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ABSTRACT 

Basic steps in the operation of commodity oil 
markets are described, from relatively simple markets 
(palm, coconut, and corn) through the sophisticated 
soybean oil market that affects prices of fats and oils 
worldwide. Also discussed are basic trading and 
economic functions provided by changing prices. 

INTRODUCTION 

In groping for an approach to the subject, "How 
Commodity Oil Markets Work," I've had to assume that, 
while most readers are deeply into fats and oils chemistry 
and product development, some may not have been ex- 
posed to actual trading systems and functions. This discus- 
sion is n o t  for the sophisticated trader, and it's n o t  my 
purpose to make price analysts or traders of anyone. 

The oil markets (and oil traders) owe a big debt of grati- 
tude to chemists for help in establishing suitable standards 
for oil quality and appropriate allowances to roughly 
equalize the value of quality variations among different lots 
of oil. These "final set t lement" adjustments make it much 
easier to concentrate on price, shipment terms, and pay- 
ment terms. 

An oil market functionally must bridge the physical dis- 
tance and time gaps involved between actual production 
and actual consumption by end-product manufacturers. 
The producer of the oil wants as much as he can get - the 
consumer wants to pay as little as possible. Problems arise 
immediately; the consumer rather typically doesn't want 
to buy when the producer wants to sell; the oil is produced 
a long way from the consumer and often much earlier than 
the consumer will use ito Quality is variable, and quality 
deterioration in storage is to be expected. International 
barriers often must be hurdled. Financial security is a must; 
procedures for settling altercations must be provided. The 
distribution system requires a complex structure. Markets 
range structurally from the producer/few-consumer markets 
(without middlemen), through increasingly complex sys- 
tems, to the rather sophisticated system typically used in 
soybean oil trading. 

THE SIMPLE MARKETS 

I am referring to structure when I mention simple 
markets, not price risk. 

There are still a number of very simple markets, one- 
buyer/one-seller or few-buyers/few-sellers. The classic case 
not so many years ago involved whale oil, 90% of which 
traded between a sellers' group and a large consuming 
company. In theory this created a possible price range of 
zero to infinity. The nervous broker who negotiated this 
transaction devoted himself exclusively to this project; it 
represented his sole income for the year. It was jokingly 
said that the participants could tell when the final agree- 
ment was imminent by counting the number of packs of 
cigarettes consumed daily by the broker. 

There are still examples of this type of market in the 
beginning phases of production of a promising new oilseed. 
The grower may want to experiment, but he often needs a 
negotiated contract with a crusher or export dealer to in- 
duce him to shift from traditional crops° The crusher in 
turn may not be willing to sign up the grower without 
having a known market for the oil or the meal by-product 

(or both). This means a tremendously long lead-time. In the 
early days of safflower, I contracted for oil in early 
November to enable crushers in turn to sign up acreage 
seeded in February/March, harvested and crushed in 
August /September ,  and consumed over the next 12 
months° 

I also did much the same thing in the early days of 
sunflower, buying oil in February for harvest in October, 
for our consumption during the next 12 months. 

In retrospect, risks were enormous, especially since the 
products we had in mind were only experimental. We have 
won some of these gambles - others left financial scars. 

Corn oil trades in another fairly simple type of oil 
market; producers and consumers are few, and international 
production and trade are relatively small. Buyer and seller 
mostly reach their bargain stipulating quantity, shipment 
period, quality terms and quality adjustments, who will 
transport, and how payment is to be made. When agree- 
ment on a price proves too difficult, they may hurdle this 
by agreeing to establish a price at any future time prior to 
shipment, by reference to quoted prices at a given time. 
Intermediate speculator dealers have been relatively few. 

DEALER MARKETS 

"Dealers" prefer to call themselves "merchants"  but the 
dealer appelation is more descriptive. 

This structure still dominates the import /export  oil 
market and was characteristic of soybean oil before the 
Chicago Board of Trade instituted the present futures con- 
tract in the early 1950s. 

A slightly simplified structure might be 40 crushers, 40 
consuming refineries, and a dozen or so brokers paid a 
relatively small commission to solicit bids and offers and,  
frankly, to gather and disseminate market information. 
They are also diplomats; both buyer and seller can get 
" tes ty"  at times° 

With small changes, this is the palm and coconut oils 
system minus a few sophisticated techniques I'll discuss 
later. 

A schematic diagram of trading sequences is shown in 
Figure 1. This chart can be regarded as the Pacific, with 
producers on the West and consumers on the East. It should 
also be understood that it represents any time period be- 
tween the initial trade for a particular shipment period and 
final arrival at a U.S. port (perhaps 90 days later - but I 
have seen arrivals at least 6 months after date of shipment). 

In the first trading sequence a producer, who cannot 
locate a consuming buyer at the price, sells to Dealer A at 
27-½ cents, the market rallies, and Dealer A sells to Dealer B 
at 28-½ cents (an apparent profit of 1 cent). The rally fails, 
and Dealer B sells to Dealer C at 25-7/8 cents (to prevent 
further loss). The sequence then moves from C to D, D to 
E, E to F, F to G, and G to H. Prices by this time are quite 
attractive to a consumer who buys from Dealer H at 20 
cents° 

Note that both producer and consumer obtained excel- 
lent prices and that, while an occasional dealer made a small 
profit, the algebraic total of the dealer transactions was a 
combined loss of 7-½ cents. 

This sequence of trading is called a "chain"  in the lan- 
guage of the trade. 

Let's look at another chain in Figure 2. In this one 
prices seem low, and a refiner wants to buy but can't locate 
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