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The Market for Metals

• Trading Platform
- London Metal Exchange (LME)
- Financial Institutions (Banks, Trading Houses, etc)

• Active Metals on LME
- Copper
- Aluminium
- Nickel

• Market Participants
- Producers and Consumers
- Speculators (Hedge Funds, Proprietary Traders, Banks, etc)

• Trading Instruments
- Spot and Physical Contracts
- Futures and Forwards
- Options

- Average Rate



LARCO General Mining & Metallurgical Company 3

Market Characteristics

• Not different from the more well known markets for Fixed 
Income, Foreign Currency and Equities, but we should be 
aware of the following:

– Market Depth & Liquidity
– Warehouse Facilities and Delivery Mechanisms
– Excess Volatility
– Small number of participants  (traders, market makers)
– “Finite” supply and “squeeze” risks
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Contract Description

• Main reference contract is the 3-Month Forward
– Traded in LME

• Well organised market allowing trades to be executed either 
on the LME (Floor), Electronic Execution System and 
Telephone

• Price Curve runs up to 27 months forward with key reference points 
being:

– Cash
– 3-Month Forward
– 15-Month Forward
– 27-Month Forward

– Price Curve is said to be in “Contago” when it has a positive slope 
and in “Backwardation” when it has a negative slope.
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3 month Aluminium
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3 Month Copper

 3 Month Copper
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3 month Nickel
3 Month Nickel
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Aluminium Spreads

Aluminium Spreads
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Copper Spreads

Copper Spreads
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Nickel Spreads

Nickel Spreads
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5 day Historical Volatility
5 day Historical Volatility
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30 day Historical Volatility

30 Day Historical Volatility
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Recent Developments

• Metals have become a ‘new’ Asset Class in the portfolios of 
most Fund Managers

• This is partly due to the unprecedented growth in recent years 
seen in the so called BRICS countries.

• Demand for base metals has risen substantially in the last 
couple of years as BRICS started investing heavily in industrial
infrastructure and construction

• Prices surged upwards attracting the attention of hedge funds 
leading to even more price surges and increased volatility

• The market for metals is exhibiting signs of ‘bubble’ behaviour 
leading to risks, which risk managers should be carefully 
monitoring.
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Implications for Risk Evaluation

• Risk Measurement
– Implied Volatility
– Historical Volatility
– Correlations
– Distribution Assumptions
– Price Curves

• Risk Management
– Is Value at Risk (VAR) enough?
– One dimensional analysis may not be adequate
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Risk Management - Producers

• Producers normally hedge part of their production over a period 
covering their investment (business) plans.

• However, due to market liquidity, effective hedging instruments 
are available for a time horizon of one to two years.

• Even so, marking to market and margin/variation calls in these 
highly volatile markets can drain the firm’s cash flow.

• Extreme care is required to ensure that the hedging programme 
does not run into difficulties because of the high variation 
margin demands

• High cost producers are most vulnerable.
• A possible solution is to execute hedging programmes through 

Banks under an ISDA without a CSA.
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Risk Management - Consumers

• Consumers, mainly large manufacturers, can partly offset their 
costs of raw materials by passing on some of price increases to 
their final customers.

• They are also more ‘diversified’ as the input of a single raw 
material represents a fraction of the total cost of the final 
product.

• Their hedging horizon tends to be much sorter as in most cases 
long term price increases lead to substitution effects in the 
production process.
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Risk Management – Financial 
Institutions

• Financial Institutions engaged in Metals trading face all the 
usual risks:

– Market Risk
– Credit Risk
– Operational Risk

• Managing and measuring these risks require a more 
sophisticated approach because:

– Traditional distribution assumptions break down more 
often

– Extreme values are more common
– Underlying Assets are not in ‘unlimited’ supply so 

‘squeezes’ are a real threat.
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Recommendations

• Parametric techniques should be used with extreme care. Non-
normal distributions are appropriate but they are difficult to 
handle.

• Non-parametric techniques may provide some additional insight 
but they tend to be unstable, when structural breaks are 
present.
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