for delivery.  For new contracts, it is essential that open interest grows steadily – even if slowly – in the early weeks and months of trading.

If the ethanol contract experiences even modest trading volumes early, and sees steady growth in open interest, it is a good indicator that the contract will succeed, and at least one path to the capital markets will be paved.

Let’s hope that the Chicago market analysts were correct, that traders see an opportunity in the new ethanol contract, and that industry provides critically needed participation in the ethanol futures marketplace.
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