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This paper has argued that Commodity Trading 
Firms do not pose systemic risks. In fact it can  
be argued that even quite serious recent events 
posing potential threats to physical trade have 
had little lasting effect on the global economy.  
In other words, the international trading system  
is highly resilient to shocks affecting individual 
countries or firms.

This section contains three case studies that aim 
to illustrate these points:

• The distress in the US cotton market that 
occurred in March 2008, when some cotton 
traders could not meet margin calls, but larger 
players in the market coped and marketing of 
US cotton continued as normal.

• The 2002 crisis in the US electricity market, 
when a number of merchant energy firms 
experienced financial distress, but losses were 
largely absorbed by equity investors, banks 
suffered immaterial losses, there were no 
derivative defaults and no significant effect on 
power supplies.

• The Fukushima earthquake and tsunami  
in March 2011: a major disruption to the 
logistical system in a major economic region 
had only small and temporary effects on  
the global economy. 
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ECONOMIC 
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Cotton merchants contract to purchase cotton from farmers 
before the crop is harvested, and sometimes before it is planted. 
This subjects the merchants to various risks, including the risk 
that farmers will default on their contractual obligations, and 
price risk. To manage price risk, traders sell futures contracts in 
quantities roughly equal to their forward purchases from farmers.

This contracting and hedging expose merchants to basis risk and 
funding risk. Traders must meet margin calls when futures prices 
rise, and they usually obtain credit from banks to secure the 
necessary liquidity. The loans are usually secured with the 
merchants’ contracts with farmers. Basis risk and funding risk 
interact: if the basis moves adversely at the same time prices 
rise, the margin calls are larger than the rise in the value of 
collateral, and the traders are at risk of having insufficient credit 
to meet variation margin obligations. 

This occurred in early-March 2008. On 3 March, 2008, the price 
of cotton futures rose by about 11 cents/pound, or about 15 
percent. Moreover, the basis, which was normally approximately 
-6 cents/pound, fell to -25 cents/pound. Merchants needed to 
meet large margin calls. The large move in the basis meant that 
the value of the collateral did not increase commensurately to 
the size of the margin call, which made it difficult for the 
merchants to obtain the necessary funding. Some reduced their 
futures positions, and some faced financial distress.

One trader, the US subsidiary of venerable Paul Reinhart AG, 
faced a margin call of $100 million. It was unable to meet its 
obligations to its lenders, and was forced to restructure its loans: 
the lenders demanded, and obtained, greater control over the 
firm’s operations. Reinhart actively sought takeover offers. Other 
cotton merchants, including Weil Brothers and Dunavent, were 
financially stressed as a result of the extreme adverse move in 
the basis. 1

Reinhart eventually declared bankruptcy in October, 2008. 2 Weil 
Brothers decided the cotton market was too risky and exited in 

2010. Dunavent was sold to the largest US merchant, Allenberg 
Cotton. The largest merchants, including Allenberg (a subsidiary 
of Louis Dreyfus) and Cargill continued to operate unhindered 
during this episode. 

These events illustrate several points.

First, they show a specific kind of market price movement–a 
large, rapid, adverse movement in the basis–that can put trading 
firms under financial stress. The rapidity of the movement is 
important. The basis moved more, but over a longer period, in 
May-July 2011, without causing similar dislocations. 

Second, they demonstrate the importance of liquidity/funding 
risk, and the interaction between basis risk and funding risk. 

Third, specialized, medium-sized trading firms suffered financial 
distress, but larger, more diversified trading firms (such as Cargill 
and Olam) did not. As another example, the large diversified 
merchants suffered large losses due to large adverse moves in 
the basis in 2011 (Glencore lost as much as $300 million, and 
Noble’s losses were reported to be around $200 million), but 
these losses did not threaten their financial viability. 3 
Diversification allowed these large firms to weather a dislocation 
in one of the many commodities that they traded.

Fourth, US cotton was marketed normally despite the financial 
distress of major merchants, although some farmers were harmed 
by Reinhart’s bankruptcy. These farmer losses were as largely 
the result of what the bankruptcy court ruled to be Reinhart’s 
banks’ “inequitable conduct” in exploiting the company’s weak 
financial condition.

CASE STUDY 1 

DISTRESS IN THE  
COTTON MARKET, MARCH 2008
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1 See Colin A. Carter and Joseph P. Janzen, The 2008 Cotton Price Spike and 
Extraordinary Hedging Costs (2009) for an extended analysis of this episode.

2 Reinhart fell victim to the opportunistic actions of its lenders. These lenders, 
including Wells Fargo and Bank of America, extended credit to Reinhart to 
permit Reinhart to re-establish its short hedges. The banks demanded that 
Reinhart pledge its contracts with farmers as collateral, but crucially forbid 
Reinhart from performing on these contracts without the banks’ permission. 
Further, the banks swept Reinhart’s futures brokerage accounts and removed 
all variation margin inflows as prices fell: banks obtained approximately $180 
million dollars in this way. Prices declined to below 50 cents/pound by 
October. Reinhart was unable to perform on its contracts with farmers, and 
was forced to declare bankruptcy. The bankruptcy court deemed the banks’ 
conduct to be inequitable, and subordinated their claims. In re Paul Reinhart 
Inc., Case No. 08-35283-HDH-11, JOINT DISCLOSURE STATEMENT 
PURSUANT TO 11 U.S.C. § 1125 IN SUPPORT OF DEBTOR’S AND OFFICIAL 
UNSECURED CREDITORS’ COMMITTEE’S JOINT PLAN OF LIQUIDATION 
UNDER CHAPTER 11 OF THE UNITED STATES BANKRUPTCY CODE. 

 3 Javier Blas and Kevin Brown, Noble boss quits on first loss in 14 years, 
Financial Times, November 10, 2011. The company attributed the loss to 
cotton market activities. Its stock price fell 27 percent when the loss was 
announced.
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CASE STUDY 2

US MERCHANT ENERGY MELTDOWN, 
APRIL – MAY 2002

After the deregulation of US natural gas markets (in the 1980s 
and early-1990s) and US power markets (in the 1990s) a new 
type of firm emerged: the energy merchant. Unlike traditional 
utilities that sold gas and power at regulated rates in a geographic 
service territory, energy merchants bought and sold gas and 
power at market prices. These firms evolved rapidly in the 1990s. 
They provided a variety of goods and services, including purchasing 
gas upstream, and supplying it to downstream customers under 
a variety of contracts. They also sold power at market-based 
rates. Further, they provided “risk management” services, 
effectively permitting their customers to manage the price and 
volume risks incidental to gas and power. 

These firms were analogous in many ways to commodity trading 
firms in terms of the services they provided, but differed in some 
ways. For instance, merchant energy firms were somewhat more 
fixed-asset intensive (“asset heavy”) than traditional commodity 
traders. Energy merchant assets included midstream investments 
(e.g., gas pipelines) and downstream assets (e.g., power plants). 

In their peak year, 2001, the ratio of fixed to total assets for 7 
leading energy merchants ranged from .3 (Aquila) to .8 (AES). By 
comparison, in 2012, for the most asset heavy traditional 
commodity traders, this ratio ranged from .23 to .44. Moreover, 
the energy merchants were somewhat more leveraged than asset-
heavy commodity trading firms. The ratio of book value of equity 
to total assets for the energy merchants in 2001 ranged from 
.13 (Calpine) to .36 (AES), with most of the firms having ratios 
below .2. In contrast, in 2012 for asset-heavy commodity traders, 
this ratio ranged from .25 to .42. 

Similar to commodity traders, one of the major risks faced by 
energy merchants was spread risk, the most important of which 
was “spark spread risk.” The spark spread is the difference between 
the price of power and the cost of the fuel (e.g., natural gas) 
required to generate it. Spark spreads were robust in 2000 and 
2001, especially in California, and energy merchants earned large 

profits. In late 2001, however, the industry’s fortunes changed 
dramatically. Due to the post-9/11 weakening of the American 
economy, the easing of extraordinary market conditions in 
California, and the completion of large amounts of new generating 
capacity, spark spreads declined sharply, and merchant energy 
firm profits plunged. 

As a result, the merchant energy sector in the United States 
underwent a crisis in 2002. 1 From 25 April, 2002 through the 
end of May of that year, the equity values of a portfolio of large 
energy merchants declined by approximately 91 percent. Bond 
prices also fell substantially. The credit rating of every energy 
merchant firm was downgraded. Many firms exited the business, 
and one prominent firm (Mirant) declared bankruptcy.

Although merchant energy firms were devastated by the collapse 
in 2002, it is important to note that (1) there were no knock-on/
contagion effects with financial institutions, and (2) there were 
no pronounced disruptions in the delivery of physical energy. 
This was despite the fact that merchant energy firms tended to 
be relatively highly leveraged, and also had created a variety of 
shadow banking-like liabilities. 2 

The losses in the sector were substantial: the loss in equity market 
capitalization was approximately $100 billion, and in addition 
there were substantial losses on the debt of these corporations. 
But these losses were borne primarily by real money investors 
rather than leveraged and systemically important financial 
institutions, and the losses suffered by banks were too small to 
have any material impact on their financial position: indeed, some 
large banks benefited by purchasing assets and contracts from 
distressed merchant energy firms at favorable prices. There were 
no major derivatives defaults. 

In sum, during and after the collapse, assets and contracts 
were repriced, and either transferred to solvent owners capable 
of operating the assets and performing on contracts, or 
operated/performed on by restructured energy merchant 
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firms. Indeed, firms outside the energy sector acquired some 
assets and contracts; large financial institutions, including 
some SIFIs, took over portions of merchant energy firm’s 
activities. This illustrates that substitutability operates on an 
economically meaningful time scale in commodities, and that 
in assessing the degree of substitutability, it is necessary to 
consider firms (most notably large financial institutions) 
outside the specific commodity trading sector under 
consideration. 3 Thus, a large financial disruption to an 
important group of firms in the commodity transformation 
business need not result in a pronounced disruption in the 
flow of commodities from producers to consumers.

This episode also sharply contradicts recent assertions that by 
becoming more fixed-asset intensive (itself a dubious assertion), 
commodity trading firms have become “too physical-to-fail.” 4 
No energy merchant was bailed out by the US government or 
any state government. No financial institution received 
government assistance to address losses suffered as a result of 
the energy merchant meltdown. The companies restructured 
their debt, and sold assets and contracts to financially sound 
entities. The assets continued to operate, and deliveries continued 
to be made under the contracts, making it unnecessary for 
governments to intervene to ensure the continued flow of gas 
and power from producers to consumers. 

1 The crisis in the sector is sometimes associated with the demise of Enron, 
which declared bankruptcy in December 2001. However, Enron’s collapse was 
not attributable to its energy merchant operations, which appear to have been 
profitable. Other, non-energy, ventures (e.g., bandwidth) proved to be 
loss-makers, and much of the company’s fraudulent financial engineering was 
intended to paper over these losses. The merchant sector as a whole 
experienced only modest stock price declines in the immediate aftermath of 
Enron. The crisis occurred began over four months after the bankruptcy.

2 For instance, Enron and Dynegy used prepaid swap structures and special 
purpose entities. Indeed, an announcement that the SEC was investigating the 
accounting of one of Dynegy’s prepaid swap and SPE structures initiated the 
collapse of merchant energy stock prices. 

 3 As another example, a hedge fund (Citadel) and a bank (J.P. Morgan) acquired 

the portfolio of the hedge fund Amaranth after it suffered large trading losses. 
Similarly, the assets and contracts of failed energy trading firm the SEM 
Group, were acquired by financial institutions, most notably Barclays. (The 
terms of this acquisition are currently the subject of litigation.) In this regard, 
it should be noted that restrictions on the ability of commercial banks to 
participate in commodity markets reduces substitutability and thereby 
increases commodity market specific risk, and potentially systemic risk as 
well. Restrictions on bank participation in commodity markets, which are 
currently being considered by the Federal reserve, create the risk of limiting 
such remedies in the future.

 4 Diego Valiante, Price Formation in Commodities Markets: Financialisation and 
Beyond, CEPS Task Force Report (2013). 
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CASE STUDY 3

THE FUKUSHIMA  
EARTHQUAKE AND TSUNAMI, 
MARCH 2011

As noted throughout, one of the primary functions of commodity 
trading firms is to make transformations in space and time–
logistical transformations. Although the analysis of substitutability 
in the main text suggests that financial distress does not materially 
reduce transformation capacity, even if the assets utilized by a 
distressed trading firm to make these transformations are not 
redeployed immediately, the impact on the broader economy 
will almost certainly be minor. 

Recent experience demonstrates that even a major disruption 
of the logistical system in a major economic region does not 
cause an appreciable decline in the world economy. Specifically, 
the Japanese earthquake and tsunami in 2011 wreaked massive 
havoc on the single most important trading region in the world, 
but this had only very small effects on the world economy. 

A report prepared under the authority of the Directorate General 
of the Treasury of France concluded that:

Japan is a key player in global production chains, particularly in 
high-technology sectors. Japanese firms account for over 70% of 
global production in at least 30 technological sectors… The triple 
disaster, which led to a nearly 8% reduction in Japanese products 
exports in Q2, also caused disruptions to global supply in some 
sectors, particularly in electronics and the automotive industry. 

Japan also plays a key role in Asian trade where production chains 
are highly integrated. Schematically, Japan supplies sophisticated 
intermediate goods to and buys final goods from its Asian 
partners including China, the pivot of the new international 
division of labor, which performs assembly and transformation 
of the semi-finished products. Given the network structure of 
production processes, a shock affecting an upstream producer 
can cause strong fluctuations in the economy as a whole, through 
cascade effects from one firm to another. 1 

Nonetheless, the French Treasury concluded that the effect of 
the catastrophe on aggregate output was small, even in Asia. It 

estimates that the effect was .1 point of GDP in China and .2 
percentage points for other “Asian dragons” in Q2 2011. 
Furthermore, it concluded that “the impact is very low” in Europe 
and the US. Furthermore, it found that “virtually zero” impact 
for the full year 2011, because of the “restoration of both Japanese 
production capacity and global supply chains.”

The IMF Japan Spillover Report also found that the effects of the 
earthquake were modest (outside of the automobile industry) 
and short lived (even in the auto sector). 2 

The Japanese natural disaster caused the destruction of production 
capacity. The affected capacity was an essential element of a 
complex supply chain in high value-added industries. Even so, 
the spillover effects of this destruction were small and fleeting. 
This demonstrates the resilience of economic activity to the 
disruption of trade. 

The financial distress of a trading firm would not result in the 
destruction of any productive assets (although it could impede 
the efficiency of their use); the assets would be available to be 
redeployed, or operated by those who control the distressed firm. 
No single firm, or even multiple firms, is as critical in the global 
supply chain for large, high-value added industries (such as autos 
and electronics) as the Japanese companies affected by the 
earthquake and tsunami. Thus, the effects on the broader 
economy of the financial distress of a large commodity trading 
firm, or even multiple firms, would almost certainly be smaller, 
and shorter lived, than the small effects of these natural disasters.

1 The impact of Japan’s earthquake on the global economy. Tresor-Economics 
Report No. 100 (2012).

2 International Monetary Fund: Japan Spillover Report for the Article IV 
Consultation and Selected Issues (2012).

Section V



8

Section V


