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0 Introduction

This paper is concemed with the estimation and testing of a model of price formation for
primary commodities, where supply and demand shocks are mediated by speculative storage.
In the version that we estimate, the model supposes that, in the absence of storage, price will
be a linear function of an independent and identically distributed shock. The addition of risk-
neutral and profit maximizing stockholders means that expected future prices cannot be
greater than current prices by more than the cost of holding inventories into the future, and
this condition induces a relationship between prices between periods in which stocks are held.
The theoretical properties of this model are by now relatively familiar from the contributions
of Samuelson (1971) and Newbery and Stiglitz (1981), as well as the excellent recent
monograph by Williams and Wright (1991). In Deaton and Laroque (1992), we made a first
attempt to confront the model with actual commodity prices using annual data on thirteen
commodities from 1990 to 1987. We simulated the model in an attempt to reproduce some
of the stylized facts of commodity price behavior, and we tested some of its implications, for
example about the relationship between current and expected future prices. Our results were
encouraging, at least in some respects. Simulated data reproduce the pattemn of ‘doldrums’
interrupted by upward (not downward) ‘spikes’ that is characteristic of many actual
commodity prices. Furthermore, our econometric tests could not reject the implication of the
model that, below a fixed cutoff, one period ahead price expectations are current prices
multiplied by a factor greater than unity, while above the cutoff, expectations are constant.
However, we could not find parameter values where the associated simulations reproduced
the high levels of positive autocorrelation which are displayed by the actual series.

In the current paper, we make a more serious attempt to fit the model to the data, and
to estimate the parameters. We did not do so in the previous paper because estimation of the
model is technically difficult, and we did not know whether we could generate useful results.
However, we have overcome at least some of the problems, and it is now clear that the
simple model cannot account for the evidence. The autocorrelation properties of the data are
quite different from those that are generated by the model, so that, for example, one period
ahead price expectations are in most cases better matched by a simple first-order linear
autoregression. Further, if the underlying shocks to the process are independent and
identically distributed over time, speculators will break even by storing a commodity
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whenever its price is below some constant critical level. In practice, such a strategy would
have generated considerable losses for all reasonable assumptions about the costs of storage.
If the autocorrelation in commodity prices is to be explained by the actions of stockholders
without autocorrelation in supply or demand shocks, then prices must typically be expected
to rise by the carrying costs of stocks. In practice, prices do not rise by this amount on
average, so that stockholding is typically unprofitable unless speculators have more
information than is allowed by the model. It seems that commodity price autocorrelation must
be explained at least in part by autocorrelation in the underlying processes of supply and
demand; speculative storage by itself is not sufficient.

We also have a methodological aim in writing this paper. The technical problems of
estimation come from the fact that there is no analytical expression for the stochastic process
that is implied by the model for the observed commodity price. Instead, prices are supposed
to follow a nonlinear first-order Markov process, and the nonlinear function is defined only
implicitly by a functional equation involving the underlying parameters of the problem. Such
situations are frequently encountered when processes are the solutions to dynamic programs,
or can be interpreted as such, for example in nonlinear rational expectations macro models.
There is now a considerable body of experience in approximating the solutions to the
functional equations, solutions that can be used to generate stochastic simulations. There is
a smaller, but rapidly developing literature that goes one step further, and estimates
parameters by matching the properties of the numerical solutions to those of the actual data.
The problem we examine in this paper is a very simple example of this general methodology,
and as such, provides useful lessons about at least some of the many pitfalls. For example,
approximation techniques that work well for simulation can be quite unsuitable for
estimation. Very simple nonlinearities, in this case due to non-negativity requirements, can
generate multiple discontinuities in likelihood functions, as can ill-chosen approximation
techniques. Moreover, fundamental questions, like model identification, can become obscure
and difficult. While fast computation is necessary to solve these problems, thoughtless
application of computing power is most unlikely to lead to correct or convincing answers.

The paper is arranged as follows. Section 1 summarizes the simple storage model in the
case where the driving variable (the harvest) is independently and identically distributed over
time. We introduce a new result on the way in which the rational expectations equilibrium
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is affected by different assumptions about the harvest in the case where consumption is a
linear function of price. In particular, we show that the amount of storage is proportional to
the standard deviation of the harvest, and is unaffected by its mean. This result is of interest
in its own right, and provides great simplifications in the econometric application. Section
2 is concerned with the econometric procedures, and with the detail of how the computations
were organized. This section is entirely methodological, and can be skipped by readers who
are primarily interested in commodity prices, and in the ability of the storage model to
explain them. Section 3 contains the empirical results.

1. A simple model of a commodity price

The basic model of commodity price is one in which there are profit-maximizing risk-neutral
stockholders who modify what would otherwise be the outcome of a simple process of supply
and demand. Suppose that, in the absence of stocks, there is a price p, and a stochastic shock
z,, such that

p, = Pz) - a+bz, ¢))

In the simplest example, z, would be an inelastically supplied harvest, and (1) would be the
(inverse) demand function; with reference to this interpretation, we shall often refer to z, as
the "harvest." More generally, both supply and demand could be linear functions of current
price, with shocks in both schedules, so that z, would be an amalgam of shocks to both
supply and demand. Note that if, to specialize further, z, is an independently and identically
distributed normal shock with mean W and variance ©°, price will be distributed as
N(a+by, b*c?), so that, if only price is observed, a is not identified separately from L, nor
b from G.

At the end of period ¢, stockholders hold a non-negative amount of inventory /,; the
market cannot hold negative stocks, since commodities cannot be consumed before they exist.
There is a constant real rate of interest 7, and stocks physically deteriorate at rate 8, so that I,
units of stocks yields (1-8)/, units one period later. If prices are expected to fall, or to rise
by less than carrying costs, inventories are zero, while, for positive inventories, the expected
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price one period ahead must be the current price plus carrying costs. Hence, in the presence
of speculators, price must satisfy
1-3

D, - max(_1+_r E,pM,P(z,+(1+8)I‘_1)]. )

The first term on the right hand side is the expected value of holding one unit of the good
into the next period, after allowing for deterioration and interest costs; if inventories are being
held, this must equal the current price. The second term is the value of the current price if
no stocks are taken into #+1, with the current harvest z, and surviving inventories (1-8)/,
sold for what they can fetch. If this latter price is larger than the former, speculators will be
unwilling to hold inventories, and it is the latter that will set the market price. However, if
selling everything would drive the price lower than the future price less costs, stocks will be
held, and the price arbitraged up to the first term in the square brackets.

The evolution of prices govemned by (2) depends on the nature of the stochastic process
z,, and in particular on how successive demand and supply shocks are linked over time. The
simplest case, and the one on which much of the literature has focussed, is that in which z,
is independently and identically distributed. Again, the easiest case to think of is where the
commodity is an agricultural crop, the shocks are supply shocks and are driven by the
weather. Of course, even with an i.i.d. z, process, equation (2) will generate autocorrelation
in the prices, and our main topic of interest is whether stockholding alone is sufficient to
explain the actual degree of autocorrelation in commodity prices, even if the forcing variable
z, is not autocorrelated.

Suppose then that z, is i.i.d., and define the state variable x,, the "amount on hand" by

x, = (1-8)_ +z,. (3)
Under appropriate assumptions, the most important of which are that r+3>0 and that z, has

compact support, se¢ Deaton and Laroque (1992, Theorem 1) there is a rational expectations
equilibrium where the price p, is a function of the amount on hand

p, = f(x) C))
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where f(x) is the unique non-negative non-increasing solution to the functional equation

&) - max{ll;jEz f[z +(1-8)(x-P™ f(x))], P(x)). (5)

Note that f(x) depends on the fundamental "parameters” of the problem, the
depreciation rate 9, the interest rate r, the demand parameters a and b, and the probability
distribution function of the harvest process z, with respect to which the expectation in (5) is
taken. Once the function is calculated, the price is given by (4), and the state variable x, is
updated according to

%1 = (1-8)(x, - (@) +2,,, (6)

so that inventories in ¢ are the amount on hand less consumption, given by inserting price
f(x,) into the demand function P~Y(p). To get next period’s amount on hand, they are
multiplied by the depreciation factor (1-8), and augmented by the new harvest z, .

In Deaton and Laroque (1992), we provide a number of results characterizing the
properties of the stationary rational expectations equilibrium defined by equations (4), (5),
and (6). Some of these are required later in this paper, and are restated here. Associated with
the price function f(x,)is a stocking or inventory function /(x,), defined by

I(x,) = x,- P7(f(x)) N

so that, given the amount on hand x,, inventories carried into the next period are the amount
on hand less consumption, which is given by applying the demand function P-'(p,) to the
current price f(x,). I(x,) has the property that there exists a critical amount on hand x* and
associated price p* =f(x*), such that for x<x*, and hence p,2p*, I(x,) =0, so that no
stocks are carried forward, and f(x,) = P(x,). If the amount on hand is greater than x*, it
is optimal to store some of it, so that I(x,)>0 and f(x,)>P(x,), because speculative
inventories are a source of demand over and above consumption. Neither /(x,) nor f(x,) are
differentiable at x = x*, where p = p*. Since inventories are always positive when p,<p*,
and because inventories can be positive only if the expected price next period is sufficient
to cover the holding costs, we have immediately that for p,<p”,
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1+r
E(p,,lp,) - (82)
(PalP.) 7
while for p,>p”,
E(p,,/p,) = E, f(z) = constant. (8b)

Equations (8a) and (8b) characterize the autoregression function of prices when the simple
storage model is correct, and will be useful in interpreting the results in Section 3.

The analysis in this paper assumes that the inverse demand function is linear, equation
(1), in which case it is possible to be a good deal more specific about the nature of the
functions f(x,) and /(x,). To explain these new results, it is useful to begin from the case
where there is no storage, and where the harvests are i.i.d. as N(0,1). Given the linear price
function (1), prices will also be i.i.d. normal, with mean g and variance b%. Imagine a second
economy, with an identical history of harvest shocks, except that the mean and variance are
now p and ¢®. With the same inverse demand function (1), prices in this second economy
will be the same as prices in the first economy, but with the mean shifted to g+bp and the
variance (ob)’. If, instead of (1), the second economy’s inverse demand function had been

Px) - (a-2%y . b4 ©)
[e) (o)

then the differences in means and variances would be offset, and the sequence of prices
would be identical in the two economies. If only prices are observed, it is also clear that the
four parameters a,b,)t, and ¢ cannot be separately identified, and that, in this case, there
would be no loss in generality in assuming that the harvests have mean zero and unit
variance.

Perhaps more surprisingly, the same result holds in the presence of optimal speculative
storage, although the reasoning is a good deal more complex. Optimal storage in the model
provides a stationary buffer stock that shields consumption against variations in the harvest,
transferring the commodity from periods when it is less valued to periods when it is more
valued. With linear demand functions, it is reasonable to conjecture that an increase in the
mean of the harvest will simply reduce prices by the appropriate amount, without changing
storage behavior. Inventories follow a stationary process, and the increase in mean supply
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must eventually be passed through into the same increase in consumption. In contrast,
changes in the variability of the harvest will produce more opportunities for speculative
storage, since the spread between today’s price and tomorrow’s expected price that is required
to induce storage will now occur more often. Once again, it might reasonably be conjectured
that the amount of storage is proportional to the standard deviation of the harvest, and we
show in the Appendix that these conjectures are correct when the demand function is linear.
From this, it is easy to see that the result of the previous paragraph continues to hold in the
presence of storage. At all times, the second economy will have ¢ times as much storage as
does the first economy, so that in any period ¢, if the amount on hand in the second economy
is x,, we have

%, = (1-8)_ +%, = 6(1-8)(I,_ +z,) +|IL = Ox,+ | (10)

where the quantities without tildes refer to the first, baseline economy. Hence, just as the
harvest is subject to a linear transformation in the no-storage case, so is the amount on hand
in the storage case. The effect on prices is the same.

We state the result formally:

Proposition 1 (identification when only prices are observed):

Consider an economy E, with real interest rate r and inventory depreciation parameter 9,
where the harvest shocks z have zero mean and unit variance, and where the inverse demand
function P(x) is linear, as in equation (1). Any other economy E, with real interest rate r and
inventory depreciation parameter 3, with harvest shocks Z = |+ 0z and inverse demand
function (9) has the same rational expectations price process as the base economy E.

Proof: See Appendix.
This result is of some interest in its own right, since it shows very clearly how the

variability of harvests affects the amount stored, albeit in the very simple case where the
demand function is linear. (Note however, as can be confirmed from the proof in the
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Appendix, the result does not require that the harvests be normally distributed.) The result
also has applications beyond the present context. For example, in a model of consumption
where assets are required to be nonnegative, and where preferences are additively separable
and quadratic (as in the permanent income hypothesis), and where households are sufficiently
impatient so that the rate of time preference exceeds the constant real rate of interest, then
different households with i.i.d. income processes differing only in mean and variance will
have savings and asset processes that differ only in scale, the scale being proportional to the
standard deviation of income. For the purposes of the current work, the result is important
because it prevents us attempting to estimate an underidentified model, and instead allows
us to reduce the number of parameters to be estimated, Clearly, we can arbitrarily set the
mean and standard deviation of the harvest process to be one and zero respectively, and
estimate only the four parameters a, b, r, and d rather than the original six. This should be
regarded as an arbitrary normalization without economic significance; we do not suppose that
harvest can be negative. Nor do we need to take any action to guarantee that prices should
be positive. In this model, and in the absence of storage, there is nothing to stop prices being
negative. However, with speculative stockholding, there is always a rational expectations
equilibrium in which the function f(x) is non-negative and our algorithms will always
generate non-negative prices. The reduction in the dimensionality of the estimation problem
is an important advantage of the linear demand function. It is clear that, in general, we cannot
expect the distribution of prices alone to identify both the harvest process and the demand
function, and our specification recognizes this general lack of identification in an explicit and
transparent manner.

Equations (4), (5), and (6) provide a complete description of the model that is to be
fitted to the data. Given a set of parameters, and a distribution function for z, the function
fx) is found that satisfies (5). A starting value for x, is selected, for example u, the mean of
2z, which gives an initial price according to (4). The updating rule (6) gives x,, and thus p,
from (4), and so on. These predicted prices can be compared with the actuals, and the
parameters suitably adjusted. Since the function fx) is monotone, Deaton and Laroque,
Theorem 1, it can be inverted, so that (4) and (6) can be combined to give

) Dy ™ f((l"s)(f-l(p‘)~P'l(p‘))+z‘+l) (11
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which shows that the price follows a nonlinear first-order Markov or autoregressive process.
Equation (11) completely defines the distribution of p,,; conditional on p,, and thus provides
a likelihood function that could, in principle, be used for estimation.

2 Econometric and computational issues

In practice, the conceptual scheme of the previous paragraph is adhered to quite closely
in what follows. However, there are a large number of practical questions that have to be
resolved, and it is to these that we now turmn. We have already dealt with the first practical
issue, the fact that the full six parameter model is not identified, and shown how to use
Proposition 1 to reduce the parameter space to four parameters. Second, we must find a
procedure for approximating the function f(x), preferably one that is computationally fast,
since it will be used at least once for each likelihood evaluation, and many more times for
calculating derivatives. Third, we need an estimation method that is well-behaved for the
problem at hand. As we shall see, maximum likelihood is not a good choice. The second and
third issues are not independent, since the robustness of the estimation procedure can be
seriously affected by the way in which the function f(x) is approximated.

We require a numerical approximation to the function which, to some prespecified
degree of accuracy and over some range, satisfies equation (5). One technique that has been
commonly employed in the literature is the use of polynomial approximations, see for
example the symposium edited by Taylor and Uhlig (1990), and Judd (1991), and in the
current context, Williams and Wright (1991, Chapter 2). For example, suppose that we have
some guess for the range of the state variable x, and that we select some set of points
(x,,%,,...,x;) over that range. Given some low degree polynomial approximation for f(x),
the parameters can be chosen to minimize the distance between the left-hand and right-hand
sides of (5) at the pre-specified points. Higher accuracy can be obtained by increasing the
number of points and the degree of the polynomial. We can also exploit known particular
features of the problem, for example that for x less than some x*, f(x) = P(x), so that if we
make x* a parameter, we can fit the polynomial approximation only for x> x*. Williams and
Wright’s procedure is of this form, and has the desirable feature that the polynomial is not
required to fit the kink at x”. In our experience, algorithms such as these are fast and accurate,



10 Estimating the commodity price model

and they are relatively easy to compute. However, we encountered difficulties in using
polynomial approximations for the estimation. First, the function f(x) is non-negative and
convex, properties that cannot easily be imposed on polynomials. Second, and even more
serious, as equation (11) makes clear, fitting the data requires not only f(x), but also its
inverse f-'(x), the existence of which is guaranteed by the monotonicity of a function
satisfying (5), again see Deaton and Laroque, Theorem 1. We found no convenient automatic
way of guaranteeing the monotonicity of the polynomial approximation. Of course, these are
not issues for model simulation, where the inversion is not required, and the polynomial
approximations appear to work well.

An alternative to polynomial approximation is to calculate the function over a grid of
points, the finer the grid the more accurate the approximation. The idea is to start from some
suitable non-negative, convex, monotone non-increasing function f(x), for example,

fox) = max(P»), 0) (12)

evaluated over a grid of points xx, say, where xx = (x,,%,, .. ,Xg). The function is then updated
for each of the G grid points according to, c.f. (5):

£, = max| 10 Jg[z + (1-8)(x-P-1(1;(x)))], P(x)

1+r

(13)

Note that the updating rule requires the evaluation of points between the grid points, so that
an interpolation rule is required. In our earlier work, we used a relatively fine grid (typically
100 points) together with linear extrapolation between points, a technique that worked well
for simulation. However, the fineness of the grid comes at a computational price, and the
linear interpolation means that the approximating function is non-differentiable at each of the
grid points. These non-differentiabilities generate serious problems when we come to estimate
the parameters, problems that are discussed in more detail below. We therefore replaced
linear interpolation by a standard cubic spline procedure, as for example in Press et al (1989,
pp. 86-89), a method that is rapidly computed, especially over a uniformly spaced grid. By
construction, cubic splines are twice differentiable at the kmots, or grid points, and the
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interpolating cubic polynomials between the knots are required to be accurate only over a
small range. A

If the innermost f,(.) in (13) were to be replaced by f,,,(.), the iteration would be a
contraction, and convergence would be guaranteed. However, such a procedure would require
an iterative calculation for each new n, which would greatly increase computational time.
And although the iteration defined by (13) is not generally a contraction, the procedure
always seems to converge in practice, usually requiring about twenty iterations for the
maximum distance between successive functions to be less than 10-3. Again, if we could use
the (infeasible) contraction, and if the splines were sufficiently accurate, the iterations would
preserve non-negativity, monotonicity, and convexity. The feasible procedure, although not
guaranteeing these properties, always delivered them in our calculations. Furthermore, the
inversion of a function on a grid is straightforwardly accomplished by reversing the roles of
the grid and the function, and using cubic splines again for interpolation, now on the non-
uniform grid generated by the function values.

Given a method for calculating the function and its inverse, we can use equation (11)
to generate a likelihood function for maximization. We use a normal distribution for the
harvest process z,, so that (11) generates the conditional density of p, given p, ,, H(p,! p,_ ),
say, with a log likelihood function '

InL - $inH(p,,1p). (14)
2

However, the maximization of (14) presents serious difficulties. Since the random variablez,
appears inside the function f(.) in (11), the conditional density H(p,!p, ) contains the
Jacobian of the transformation, which requires the first derivative of f(.). The problem here
is not numerical, since given the splines the derivatives can readily be calculated, but that,
as we have already seen, the function is not differentiable at the point where speculators
begin to hold stocks. At this point, the Jacobian and the likelihood function will be
discontinuous. While discontinuities are not necessarily incompatible with consistency of
maximum likelihood estimates, there are obvious computational difficulties in dealing with
such a function, or in locating a maximum which may be at a point of discontinuity.
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To avoid these problems, we used (second-order) pseudo-maximum likelihood (PML)
rather than full maximum likelihood. From equation (11), given the function f(.) and its
inverse, numerical integration can be used to calculate the mean and variance of p,
conditional on p, . We write these:

m(P,_l) - E(P, I p;_l) (15)
s(p,_) = V(p,Ip,)

and then the (log) pseudo likelihood function

_ 2
2inL - Tlnl, = ~T-1in@r) - Elns(p, ) + & Pt~ "P)) (16)
2 2 2 s(p,_)

Equation (16) would be the exact likelihood function if, conditional on lagged price, price
were normally but heteroscedastically distributed. If the theory is correct, this will not be the
case, but the estimates will nevertheless be consistent, see Gourieroux, Monfort, and Trognon
(1984). The Jacobian is not required by (16) and the pseudo-likelihood is continuous in the
parameters. Of course, the non-differentiability of £ (.) carries through to (16); both functions
m and s are differentiable almost everywhere, and the results of Laroque and Salanie (1991)
guarantee the consistency and asymptotic normality of the estimates. The variance covatiance
matrix is calculated in the standard way: for the k-vector of parameters B, define the (7-1)
by k matrix G and the & by k matrix J by

alnlr. J 921nL an

% VT B,

then the asymptotic variance covariance matrix of the parameters is given by

V = I (T'G'G)J. (18)

In spite of the advantages, there is a real compromise in substituting the pseudo likelihood
for the true likelihood. The non-negativity of inventories which is responsible for the kink
in the price function also implies that the distribution of prices is asymmetric, since
stockholders can always stop prices from going down by accumulating stock, but they cannot
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stop prices from going up once their inventories have been exhausted. As a result, the
conditional distribution of prices, H(p,| p, ,) displays both skewness and kurtosis. Pseudo
maximum likelihood estimation pays attention only to the first two conditional moments, and
ignores any correspondence (or lack of correspondence) between the theory and the model
in higher moments. This is likely to unfairly penalize the storage model since the skewness
that it predicts is clearly present in the data, see Deaton and Laroque (1992, Table 1). We
have not been able to devise an extension to pseudo maximum likelihood that uses higher
order moments. A generalized methods of moments estimator is clearly possible, but it is
unclear to us how to combine the contributions from, say, the first four conditional moments.

‘To complete this methodological section, it remains to note only a few other points. We
made no attempt to estimate the real interest rate r; instead it is fixed at 5% in all the
calculations. Note that the role of the interest rate is to define, along with 8, the cost of
storage. Although J appears separately in the equation controlling the evolution of
inventories, we are doubtful of our ability to identify the two parameters in practice. Real
interest rates are typically not well estimated in empirical models of intertemporal allocation.
We plan to do better than this in future work, not by estimating the parameter, but by
reformulating the model to allow variable interest rates, and looking at the role of such
variations in explaining the correlations among different commodity prices.

We also chose to replace the normal distribution for the harvest z, by a discrete
distribution; with equal probability 0.1 the harvest takes on the ten possible values (£1.755,
+1.045,10.677, £0.386, 0.126). These values are the conditional means of ten equi-probable
divisions of the standard normal distribution. Using them in place of the normal itself means
that (costly) numerical integration is replaced by the simple operation of taking the mean of
ten values, both when calculating the expectation in the iteration (13), and in calculating the
conditional means and variances (15) from (11). In the few cases where we calculated both,
the functions f(.) calculated from the normal using numerical integration were not
distinguishable from those calculated using the discrete distribution.

The selection of the grid xx over which the function f(x) is evaluated was a matter of
some delicacy. The cubic splines provide approximations only within the grid, and although
it would have been possible to extrapolate beyond the end points in either direction, we took
considerable pains to avoid this happening. While it is desirable to have the smallest possible
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Table I: Grid limits and sizes for each commodity

lower limit upper limit grid size
bananas -5 20 10
cocoa -5 20 10
coffee -6 20 10
copper -5 50 20
cotton -5 10 10
jute -5 15 10
maize -5 30 10
palm-oil -10 40 20
rice -5 10 10
sugar -5 10 10
tea -5 15 10
tin -5 40 20
wheat -3 50 20

range of x, so that a given number of grid points gives a finer grid and greater accuracy, the
range must be large enough so that, for any relevant parameter values, the repeated
application of the iteration (13) never generates values of the amount on hand greater than
the maximum value in xx. The highest value of x must be less than the value that would be
reached if the harvest indefinitely remained at its maximum value, and if nothing were
consumed, so that the amount in storage would eventually reach 1.755/0. At the other
extreme, and since inventories cannot be negative, the smallest value of x is the minimum
harvest, i.e. -1.755, so that the minimum of xx cannot be greater than this. The use of these
values as end points of the grid guarantees that the calculation of f(x) will never generate
values off the grid. However, there is still no guarantee that, for any given parameter values,
one or more of the actual data points will not lie outside the range [ f(xx;), f( xx,)] in which
case we have no means of calculating f ~'( p) in (11). In these cases, we have found no better
solution than stopping the algorithm, resetting the grid, and beginning again. Changing the
grid within the estimation procedure is hazardous because grid changes alter likelihood values
even without a change in parameter values, so that control of the algorithm becomes
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extremely difficult. One possibility would be to add points to a pre-existing grid, leaving
previous grid points intact, and although this should not alter the likelihood by much, the
additional points would affect the cubic splines for the original points, and the likelihood
evaluations would be affected. In practice, we were guided by the maxima and minima
discussed above, but proceeded by trial and error. Table 1 lists lower and upper limits that
were used for each of the commodities; we make no claims that persistent search might not
generate tighter bounds. :

Table 1 also shows the number of grid points for each good. In all cases, we began with
ten, and increased it if the algorithm showed difficulty in finding a flat maximum of the
likelihood, the idea being that a finer grid would allow a better approximation to the
likelihood function and (perhaps) allow easier convergence. The fineness of the grid over x
varied from commodity to commodity, but 10 or 20 points were generally sufficient to
generate a well-defined maximum.

Finally, two of the parameters, b and 3, must satisfy restrictions for the model to make
sense. In particular, b must be negative, and 8 > -r for the model to be coherent and to
guarantee that there exists a non-negative price function f(x). It is not possible to estimate
without these restrictions and check whether they are satisfied ex post; the calculations cannot
be carried through for values outside the correct ranges. To guarantee the inequalities, we
estimate the three parameter vector O defined by (recall that 7 is set at 0.05):

a=90, b--e* 8§ - -005+¢" (19)

As is perhaps apparent by this point, these calculations were not straightforward,
although once we had implemented the procedures described above, the estimation proceeded
without difficulty using a version of the Bemndt, Hall, Hall and Hausman (1974) algorithm
with numerical derivatives. Our early experiments using maximum likelihood and linear
interpolation frequently showed multiple maxima; our final choice of technique has largely
eliminated this problem, as we shall see in the Monte Carlo experiments reported below. All
the calculations were carried out using GAUSS on a 386-series PC, although the algorithms
were programmed directly; no use was made of the maximization routines in GAUSS.
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3 Empirical results

The data used in this study come from the commodity division of the World Bank, and are
the prices of thirteen commodities from 1900 to 1987; they are identical to the data used in
Deaton and Laroque (1992). The commodities are bananas, cocoa, coffee, copper, cotton, jute,
maize, palm-oil, rice, sugar, tea, tin, and wheat. The price data are indexes of annual averages
prices divided by an index of the U.S. consumer price index. Better than the U.S. price would
be an index of consumer prices in industrialized countries, but no such index is available over
the period. The degree to which the storage model can be expected to apply to these
commodities clearly varies a good deal from case to case. For many commodities, there have
been more or less successful attempts to influence the world price through the formation of
cartels, usually by the producers, but occasionally, as with coffee, by producers and
consumers acting in concert. The history of these schemes is discussed in Gilbert (1988); all
have tended to break down eventually, although some have clearly had effects on prices in
the short-term if not in the long. Even so, we believe that it is a useful exercise to assess the
extent to which the simple storage model is consistent with actual outcomes. If the model fits
the data, one interpretation might be that the cartels have been successful only when the
administered price was close to what the market would have set, while if the model fails, the
actions of the cartels can be examined for an alternative explanation. Of course, there are
other reasons, apart from cartels, why the model may not fit the data. On the demand side,
there is no a priori reason for shocks to be uncorrelated over time. Indeed, over the last
fifteen years, random walk models of aggregate consumption have been widely canvassed,
and it would be plausible to find some autocorrelation in the demand for commodities, even
if stationarity is maintained. On the supply side, metals like copper and tin do not have
annual ‘harvests’ and it is at best unclear whether the analogy with agricultural crops is valid.
Even among the genuine agricultural crops, bananas, cocoa, coffec and palm-oil are tree-
crops, where it is hard to justify the supposition that harvest shocks are independent over
time. Trees that are destroyed by fire and frost take several seasons to replace, so that even
although the weather itself may be uncorrelated, its effects on price will not be. We regard
this topic as an important one for further research. The model of Section 1 can be extended
to handle persistence in shocks, but the econometric procedures are a good deal more
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Table II: Parameter estimates for thirteen commodities
a s.e. b s.e. o s.e.

bananas 0.5845 0.0167 -0.1363 0.0146 0.0026 0.0192
cocoa 0.1967 0.0144 -0.1562 0.0121 0.1206 0.0282
coffee 0.2634 0.0215 -0.1581 0.0254 0.1394 0.0191
copper 0.5216 0.0382 -0.3272 0.0570 0.0412 0.0266
cotton 0.6417 0.0410 -0.3119 0.0366 0.1688 0.0283
jute 0.5724 0.0268 -0.3560 0.0577 0.0956 0.0528
maize 0.6347 0.0428 -0.6357 0.1460 0.0589 0.0330
palm oil 0.4613 0.0524 -0.4292 0.0602 0.0575 0.0297
rice 0.5976 0.0270 -0.3357 0.0296 0.1471 0.0394
sugar 0.6428 0.0458 -0.6257 0.0649 0.1771 0.0329
tea 0.4788 0.0170 -0.2106 0.0248 0.1232 0.0328
tin 0.2557 0.0441 -0.1702 0.0490 0.1484 0.0513
wheat 0.7233 0.0357 -0.3938 0.0338 0.1302 0.0319

difficult, and we believe that the best way forward is to try to use data on harvests or stocks
or on futures prices to complement the spot price data to better identify the parameters of
such a model.

The parameter estimates for the thirteen goods are given in Table 2. Apart from bananas,
where we still have reason to doubt the estimates, we believe that the computations leading
to these estimates can be trusted. For bananas, the estimate of 6 is so low that very large
potential stocks must be accommodated in the calculations, and the resulting grid for the
amount on hand is both long and coarse, and we have little confidence that we have actually
maximized the pseudo-likelihood value. We have not given this problem much priority in our
research because it is clear from the start that the simple storage model has no hope of
explaining the behavior of the price of bananas. Over the data period, 1900-1987, the banana
price has a first-order autocorrelation coefficient of 0.91, the highest among the thirteen
commodities. To explain this autocorrelation, the model can only rely on the existence of
banana inventories carried over from one harvest year to the next, a most implausible
mechanism given the perishability of the commodity. The explanation of banana prices must
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be sought elsewhere, most promisingly in the behavior of the oligopolistic cartel that controls
a substantial fraction of output.

For all the commodities in the Table, there was no great difficulty in obtaining the
parameter estimates once we had come to understand the various issues raised in Section 1.
We used the gradient of the objective function as a convergence criterion, and the
calculations were stopped when the elasticity of the criterion with respect to each parameter
was less than 1.E-04. Based on the experience of earlier attempts with inferior approxima-
tion techniques, we have some concern about the presence of multiple maxima. For three of
the commodities, maize, rice, and sugar, we have run Monte Carlo experiments in an attempt
to assess the danger. For each good, we ran 100 experiments starting from the values of the
0 parameters corresponding to the estimates in Table II. In each experiment, the starting
values were obtained by multiplying the 6’s by random numbers drawn from a lognormal
distribution, so that the standard deviation of the log perturbation was 5 percent. For maize,
99 of the 100 experiments converged to the values in the table, and one converged to
different estimates, ( 0.6362, ~0.6320, 0.0611 ), and a log pseudo-likelihood of 32.051, as
opposed to 32.056 for the estimates in the table and for the other 99 simulations. This is the
~ only case of a multiple maximum we have found, in the maize experiments, or in those for
the other two commodities. In these experiments, the modal number of iterations to
convergence was 17, with a minimum of 9 and a maximum of 24. Of the 100 experiments
for rice, one failed to produce estimates because of an inadequately large grid, and the other
99 converged to the estimates shown in Table II. In this case, more iterations were required,
with a minimum of 28, a maximum of 60, and a mode of 40; 79 of the 99 cases converged
in 3544 iterations. For sugar, there were 7 cases where the starting values led to grids that
were too small, while the other 93 converged to the same values. The minimum number of
iterations was 11, the maximum 26, and the mode 18. [In the next version of this paper, we
hope to report results of similar experiments for all the commodities, with the grid problems
removed, and with the starting values further from the (provisional) final values.]

Suppose then that, apart from bananas, we accept the estimates in Table II. The estimates
of 8 in the final column are directly interpretable. The a and b parameters are best thought
of in terms of the distribution of prices that would have been the case in the absence of
storage, which, according to the model, is N(a,b?). Table III shows the actual means and
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_ Table III: Means and standard deviations of commodity prices

19

mean price standard deviation ratio standard devi-
ations, post to pre-
storage
bananas 0.58 0.10 0.72
cocoa 0.20 0.11 0.69
coffee 0.23 0.10 0.65
copper 049 0.19 0.57
cotton 0.65 0.22 0.72
jute 0.60 0.19 0.55
maize 0.71 0.27 043
palm oil 054 0.26 0.60
rice 0.62 0.23 0.67
sugar 0.71 043 0.68
tea 0.51 0.13 0.63
tin 022 0.09 0.54
wheat 0.69 0.26 0.67

Note: Columns 1 and 2 are the means and standard deviations of the deflated commodity prices (index
numbers) from 1900-1987. The final column is the ratio of column 2 to the b parameters shown in
Table II. :

standard deviations of the prices, together with, in the final column, the ratio of the actual
standard deviation to the absolute value of the b parameter in Table II. If the model were
exactly correct, this ratio would show how much the standard deviation is reduced below
what would be its hypothetical value in the absence of storage. This reduction is typically
substantial, even for those commodities where the actual variability is very high. For
example, the price of sugar has a coefficient of variation of 0.60 from 1900-1987, but
according to the model, if there had been no storage, the coefficient would have been 0.88.
The a parameters, which are the mean prices in the absence of storage, are close to the actual
sample means. If the inventory depreciation rate & were zero, storage would not change the
mean price because the demand functions are linear; what is grown is eventually sold, and
the effect of an additional unit of supply on price is the same whenever that unit is sold. With
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Table IV: Log likelihood values for storage model, constant, and AR(1)

Estimating the commodity price model

storage model i.i.d. normal AR(D)
bananas 113.92 80.51 162.38
cocoa 120.62 72.06 12548
coffee 111.01 76.32 120.24
copper 70.51 23.30 82.03
cotton 29.83 7.33 75.04
jute 44.79 19.58 50.75
maize 32.06 -10.37 27.34
palm oil 22.20 -544 2791
rice 26.00 6.65 61.72
sugar -10.69 -49.77 -27.34
tea 69.28 53.89 102.03
tin 108.93 85.43 152.63
wheat 24.64 -7.46 53.36

positive depreciation, storage destroys some of the commodity, and the mean price must rise.
Comparing Tables II and III, we see that the sample mean is greater than the estimate of a
for eight of the thirteen commodities, and that it is essentially identical in the case of bananas
where the depreciation rate is essentially zero. For the remaining four goods, the difference
has the wrong sign, but this could reflect sampling variability of the parameter estimate and
the mean, as well as possible inadequacies in the model.

Table IV lists some measures of how well the model fits the data. Three likelihood or
pseudo-likelihood values are shown. The first is the maximized pseudo log likelihood for the
storage models and corresponds to the parameter estimates shown in Table II. The second
column gives the absolute minimum standard that the model must beat, the log likelihood
corresponding to the (clearly false) hypothesis that the prices are identical independent
drawings from a normal distribution. The third and final column is the log likelihood of an
AR(]) fitted to the data by ordinary least squares. The storage model comfortably beats the
(absurd) i.i.d. model, but is beaten by the simple AR(1), except for the cases of maize and
sugar. The simple autoregressive model has no theoretical support, but it is perhaps the first
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model that any time series analyst would try, and the failure of the storage model to fit even
this well is a serious condemnation of its ability to account for the data. Nevertheless, there
are important respects in which the comparison in Table IV is unfair to the storage model.
The AR(1) has no obvious theoretical justification, so that even if it fits better, it offers no
coherent account of what is going on. It is not constrained to be stationary, nor can it
reproduce the skewness and kurtosis in the data, which are generated by the storage model,
but which are neither recognized nor rewarded by the pseudo-likelihood function. All this
must be recognized, but it does little to gainsay the basic fact of Table IV, that the storage
model cannot account for the degree of first-order autocorrelation displayed by the
commodity prices.

Table V makes the same point more directly by comparing the actual and predicted
autocorrelation coefficients for each commodity. The actual autocorrelations are calculated
directly from the data; they are the first and second order (total) autocorrelation coefficients,
and are reproduced from Table 1 of Deaton and Laroque (1992). The theoretical autocorre-
lations are calculated using a technique described more fully in the same paper. The basic
idea is to use the parameter estimates in Table II to simulate the commodity model, and to
use the simulated prices to calculate autocorrelations. In fact, such a procedure is not very
precise because a very large number of simulations are required to obtain accurate estimates
of the population parameters. The nonlinear Markov processes (11) generate time series with
rare but very sharp spikes, and very long runs are required to get enough such spikes to
permit the accurate calculation of population statistics. Instead, we divide the range of
possible prices into 100 discrete points, and use the empirical estimates of the functions in
(11) to calculate a transition matrix from the price in period ¢ to the price in period z+1, with
each point on the price grid capturing the points closest to it. This transition matrix has a unit
eigenvalue, and the corresponding eigenvector gives the limiting probabilities of each price
in the invariant stationary distribution. These probabilities, together with the transition
probabilities define the limiting joint distribution of p, , and p,, from which autocovariances,
and thus autocorrelations, can be directly calculated. This calculation is harder to describe
than to perform, and readily yields estimates that can be replicated only by simulations of
several hundred thousand periods.
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Table V: Theoretical and actual autocorrelation coefficients

theoretical autocorrelations actual autocorrelations

P: P2 (1 P2
bananas 0.347 0.178 0.908 0.818
cocoa 0.298 0.142 0.834 0.660
coffee 0.242 0.099 0.804 0.621
copper 0.392 0.226 0.838 0.638
cotton 0.192 0.064 0.884 0.679
jute 0.302 0.145 0.713 0.448
maize 0.356 0.215 0.756 0.532
palm oil 0416 0.247 0.730 0.478
rice 0.224 0.087 0.829 0.610
sugar 0.264 0.116 0.621 0.390
tea 0.230 0.086 0.778 0.593
tin 0.256 0.106 0.895 0.757
wheat 0.259 0.105 0.863 0.680

The two sets of figures in Table V bear little relationship to one another. The estimated
storage models cannot reproduce the high levels of autocorrelation in the actual data. Indeed
the predicted first-order autocorrelation coefficients are typically less than a half of the
actuals, and the discrepancy is, if anything, larger for the two year autocorrelations. In the
simulations reported in Deaton and Laroque (1992), we noted that, although the storage
model could reproduce several features of the data, we were unable to find parameter values
that generated autocorrelation coefficients as high as those in the data. Of course, it is
impossible to run simulations for all possible parameters, so we were unable to conclude that
the storage model was incapable of explaining highly autocorrelated prices. Table V provides
the missing evidence. The best fitting storage models can account for year to year price
autocorrelations of 0.3 or 0.4, but they cannot account for the actual autocorrelations, which
are never lower than 0.6.

Figures 1 and 2 on the next two pages show how the storage model fails for two
commodities, cotton and tea. Much the same phenomena are apparent for the other
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commodities, but these two graphs show it most clearly. Each figure shows the actual price
together with the one step ahead predictions from an AR(1) and from the storage models with
parameters as estimated in Table II. The AR(1) fits the data badly, and cannot match the fact
that prices come off their peaks quickly, so that its prediction is clearly not well synchronized
with the actual data. Clearly, the data contain more complex dynamics than are allowed for
by this simple specification. However, even the AR(1) does much better than the predictions
of the storage model, which do not track the data at all whenever prices are high. In both
graphs, the storage model predictions have upper limits, and are constant at that upper limit,
so that there are periods of constant price predictions that are clearly contradicted by the most
elementary inspection of the data, or indeed by a simple and poorly fitting AR(1). This
failure of the model is not something that is specific t0 these two commodities, or to the
peculiarities of the parameter estimates, but is fundamental to the storage model when
harvests are independently and identically distributed. With optimal storage, the éutoregres-
sion function of prices is given by (8), which can be rewritten as

1+r

e min(p®p,.,) (20)

E(pglpg_l) -

for constant p* = E(f(z)). When prices are above the critical value p*, and because with
i.i.d. harvests high prices are no indication of poor z’s in the future, speculators will not
choose to hold inventories, because next year’s price is not expected to be high enough to
justify the interest and depreciation costs of carrying inventories into the next period. But
with no serial correlation in either demand or supply behavior, inventories are the only link
between the present and the future, so the expectation of next period’s price is a constantp”,
which is simply the expectation with respect to the harvest of f(z), the price when there are
no inventories carried forward. Hence, as in (16), the model only predicts autocorrelation
when prices are below p*; above that level, expected prices are constant. This prediction is
clearly falsified by the behavior of the actual prices, where there is clear evidence of positive
autocorrelation even when prices are high. The AR(1), with all its manifest faults, captures
this *high price’ autocorrelation better than does the storage model, and it is this that accounts
for its superior performance in the likelihood comparisons in Table IIL
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K Solid line is actual price
I x—x—x is AR(1) prediction
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Figure 1: Actual and one period ahead expectations of cotton prices
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In the speculative storage model with ii.d. harvests, it is the behavior of profit
maximizing risk-neutral speculators that generates autocorrelation in prices. If in the absence
of storage prices would be abnormally low, the demand for speculative storage will bid up
the price, and the release of stocks when prices are high will moderate what would otherwise
be even higher prices. Adjacent prices are therefore brought into closer conformity than
would be the case without the speculators. If this mechanism is to account for the high levels
of autocorrelation in the data, stocks must normally be held, and on average it must be
profitable (or at least not loss-making) for speculators to hold them. In fact, given the actual
data, it is hard to simultaneously reconcile profitable speculation and infrequent stockouts.
Consider a speculator whose strategy is to buy one unit of the commodity whenever its price
is below some critical level, and to resell it in the next period. When harvests are i.i.d., we
know that the expected profit associated with this strategy is zero whenever the critical price
is below p*, and becomes negative when the critical price is above p*. If the model is true,
prices can be expected to rise to cover the cost of holding inventories whenever prices are
below p*, so that if we calculate average actual profits for a range of different cutoffs, profits
should be zero for low prices, and negative as soon as our cutoff is higher than p*. If the
autocorrelation is to be explained, the losses should not start until the cutoff is at a relatively
high point in the actual distribution of prices, since losses are not compatible with stocks, and
autocorrelation is not compatible with stockouts. In fact, if the cutoff price is set at the
sample median price for each commodity, there will be stockouts at half the sample points,
and yet, if the total cost of storage is no less than 5% per annum, speculators would have
made losses over the period as a whole on all of the commodities except cocoa, coffee, and
maize. If the cutoff is at the upper quartile, with 25% stockouts, speculators would have made
losses on all of the commodities. Such statistics give further emphasis to the evidence in
Figures I and II. It is simply not plausible that the behavior of these commodity prices can
be explained in a model where the only source of serial correlation is the storage activity of
risk-neutral speculators.

The storage model with i.i.d. harvests is the leading model of commodity prices in the
literature, and has been since the original contribution of Gustafson in 1958. The results of
this paper make it hard for us to believe that it can offer a coherent account of the data, at
least not without serious modification. If actual prices are to be explained, we require some
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other source for the high degree of serial correlation displayed by the actual prices. As
always, there are two possibilities, supply and demand. For some crops, particularly for
perennial tree crops, there is undoubtedly autocorrelation in the harvest shocks. Damage to
trees, although ultimately repairable, is clearly capable of generating supply shocks that last
through several periods. However, it is much less clear that for annuals such as cotton, jute,
maize, rice, sugar, and wheat, that the technology of production can be expected to display
enough serial dependence to account for the very large gap between actual and predicted
autocorrelations in Table V. Not does inspection of that Table suggest that the problems are
exclusively with metals and tree-crops, or that they are worse for those goods than for the
annuals. We suspect that the most plausible source of autocorrelation is on the demand side.
Autocorrelation can be much more readily explained if there is a demand for stocks even
when prices are expected to fall, a demand that might be provided by the activities of
processors or manufacturers, for whom the commodity is a factor of production, and who will
pay to avoid the possibility that they might run out of stock. Modelling such activities in a
satisfactory way is no easy task, but there would seem to be no way of avoiding it if the data
are to be explained.
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Appendix: Proof of Proposition 1

Let f(x) be the rational expectations equilibrium associated with the base economy, in which
harvests have zero mean and unit variance, and in which the inverse demand function is linear,
equation (1). Denote /(x) the amount of inventories carried forward when the amount on hand is x,
and given by equation (7). By definition, f(x) is the unique non-negative non-decreasing solution of
the functional equation

1-
f&) = max[l_jE,f(z +(1-8)I (), P(x)]
see (5) and (7) above, or Deaton and Laroque (1992) for the derivation and a detailed analysis of this
equation.

‘We shall prove that f (x), the rational expectations equilibrium price function associated with the
economy E, satisfies:

Fu+ox) = £ (A1)
and that the corresponding inventory function for the economy £, /(x), satisfies:
I(u+ox) = cI(X). (A2)
Now since the evolution of the state variable is governed by (3):
£, = (1-8)(x)+3,.
So that letting X, = L+0Xx, , we see from (A.2) that:

X = (1-0)Ix) +z,,
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and x“; is the amount on hand in the base economy. It then follows from (A.1) and (A.2) that the
price processes of the two economies are identical, and the inventory processes are proportional with
a factor of proportionality equal to G.

We complete the proof by showing that (A.1) and (A.2) are in fact correct. By definition:

Ff@& - max[lliEj(h(l—S)i(f)), 15(12)], (A3)
+r
We let ¥ = W +6x. First, from (9),
P() - (a—ﬂ} £(u+ox) - P(%)
(o] (o]

Second:
f®) = w+ox-P{f(x)

fix)-a+bu/o

-U+0X-
K blo

=o[x - P-{(F(%)).

Substituting these expressions for P(¥) and /(%) into the right hand side of (A.3), we obtain

0 - max[ll;jE,f(u+oz+<1-s>o(x-P-l<f<f»)), P(x)]

so that, since x = (¥ ~ W)/c, we have,
e « ] 2 -0}
fu+ox) = m WEzfu+oz+(l—8)(x—P (Fp+ox)) |, P |

But this is exactly the same functional equation that defines f (x), and since that functional equation
has a unique solution, we have immediately that

fu+ox) = f(x).
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