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Commodities are the lifeblood in the veins of the
global economy and are of commensurate

strategic importance. No wonder, then, that

WELCOME /

increasingly scarce natural resources
have become an ever-growing political issue in

recent years.
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WELCOME TO SWITZERLAND, THE COMMODITIES
CAROUSEL: “WARNING: RISK OF DIZZINESS!”

Geneva, Grand Hotel Kempinski, end of March 2011. While the world
stares spellbound at the slow-motion reactor catastrophe at the Fukushima
nuclear power plant, the commodities business meets for its annual ren-
dezvous, the “Trading Forum”, on the shores of beautiful Lake Geneva.
In his talk, oil trader and Mercuria co-owner Daniel Jaeggi responds to
the burning issue and reflects on what a global nuclear phase-out might
well yield for him and the others present. Although only five percent of
the world’s energy comes from nuclear power, that nevertheless corre-
sponds to 610 million tons of oil annually, or 15 percent of global output.
“I just leave you with that thought,” Jaeggi closes with a smile.

Where others see only disaster, the commodities trader sees an “op-
portunity”, his chance for new, large and, above all, profitable business.
Successful “opportunity hunters” have transformed Switzerland into a
centre for commodity traders and made it a world leader, and all in just
a few decades. As one of the very few top traders who is actually Swiss,
Jaeggi is also the exception that proves the rule. Almost without excep-
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tion — for managers as well as companies - it has been incomers who have
made small, landlocked Switzerland into the largest global “commod-
ities hub”.

Yet this amazing success story is based on something deep-rooted in
the Swiss character, namely political opportunism. Systematic standing
on the sidelines, looking away and not wanting to know: cloaked as “neu-
trality”, abstention from UN-membership until 2002 brought Swiss-
based businesses any number of questionable, but all the more lucrative,
business opportunities. The rise in the commodity trading centres of
Zug and Geneva was also facilitated by their exceedingly moderate tax
regimes and a societal tendency towards a great deal of confidentiality
and little regulation and control. In short, Switzerland as a commodities
hub was by no means planned, but even so it is more than mere coin-
cidence.

The commodities market in Switzerland is large — astronomically
large. And it has grown explosively: between 1998 and 2010, net receipts
in this sector increased fifteen-fold. According to the trade newspaper
Handelszeitung, the 12 largest companies in Switzerland include five
commodity businesses (according to research by Berne Declaration,
there are in fact seven). Despite its significance and hazardous nature,
virtually nothing is known about this secretive business, which in 2008
contributed roughly as much to the GDP as the traditional mechanical
engineering sector. And in this regard, even the initial flotation of indus-
try leader Glencore in May 2011, confirmed as a “watershed moment for
the entire commodities industry” (Financial Times), will probably not
change anything. This book is therefore a pioneer work and attempts to
capture the fast-turning Swiss commodities carousel between two book
covers.

Commodities are the lifeblood in the veins of the global economy and
are of commensurate strategic importance. Nowonder, then, thatincreas-
ingly scarce natural resources have become an ever-growing political is-
sue in recent years. Keywords are oil price boom, the food crisis, evic-
tions, security of supply, price speculation, CO, emissions, land theft,
and tussles around the Arctic. Given such a diversity of topics already,
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there are some that we do not cover in the next 400 pages. For example,
the commodities that are consumed by industry and private individuals
within Switzerland itself. In comparison with the transit trade — the busi-
ness of the Swiss commodity traders - in which the goods never arrive in
Switzerland at all, domestic consumption is entirely insignificant. It’s not
about famous brands such as Nestlé, Shell or Starbucks, either. They are
involved in commodity trading, but are primarily major customers of the
real traders and are therefore not included. And the controversial ques-
tion of how a country today ensures politically that it obtains all the raw
materials that its economy and people need is also not answered here.

The subject of this book is rather all Swiss companies (including the
“corporate immigrants” with their central operations in Switzerland)
that are active in either commodity trading (Mercuria, for example), the
extraction of raw materials (Xstrata, for example) or both (Glencore, for
example). We have analysed all the main commodity groups: energy
sources (especially crude oil and its derivatives), ores and metals, and
agricultural products (“soft commodities”). The world’s largest inde-
pendent oil trader Vitol operates out of Geneva, Glencore in Zug is the
dominant raw-materials colossus, with its main focus on ores and metals,
and the four most important agricultural trading firms all have promi-
nent trading offices in Switzerland.

Ourfocusisnecessarilyonsuchindustry leaders. Dueto limited space,
the niche players, who are encountered mainly around Lake Geneva,
but occasionally also in other cantons, are mentioned only in passing.
To really bring light into the darkness of the “black box” of commodity
trading, we examine its wider contexts and general business practices
across the companies. From its historical origins, and continuing via the
complex tax tricks and speculative instruments to some specific places of
action (and consequences), we show everything that is important for an
understanding of this multi-layered commercial sector.

What has motivated us to undertake this research project is a funda-
mental contradiction. Indeed, it is a development-policy truism but this
makes it no less pressing: resource-rich countries are and often remain
very poor — not despite, but precisely because of, their natural resources.

20 | Commodities

A prime example of this “resource curse” is the Congo, and Zambia is
another. We report from both countries. Nevertheless, this book is not
a chronicle of the global scandals of the Swiss commodity traders. How
s0? Because our main interest is in the other side - our side - of this
“accursed” equation. Here, the same commodities are making some trad-
ing businesses and their owners rich beyond measure. The managers of
Glencore roughly tripled their wealth at a stroke by bringing their com-
pany to the stock exchange in 2011. The widespread poverty of entire
countries and the wealth of some top traders are directly linked. This
book shows how this is so.

On the whole, the “commodites business” as practised in Switzer-
land today is dangerous for all countries in the southern hemisphere that
are blessed with natural resources but at the same time suffer from weak
or corrupt governments. And absolutely so for those men, women and
children who live in the dirt and dust of the mines and production facil-
ities. Mining, crude-oil production and large-scale industrial farming
harm the living conditions of millions of people by using land and pol-
luting water supplies and the air.

But the trading companies’ business model, which frequently ex-
ploits grey areas, is also dangerous for Switzerland. Corruption, aggres-
sive tax avoidance, speculation mania and human-rights violations pose
enormous risks for reputations and, following the case of bank secrecy,
are “our next exposed flank” (Tages-Anzeiger). Switzerland is not only
a tax haven, but also lacks transparency and regulation — and it attracts
commodity trading as a dunghill attracts flies. The commaodity busi-
nesses between Lake Zug and Lake Geneva still enjoy free rein, but some
countries such as Bolivia are defending themselves and demanding fairer
commaodity prices, the United States is imposing a duty of transparency
on the commodity businesses, and the EU wants to reduce foodstuffs
speculation. But the world will not simply remain a spectator at this so-
called “locational advantage” swindle forever.

“Improved accountability and control [of the commodity businesses]
could potentially change living conditions, economies and political sys-
tems around the world,” says the investors’ guru George Soros. And Eva
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Joly, the MEP and courageous campaigner against white-collar crime, is
convinced that in 20 years’ time humanity will classify the current distri-
bution of wealth in the commodities business in much the same way that
we regard slavery today. We therefore share the motto of U.S. Federal
Judge Louis Brandeis, who acted against corruption and bank power 100
years ago and knew even then that “sunlight is the best disinfectant”. So
if this book lets some sunlight onto the Swiss commodities hub, it will
have achieved its goal.
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Inth_e words of a Geneva-based oil trader:
“My job is to bring physical goods from

a place where the people don’t need them to
a place where they are needed.”

However, like many of his colleagues, he is

\ &

confusing need with spending power.
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NATURE AND IMPORTANCE OF COMMODITIES
IN WORLD TRADE

We cannot function without commodities. The natural resources of our
planet are the material basis of our economies and societies: they fuel
prosperity and growth. And we are consuming and in need of more and
more: more commodities have been consumed since World War Il than
in the entire history of mankind.!

These fuels of our civilisation often come from developing countries:
59 percent of the metals and ores (as much as 71 percent of the copper),
63 percent of the coal and 64 percent of the crude oil.? And increasingly
they come from politically unstable countries, as shown in Fic.1. These
are states which have no effective environmental or social legislation and
are often shaped by war and conflict. The lives and health of the people
who live around the mines, quarries and production facilities are thus
exposed to great danger.
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ORIGINS OF RAW MATERIALS IN TERMS OF POLITICAL STABILITY
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TYPES OF COMMODITIES AT A GLANCE: WHAT ARE THEY,
WHAT ARE THEY FOR AND WHAT DO THEY COST?

So that they can be exchanged easily, heavily traded raw materials
are standardised in quality, after which they are referred to as com-
modities. Commaodities are usually divided into three categories. Fu-
els, ores and metals (also known as “mineral commodities”), and ag-
ricultural goods (“soft commodities”). Fuels are an uncomplicated
category, comprising mainly crude oil, natural gas and coal. Mineral
commodities are much more diverse, dominated by the metallic raw
materials such as iron, non-ferrous metals such as zinc, and precious
metals. Finally, there is the agricultural sector, including a wealth of
foodstuffs such as grains, ingredients for drinks (e.g. coffee and cocoa),
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versatile materials such as sugar and oil, and fibres for textile produc-
tion TaB.1. In the trade the term “commodities” is used rather loosely.
On all the markets there are materials which, strictly speaking, are

TAB. 1

THE UNIVERSE OF THE MOST IMPORTANT COMMODITIES

Renewable
commodities

Non-renewable commodities

Energy Mineral commodities
commodities

- Metal commodities

Crude oil Non-ferrous metals: Gemstones Grains:
e.g. aluminium e. g. wheat,

Agricultural
commodities

Non-metal mineral
commodities

(alumina), lead, maize, rice
cobalt, copper, nickel,

zinc, tin, rare earths

NEWEURES Industrial metals: Vegetable fats
e. g. salt,
gypsum,
phosphate

Coal Precious metals: Coffee, cocoa,
(bituminous coal, e. g. gold, silver, sugar
lignite) platinum, palladium

Radioactive metals: Cotton
€. g. uranium

Source: Compiled by authors

already intermediate products. As far as metals are concerned, aggre-
gates (ores, e.g. bauxite) and the intermediate products obtained from
them (alumina) and lastly the pure products (aluminium) are all traded as
“commodities”. Besides iron, the metals which are especially important
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TAB. 2

MAJOR INDUSTRIAL METALS AND THEIR USE

Properties/use

Aluminium Most common metallic
element in the earth’s crust,
light, and robust. Used in
vehicles (air, road, rail), in
construction, for consumer
goods and packaging

Cobalt Used as a steel alloy, in heat-
resistant paints and pigments,
for paints and varnishes, as a
catalyst, in batteries and as a
trace element in steel alloys
in medicine and farming

Copper Good conductor of electricity,
used in cables, electric coils
and connectors, also in coins

Nickel Hard yet malleable, used in
stainless steel production

Zinc Low melting point, used
to prevent iron and steel
products from corroding and
in casting moulds in heavy
industry

Tin Soft and light to process,
used in the electronics indus-
try and for coatings in cans of
tinned food

Main countries
of origin

China, Russia,
Canada,
Australia

Democratic
Republic of
Congo, Zambia,
Australia,
Canada

Chile, USA,
Peru, Australia

Russia,
Canada,
Indonesia,
Australia

China, Australia,
Peru, USA

China,
Indonesia, Peru,
Bolivia

Main consu-
ming countries

China, USA,
Japan,
Germany

China, USA,
Japan,
Germany

China, USA,
Germany, Japan

China, Japan,
USA, Germany

China, USA,
Japan,
Germany

China, USA,
Japan,
Germany

Source: Compiled by authors
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to industry (industrial metals) include many non-ferrous metals. Tas.2.
Since Switzerland does not play a major role in the trade in rare earths,
which are tal to the electronics industry, these are ignored here.

Be it cotton or lead, all these very different commodities have one
thing in common: since the turn of the century they have shot up in price.
This fact alone explains why commaodities are such a relevant and con-
troversial issue today. Although prices dipped sharply in 2008 following
the financial crisis, metals and agricultural goods have long since sur-
passed their previous highs ric. 2.

COMMODITIES TRADING: A LUCRATIVE NECESSITY

Whereas some parts of the earth are rich in mineral deposits, others
are almost entirely dependent on imports. A good example illustrating
just how much the distribution of commodities and their consumption
differ worldwide is crude oil. In 2010 every human being in the world
consumed five barrels of oil on average ric.3. Whereas the Middle East
can produce 43 barrels per person per year, thereby generating huge sur-
pluses, in Asia merely one barrel per capita is extracted from the ground
at present. Trading redresses the necessary global balance.

It is this function that gives commodities trading its public identi-
ty. Or, as Daniel Jaeggi, Vice President and Head of Global Trading of
Geneva-based oil trader Mercuria, puts it: “My job is to bring physical
goods from a place where the people don’t need them to a place where
they are needed.”® However, like many of his colleagues, he is confusing
need with spending power. It can hardly be due to a lack of need that in
Africa only one out of the (modest) four barrels of oil produced per capita
is actually consumed, and the rest have to be sold. By way of comparison:
the average woman in North America consumes her 14 of these produced
barrels herself and then buys eight more from other countries (among
them Africa).
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Index (base) g in 2005

PRICE FLUCTUATIONS BY COMMODITY GROUPS 2000-2011

L] Energy
W vetals
L] Agricultural*

*Grains, vegetable oils, sugar, fruit, coffee, tea, cotton

Source: IMF Primary Commodity Prices

CRUDE OIL PRODUCTION AND CONSUMPTION PER CAPITA
BY REGION IN 2010

[ Additional import*

[ ] Domestic production/exported*

[ | Domestic production/domestic consumption*

MIDDLE EAST ASIA & AFRICA EUROPE
OCEANIA

CENTRAL & RUSSIA & NORTH AMERICA
SOUTH AMERICA CENTRAL ASIA

*Per capita (barrel/year)

Source: UN DES; U.S. Energy Information Administration
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Although some of the commodities are consumed directly in their
countries of origin, that a sizeable share invariably reaches the global
market is beyond question. And nowadays this is dominated by so-called
“Commodity Trading”: Commodities make up around a quarter of total
world trade volume Fic. 4.

Of still greater significance than the value of commaodities in world
trade terms is their importance in weight. Commodities are obviously
much cheaper per ton than finished products. Since 80 to 90 percent of
world trade takes place at sea, the statistics for international maritime
cargo transport afford interesting insights.* About 70 percent of the
ships carry commodities. These carriers can include oil tankers and bulk
vessels with metals, coal or wheat on board ric_s. In contrast the variety
of sea containers which are mainly used to transport end products and
symbolise global world trade account for a mere 14 percent of world trade
in terms of weight. So when it comes to the transport of bulk materials,
commodities trading actually accounts for roughly two-thirds of world
trade.

“Oil is king”: In terms of its value “black gold” accounts for almost
exactly half of all commodity exports. Taking oil, natural gas and coal
together, the share of fuels in total commodity exports is just short of 60
percent Fic.6. The remainder are exports of mineral (20%) and agricul-
tural commodities (20%).
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SHARE OF COMMODITIES TRADING IN WORLD TRADE IN 2009
(MONETARY)

.. Machinery and vehicles
.. Chemical products

.. Various products

.. Commodities

.. Energy
.. Metals
.. Agricultural products

Source: Authors’ illustration; UNCTAD 2010b (World trade exports)

SHARE OF COMMODITIES TRADING IN WORLD TRADE IN 2009
(WEIGHT)

Refers to ocean freight (80 to 90% of world trade) ..}. Various bulk materials
. Containers
.. General cargo, ro-ro
.. Total commaodities

20 % ... Crude oil

11 %.... Crude oil products
8 %.... Natural gas (LNG)*
9%..,.Coal

11 %.... Iron ore
3 %..l. Metals and minerals
1 %.... Bauxite/alumina
4%..,.Grain
3 %.... Additional agricultural

commodities

*Includes an additional 0.46 million tons transported via pipelines (BP 2010)

Source: UNCTAD 2010a
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FIG. 6 “LITTLE BIG SWITZERLAND” TOPS THE TABLE.
COMMODITIES MARKET BY SHARE
(MONETARY SHARE IN WORLD EXPORTS) Given their global dominance it is hardly surprising that fossil fuels
also monopolise the Swiss commodities trading hub. Tag.3 gives an over-
view of the commodities traded between Geneva and Lake Constance
and the major companies which this book will examine in detail.

TAB. 3

MARKETS OF THE MAJOR SWISS COMMODITY COMPANIES

Company Energy Mineral Agricultural
Commodities Commodities Commodities

\ron ore

Gemstones

Vegetable

fats

Glencore
Trafigura
Xstrata
Vitol

Mercuria

(2]

©
H—] (=)
(@] f—
) E
B =
=4 <
O =z

Gunvor

Litasco

ADM

Bunge

Cargill

Dreyfus

Company's core business
Company's secondary business

*Includes fruit and vegetables, which

: - Source: Compiled by authors; company publications
are not standardised commodities P 4 panyp

e e e S Important commodity trading hubs are located in Asia, Europe and
North America ric.7. The marketplace Amsterdam has Europe’s largest
port, Rotterdam, at its disposal, Houston has huge oil refineries and tank
farms, Chicago and Hong Kong have important commodity exchanges.
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FIG. 7

Switzerland, on the other hand, has nothing that would predestine this
small, landlocked country to become a trade centre, but has nevertheless
developed into one of the main hubs of the commodities business. The
Canton of Zug has traditionally been important. Key players are also lo-
cated in the Cantons of Zurich and Lucerne. But the most dynamic area
at the moment is clearly Geneva, which leads the league of global com-
modity hubs.

GLOBAL COMMODITY HUBS

Source: Ernst & Young 2007

According to GTSA, the industry organisation Geneva Trading and
Shipping Association crHap.11, Geneva has not only replaced London as
the most important oil trading city, but in grain and coffee trading the in-
dustry heavyweights are also now located on the shores of Lake Geneva
cHAP. 12. Fic. 8 sShows the shares of trade transacted here.

To what extent these GTSA figures are for lobbying and location-
marketing purposes or are based on sound data, is difficult to assess.
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MARKET SHARES OF THE GENEVA-BASED COMMODITY TRADERS

CRUDE OIL GRAINS, OIL SEEDS

.. Lake Geneva region 4. Lake Geneva region

. London .}. Singapore

|.. New York, Houston 4. The rest of Europe

|. Singapore .. North and South America
. Others .. Others

COFFEE SUGAR

N

50 %.... Lake Geneva region
10 % ... Zurich/Winterthur .}. London
20 % .. Paris
5%.|. Si ... North and South America
5%... New York
10 % ... Others

4. Lake Geneva region

Source: GTSA®

The other commodity arenas, especially Zug, are not even included here.
Particularly in the case of metals and coal, they provide significant mar-
ket shares for Swiss traders.
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SMART MODEL: TRANSIT TRADE WITHOUT
TRANSIT TRAFFIC

One thing is certain: the commodities trading handled by Switzer-
land far outstrips Swiss domestic consumption. For example, if the
recorded annual trade volume of oil were to remain within its borders,
national consumption would be covered for the next 75 years. And even if
all the lorries on the Gotthard route were only transporting oil, only five
percent of the oil traded here in Switzerland could be brought over the
Alps. No wonder, then, that the business known as transit trade has been
practised for a very long time. Contracts may be concluded, deliveries
scheduled and ships chartered from Swiss offices, but the actual goods -
except in the special case of gold cHapr.9 — never touch Swiss soil. From an
African mine, for example, the raw materials are dispatched via land and
sea routes directly into a European smelter.

In this way, the flow of goods conveniently eludes the official statis-
tics of the Federal Customs Administration - one reason for the noto-
rious lack of transparency in the business. And yet data can be retrieved
by another route because the Swiss National Bank (SNB) measures the
transit trade as an export of services. Transit trade is defined as all trans-
actions in which Swiss companies buy goods abroad and then sell them
directly and unaltered to customers abroad (so crude oil that is refined
before it is sold on is not recorded). For the most part (up to 94 percent
in 2009) Swiss transit trade is commodities trade.®

The SNB»s data may not provide a complete and accurate picture,
but they do give a good approximation. And this brings something aston-
ishing to light: illustrated in a graph, Swiss transit trade since 1998
shows a steep upward curve. The SNB also puts this almost exponential
increase down primarily to the influx of commodities trading compa-
nies. In addition, the already established businesses have grown mas-
sively. Previously ignored for the most part, these data verify the huge
growth of the commodities trading business in Switzerland ric. 9.
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GROWTH IN TRANSIT TRADE, 1950 TO 2010
(NET RECEIPTS*)

100%)

CHF billions (Price index 2009

OFRPNWAUITON®O

*Net receipts = gross receipts - gross expenditure

Source: SNB

SHARES BY COMMODITY GROUP IN THE TRANSIT TRADE IN 2009
(GROSS RECEIPTS)

|. Fuels

. Stones and earths, metals

|. Agricultural and forestry products
. Non-commodities

Source: SNB

Big Picture | 39



The information provided by the National Bank also sheds light on
the areas where these companies make their sales Fic.10.” The energy sec-
tor is by far the strongest player. Its proportion in Switzerland is even
slightly larger than in the whole of world trade.

Another word on economic relevance: in 2008 commodities trading
contributed roughly the same amount to the gross domestic product
(GDP) as the engineering industry, namely around two percent. But the
latter employed about 95,000 people, while the figure was probably not
even a tenth of that in the commodities trading sector. Since then com-
modities trading has continued to increase and by 2010 was already con-
tributing three percent to GDP. The business thus employs relatively few
people, butin return per capita sales are all the higher. The reason for the
latter is that this business has traditionally made relatively low gross mar-
gins of just a few percent, achieving its high profits mainly through enor-
mous volumes. This is reflected in the sales: for the whole industry in
2009 these were 480 hillion Swiss Francs just for transit trade.® To this
has to be added the transactions not captured in the SNB statistics. In
media reports for the Geneva region annual sales of 700 to 800 billion are
quoted.® In terms of the global commodities trade, a gigantic business of
3,000 billion Swiss Francs, the companies operating in Switzerland thus
have a share of at least 15 to 25 percent with a fast-rising trend.
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INTERIM CONCLUSION

Mankind is consuming more and more resources, most of which are
traded internationally as commodities. Just how much commodities
trading dominates world trade is illustrated by the fact that one in four
dollars now changes hands there. And two out of every three cargo ships
now transport commodities. The revenues from this multi-billion busi-
ness more than trebled in value between 1998 and 2009, driven by rising
commodity prices.”® In Switzerland the market increased as much as fif-
teen-fold in the same period. Today the global arenas of this business are
located around Lake Geneva and Lake Zug - albeit behind closed doors.
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A trader enjoys telling the story of the unfortunate
long-distance truck drivers who painstakingly
transported a tanker full of Kazakh crude oil through
Afghanistan. When they set off oil prices were

at the peak of the price hike.

COMMODITY TRADING /

By the time they reached their destination a week later
the same barrels of oil were worth only half the

amount and their journey was a financial disaster.
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COMMODITY TRADING: TOOLS AND MECHANISMS

Commodities trading is a complex structure of interlocking processes
and interconnected players and encompasses very different phenomena.
A preliminary distinction can be made between domestic trade and world
trade Fic. 1. Taking crude oil as an example, total world trade volume cor-
responds to just under half of global output. In contrast, for coal it equals
only an eighth since China alone produces and consumes almost half.
However, if Shell Nigeria delivers oil to Shell Switzerland for example,
this counts as intra-group trade. According to expert estimates this type
of trading is extremely important. Governments also negotiate many
commodity deals between one another directly, although they do in-
volve export companies if necessary. Such deals include so-called “barter
trades”, based on an offsetting transaction or an exchange of goods, for
example oil for cashew nuts or armaments. This enables the contracting
parties basically to trade whatever they want, whatever benefits them.
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Quantitatively far more important is the “free commodities market”.
On this market commaodities can reach their end users in industry in two
ways: either they are sold on the commodity exchanges or they are “sold
directly” by acommodity trading company. This is the primary business
sphere of the trading companies operating in Switzerland and therefore
the focus of this book.

OVERVIEW: TYPES OF COMMODITY TRADING AND FOCUS OF THE BOOK
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Whatever route is used to bring commodities to their buyers and re-
gardless of whether it concerns a cargo of coffee, copper or crude oil,
physical commodities trading involves the transport of freight, usually
by ship. Hence, the trading companies are invariably also logistics com-
panies. Their core business involves buying a commodity, shipping it
from A to B and selling it at a higher price in order to cover their business
costs and make a profit.

Direct deals between commodity traders and industrial customers
comprise either deals with long-term purchase agreements, the tradi-
tional type of commodities trading, or deals on the spot market. The
term “spot” comes from the phrase “on the spot”. A spot market refers
to all the sales, which are made when prices are fluctuating rapidly and
which have short delivery deadlines. According to Platts, a renowned
data services provider on the commodities market, even today long-term
deals outnumber spot deals by nine to one. Estimates for the oil market
indicate a roughly 30 percent share for the spot market. For natural gas,
which is liquefied for sea transport, the figure is said to be 20 percent of
production volume.

BRENT CRUDE OIL AND CHICAGO PORK BELLIES:
PHYSICAL EXCHANGE TRADING

Another section of commodities trading takes place on the exchanges.
This is where major consumers and major producers buy for example
wheat, crude oil or aluminium direct or via financial intermediaries at
a price that is valid at the moment the transaction occurs at a certain
reference site. The three major trading centres for crude oil are the
NYMEX (New York Mercantile Exchange), the ICE Futures (Intercon-
tinental Exchange) in London and the market in Singapore where the
barrels (standard 159 litres barrels) from the region around Dubai are
traded. Each marketplace focuses on its own particular type of oil. Thus
so-called “Texas Light Sweet” is bought and sold on the NYMEX. The
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price of this standard type is set in Cushing, a small town in Oklahoma,
where most of the large US oil companies (oil majors) operate huge, in
terms of energy policy strategic, oil tank farms. On the other hand, what
is traditionally known as “Brent” crude oil from the North Sea is traded
on the ICE and “Dubai Light” in Singapore. The main players on all
these markets are the American majors, all operating through their trad-
ing arms and subsidiaries.

Other global commodity exchanges are the LME (London Metal Ex-
change) for metals, or the London Bullion Market for gold and silver. As
well as oil, metals are also traded on the NYMEX. Similarly, transac-
tions in gas, coal and electricity also take place on the ICE. Agricultural
products are traded on the EURONEXT in Europe. However, this sec-
tor is dominated by the Chicago Mercantile Exchange, which specialises
in grain on the one hand, but is also the place where all kinds of goods,
everything from concentrated orange juice to the legendary “pork bel-
lies”, are traded.

HEDGING VS. SPECULATION: PAPER TRADING
IN COMMODITIES

Over time these exchanges have developed into the material and mone-
tary heart chambers of the global circulatory system of commodities.
Hence the spot prices originating there are still regarded as reference
values although on today’s commodities exchanges (or specialised deriv-
atives exchanges) it is no longer physical trading but paper trading that
dominates in terms of value. According to estimates some 10 to 15 times
more “paper barrels” than “wet barrels” (physical oil) are traded on the
crude oil market. And in 2006 nickel was bought and sold thirty times
more often for paper money than for real money. The most important
instruments of paper trading are shown in 7as.1.
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TAB. 1

INSTRUMENTS OF PAPER TRADING

Derivatives

Commodity
Futures

Commodity
Future

Commodity
Forward

Traded Option

OTC Option

Derivatives are “derived” securities (from the Latin

“derivare”: to derive), whose price or value is determined by a
“base value”, for example a share price, interest rate or

even the price of a commodity. Derivatives can also be used to
bet on the probability of a state becoming bankrupt or a
company insolvent. Some derivatives are traded on the ex-
changes in standardised form and subject to certain rules.
Others, so-called OTC (Over-The-Counter) derivatives, are ex-
changed directly between specialised trading parties.

Not listed on an exchange, derivatives trading such as this is
highly opaque.

Paper trading in commodities usually involves commodity
futures — a sub-category of what are collectively known as deri-
vatives. A futures contract is a security whose owner undertakes
to sell goods of a specified quantity and quality at a later

date to a customer who in turn undertakes to pay for the goods
at a price fixed in advance (i.e. for a “fixed” date). There are

two types of futures: binding (the goods must be traded) and
conditional (the goods can be traded on the fixed date).

An exchange traded, binding futures contract. This type of
contract is based on a real base value (e.g. concentrated orange
juice), includes a specific, agreed volume (quantity) and

quality of goods (frozen, concentrated juice of Florida oranges)
and a fixed date and price. Yet, less than three percent of

the contracts agreed on the futures markets actually involves a
delivery of the goods; the majority are “settled”, i.e. the
difference between the initial futures price and the price actually
valid on the future date is paid.

Similar to a future but not traded on an exchange; instead the
contract is concluded directly between the two parties.

An exchange-traded, standardised, future. An option is the right
to purchase e.g. concentrated orange juice at an agreed price
on a given date. The owner of the option decides unilaterally
whether to exercise the option or not. Here too, exercising an
option usually involves paying cash.

Not listed on an exchange, this type of option is concluded
directly between two parties.

Source: Compiled by authors
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Futures are indispensable instruments, which commodity traders
use as safeguards against sharp price fluctuations. A trader from Vitol
enjoys telling the story of the unfortunate long-distance truck drivers
who painstakingly transported a tanker full of Kazakh crude oil through
Afghanistan. They set off in 2008 when oil prices were at the peak of
the price hike and the price of a barrel was 140 dollars. By the time they
reached their destination a week later, the same barrels of oil were worth
only half the amount and their journey was a financial disaster. If price
fluctuations of such magnitude befall an entire super tanker shipment, it
can mean bankruptcy for a smaller trading company. To minimise this
risk, traders carry out “hedge” transactions. “Hedging” means literally
encircling with a hedge (the term hedge funds has the same linguistic
roots, but hedge funds are something quite different, namely unregu-
lated investment funds). Hedging in order to safeguard prices means that
a trader makes a futures deal to offset the actual transaction. The trader
wins both ways, either on the real deal (for example if prices rise) or on
the futures deal (if prices fall). In this way the trader is trying to keep the
overall profit from both transactions within a certain range.

In the case of paper trading there are two groups of players, which
differ from one another in principle. On the one hand, there are the buy-
ers and sellers of physical commodities (“commercial actors™), whose
main aim is to use hedging as a safeguard against price fluctuations.
On the other, there are various financial players such as banks or hedge
funds (“non-commercial actors”), who are only interested in the profits
they can make by speculating on the commodity futures markets. In con-
ceptual terms, the distinction between these two sets of market partici-
pants is clear and simple. In practice, however, a future used as a hedge
is no different from a speculative future. What makes the difference is
solely the motivation of the players. Worse still, the transition from safe-
guarding to speculating is fluid. For example, Glencore writes about oil
deals being safeguarded by “paper transactions”, which might involve
some speculation (“taking increasing exposures”).! Be that as it may, one
thing is certain: a major part of commodity futures trading is pure finan-
cial speculation. Nor is there any disputing the fact that in recent years
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the structure of the commodity markets has changed dramatically under
the increased influence of the financial players. This transformation has
sparked off a heated debate on the effect of speculation on the volatility
of commodity prices cHap.13.

WE CANNOT FUNCTION WITHOUT (GENEVA-BASED) BANKS:
THE FINANCIERS IN COMMODITIES TRADING

The most important “commodity” the trading companies need for
their transactions is the money to finance them. Operations such as these
are capital-intensive in the extreme: a shipment of crude oil by tanker for
example requires raising tens or even hundreds of millions of dollars. If
the trading companies intend to finance their operations themselves, they
need large funds of their own and a great deal of liquidity. The largest
among them can obtain these funds on the capital market (issuing bonds),
directly from the banks via credit lines or by issuing shares.

In certain cases commodity traders can conclude individual trans-
actions through a third party. Financially strong buyers such as the six
crude-oil multinationals can finance the operations themselves as cus-
tomers. They do so by performing a role traditionally reserved for the
banks, that is, by providing traders, who take on the role of middlemen,
with credit lines. The traders then get the capital they require for the
actual transactions, without having to provide bank guarantees (open
accounts) — the standard scenario for deals with the oil majors.

However, in all other cases individual transactions require involving
the banks. As a rule, financial institutions grant these types of tempo-
rary loans in the form of documentary credits or letters of credit. A letter
of credit is a type of bank credit granted to a trader in exchange for a
lien against real goods ric.2. Normally, the quantity and quality of these
goods are confirmed in the delivery or transport documents, which are
usually issued by an inspection and certification company. The shipment
acts as the bank’s security - in effect, the bank becomes the temporary
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owner of the goods. On the due date of the transaction the trading com-
pany receives the money from the buyer, with which it repays the loan
plus interest.

Designing and using financing instruments for commodity deals,
above all transactions against letters of credit, has been a Geneva spe-
ciality for a long time crar.4. It is expertise like this that enabled the
trading region on the southern shores of the lake to develop in the first
place. And the “commodity trade finance” business continues to boom.
At Crédit Agricole, for example, the number of employees working in
this sector has doubled since 2005.% In 2009 the Geneva Cantonal Bank
announced a healthy 7% increase in its profits in this sector.® Yet such
credit dealings are not without risk. For example, in December 2010
a Geneva bank syndicate under the direction of industry leader BNP
Paribas lost 130 million dollars, which had been lent as credit to the
Lausanne subsidiary of the Russian trading company RIAS. The banks
believed they were guaranteed by several thousand tons of wheat in a
depot in southern Russia, but this proved to be a fallacy.* Thus the certi-
fication confirming the quality and quantity of the goods, which is used
as security in these types of transactions is crucial. The fact that the
world’s leading inspection and certification company, SGS, has its head-
quarters in Geneva, gives this marketplace another decisive advantage.
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CONCLUSION /

“If there are no regulations,

the law of the jungle rules.”



19/

WHAT NOW? CONCLUSIONS AND DEMANDS

Geneva, Rue du Rhéne, 5 July 2007: during their traditional “school
trip” the Swiss Government — all of them, under the expert leadership
of the then Federal President and former Geneva Finance Minister,
Micheline Calmy-Rey - pays the offices of the trading company Mercuria
a visit. Delighted, the Mercuria owners and directors sum up the state
visit in the following press release: “We thank the Swiss government for
creating and preserving an economic, political and legal environment
which allows companies like ours to develop and contribute to the com-
mon good.”

How would the public react then, if the entire US cabinet with Barack
Obamaat its head just popped into the investment bank, Goldman Sachs,
at 200 West Street in Lower Manhattan for a coffee? At first perhaps with
utter amazement, then, however, with a huge outcry. The fact that this
did not happen in Switzerland says something about the lack of a critical
stance in the press, but far more about the crucial locational advantage
of this country. This episode cHap.11 is indeed a shining example of the
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contact between two camps of ruthless opportunists: the commodities
business and the majority in Swiss politics, so close to the economic
scene that they are blind to unethical business practices and the ensuing
risks for reputations.

It is an unholy alliance between naive ministers and compliant civil
servants on the one hand, and clever commercial lawyers and unscrupu-
lous company accountants on the other. Inan interview cHar. 16 Professor
of Criminal Law and Criminology, Mark Pieth, illustrates the serious
consequences of this partly unconscious and therefore all the more dan-
gerous liaison: an empty threat to leave the country from industry leader
Glencore is sufficient reason - pretext? - for the policy-makers not to apply
the Swiss Anti-Money Laundering Act to the commodity traders, al-
though the latter are mentioned in this explicitly. As with many other re-
grettable incidents described in this book, the real scandal also lies in the
fact that in Switzerland such behaviour is not (yet) thought scan-dalous.

INTEGRATED COMPANIES AND
EXPOSED PEOPLE

Besides profiting from the perfect political context and unfettered
growth of the ind