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Figure 15. Industrial production shock
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Figure 16. US real interest rate shock
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Figure 17. Real Dow Jones index

3.00% 1 3.00% 1 JPPEEE LA
2.50% 1 ____--" -------- 2.50% | ____,"-
2.00% 1 Lol ’ 2.00%
1.50% L 1.50%
1.00% {

1.00% 4

.
0.50% 7 0.50% -

0.00% . = 0.00%
B B

-0.50% -0.50%
123 456 7 8 910111213 14151617 18 1920 21 22 23 24 25 123 45 67 8 91011121314 1516 1718 1920 2122 23 24 25

Months Months

a) Low misalignment state b) High misalignment state

The main conclusion we could draw from the figures is that, in general, the responses obtained
are in line with both the theoretical predictions and the long-run relationship estimation. The only
exception is that we find a positive impact of the Dow Jones index in the short run.

Furthermore, it is noteworthy that price dynamics responses do not exhibit significant differences
either the initial state is low or high. The effect of real interest rate shock differs from this general
picture. If the shock occurs in the high regime, the commodity price reaction is minor and
statistically non significant.

The same remarks apply when we study the consequences of bigger shocks™. There are not
important discrepancies when the effects of small and big shocks are compared, except for the
interest rate shock response which becomes statistically significant whatever the initial regime is.

7. Conclusions and policy implications

From the policymaker perspective, the distinction between permanent and transitory movements
in macroeconomic variables is one of the main challenges in order to take proper economic
decisions. An important objective of applied economic models and empirical estimations is trying
to give a consistent framework to rationalize those decisions. With this aim, we have proposed
employing a non-linear multivariate STAR methodology to reach a better understanding of
underlying causes for commaodity price movements, once an explicit role for the financialization
issue is incorporated.

It is appealing to think financialization as an amplifying factor of commodity price cycles. We
develop a framework in which fundamentals and financialization interact each other, treating
speculative activity as an element that mainly affects short run price dynamics, but not the long
run equilibrium.

This hypothesis appears satisfactory after summarizing the discussion regarding the
financialization issue and showing evidence that it is not necessary to have neither commodity
derivative markets nor strong net long positions of financial participants to experience a
commodity price boom or a bust.

Thus, in our theoretical model, commodity fundamentals continue to be the only real force to
forecast long run prices. However, heterogeneity in expectations among commodity market
participants is important in determining the characteristics of the equilibrium adjustment.

4 Three-standard deviation results are available upon request to the authors
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Regarding fundamentals we have empirically confirmed some standard roles for macroeconomic
variables, namely US real exchange rate, aggregated industrial production as a proxy of world
demand, and real international interest rate. We also verify a negative conditional correlation
between our real commodity price index and the real return of stock markets.

The short run dynamics shows the most remarkable results. Our findings support the idea that
commodity prices tend to correct toward equilibrium, but this correction only takes place if past
misalignment is sufficiently high. Thus, in the low misalignment regime correcting forces do not
prevail and prices can move in any direction, possibly depending on market sentiments.

Finally, regarding policy implications, we want to point out that for commodity-dependent
developing countries, commodity price misalignments should be carefully monitored: price
reversions tend to be abrupt when the gap between actual and fundamental price is higher than
20-25%. We cannot forget that commodities shape almost every macroeconomic policy stance
in these countries: from output growth and inflation to income distribution, national savings or
fiscal revenues.

It is also important to note that factors affecting commaodity prices (like real international interest
rates and the US real exchange rate) are similar to those that influence capital flows. This
explains why it is hard for developing countries to cushion terms of trade shocks with external
finance. The same fundamentals that worsen terms of trade affect negatively the access to
international credit market. An appropriate policy mix should include in this case structural
actions to smooth cycles and alleviate commodity dependence when prices are in high levels.
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