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The commodity futures market plays an Important role  economy through hedging, speculation
and price djscovery functions. The price discovery'function is the result of the increment of information about
the future prjice of underlying assets. Nevertheless, these roles of futures market may affect the stability of spot
price. |

|

Ijhe effects of futures trading on the stability of spot prices have long been extensively debated.
This thesis ip a semi-theoretical study. The analysis separate into two parts. The first part is the role and the
impacts on [the spot prices of hedging and speculation and the second part is about price discovery. The
methodologies applied in both cases relied on a set of assumptions are the same. The objective is to compare
the stability [of spot price, as measured by its variance With and without the futures market . The resulting
variances depend in turn on the variances of demand and supply shocks 1price elasticity of demand and
supply .andjrate of storable commodities. However, it is impossible to draw any conclusion in general cases
due to nonlinear variance function and the joint determination problems. However 1we may consider some
special cas"s. The conclusions can be summarized as follow. The first case, hedging role that could be used
by producers in formulating their production decisions has no effect on the stability of spot price while
speculation [-ole which will facilitate inventory decisions has the stabilizing effect. The other case, futures prices
which are cjetermined formally in advance with complete and widely available sources of information make
producers apd speculators expect future spot price symmetrically. Thus, their expectations of future spot price
are the sam”. Producers use information from futures prices to plan for optimal output. Likewise, speculators
also use the! information to identify optimal demand for inventory. As a result , quantities of commodities in the
market approach to equilibrium and affect the stability of spot price unambiguously. The main conclusions of

this thesis , Under certain extreme conditions lare that futures market can stabilize spot prices in the sense of
reducing thdiirvariance.
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