ICI 4 derivatives:

Open interest rising
along the forward curve
The ICI 4 derivatives market continues to move from strength
to strength, and activity has spilled into the forward curve as
traders take positions as far out as December 2018. This marks
a shift in behaviour in the market, where up until recently
liquidity had been very much focused on the front and second
months, and reflects a growing confidence in the market and
the ramp-up in activity of more counterparties keen to hedge
their Indonesian coal price exposure.

ICI 4 volatility over the past 12 months 

Until the end of May, the only trading activity had been on
the within-month and front-month contracts. This had been
building up steadily but there has been a clear shift in dynamics since then as more open interest has built up on the third
quarter 2018 and fourth quarter 2018 ICI 4 contracts. Bid-offer
spreads on the third quarter 2018 and fourth quarter 2018 had
been steadily narrowing as counterparties showed more interest in longer-dated activity, and a major breakthrough came
on 9 July when two counterparties traded 5,000 t/month of the
fourth quarter 2018 contract. Total ICI 4 derivatives volumes
traded and cleared through CME’s Nymex exchange now stand
at almost 800,000t, while open interest on the curve to
December 2018 is hovering around the 150,000t mark.
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Market participants agreed that this type of trading activity
further along the curve is primed to increase, and it comes at
a time of extreme volatility in the coal markets. ICI 4 physical
prices rose from a nine-month low of just over $41/t in early
April to nearly $49/t at the end of June, before retracing by
around $3.50/t during July. But volatility remains the name of
the game, as the ICI 4 physical price had already topped $51/t
in February after a sustained rally throughout the winter (see
chart 1).
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This type of extreme volatility – which has seen prices seesaw
in a 25pc range over the past year – has further driven interest
in the derivatives market as traders, consumers and producers
alike seek to hedge their exposure in a wildly fluctuating market. The launch of ICI 4 derivatives on Nymex was largely driven
by the trading community’s desire to have an effective hedging
tool, and this continues to be the case as more counterparties
seek access to the market. At the last count, 15 counterparties
have signed up to use CME’s Nymex exchange clearing facility,
which is a good gauge of how many companies are interested
in trading the product. So far, 13 individual companies have
traded ICI 4 derivatives since their launch five months ago.
Another reason put forward for the viability of a derivatives
market around the ICI 4 price is that more low calorific value
(CV) coal is coming into the export market, finding its way to
China, India and the burgeoning southeast Asian markets. Historically, the market has used high CV indexes to trade this low
CV coal, but this method has fallen apart in recent years because of wild swings in the discounts and premiums between
the lower CV and higher CV fractions. This has driven a rapid
change in approach, as counterparties involved in lower CV
coal trade prefer to use indexes such as the ICI 4 in Indonesia
to more accurately reflect the value of the commodity.

White Paper: ICI derivatives

The unadjusted differential between ICI 4 and fob Newcastle
6,000 kcal/kg physical prices had been relatively steady for a
number of years leading up to 2016, but rapidly blew out and
remained extremely volatile from then on (see chart below).
From a relatively steady level of $20-30/t, the ICI 4 discount
to fob Newcastle 6,000 kcal/kg blew out to more than $60/t
towards the end of 2016, before collapsing back to the low
$30s/t, only to move back to a record discount of nearly $70/t
in recent weeks. The market has decided that the only effective
way to capture value and manage price risk is to use an index
that accurately reflects the value of the coal being traded, and
for the low CV Indonesian market that means ICI 4.
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