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Abstract

We investigate the dynamic evolution of the price discovery function in Chinese agricultural futures
markets using a newly developed rolling window cointegration approach. The results show that, compared
with wheat and rice, the futures-spot cointegration relationship in the soybean and corn markets tends to
be more durable and frequent. Dynamic cointegration analysis indicates that the recent market-oriented
reforms in China have boosted the price discovery function of soybean and corn futures markets, whereas
price stabilization policies tend to weaken the price discovery function of futures markets. The difference in
price discovery function is attributed to differences in market mechanisms and Chinese agricultural
policies.
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1. Introduction

Agriculture provides the main source of food for human consumption. Agricultural prices are
directly related to the stability of national economics and the improvement in people’s living
standards. China is a prominent example, having shifted from an agricultural economy to an
industrial economy within four decades. Along with economic development, China’s commodity
futures market has experienced rapid growth in the past three decades (Li et al., 2017). According
to the China Securities Regulatory Commission (2018), China has gradually formed a relatively
complete agricultural futures trading mechanism. Driven by the advantages of large liquidity, high
transparency, and low trading cost, the futures market runs much faster in responding to infor-
mation flows than the spot market does. Price signals from futures markets are accordingly con-
sidered the “beacon” of spot trading and the “vane” of spot prices. The evolving futures markets in
China indicate a need to better understand how they function. Better transmission effects between
futures prices and spot prices have the potential to boost the price discovery function of futures
markets. An important subject that has received much attention from researchers, producers, and
policy makers is the dynamic linkages between futures prices and spot prices in the Chinese agri-
cultural commodity markets. More specifically, how do price signals diffuse across the futures and
spot markets? How have the transmission effects of futures and spot prices changed over time?
Are there different behaviors from each market in response to external factors? Definitive answers
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to these questions would provide information and implications for the market participants to bet-
ter understand the price discovery function in agricultural futures markets. In this article, we
attempt to investigate these issues by estimating the linkages between the futures market and spot
market based on the rolling window cointegration approach.

The full functioning of the futures market is closely related to vibrant spot trading; thus,
efficient price transmission drives a wedge between the futures market and the spot market
and exerts a critical effect on the function of the futures market, such as price discovery. The topic
of the price discovery function of the futures market has drawn the interest of scholars
(Adaemmer, Bohl, and Christian, 2016; Gay, Simkins, and Turac, 2009; Yang and Leatham,
1999). A large body of literature examines whether the market efficiently exerts its function of
price discovery function from the perspective of price transmission, especially because cointegra-
tion testing methods were successively proposed by Engle and Granger (1987) and Johansen
(1997). Under a similar framework, several measurements have been well developed and widely
applied in the agricultural economics literature, such as the cointegration test, error correction
model (Aulton Ennew, and Rayner, 1997; Bekiros and Diks, 2008), Granger causality (Kellard
et al.,, 1999) at the first-order mean level, and the multiple GARCH (generalized autoregressive
conditional heteroscedasticity) models (Bhar, 2001; Briimmer et al., 2016; Kang, Cheong, and
Yoon, 2013; Zhong, Darrat, and Otero, 2004) from the second-order variance perspective.
There is also an argument that a large impact could notably trigger structural breaks, which would
break and then rebuild the long-term relationship between variables (Peri, Baldi, and Vandone,
2013). When being conscious of the potential structural breaks, many time-series models appro-
priate for nonstationary data have been developed, and some types of these models that are in
wide use in this field are the TVECM (threshold vector error correction model; Piggott, 2001)
and MS-AVECM (Markov-switching assymetric vector error correction model; Nemati and
Saghaian, 2018). Such a threshold framework works well in generally solving nonlinear issues,
but it could fail to detect cointegration in an extreme scenario where the cointegrating relationship
appears only beyond the critical threshold.

The aforementioned literature provides a foundation for further study, but there appear to be
certain limitations because of its static framework. The empirical findings of the previously dis-
cussed works are somehow mixed, partly because of the usage of different sample periods. Some
studies support the existence of the price discovery function in certain sample periods whereas
others do not. The framework of the one-off static analysis, most importantly, cannot tell us
how price transmission between the futures market and its physical market is changing against
exogenous shocks, such as policy adjustment. With the development of economic models, the
time-varying characteristics of the spillover effect have attracted much attention in the financial
futures field (Brada, Kutan, and Zhou, 2002; Guidi and Ugur, 2014; Mylonidis and Kollias, 2010).
Although a predominant number of empirical studies have focused on financial markets, some
recent studies have extended the analysis to commodity markets as well, taking agricultural prod-
uct futures markets as cases (Peri and Baldi, 2013; Wang, Lin, and Shih, 2011). Adammer, Bohl,
and Christian (2016) and Adammer and Bohl (2018) adopted the time-varying parameters of the
Kalman filter to effectively detect the temporary effects in the process of price discovery, and they
indicated that this function of the futures market takes effect when prices are soaring. These meth-
ods to obtain time-varying parameters can also track an evolving system, but they usually are
sensitive to model biases and require unrealistic assumptions. The following merits of the rolling
window approach can be regarded as a supplementary explanation for why we choose the research
paradigm of a rolling cointegration analysis. First, the phenomenon of overgeneralization rarely
occurs when information can be fully extracted from the sample data. Second, taking the multi-
stage nature of the price discovery process into account, it roundly grasps the complete picture of
the transmission effect along with time. Finally, mixed data including potential break points are
replaced by data sets regenerated by rolling and iterating (Peri and Baldi, 2013), which could result
in more comprehensive and convincing results.
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To date, we know little about the price discovery function of agricultural futures markets in China
from a time-varying perspective. The usefulness of a rolling cointegration analysis is applied to this
dynamic progress. Taking key agricultural commodities (i.e., wheat, rice, corn, and soybeans) as
cases, there are two key components included in this article. First, the static analysis of the transmis-
sion effects using the entire sample from April 2009 to May 2018 proposes that the leading role of the
futures market in price transmission is applicable in Chinese agricultural futures markets. Second, we
apply the rolling window approach (including 1,929 subsamples in total) to capture the time-varying
characteristics of price transmission effects, with a special focus on dynamic panorama under the
background of economic and policy changes. Differences in both the frequency at which cointegra-
tion appears and its duration indicate that the transmission effects between futures prices and spot
prices in the corn and soybean markets are stronger than those in the wheat and rice markets.
Different from the results of the normal vector error correction model (VECM), there is less support
for the stable existence of a price discovery function in the agricultural commodity futures market,
especially being in an uncertain economic environment. Of special interest is that in a case where oil
prices rise and drop suddenly and sharply, price transmission from futures to spot prices at the same
time may be weakened and even distorted, which could be attributed to price stabilization policies
against unstable economics and their lagged effects. This highlights the importance of economic
stability for the price discovery function of futures markets. The findings also confirm the positive
effects of the market-oriented reform in the corn and soybean markets, because such reform could
release market power and intensify the leading role of futures markets in pricing. We accordingly
suggest promoting the duly and properly market-oriented reform of wheat and rice prices based
on carefully and scientifically evaluating the potential impact of policy changes on these markets.

The rests of the article is organized as follows: We introduce the basic features of the data set in
Section 2. Section 3 details the empirical model employed in the study and the technical principles
of the rolling window approach. In Section 4, corresponding empirical findings under static and
dynamic frameworks are presented, discussed, and interpreted, respectively. Section 5 concludes
and presents ideas for further work.

2. Sample data

With application to Chinese corn, soybean, wheat, and rice markets, this article studies the price
transmission effects between futures markets and spot markets. To ensure food security in
China, there are two key programs that are influential in price stabilization: the Minimum
Purchase Price policy for wheat and rice and the National Provisional Reserve (NPR) policy for corn
and soybeans. Although both are price support policies, there is a divergence that exists in their imple-
mentation time, coverage scope, and control intensity (Li, Li, and Chavas, 2017). Figure 1 presents the
start and end points of “policy execution” and the start time of futures contracts. Because the futures
market, as an emerging market, is characterized by high growth and multiple stages, high-frequency
daily data are more informative to show the dynamic evolution of the price discovery process.
Considering the availability of data, this article sets up consistent periods (from April 20, 2009,
to May 31, 2018) for corn, soybeans, rice, and wheat to easily make horizontal comparisons across
agricultural commodity markets. After removing the days of nontrading, there are 2,160 sets of
matched data in total. The daily spot prices of corn, soybeans, rice, and wheat are correspondingly
estimated using the national weighted average prices, and the daily futures prices originate from the
daily settlement prices of active contracts, both of which are available from the Wind database
(https://www.wind.com.cn/en/data.html).

Under the strategy of food security, staple grain prices are all subject to the macrocontrol of the
Chinese government to different extents. They present diverse trend characteristics because of
the different intensity and time of intervention. The ZA test (Zivot and Andrews, 2002) traces
the break point in each price series. For example, the spot prices of soybeans and corn presented
structural breaks in September 2014 and August 2015, respectively. Those break points
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Figure 1. The listing time of four grain futures contracts and start and end times of the implementation of the price support policy.
Notes: There are the divergences of price support policies across four agricultural products, in terms of policy types and their imple-
mentation time. Specifically, the Minimum Purchase Price policy for rice and wheat started in 2004 and 2006, respectively, and both have
been in operation until now. The National Provisional Reserve for soybeans and corn both began in 2008, and they were cancelled in
2014 and 2016, respectively.

corresponded to the Chinese policy shifts regarding the soybean and corn (in trial) price support
programs. There is a similar case in the wheat market—a fall in the price has appeared because of a
cut in the support price since 2017. The last decade has witnessed different price trajectories in the
Chinese agricultural commodity markets. As shown in Figure 2, there are price trends that vary
from one market to another. Generally, wheat and rice prices increase smoothly, whereas soybean
and corn prices boom and bust (i.e., climb up and then decline). An inverted V-shaped pattern in
the soybean market and an inverted U-shaped pattern in the corn market are exhibited for both
futures and spot prices. It often seems that spot prices follow futures prices and mimic their ups
and downs, perhaps with a few lags; however, the wheat market presents different growth patterns
in rising spot prices and fluctuating futures prices, as does the rice market. In Table 1, the descrip-
tive statistics show that futures prices have higher volatility than spot prices in the soybean and
corn markets, but the opposite is true in the rice and wheat markets. Jarque Bera’s statistics reject
the null assumption of a normal distribution of prices in Chinese agricultural product markets. In
addition, the correlation between price series is highest in the corn market, followed by soybeans,
rice, and wheat in sequence.

The prices of wheat and rice have been shaped by the government’s price support policies and
import quotas. Simply stated, the Chinese government will purchase surplus grain from farmers at
the given prices if the market prices are below the floor; volume limits on import quotas are set
annually to maintain high self-sufficiency as “strategic” crops. The combined actions of these poli-
cies play a dominant role in the wheat and rice markets, such that there appear “policy-oriented”
price volatilities of wheat and rice, characterized by gentle fluctuations in price growth, which
eventually lead to a vicious circle of “simultaneous increases” in production, imports, and inven-
tory. Similarly, because of stable market expectations and narrow profit margins, there are fewer
futures traders and less trading in the futures markets, which is the reason why the futures prices
did not experience large volatility.
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Table 1. Descriptive statistics of futures and spot prices

Standard Jarque
Commodity Mean Maximum Minimum Deviation Skewness Kurtosis Bera Correlation
Soybeans Futures 4.17 5.02 3.29 0.40 —0.07 1.76 140.74 0.84
Spot 3.91 4.85 3.37 0.39 0.69 2.40 206.89
Corn Futures 2.06 2.56 1.39 0.35 —0.28 1.49 236.64 0.90
Spot 2.15 2.71 1.59 0.30 —0.18 1.63 182.77
Rice Futures 2.50 2.94 1.98 0.23 —0.57 2.26 168.60 0.65
Spot 2.50 2.79 1.90 0.29 —-1.09 2.55 449.78
Wheat Futures 2.62 3.19 2.09 0.22 —0.33 3.10 39.41 0.62
Spot 2.32 2.63 1.83 0.22 —0.44 1.95 170.30
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Figure 2. The trends in futures and spot prices in Chinese agricultural commodity markets.

Notes: The y-axis presents the price, the unit of which is yuan/kg. The gray curves are the daily futures prices, and the black curves
represent the daily spot prices. The structural break point of certain price series is estimated by the ZA test (Zivot and Andrews,
2002), marked by the intersection of the vertical line and the curve of the same color.

However, unlike other self-sufficiency foods, the multifunctionality of corn, such as for cereals,
fodder, and energy, makes its price vulnerable to the shocks of many market forces, such as energy
and its substitutes. Meanwhile, after 2016, the corn market gradually switched from policy leading
to marketization pricing, which improved its sensitivity and response speed to information. The
price of corn dropped significantly without minimum price support, as shown in Figure 2.
The corn futures market has thereby attracted more hedgers who are interested in avoiding risk
and speculators who attempt to profit from price volatility, and these have tended to strengthen
the connection between the futures and spot markets since the end of 2016 (in Fig. 2). Of special
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note, the corn market, rather than the soybean market, has the highest correlation between futures
and spot prices in the scenario in which the Chinese government has basically been deprived of its
control of the soybean price because of the country’s serious import dependence (less than 25%
self-sufficiency). Soybeans have been opened up most to world trade and increasingly integrated
into the global financial system since being removed as a “strategic” crop. However, owing to large
imports from the United States, soybean contracts on the Chicago Board of Trade (CBOT) are
regarded as a preferred alternative whereby the Chinese soybean traders hedge risks. This some-
what explains why a lower correlation between the spot and futures markets in China appeared.
According to the previous discussion, the different extents to which spot prices are related to
futures prices across varieties could be attributed to the differences in market mechanisms shaped
by policies.

3. Methodology

As a comprehensive prediction for the future status of supply and demand, the futures price is
generated from open bidding and evolves in response to the information available to market par-
ticipants. Participants in agricultural futures markets are composed of producers, sellers, process-
ors, and importers-exporters, as well as speculators, the majority of which are familiar with
commodity markets and able to expect future trends in prices from different perspectives.
They submit ideal prices based on the available information (e.g., weather) to compete with
numerous traders and contribute to forming the futures price. Overall, the futures price is an
authoritative and advanced prediction for the future state according to the current information,
which thereby makes it characterized by price discovery. Based on this, the price discovery func-
tion means that futures prices are unbiased estimates of future spot prices—that is, F; = E(SI,),
where I, represents the information set at the tth day, St refers to the spot price at the time (Tth) of
the due date, and F; is the futures price on the tth day. This proves that the futures price will
generally inch toward or even become equal to the spot price with the delivery date of a futures
contract approaching. In addition, there are other arguments on the relationship between the spot
and futures prices. For example, the futures price is equal to the sum of the spot price and the
holding cost in the pricing model of the cost of carrying; the futures price could provide the guid-
ance for agricultural produce in turn and thus affect the spot price. These points provide theoreti-
cal support for the “price discovery function of the futures market.”

Indeed, the convergence property between futures and spot prices is consistent with the
hypothesis that arbitrage binds prices into a long-run relationship (Saghaian, 2010). It is now
an established practice to test the price transmission across markets by cointegration analytical
approaches. In this case, we adopted this mainstream research thinking, combining a cointegra-
tion relationship test with vector error correction analysis, to study the transmission effects
between futures prices and spot prices. After taking the first difference, the cointegration equation
can be described as

AY,=af Y + Y TITAY, e, (1)

where the rank of IT = «f is r, which is equal to 0 or 1 in this study. The null hypothesis
(Hp: ¥=0) denies the existence of a cointegration relationship between the futures price and
the spot price because of a nonstationary linear combination between sequences. Under the
alternative hypothesis (H;: r = 0), there appears a smooth linear combination between the
two series. Empirically, the trace test function in equation (2) plays a decisive role in whether
or not to accept the null hypothesis and accordingly judge the existence of a significant cointe-
gration relationship.

The overall judgment of whether the equilibrium relationship exists can be drawn by
comparing the trace statistic A, with its critical value. Other indictors in equation (2) to measure
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Airace are the observation value of T, the ith maximum eigenvalue A; of the constraint matrix IT, the
number of variables #, and the rank r of the constraint matrix.

Mrace = —TZ:’:rHln(l—Ai),r=0,1,...,n— 1. 2)

According to the analysis theory of the Johansen cointegration test, the series are indeed coin-
tegrated once a smooth linear combination appears among them, although the individual series
itself could be nonstationary. In the case of a known long-term equilibrium relationship, the
VECM could be further established to estimate short-run speeds at which one series converges
dynamically to a long-run relationship with the other. Theoretical analyses indicate that futures
and spot prices connect directly with each other. Based on that, with a focus on long-term equi-
librium and short-term adjustment between spot and futures prices, it is reasonable to include
only them in the VECM. The equation of the VECM is denoted as follows:

PL=afPoy + ) L BAP+ ) T AP e,
AP, = Ay\P Poi+ Y I VAP +Z th]APfc,jJrsf,

where ¢, is an error term, and [ and k represent the optimal time lags determined by the minimal
values of final prediction error (FPE), Akaike information criterion (AIC), likelihood radio (LR),

(©)

Schwarz criterion (SC), and Hannan Quinn (HQ). Aggregative variables, AP; ; and AP;t7 are the
first differences in prices, of which the subscript x is set to “b,” “c,” “r,” and ‘w,” representing

» « » «

“soybeans,” “corn,” “rice,” and “wheat,” respectively. The s and f of their superscripts correspond
successively to the spot price and the futures price.

The aforementioned VECM measures the price transmission effect via three types of param-
eters. The first type includes error correction coefficients, denoted by « and A, the relative speed
that (how fast) the spot price and the futures price could rebuild the long-term cointegration sta-
tus, after the markets are shocked by external factors, such as policy and technology changes. If
is significant but A not, this means that the spot price is the one and only dynamic factor in the
process of recovering to the equilibrium between two variables, and accordingly, the price is trans-
mitted from the futures market to the spot market. In contrast, we can infer that there is significant
transmission from the spot price to the futures price. When both are significant, the market with a
large absolute value of the error correction coefficient is subject to correct toward the equilibrium
faster following short-term shock; thus, we deduce that the other market performs better in price
discovery. The second type of parameters are cointegration coefficients—namely, 8; and y,—
which reflect the direct long-term relationship between prices. They are used to measure the
degree to which the spot (futures) price is affected by futures (spot) price changes. The first-lagged
error correction terms are expressed by B, P, ,_; and y, P, ;_1, which refer to the departures from
the long-term relationship after external shocks. The last type of parameters are interaction coef-
ficients, B; and y;, reflecting the short-term mutual effects between prices. If B;(y;) is significant,
this means that the futures (spot) price will affect the spot (futures) price in the short term. Taken
together, the three kinds of coefficients are complementary, providing handy tool kits for analyz-
ing the transmission effects between futures prices and spot prices.

As mentioned previously, empirical analyses based on the whole time span can only reflect the
general relationships between futures prices and spot prices and cannot track the dynamic changes
in the relationships, which may lead to overgeneralization and even biased estimations. The
dynamic rolling window cointegration test is an alternative form of the static cointegration test.
It is more informative and refined for the reason that it captures the dynamics changes in the
cointegration relationship over time. It makes no more assumptions than the ordinary cointegra-
tion tests, but it has more requirements for the data. Dynamic rolling window tests do need more
observations than the static cointegration test to validate the detection in each period. As shown
subsequently, we made efforts to collect the 10-year daily futures-spot prices in four Chinese key
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Figure 3. Schematic diagram of the rolling window principle: (a) General cointegration analysis with the fixed time window.
(b) Rolling cointegration analysis with rolling time window.

agricultural markets, which is informative enough for us to form the dynamic rolling windows in
this research. Hence, cointegration analysis extended and modified by the rolling window
approach is a statistical technique used to explore the changes in interactive patterns or relation-
ships over time. Under the analysis framework of the Johansen cointegration equation and the
VECM, the rolling window approach to structure subsample intervals captures dynamic transmis-
sion effects of futures prices and spot prices in each subsample. Figure 3 introduces the operation
procedures of the rolling window approach. Under the fixed window length, each scroll forward
generates a new subsequence by adding a new datum at the end of the previous window and
removing the first datum.

Let n be the total number of samples, equal to 2,160 in this study. Denote r, and r; as the
starting and ending fractions of the subsample, respectively, and r,, as the fixed window size.
Then, we have r,, = r, — r, + 1; r, moves forward 1 unit every time, and so does r,. After rolling,
n - r, + 1 pairs of price subsequences can be obtained altogether. With the fixed window, the
trace statistics and coefficients in the VECM are calculated by varying the starting point r,, from 1
ton - r, + 1 and varying the end point r, from r,, to n. the Johansen cointegration test and the
VECM based on rolling window approach are shown as in equations (4) and (5), respectively:

)‘tmce,[m,rb] =-T,, Z?:,+1 ln(l - )"i,[ra.rb])a r=0,1,...,n—1, (4)

AP;sc,t = a[mfb]ﬁll_’[m_,rh]Px,t—l + Z:;Ll :Bi.,[ra,rb]AP;Sgi + Zj;i,k IBjA[m,Tb]AP{cﬁj + 8§
AP{c,t = )‘[m.,rb]yrl,’[m_’rh]Px,t—l + 25;171 yi,[ra,rb]AP;sc,i + Z]:ifk Vj,[ra,rb]AP;fc,j + 8/:7

where starting point (r,) and ending point (r,) of the window are puton r, € [1,n - r,, + 1] and
1y, €[r,,n]; the sample size for each test is equal to the fixed window size, namely, T,,, = r,,; &;is an
iid. (independent and identically distributed) error term—that is, &, ~ i. i. d. N(0, 0{,4,,5)%). The
Johansen cointegration test and the VECM are conducted successively in new subsequences,
denoted as [r,,1;], for each group to obtain the time series of the trace statistics, cointegration
coefficients, and error correction coefficients.

(5)

4. Result analysis
4.1. Static test of transmission effect between futures prices and spot prices

A unit root test should be performed to explore whether the futures price and spot price are sta-
tionary before the cointegration test is carried out. In Table 2, the results of augmented Dickey-
Fuller (ADF) tests and augmented Dickey-Fuller generalized least squares (ADF-GLS) show that
the original price series are nonstationary, but their first-difference sequences are stationary—
namely, I (1)—which satisfies the premise of the cointegration test and the VECM. Johansen coin-
tegration tests for all varieties provide the evidence of the long-term equilibrium between futures
prices and spot prices at the 5% significance level. Given that the cointegration relationship exists,
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Table 2. The results of unit root and Johansen cointegration

Soybeans Corn Rice Wheat
Test Futures Spot Futures Spot Futures Spot Futures Spot
ADF Original —-0.11 -1.04 -1.20 -1.78 —2.52 -2.13 -0.13 —2.03
First difference  —40.62 —42.06 —44.86 —8.40 —47.07  —28.09 —41.59 —14.47
Root unit 1(1) (1) (1) (1) (1) 1(1) 1(1) 1(1)
ADF-GLS Original -1192 -0.531 -0.673 -0.414 -0.851 0.452 —0.942 0.075
First difference 6.763 4.426 1.794 16.641 —2.016 5.512 5.002 15.373
Root unit 1(1) 1(1) I(1) I(1) I(1) 1(1) 1(1) 1(1)
Cointegration  Trace statistic 21.151*** 54.188*** 15.655** 17.326**

Notes: Asterisks (*** and **) correspond to 1% and 5% significance level, respectively. ADF, augmented Dickey-Fuller; ADF-GLS, augmented
Dickey-Fuller generalized least squares.

Table 3. The results of vector error correction model estimation

Soybeans Corn Rice Wheat

Variables AP, AP, AP, AP, AP, AP, AP, AP,
Cointegration vector (1, —1.264) (1, —0.829) (1, —1.522) (1, —1.376)
Et_1 —0.002 0.012 —0.005 —0.006 —0.001 0.004 —0.001 0.005

[-2.116] [3.923] [—6.895] [-2.187] [-2.660] [1.918] [-2.013] [2.891]
AP, 0.092 —0.052 0.320 0.057 0.115 0.141 0.296 —0.092

[4270] [-0.832] [15.412] [0.777] [5.365] [1.911] [14.263]  [-0.935]
AP)S(_F2 0.056 0.087 0.244 —0.058 0.087 —0.150 0.264 0.019

[2.627] [1.405] [11.812] [—-0788] [4.045] [—2.043] [12.713] [0.194]
AP)f(‘t_1 0.017 0.150 —0.008 0.031 —0.007 -0.013 —0.001 0.112

[2.332] [7.003] [1.366] [ 1.422] [-1.081] [-0.600] [-0.159] [5.198]

AP, 0.013  —0.043 0.008  —0.059 0.001  -0.012  —0.006 0.031
[1.854] [-1.988] [1.366] [-2.724] [0.115]  [-0.536] [-1.343]  [1.441]

F value 9.095 13.024 177.344 2.935 12.243 2.351 124.129 7.631

Notes: The values in brackets are the t-statistics; the optimal lag order of the Johansen cointegration test is “2,” determined by minimal
values of final prediction error (FPE), Akaike information criterion (AIC), likelihood radio (LR), Schwarz criterion (SC), and Hannan Quinn (HQ).

the VECM is further used to quantitatively evaluate the retro-regulation mechanism of each mar-
ket, as shown in Table 3. The error correction coefficients of spot prices are all negative and sig-
nificant at the 1% level, indicating that the spot prices of corn, soybeans, wheat, and rice can return
to the long-term equilibrium by the traction of counterforce after being shocked by external fac-
tors. Similarly, it is found that the futures price is also somewhat corrected toward original equi-
librium in the corn market, whereas in the soybean, rice, and wheat markets, the recovery to long-
term equilibrium is mainly achieved through the adjustment of spot prices. By comparing the
relative size of the absolute values, it turns out that the deviation of spot prices could be adjusted
at a faster speed in the corn market.

It is worth clarifying that, regardless of whether there is a change in policy type in the corn and
soybean markets or a change in support strength in the wheat and rice markets, different policies
have been implemented over time, which causes the role of the market in pricing to change greatly.
Despite the effectiveness of the ZA test in detecting the break point of each series, it does not
identify the break points of the relationship between two variables. The method of Bai and
Perron (2003) will be used to perform the simultaneous estimation of multiple break points in
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Table 4. The results of the test for multiple structural changes

Break points Soybeans Corn Rice Wheat

T1 Apr. 2012 Nov. 2013 Sep.2011 Jun.2011
T2 Aug. 2014 ‘Oct. 2014 >Sep. 2012 Jan. 2013
T3 Jul. 2015 Oct. 2015 Jul. 2016
T4 ‘ . Jun. 2017
RSS 3.23E-01 3.89E-02 7.62E-02 3.81E-02
BIC —1.28E+04 —1.74E+04 —1.60E+04 —1.74E+04

Notes: Assume that there are m break points that are boundaries of alternating regimes (m + 1). The optimal number of break points could be
determined by the minimum Bayesian information criterion (BIC) estimator, and the dates of the break points can be traced. RSS, residual
sum of squares.

the VECM, by testing or assessing deviations from stability in statistical relation. The results of
multiple structural break points in the transmission effects between futures and spot prices are
reported in Table 4. Based on the detected break points, there are significant impacts of energy
shocks in 2014 and impacts of policy reforms in 2014 and/or 2015 on the soybean and corn mar-
kets. In addition, the structural break points detected are greatest in the rice market and least in the
wheat market. In 2011, because of an increase in support prices and the frequent phenomenon of
“panic buying,” the spot prices of the wheat and rice markets were high, but the futures market
suffered, the prices of which were falling. These factors worked together and led to the break point
of 2011 in the wheat and rice markets. An economic relationship varies on the two sides of any
break point, so the results of one-off whole samples to conclude the existence of a “price discovery
process” in these markets is less reasonable. Moreover, the soybean and corn markets were jointly
shocked in the years 2014 and 2015. We conjecture that the change in this relationship was
because of policy changes. An in-depth analysis of specific shocks on the price discovery process
would be warranted by further rolling time window analysis.

4.2. Dynastic characteristics of transmission effect between futures prices and spot prices

This section uses the rolling window approach to further test and analyze the cointegration rela-
tionship and error correction between futures and spot prices. Consider that cointegration is a
long-run property, and the presence of cointegrating relations can be captured only under the
requirement of long time spans. However, a longer window tends to hide partial information
on time-varying effects and yield smoother rolling window estimates than shorter ones. Based
on both considerations, the size of the rolling windows is set to 232 days (i.e., approximately
one financial year; Mylonidis and Kollias, 2010; Peri and Baldi, 2013), of which the optimal
lag orders are determined by AIC and SC. After rolling forward and performing an empirical test
for each subsequence, we obtain three indicator series—trace statistics, cointegration coefficients,
and error correction coefficients—for a total of 1,929 sets.

4.2.1. The rolling cointegration relationship

As previously mentioned, whether or not a cointegration relationship exists depends directly on
the significance of the trace statistics. To achieve a visualized comparison, the trace statistics in this
study are standardized (i.e., the trace statistics are divided by the 5% critical value). If the standard
values in the subintervals are not lower than 1, we will reject the null hypothesis at the 5% signifi-
cance level and support the existence of a cointegration relationship. According to the statistical
results of the normalized trace statistics in Table 5, the maximum values are all greater than 1,
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Table 5. The normalized trace statistic of the rolling Johansen cointegration test

Mean Median Maximum Minimum >1 Ratio Standard Deviation Unit Root

Soybeans 0.847  0.745 2.344 0.205 31.26% 0.402 1(0)
Corn 1.135 1.024 . 3.533 ‘ 0.158 52.46% 0.620 . 1(0)
Rice 0.686  0.596 4.063 0.083 17.63% 0.403 1(0)
Wheat 0.743  0.672 6.729 0.154 20.37% 0.406 1(0)

indicating that specific subintervals, where futures prices and spot prices cointegrate with each
other, are supposed to exist. In terms of the mean and the median, the normalized trace statistics
are greater than 1 in the corn market, followed by the soybean market. This result supports the
existence of a stable and strong correlation between the futures price and the spot price in the two
markets. However, the normalized trace statistics of both wheat and rice are much lower. Weaker
cointegration relationships mean that the spot and futures markets are in relative isolation.

The statistical probability of cointegration between futures prices and spot prices of four agri-
cultural products ranges from 17.63% to 55.46%. The highest frequency (more than 50%) of coin-
tegration relationships appears in the corn market, and the frequency in the soybean market ranks
second, with a little more than 30%. There is an approximately 20% probability for “>1 ratio” in
the wheat market, followed by the rice market, which further demonstrates that their futures pri-
ces and spot prices are loosely linked with one another. The path to reform the market mecha-
nisms, designed according to national conditions, varies greatly across agricultural product
markets. Taking soybeans and corn as pioneers, China has started the marketization reform of
main grains since 2014, which has gradually cancelled the country’s NPR policies and launched
the target price and marketization purchase policies. Under the background of “depoliticization”
in the corn and soybean markets, spot prices can respond sensitively to market signals, especially
to the information flows from futures markets. In contrast, the role of government in pricing tends
to overshadow the role of the market itself, which contributes to forming a fragmented state across
spot and futures markets. Even if the subsidy level for wheat and rice has been reduced gradually,
it still has a distorting effect on the markets. Thus, the level of cointegration between futures prices
and spot prices varies among different grain markets, and a stable and long-term cointegration
relationship between futures prices and spot prices has not been formed overall in the Chinese
agricultural product market.

Figure 4 is the dynamic graph of the normalized trace statistics drawn on a unified timeline.
Generally, each group of trace statistics changes obviously with time, detecting the unstable equi-
librium and time-varying relationship between futures prices and spot prices. The cointegration
relationship appears yearly in the corn market and shows the characteristics of short cycles and
high frequency. Taking 2015 as the watershed, the cointegration relationship was relatively stable
and concentrated before 2015, and then it changed frequently. The soybean market almost shared
the peak and trough of the trace statistics at roughly the same time as the corn market, but its
significant cointegration relationships would be for a relatively shorter time. Nevertheless, the dis-
tribution of cointegration relationships characterized by shorter periods and lower frequencies in
the wheat and rice markets is dispersed. A cut in their support prices since 2017 has contributed to
highlighting the role of the market itself.

The rolling cointegration coefficients reflect the extent to which futures prices exert an influ-
ence on spot prices within a specific sample interval. The high sensitivity of futures markets to
market environments leads to abnormal values of rolling cointegration coefficients when the mar-
kets encounter a large shock. Based on this, the rolling cointegration coefficients are extracted and
spread along the time axis to detect the time points when unexpected impacts appear. As shown in
Figure 5, several abnormal values of rolling cointegration coefficients occur, most of which are
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Figure 4. Time-varying tendency of rolling trace statistics.

Notes: The y-axis refers to the normalized trace statistic, and the x-axis shows the time t corresponding to the ending point of each rolling
window. The shaded area marks the periods when the normalized trace statistics represented by the curve are above the critical boundary
(straight line y = 1), corresponding to a significant cointegration relationship.
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Figure 5. Time-varying tendency of cointegration vectors.
Note: The y-axis refers to the rolling cointegration coefficients.
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Figure 6. The time-varying characteristics of the transmission effect of futures prices on spot prices.

Notes: The y-axis refers to the error correction coefficients of spot prices in the rolling vector error correction (VEC) model. The solid curve
depicts the time-varying trends of the rolling error correction coefficients of spot prices, denoted by «, which represents the transmission
effect of futures prices on spot prices. The 95% confidence intervals are outlined by two dotted lines, the interior of which will accept the
null hypothesis. The shaded area marks the periods when the cointegration relationship is significant.

involved in the neighboring areas of the break points shown in Table 4. For example, the cointe-
gration coefficients in the soybean market peaked at 3,515.65 in a rolling sample interval of 2014,
and in the corn market, they successively reached a maximum of 969.98 and a minimum of
—437.51 in 2015. We attribute these values to the shocks brought by energy market turbulence
in 2014 and the strategic shift in price policy for soybeans (in 2014) and corn (in 2015). Similarly,
with the guidelines of promoting supply-side structural reform and deepening the formation
mechanism of agricultural prices proposed by the “No. 1 central document” of the Chinese
government in 2017 (http://www.chinadaily.com.cn/china/2017-02/05/content_28108022.htm
[accessed February 5, 2017]), a series of policies targeted at rice and wheat have changed, such
as a cut in purchasing prices. Additionally, in the scenario when international oil prices boomed
and then collapsed from 2012 to 2014, abnormal values of the cointegration coefficients also
appeared frequently across agricultural products in China. It has been proved that changes in
energy prices affect food markets (Saghaian et al., 2018; Xiarchos and Burnett, 2018).

4.2.2. The rolling effects of price transmission effect

Rolling out correction coefficients along the timeline is conductive to tracing the dynamic effects
and then further determining how price transmission may be affected in a neighborhood of the
event. The temporary deviation caused by short-term shocks tends to be pulled back by a long-
term equilibrium state, and accordingly, we pay more attention to the scenario in which the coin-
tegration relationships are significant. The error correction coefficients in Figures 6 and 7 indicate
how quickly the spot price and the futures price return to their long-run equilibrium, respectively,
after a temporary shock. When the rolling error correction coefficients in the spot market (Fig. 6)
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Figure 7. The time-varying characteristics of the transmission effect of spot prices on futures prices.

Notes: The y-axis refers to the error correction coefficients of futures prices in rolling vector error correction (VEC) model. The solid curve
depicts the time-varying trends of rolling error correction coefficients of futures prices, denoted by A, and the interiors of two dotted lines
are zones that accept the null hypothesis at 95% significance level. The shaded area marks the periods when the cointegration rela-

tionship is significant.

exceed the 95% confidence interval, the null hypothesis (Hy: a = 0) is rejected, indicating that the
spot price can be continuously adjusted to reach a new equilibrium and that a reverse correction
mechanism exists in the spot market within a specific subinterval. Otherwise, the null hypothesis
(Ho: o = 0) is accepted at the 95% significance level. Similarly, whether an error correction mech-
anism exists in the futures market (Fig. 7) could be worked out through the parallel rules.

In Figure 6, the error correction coefficients of spot prices in scenarios with significant cointe-
gration relationships are basically negative and significant throughout the rolling sample intervals.
Opverall, because of low cointegration levels between futures prices and spot prices in the wheat
and rice markets, the error correction coefficients of spot prices are rarely significant. It turns out
that the reverse correction mechanism does not function as well in the wheat and rice markets as
in the other two markets. The correction speed of spot prices toward equilibrium could be
reflected by the relative magnitude of the absolute error correction coefficients. Excluding some
special values, the ranges of the error correction coefficients in the soybean and rice markets are
relatively larger than those in the corn and wheat markets, with absolute values ranging from 0 to
0.10 for the former and ranging from 0 to 0.05 for the latter two markets.

The absolute error correction coefficients of soybeans increased sharply and reached 0.06 at the
beginning of 2014, which supports the importance of cancelling soybeans’ NPR policy for boost-
ing the price discovery function of its futures market. Although policy reform released market
forces, its effect is limited because of the long-term dependence on imports and high import vol-
ume, which can be attested by the subsequent movement of the error correction coefficients. The
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error correction coefficients in the corn market changed from positive to negative by the end of
2015, and the absolute value increased. This indicates that the reform of the price support policy of
corn accelerated the marketization process of the corn industry and strengthened the guiding role
of its futures price to some degree. A set of agricultural policy reforms (i.e., adjusting and reducing
the protective price of wheat and rice included) since 2017 have strengthened the linkage between
futures markets and spot markets. Coincidently, the adjustment of spot prices to the long-term
equilibrium has accelerated since then, likely because the role in pricing shifted slightly from the
government to markets. Overall, in the scenarios when international crude oil prices were soaring
(the end of 2011 to the beginning of 2012) and plunging (the end of 2014 to the beginning of
2015), the absolute error correction coefficients of the spot price in four agricultural commodity
markets were close to zero and of no significance. The control policies against them seem to be the
reason for the insignificant price discovery function of futures markets because these could make
food prices less sensitive to outer shocks.

After rectification and standardization in recent years, the futures markets of corn and soy-
beans have achieved better docking with the spot market, which contributes to improving its price
discovery function. From the perspective of futures market turnover, the monthly trading volume
of No. 1 soybean futures contracts is relatively stable, basically maintaining between 40 million
and 50 million metric tons. Recently, the activeness of the soybean futures market in China has
been surpassed by the corn futures market because of the shunting effect of CBOT soybean futures
trading and the rapid expansion of the corn futures market. The volume of corn contracts
increased from 24.14 million metric tons in April 2009 to 56.95 million metric tons in May
2018, an increase of 135.90%. Because of the policy adjustment of corn starting in 2015, the corn
futures market has been unprecedentedly active, and its trading volume has been continuously
rising. In contrast, it has been proved that there is less participation in the other two futures
markets, because of the thin trading volumes of futures contracts, with an average of 695,100
for wheat and 6,422,000 for rice monthly. The possible reason for the aforementioned data is that
the spot prices of wheat and rice have been shaped by agricultural support policies, and the utility
value of futures markets is largely compressed under stable market expectations. Specifically, a
large national capacity to release or augment stocks when prices extensively soar or fall can effec-
tively reduce speculative behavior in the wheat and rice futures markets.

Figure 7 shows that there are significant differences in the error correction coefficients of
futures prices across the four agricultural products in the rolling sample intervals. The error cor-
rection coefficients of soybean, wheat, and rice futures prices are basically positive, whereas the
coefficients in the corn futures market are mostly negative. This proves that a reverse error cor-
rection mechanism still exists in the corn futures market, whereas soybean, wheat, and rice futures
prices tend to deviate further from long-term equilibrium after short-term shocks. In the scenarios
of unstable international oil markets, the error correction coefficients of agricultural commodity
futures prices had a trend of changing from positive to negative, thereby indicating that the trans-
mission effects between spot prices and futures prices could be affected, albeit not powerfully. The
error correction coefficients of futures prices in the rice market have become significant and have
increased since 2017. This indicates that the reform of lowering the rice purchasing price has
affected, to some extent, the function of its futures market to perceive and transmit price signals.

By comparing the spot error correction coefficients with the futures error correction coeffi-
cients, the price discovery process can be further quantified by the relative speed at which two
markets adjust to the long-term equilibrium. Comparing Figures 6 and 7, with a special focus
on the scenarios when the cointegration relationship is significant, it can be seen that, overall,
the error correction coefficients of futures prices fluctuate greatly but are basically insignificant.
This means that the futures market has a lower dependence on the cointegration relationship and
seldom corrects to the long-term equilibrium on its own initiative following short-term shocks. In
contrast, the spot price of agricultural products tends to correct continuously and converge to the
long-term equilibrium. That is, the price signals of agricultural products are mainly transmitted
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along the single direction of “futures to spot,” and the agricultural product futures market occu-
pies the main position in the process of price discovery.

5. Conclusions

Based on the daily data of futures and spot prices in the corn, soybean, wheat, and rice markets
from April 2009 to May 2018, this study empirically analyzes the price discovery function of
Chinese agricultural futures markets and its evolutionary process by examining the transmission
effects of futures prices on spot prices. The Johansen cointegration equation and VECM are first
applied to conduct a full-sample analysis of the transmission between futures prices and spot pri-
ces. The results confirm the existence of a cointegration relationship and error correction in four
markets, and among them, the corn futures market runs most effectively and interacts well with its
spot market. However, the existence of break points in price transmission highlights a need to
better understand the dynamic change in the price discovery function, such as when futures mar-
kets function well and when they do not.

The rolling window approach is subsequently used to trace the evolution of transmission effects
and to further explore the time-varying characteristics of the price discovery function. In sum-
mary, the transmission effects between futures prices and spot prices of agricultural products
are affected not only by market mechanisms that are specific to each variety but also by changes
in the macromarket environment, such as economic background and policy changes. Our findings
provide useful insights into the factors contributing to differences in the price discovery function
across commodity futures markets and to their evolution over time. The detailed results are
threefold.

First, across the rolling sample periods, higher cointegration levels between futures prices and
spot prices in the corn and soybean markets, characterized by a long cycle and high frequency, are
derived from the tight linkage between futures prices and spot prices. For the wheat and rice mar-
kets, the cointegration relationship with the characteristics of a short period and low frequency
between futures prices and spot prices testifies that they are not easily affected by each other and
are almost in a state of segmentation. Therefore, when the crisis occurs, in accordance with the
principle of “hierarchical monitoring,” a special focus should be placed on active futures markets
(i.e., corn and soybeans). These identify the one-sidedness of all-sample analysis, because it does
not identify the differences in the extent of price transmission from each market like rolling coin-
tegration analysis.

Second, in the scenarios when cointegration relationships are significant, the error correction
coefficients of spot prices are basically negative and significant throughout the rolling sample
intervals, while the futures error correction coefficients are larger but less significant. This finding
provides evidence that the long-term equilibrium between futures and spot markets is mainly real-
ized through the adjustment of spot prices after short-term shocks. To be brief, the volatilities of
agricultural product prices are mainly transmitted along the direction of “futures to spot,” as dis-
cussed in previous literature (e.g., Wang, Lin, and Shih, 2011; Yang and Leatham, 1999) that sup-
ports the leading role the futures markets play in price discovery. Note that although the direction
of price transmission has no significant differences, its strength varies across agricultural product
markets. Although low-liquidity futures markets (i.e., wheat and rice) cannot fully demonstrate
their functions of price discovery because of narrow investment space, high-liquidity futures mar-
kets (i.e., corn and soybeans) are sensitive to information flows and are thereby considered as price
signal sources of spot trading.

Third, the transmission effects between futures prices and spot prices are easily affected by the
policy environment. The market-oriented reforms of the soybean and corn prices began in 2014
and in 2016, respectively, and have, to some extent, boosted the price discovery function of the
futures market, especially in the corn market. With the marketization of spot prices advancing and
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the liquidity pools of futures markets deepening, the price leading role of agricultural futures mar-
kets has been continuously strengthened since 2017. Additionally, the instability of the external
economy, such as oil turmoil, will somewhat affect futures markets, which could be embodied in
the frequent occurrences of abnormal values of the cointegration coefficients. In these scenarios,
the price stability policy against volatile markets, which acts like a shield between futures markets
and spot markets, tends to reduce the transmission effects and weaken the price discovery func-
tion of agricultural commodity futures markets. These findings seem to be missing in the previous
literature partially because of the methodological limitations.

Based on the aforementioned conclusions, our research provides useful information about the
contributing factors that affect the price discovery function in agricultural futures markets. It has
explicit implications for the design and implementation of agricultural policy in China. A new and
dynamic perspective to study the price discovery function of the agricultural futures market is
documented as well. Most importantly, this perspective encourages researchers to explain why
transmission effects between futures markets and spot markets vary over time, with a special focus
on the impacts of varied macroeconomic and policy circumstances. Needless to say, the analysis
presented in this article also has some limitations, and more remains to be done in such a field—
which is faced with the complexity of the price discovery process and the technical requirements
of targeted models. The seasonality factors, structural breaks in futures price volatility, and non-
linear dynamics have not been taken into account in the current study. These points seem to be
good topics for future research in order to provide more comprehensive insights on the price
discovery function of the agricultural futures market.
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