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Marketing and pricing

	Key points

	· The wheat industry is still in transition under the current export arrangements.

· Only one marketing cycle has been completed to date, with the second nearing completion.

· Some growers have raised concerns with the new marketing arrangements.

· The transitional period has coincided with unusual volatility in world wheat prices.

· Extremely high prices have been followed by low prices.

· Some industry participants have found marketing and managing production and risk challenging. The volatility in price since deregulation has certainly made the environment more difficult.

· The global financial crisis and exchange rate appreciation have added to the challenge.

· The main factors affecting the export price of wheat are unrelated to the dismantling of the single desk and include the:

· global demand for, and supply and stocks of, wheat

· exchange rate

· transport costs from Australia to export markets.

· Growers now have many choices available to them to market grain and manage production and price risk.

· The plethora of products and options available undermine the sense of security and stability some growers felt characterised the single desk arrangements. 

· Some growers expressed a particular preference to return to a single national pool. Although not directly comparable, regional pools operated with involvement from private companies owned by growers or grower cooperatives are now widely available.

· Marketing wheat and managing production and price risk in New South Wales can be different from other states.

· In years of low production in New South Wales, local demand exceeds local supply and the local price rises above the export price, reflecting the cost of importing wheat from other states.

· This makes managing price volatility and production risk more challenging without a suitable and liquid futures market. 

	

	


The current wheat export arrangements have been operating for two years. The 2008-09 marketing year was the first full season under which the new wheat export marketing arrangements operated and the 2009‑10 marketing year is nearing completion. It is early days in terms of experience and adjustment to the changes being brought about by a more competitive export marketing system. This is particularly so after about 60 years of having a single exporter marketing Australia’s wheat using a compulsory national pool. Under the current arrangements there has been an increase in the marketing choices available to growers, resulting in a more complex decision making environment. The Commission is aware of a range of views on the current wheat exporting arrangements (section 3.1).

In this chapter, the transitional environment is briefly described (section 3.1), and the trends in the price of export wheat and the key factors affecting it are reviewed (section 3.2). The risks associated with growing and marketing wheat are discussed, as well as the increased choices that have emerged for growers to market their wheat and manage price risk (section 3.3). Finally, issues arising in the marketing of wheat are discussed (section 3.4). 

3.

 SEQ Heading2 1
An industry in transition

All sections of the wheat export industry (including growers, bulk handling companies, rail and road transport service providers, port operators, and wheat marketers and traders) are still learning, experimenting and adapting to the new business environment.

Some growers have raised concerns about the transition to the new wheat export marketing arrangements (box 3.1). These issues will each be addressed throughout this chapter. 

The transition has coincided with a pronounced commodity price cycle for wheat and many other grains traded on international markets. Further, in some parts of Australia, particularly in east Australia, there has been prolonged drought. This has further complicated wheat marketing because of the rise and fall of wheat prices relative to the export price in the eastern states (particularly New South Wales) depending on the level of production in the eastern states — discussed further in section 3.2.

Deregulation of wheat export marketing has revealed cross-subsidies and inefficiencies that were embedded and hidden in the previous compulsory national pool. Growers are now seeing costs that are closer to the actual costs of transporting, storing, handling (chapter 6) and marketing their grain.

	Box 3.
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Grower concerns

	Growers have expressed a range of views on the current wheat export marketing arrangements. Those growers concerned with the removal of the single desk generally see marketing and pricing issues as paramount. The main issues raised by these growers are summarised below.

· Low prices and increased price volatility.

· Loss of Golden Rewards and a return to ‘cliff-face pricing’.

· Cost and complexity of selling in a competitive market.

· Increased risk to growers associated with pricing and marketing.

· Loss of forward hedging, resulting in lower returns to growers.

· Loss of efficiencies by having more than one entity to control supply and throughput of wheat, resulting in higher storage and transport costs.

· No buyer of last resort.

· No payment security.

· No real competition between traders, and in some cases a reduction in the number of buyers at harvest.

· Growers are best served by a national pool managed as a grower-owned cooperative.

The issues relating to pricing and marketing are addressed in this chapter. Supply chain issues are discussed in chapter 5 (ports) and chapter 6 (transport, storage and handling). 

	

	


All of the above factors are leading to pressures for structural change, both for growers and other sectors of the wheat industry, as they adapt to the change in their individual business circumstances. The marketing products on offer are still evolving. Some adjustments require investment and it will take time for growers and the logistics supply chains to adapt and develop innovative solutions to take advantage of the new demands and opportunities arising from increased competition in the marketing of wheat exports. 

The coincidence of the global financial crisis and the strong Australian dollar for much of the 2009‑10 marketing season have added to the challenge of adjustment. A low world price for wheat might have in some cases exacerbated rural adjustment pressures. Some industry participants ascribe these challenges to deregulation. 

Participants to the inquiry have expressed a range of views about prices and marketing under the current wheat export marketing arrangements, as indicated below.

Participants’ views

A number of growers have expressed dissatisfaction with the current wheat export arrangements: 

We were and still are very strong supporters of the single desk system of marketing Australia’s bulk wheat exports and believe the decision to deregulate has not been in the best interests of ‘family farmers’ like us who make up the majority of Australian growers, or our rural communities which are vital for Australia’s future, or for our national economy as Australia fights for survival in a world market economy dominated by much bigger players supported by government subsidies and more and more influenced by speculators completely out of our control. (R H & M J Billing, sub. 30, p. 1)

One grower considered that Australian wheat exports are in jeopardy:

We are 4th generation grain farmers on this property. We grow 4000 acres of crops each year and directly because of the deregulation of the single desk market we see no future in farming. Not one of the ‘good’ things the new marketing system was meant to provide has happened and we have slipped back to the 1930’s before the wheat board was established. 

Farmers have been sacrificed as pawns (single desk) for the governments suicidal Free Trade Agreements. Politicians did what the USA told them. Unless there is immediate action taken to rectify the damage you have done [to] the Australian Grain Industry it is doomed to only supply a small domestic market. (R & L Guest, sub. 1, p. 1)

A stronger view was expressed by Senator Fiona Nash at the public forum in Dubbo, New South Wales. In her view, wheat production in Australia could decrease to such an extent that it would become a food security issue of national significance.

A number of growers blamed the recent decrease in the price of wheat on the current arrangements:

· In just the short time that the Single Desk was scrapped the wheat has gone from profit to loss this year and next year it will be a lot lower in price. Don’t just blame the world recession for this, we the farmer knew this would happen [and] that is why the Single Desk was brought in in the first place to stabilize the industry. When something was so good why interfere with it. (L L & S J Mattingly & Son, sub. 2, p. 1)

· How can the de-regulated system work, when you have 20 plus grain companies trying to secure markets for their wheat before they have actually purchased it? At this moment, most wheat harvested in Northern New South Wales has been warehoused or stored on farm. Most grain trading companies have offered a ridiculously low price at silos for this year’s harvest, hoping to take advantage of growers needing early cash flow and also know that everyone will eventually have to sell. (Dalkeith Warialda, sub. 4, p. 1)

· I disagree that we have benefited from deregulation. It appears that at least fifty dollars per ton went directly from our pockets to the pockets of grain traders immediately this occurred due to there being no floor in the market. (David Fox, sub. DR71, p. 1)

· The light, or to many nil harvests, of the last two seasons with marketing and delivery incomplete have not been a true test of the deregulated marketing system. Even with this limited amount of wheat, growers have experienced large falls in price, some of which can be attributed to logistical problems experienced by both growers and exporters; eventually the total cost of these things will all be passed back to growers. (Rod Hatty, sub. DR72, p. 1)

Other growers are concerned about the pressures for structural change arising from a more competitive export marketing environment:

· We were among the farmers who felt strongly about the need to retain the single desk, orderly marketing system. Although this ‘brave new world’ is welcomed by some it puts pressure on our business and families as there is not enough time to attend to all that one must, is required to and would like to within the farm let alone a life ‘after hours’. (Pike Family Trust, sub. 18, p. 1)

· I am a mixed farmer from southern NSW. I was and still am a supporter of a single desk system. I’ve stored a lot of my grain this year only to find prices going down. How am I supposed to find the time to market my grain and run my farming business successfully. I’m not big enough to spend too much time on computers doing research etc. This was done for me by AWB as a single desk organiser. (J & C Lloyd, sub. 56, p. 1)

Grower concerns about the impact of the new arrangements were particularly concentrated in New South Wales, as indicated by the NSW Farmers Association’s call for a return to a national pool run as a grower cooperative (sub. 49). Growers at the Dubbo Forum also supported a return to a national wheat marketing system, suggesting that true competition does not exist under deregulation. 

This was also a sentiment supported by a member of the Parliament of Australia from the Riverina region:

It is the view of the majority of growers I represent that the current operation of the [Wheat Export Marketing] Act and the new marketing system is seriously flawed, and it is ineffective in achieving higher returns for growers. (Kay Hull MP, sub. 36, p. 1)

Other participants were more equivocal and considered it too soon to make a judgment. The Western Australia Farmers Federation stated:

WAFarmers believes that if the national single desk had evolved to meet changing conditions and operated regional pools, it was the preferred option for the majority of Western Australian wheat producers and that there is insufficient data to evaluate any potential benefits of deregulation at this point in time. (sub. 29, p. 16)

Trevor Badger, from Western Australia, also noted:

Deregulation has given me more options but I don’t believe the net result is measurable. (sub. 14, p. 5)

On the other hand, others have accepted the changes and are getting on with business, as noted by J & M Hassell: 

While some still hanker for the single desk the fact is we have to move on. (sub. 13, p. 3)

A number of market participants, including growers and traders, are positive about the removal of the single desk: 

· I welcome a deregulated wheat export market, as last season Australian wheat was sold into several new markets it had not been sold into for many years and growers had the choice of several marketers to know the true World price for their wheat. (Ronland Nominees, sub. 15, p. 1)

· In spite of having some wins and losses since deregulation I am significantly ahead of where I would be with a continuation of the regulated market. It is just unfortunate that deregulation coincided with a world over supply of wheat, and increased production in Australia causing significant falls in prices, which some would try to infer were as a result of deregulation. (Angus Macneil, sub. DR58, p. 2)

· All market participants, apart from AWB Limited, have benefited from the removal of the bulk wheat export monopoly ‘single desk’. Removal of the single desk has allowed up to 20 organisations to participate in the bulk wheat export market. This in turn has precipitated a more active and robust market for the purchase of wheat from grain growers in all regions. (GrainCorp, sub. 43, p. 4)

· The Australian Grain Exporters Association (AGEA) welcomed the new wheat export marketing arrangements (WEMA) that came into force in July 2008 and enabled the introduction of competition into the Australian wheat market. … The Australian wheat market has matured and grower skills and understanding of markets have developed so that the vast majority are now comfortable operating in a competitive market. … In the first year of deregulated export wheat marketing, the Australian grains industry has shown its ability to respond to change and embrace the opportunities of a contestable market environment. The new marketing era has been a success and has enabled large volumes of Australian wheat to continue to be shipped in both bulk and containers. (Australian Grain Exporters Association, sub. 28, p. 1)

Furthermore, a number of growers support complete deregulation of the market:

· Broadly I have major concerns in regard to the current Wheat Export Marketing Arrangements and basically believe that the post deregulation phase relating to Australia’s wheat exports has reached a point where regulation should be kept at an absolute minimum. Why do we have relatively onerous regulations relating to wheat exports which are not imposed on other grains (barley/canola) or other industries (coal/iron ore)? (A D & S E Duncan, sub. 8, p. 1)

· We are pleased that now there is many avenues to export our grain but are concerned that due to over regulation the cost of the accreditation process to exporters for wheat are being directly past on to growers who are operating on marginal returns and are focused on minimizing cost where possible. (P D Lynch & Co, sub. 37, p. 1)

· I am a wheat grower from Barmedman, cropping 10 000 ac each year, about 60% of it wheat. I am opposed to the single desk and support complete deregulation, the quicker the better. (David Trebeck, sub. 50, attachment A, p. 1)

Other participants were concerned that the benefits of deregulation are not being fully realised. The South Australian Farmers Federation noted:

SAFF Grains support deregulation. However the benefits of deregulation are not happening in South Australia because of the control of the supply chain by Viterra. Other participants are not willing to buy grain in South Australia because of the increased risks such as the high penalties for cancelling shipping, restrictions within the shipping stem, and high storage and handling charges. (sub. DR64, p. 2)

Kim Halbert also noted:

The deregulation of the export wheat market has given growers many new opportunities to market their grain. However, these opportunities and future industry innovations could be substantially compromised by the three major Australian bulk handlers (and port operators). This was also a concern of the Federal Government as the Minister for Agriculture Fisheries and Forests, Tony Burke in his second reading speech to the Wheat Export Marketing Act 2008 said ‘One of the concerns identified during consultation was the risk of a single wheat export monopoly being replaced by three regional monopolies.’ (sub. DR88, p. 1)

The Pastoralists and Graziers Association of Western Australia stated:

The path of deregulating and rationalising the wheat industry in Australia is progressing, and in general, PGA is pleased with the progress. We as an industry are still working through the remnants of the regulated wheat export markets of our past, and hopefully, within the next three years, we will easily arrive at a fully de-regulated and competitive market. Until then, we must be vigilant that those remnants of the past do not cause us to be pulled backwards instead of moving strongly and competitively into the future. (sub. DR81, p. 6)

In a number of submissions, concerns were raised that the export price was not a true reflection of the value of wheat, as foreign governments subsidise their farmers:

· Grain trading is now done wholly off the world market, which is not unfair, but the world market does not reflect the cost of wheat or its value as most of it is produced by farmers in heavily subsidised countries so this wheat does not reflect the true cost of production. (Ilestyle, sub. 9, p. 2)

· The poor prices cannot be blamed on export parity as that is not a true price as the grain from other countries are subsidised by governments who care about their farmers. NOT LIKE OUR GOVERNMENTS (Liberal and Labour). (R & L Guest, sub. 6, p. 1)

Many countries subsidise their wheat growers and this makes it more difficult for Australian farmers to compete. Although Australia is a medium sized player in the world export market, it is not sufficiently large to alter the world price for wheat, with or without a single desk. Australia contributes on average only 3 per cent of world wheat production, or 12 per cent of world trade in wheat (chapter 2, figure 2.3). Any attempt to raise the price of Australian wheat is likely to lead to our international customers switching to other lower priced imports.

The Australian Government takes up issues relating to policies distorting international trade in agricultural commodities. The Department of Foreign Affairs and Trade recognises these distortions: 

Globally, agricultural trade is the most distorted sector of trade in goods. It is characterised by very high tariffs and high levels of government support to primary producers. … Export subsidies, the most trade-distorting form of subsidies, are tolerated in the agricultural sector – in contrast to other sectors, such as manufacturing, where they have long since been prohibited. … The Australian Government is working hard through the WTO to make global agricultural trade fairer. (DFAT 2010) 

Australian farmers, particularly grain growers, are resilient and resourceful and have a proven track record of adjusting to international market developments and domestic cost pressures (so-called declining terms of trade) by improving their productivity. This can mean short-term pain for some, but will deliver long-term gains in the form of a competitive and efficient wheat export industry. 

The changes taking place in the wheat industry as a consequence of the current export marketing arrangements are likely to lead to productivity improvements in wheat growing, marketing, and transport and storage, allowing the Australian wheat industry to thrive in a highly competitive international market. However, along with this will come structural change within the industry (box 3.2), as has been happening over many years, even with the single desk in place. For example, Alexander and Kokic (2005) observed that the number of grain farms in Australia declined by over 40 per cent between 1977-78 and 2003-04 and average area operated per farm increased by 50 per cent. 

The cycles and the level of the price of export wheat are attributable to international factors beyond Australia’s control and to movements in the Australian exchange rate, and as illustrated in the next section, not the introduction of the current export marketing arrangements.

	Box 3.
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Structural adjustment in the wheat export industry

	As China and India continue to develop in the future, demand for minerals and energy will increase. This will put pressure on the wheat export industry, and indeed other Australian export industries.

Henry (2010) discussed the opportunities and challenges associated with a mining sector boom and described the net outcome as a ‘three speed economy’:

1. The mining and mining-related sectors grow strongly.

2. Other trade exposed sectors (including the wheat export industry) grow more slowly.

3. Non-traded sectors grow at a rate somewhere between those two.

As demand for minerals and energy increases and the world price of those commodities rises, those sectors will expand production capacity, thereby using more labour, capital and intermediate inputs. This will increase the price of Australia’s (largely) fixed factor, namely labour. At the same time the exchange rate will appreciate. 

For export industries that do not experience a similar increase in demand (including wheat), input prices are going to rise more than the export prices (a deterioration of their terms of trade). This will create pressure for structural change and productivity improvement. 

Having a productive and efficient wheat industry that can adapt to the economic environment is paramount for the performance of the industry. Preserving inefficiencies in the logistics supply chain will impede structural change in the industry. 

The pressure will be on all exported agricultural commodities, not just wheat. Manipulating wheat export marketing arrangements to try to ease the adjustments that farmers must inevitably face will be unsuccessful in fostering the long term success of the industry. 
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Key drivers of the price of export wheat and its variability over time

There is variability over time in the price of Australia’s export wheat, principally reflecting three factors:

· variability in the international market price of wheat over time, which in turn is affected by global demand, production and stocks

· variations over time in the Australian exchange rate

· variations over time, and geographically, in international shipping rates, which changes the relative costs of Australia and its competitors in delivering wheat into regional markets supplied by Australia.

Typically, the international or world price of wheat is examined by reference to the futures contracts traded on the Chicago Board of Trade (CBOT) and the spot prices of US Soft Red Winter (SRW) and Hard Red Winter (HRW) wheats at the Gulf. For Australia, the CBOT December (and sometimes March) futures price is considered relevant because it is an indication of the world price of wheat at the time of the Australian harvest (and close to the principal selling period). In Australia, the Australian Securities Exchange (ASX) operates futures markets for Australian Milling Wheat (AWM) and Western Australia Wheat (WAW).
 For a description of futures markets see appendix B. 

In the following examples the world price is sometimes based on information for CBOT futures prices, and other times is based on information for US spot prices at the Gulf, depending on the data source.

International price of wheat

Wheat is a readily tradeable and storable commodity and can easily be blended. These attributes mean that the world price (and consequently the price of Australian wheat) reflects the overall situation in the international market place with respect to demand, supply and stocks in storage. As the World Bank recently noted:

To interpret the asymmetric and episodic behaviour of grain market prices, and identify the causes of high volatility, it is crucial to understand the relation between prices, consumption and stocks. Accumulation of stocks when price is low can prevent steep price slumps. Disposal of these stocks when price is higher can smooth price spikes, but only so long as stocks are available. In a competitive market, short hedgers perform these functions, holding carryover stocks when the expected price covers the cost of storage and interest. Futures markets encourage storage by short hedgers by facilitating the transfer of price risk to long hedgers (such as grain users) or long speculators, and protecting all participants from counterparty risk. (Wright 2009, p. iv)

The recent spike (2007‑08) in the price of Australian wheat (a short-term increase in the price of wheat of at least 150 per cent) (figure 3.1) was a direct result of shocks to the global demand and supply situation, which led to a rundown in global wheat stocks. The World Bank (Wright 2009) has identified a number of factors contributing to the high price of wheat in 2007 and 2008, outlined below:

· sustained rapid increase in income in many countries, including China and India, which increased the demand for wheat (and other grains) 

· an unexpected increase in biofuel production, induced by a spike in oil prices and government policies (subsidies) for biofuel production 

· reduction in supply attributable to the prolonged drought in Australia and supply problems in other countries

· increases in international shipping rates

· exchange rate movements. 

The net effect of these factors was a progressive tightening of the aggregate supply‑demand balance, reduced stocks and higher prices. 

A combination of the global financial crisis, reduced global demand, increased supply from Australia and other producing countries, lower transport costs and the accumulation of world wheat stocks has returned world wheat prices back to their long-term trend. 

Wheat price cycles over time are common, as indicated in figure 3.1, and these can be expected to occur in the future.

Figure 3.
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Wheat prices and the ratio of world stocks to use
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a(Price of wheat futures contracts for AWM traded on the ASX, converted to US dollars.  b Price of December wheat futures contracts traded on the CBOT.

Source: WEA (2009f).

Exchange rate

Another major factor influencing the price of Australian wheat (fob
) in Australian dollars is the exchange rate. The impact of movements in both the world price of wheat and the exchange rate are illustrated in figure 3.2.

In US dollar (USD) terms, the prices of Australian Premium White (APW) and US HRW wheat are highly correlated (the correlation coefficient between them is 0.95). The movement in the USD price of APW is closely linked to movements in the world price of wheat (figure 3.2, panel A).

However, movement in Australia’s exchange rate impacts on the price received in Australian dollars (AUD), which is evident by examining the wheat price in figure 3.2, after about mid-2008. In the second half of 2008, the world price of wheat (and the export price of Australian wheat in USD) decreased markedly from its peak (panel A). At the same time, the Australian dollar depreciated against the US dollar, which helped to cushion the decrease in the AUD price of exported wheat (panel B). Since the beginning of 2009, the world wheat price has remained relatively stable, albeit at a lower price. However, the Australian dollar has appreciated, leading to a fall in the price of wheat in AUD. The strength of the Australian dollar for much of the 2009‑10 marketing season has been particularly hurting farmers, at a time when world wheat prices have returned to lower levels. 

Finding 3.
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The key drivers of the export price of wheat (and the recent commodity price cycle) are:

· the global demand for, and supply and stocks of, wheat

· the exchange rate

· relative transport costs from Australia (and other exporting countries) to export markets. 

Finding 3.

 SEQ Finding \* ARABIC 2
The transitional period of the current wheat export marketing arrangements has coincided with:

· a pronounced commodity price cycle associated with a short-term increase in the price of wheat of at least 150 per cent just prior to deregulation

· the global financial crisis

· large movements in the exchange rate.

Figure 3.
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Effects of world prices and exchange rate on Australian wheat prices (eastern states)

	Panel A: Australian and US wheat prices in USD
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Panel B: Australian wheat price in AUD and USD

[image: image3.emf]100

150

200

250

300

350

400

450

500

550

600

15-Jul-05 23-Oct-05 31-Jan-06

11-May-06

19-Aug-06

27-Nov-06 07-Mar-07

15-Jun-07 23-Sep-07 01-Jan-08 10-Apr-08 19-Jul-08 27-Oct-08 04-Feb-09

15-May-09

23-Aug-09 01-Dec-09

11-Mar-10

Price (AUD or USD per tonne)

Australian premium white in USD

a

Australian premium white in AUD

c




a( Price of wheat futures contracts for AWM traded on the ASX converted to fob and USD.  b( Price of HRW wheat in the United States, fob in the Gulf. The price of this wheat exported fob from the Gulf is considered a good benchmark for Australian APW.  c( Price of AWM contracts in Australian dollars converted to fob.

Source: Lloyd George, AgIntel, pers. comm., 28 May 2010.

Local factors affecting prices to growers

As discussed above, the export price of Australian wheat predominantly reflects the international wheat market and shipping costs. However, other factors also have an impact. One factor is the quality characteristics of the wheat harvested. There are differences in prices between grades of wheat, for example, by bin grade. Although the prices of these grades are different, the direction of movement is highly correlated with the world price. However, the average price received for wheat exports can vary because of variation in the composition (or relative volumes) of the grades of wheat.

Another factor that can impact on the price of wheat at the farm gate is the cost of transport, handling and storage from the farm gate to the ship for export. In addition, the ability of, and cost of, being able to sell and physically export wheat at times when the world price for wheat is favourable can also impact on the price received. On-farm storage is playing an increasingly important role here. These issues are considered in chapters 5 (ports) and 6 (transport, storage and handling).

AWB Limited (AWB) recognised regional differences in its submission to the inquiry:

Wheat marketing in the East Coast has been more complex due to the more frequent occurrence of drought in recent years. This has led to greater price volatility and supply constraints for local and international buyers. However East Coast participants have the benefit of more local marketing options due to domestic demand, a greater number of intermediary participants (traders) and greater competition in the up country supply chain in many locations, existence of competition between road and rail, and in some areas, greater competition at port (Melbourne/Geelong/Port Kembla/Port Adelaide). Western Australia has benefited from more reliable ‘in-season’ rainfall over the last decade than the eastern states and closer proximity to most markets for Australian grain by sailing time. (sub. DR63, p. 2)

A comparison of wheat prices in South Australia and Western Australia for the 2009-10 season illustrates that variations in transport conditions can create differences in regional markets and prices. Figure 3.3 shows the difference between prices at Port Lincoln and Kwinana, as submitted by Elders Toepfer Grain. 

The spread between Port Lincoln and Kwinana prices has increased recently. Although it is expected that Western Australian prices will be higher to reflect the shipping cost advantage over South Australia (discussed further below), other factors seem to be contributing to the price differences. The Australian Grain Exporters Association submitted that ‘the spread is being caused by an “artificial” factor such as the [CBH] auction system [in Western Australia] and risk of losing the non refundable fees (approximately AUD25.00 per tonne) associated with this’ (sub. DR79, p. 14). This issue is discussed further in chapter 5, section 5.6. 

Figure 3.
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Difference between WA and SA pricesa
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a(The difference is ASW1 grower bids (average of multi grade and cash) at Fremantle less ASW1 grower bids at Port Lincoln.

Source: Elders Toepfer Grain, sub. DR94.
In the future, prices will continue to vary across states due to variations in supply (harvest), supply chain congestion and differences in transport conditions. 

Differences in regional production and shipping costs are examined in the next section. 

Some regional differences in the links between world and Australian export prices

The links between domestic wheat prices in Australia and the world price vary regionally (essentially by state), reflecting differences in domestic regional wheat markets. In some regions, these relationships change over time, depending on the seasonal level of regional production. This is illustrated stylistically in figure 3.4, based on market attributes of Western Australia and New South Wales. 

Figure 3.
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Links between domestic and international wheat prices

	Panel A: Illustration of supply and demand conditions in WA
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Panel B: Illustration of supply and demand conditions in NSW
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In the case of Western Australia, the price received by growers is essentially driven by the price of export wheat (PW: export price fob). In that State, 90 per cent of wheat is exported. Even in a low production year (for example, due to drought) supply (QSpoor) exceeds domestic demand (QD), and exports are QSpoor minus QD (panel A, figure 3.4). The price of wheat is determined by the international price (PW: export price fob). Changes in Western Australian supply, all else equal, have no impact on the price growers receive (such as moving from domestic supply poor to domestic supply good). It is simply the export volume that changes (QSgood minus QD) because the price is determined by the world price (PW) which is assumed to be unaffected by the change in the volume of exports from Western Australia.

The situation is different in other states, particularly New South Wales, Victoria and parts of South Australia (panel B). These states have much larger domestic markets relative to their production. In high production seasons, excess supply (QSgood minus QDgood) is exported and the price of wheat (both for domestic use and export) is determined by the price of wheat for export (Pgood equals export price fob). 

In a low production season, it is possible that domestic supply is insufficient to meet domestic demand. In this situation, the price at which traders are willing to export wheat (Ppoor) rises above the world price (export price fob) and therefore no exports are made. In this situation, domestic demand (QDpoor) equals domestic supply (QSpoor) and no exports take place. The price rises above the export price because local users bid up the price to procure limited local supplies and import wheat from other nearby regions (Victoria or South Australia) at higher cost because of transport, but at a lower price than importing from other countries. 

The rise and fall of the price of wheat in New South Wales relative to the export price is evident in figure 3.5. Focusing on panel A of figure 3.5, there is a gap between the price of APW (Newcastle) (in USD) and the world price for the 2006‑07 harvest. This occurred because New South Wales had a drought and domestic supply was allocated fully to the domestic market (aside from a small volume of container trade) (figure 2.6 in chapter 2). The price of wheat in Western Australia continued to track the world price. The increase in the price of wheat in New South Wales relative to Western Australia (and indirectly the export price) is particularly evident in panel B of figure 3.5. 

This can make managing risk associated with price volatility and production variability more complex in New South Wales, particularly early in the season when the status of the crop is unclear. Using risk management tools is more challenging without a suitable and liquid futures price market. Nevertheless, the fact that there is potential upside on the world export price for those in New South Wales could be considered a relative advantage over other states, where domestic demand is never a big enough factor to drive prices above the world export price.

Finding 3.

 SEQ Finding \* ARABIC 3
The local wheat price in New South Wales rises above the export price in periods of low production. When local demand absorbs almost all local production, almost no wheat is exported and wheat is imported into New South Wales from other states. 
Figure 3.
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Regional variations in the link between domestic prices and the world price

	Panel A: Spot prices of APW in NSW and WA
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Panel B: Difference between NSW and WA spot pricesb
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a(CBOT swap is the nearby futures price and is taken to be an indication of the spot price.  b The difference is the spot price at Newcastle minus the spot price at Kwinana.

Source: Tom Basnett, AgRisk Management, pers. comm., 28 May 2010.

Another factor that can differentially impact on the export price of wheat (fob) around Australia is the cost of freight to deliver wheat to international customers. The majority of Australia’s wheat exports (94 per cent) go to Indonesia, other Asian countries, the Middle East and Africa (figure 2.8 in chapter 2), even bulk exports from New South Wales. Western Australia has a shipping cost advantage over the eastern states (New South Wales, Victoria and Queensland) because of its proximity to these export markets.

One consequence of removing the single desk operated by AWB (International) Limited (AWBI) has been to make these transport cost differentials between the east and west coasts more transparent and reflective of the actual transport cost. Although AWBI had a system of adjusting pool returns by port zone to reflect differences in port terminal and shipping costs, it was unclear whether these differentials reflected accurately the actual differences in costs (ACIL Tasman 2005). Western Australian growers have suspected that there was some cross‑subsidisation in the compulsory national pool returns that shared the freight advantage of Western Australian growers with growers in the eastern states.

The WEA (2009b), some market analysts and some participants to the inquiry consider that these differentials have been revealed in changes to the relative prices of export wheat between Western Australia and the eastern states. The Pastoralists and Graziers Association of Western Australia stated: 

Richard Koch has done a lot of work on this and his ProFarmer analysis regularly tracks the basis and it’s quite a stunning chart actually. From the day that the applicants actually got licensed as to export, the basis in Western Australia improved dramatically. (trans., p. 57)

There is some limited evidence to support this outcome, drawing on the information in figure 3.5, panel B. The difficulty is that comparisons of Kwinana and Newcastle export prices to determine if prices in Western Australia reflect the freight advantage are only valid when wheat is being exported in the eastern states and the Newcastle price reflects the world price of wheat, as discussed above. 

For the 2008‑09 crop year (period C), there were exports of wheat from New South Wales. During the 2008‑09 crop year, the Newcastle price was consistently below the Kwinana price. This is a change of the relativities from previous times when wheat was being exported from New South Wales, for example, for the harvest and marketing year of 2005‑06 (period A). The difference in relative prices between period A and period C suggests that the price of export wheat (fob) in Western Australia improved relative to Newcastle. This could be an indication that transport cross-subsidies embedded in the single desk have been dismantled. 

For the 2009-10 crop year (period D), the expected trend, had the freight differential been evident, would have been for Western Australia to continue to have higher prices than New South Wales (as New South Wales was expected to export in that year). This did not occur early in the crop year. However, this could be because of concerns about wheat production in New South Wales, as noted by ABARE:

Expectations for winter crop production have fallen dramatically across most of the cropping regions of southern and central New South Wales as below average spring rainfall, warm temperatures and frosts in some areas reduced yields and caused crop losses. Rainfall in late November also raised concerns over grain quality for crops remaining to be harvested. Harvest has been completed in northern New South Wales and yields are expected to be higher than in other regions of the state. Although average September rainfall provided some relief to moisture stressed crops in southern New South Wales, lack of follow-up rain has ended in another disappointing season. Spring rainfall in the central-west was patchy, ranging from below average to very much below average, resulting in many later sown crops dependent on spring rainfall failing or producing lower than expected yields. (ABARE 2009b, p. 9)

These concerns about possible short supply of wheat in New South Wales led to a rise in the spot price in New South Wales relative to Western Australia as domestic users in New South Wales tried to secure suppliers. Most recently, post‑harvest, there have been some exports of wheat out of New South Wales, and the price of wheat exported from Newcastle has eased relative to that from Kwinana. 

Using the basis to interpret prices

The concept of the basis is used widely to analyse wheat prices. A definition of the basis is provided in box 3.3. Caution is needed when using the basis to compare Australian wheat prices with those in the United States, using futures prices to calculate the basis. 

Australian wheat most closely resembles US HRW wheat, which is traded on the Kansas City Board of Trade futures market. However, due to the higher volumes traded on the CBOT exchange, most Australian hedging occurs using contracts that are traded on the CBOT exchange. Although the CBOT wheat contract is technically designed to allow for delivery of SRW, HRW, Dark Northern Spring and Northern Spring wheat, the higher cash prices for the other classes of wheat relative to SRW make the delivery against the CBOT contract impractical for other classes (Aulerich, Hoffman and Plato 2009, p. 25). If the price of Australian wheat does not follow the CBOT futures price, volatility in the Australian basis will occur (for example, the situation in New South Wales described above). Furthermore, if there are problems occurring in the CBOT futures market, this too can distort the basis (discussed in section 3.4). 

	Box 3.
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What is the ‘basis’?

	The three components of the Australian price of wheat when using US futures prices are the spot price of Australian wheat being traded, the exchange rate and the basis of the relevant US futures contract. These can be analysed in terms of the futures price, exchange rate and the basis.

Futures price

Chicago Board of Trade futures are used as an important indicator for Australian wheat prices. The futures price will reflect a range of international factors such as global supply, demand and stocks. 

Exchange rate

Australian wheat sold on the international market is commonly priced in USD. As a result, the exchange rate will influence the price received in AUD. 

Basis

The basis is the difference between the spot market price of the grade of wheat being traded from Australia and the nearby futures contract price at any point in time prior to maturity of the wheat futures contract (for example, Soft Red Winter wheat on the Chicago Board of Trade). For example, if the futures price is $220 and the spot price is $200, then basis is $20 under (-$20). If the futures price is $220 and the spot price is $240, basis is $20 over (+$20). Basis also represents the portion of price risk that cannot be mitigated by hedging.

Generally, a futures contract is expected to trade at a premium to the spot price, reflecting the carrying-charge (cash and carry) theory of futures contracts. Over time, as the expiry date of the futures contract approaches, this gap is expected to diminish as the spot price and the futures contract price converge (carrying costs diminish). Fair value for a wheat futures contract is the current value of the commodity (current spot market price) plus the cost of carry. However, there are many factors that cause the actual price of a futures contract to vary from the theoretical fair value price.

The basis is also affected by a range of other factors, such as:

· differences between the characteristics (class and quality) of the wheat being hedged (grown by the farmer) and the characteristics of wheat specified in the futures contract

· local supply and demand conditions such as quality of wheat, availability and local weather, which impact differentially on the price of Australian wheat

· differences in, and changes in, domestic and international interest and storage costs and transport and handling costs.

The strengthening or weakening of the basis refers to a change in the relationship between the spot market price and the futures market. It does not indicate the nature of the change in the price of wheat (spot market or futures market).

	

	


3.

 SEQ Heading2 3
Growing and marketing wheat is a risky business

Growing and marketing wheat is a risky business and deregulation is making these risks more transparent to growers, traders and those in the transport, storage and handling supply chain. The sources of risk include:

· costs of production and yield at harvest risk

· price risk for wheat sold

· counterparty risk of dealing with parties in the supply chain and marketing.

Yield at harvest

Production risks relate to the variability that occurs with respect to the volume of grain produced (a function of yield and area sown), its quality (protein content, moisture content, screenings and foreign seeds), and the timing of the harvest. 

Factors affecting production risk include:

· variations in weather (rainfall, temperature, hail)

· pests, diseases and fire

· costs of key inputs such as fuel and fertiliser, and interest rates.

Figure 3.6 illustrates that expected yield and yield variability differ by region. This will have implications for decision making and risk management strategies across regions, as the underlying profitability of wheat growing varies for individual growers. 

In Australia, production risk is a major source of risk for growers and this heavily influences the marketing decisions made by growers. Production risk can have important implications for the choice of strategies (and their financial consequences) used by growers to manage price risk. These are discussed in appendix B. 

Crop insurance is available to help manage production risk. For example, insurance is available for fire and hail (peril insurance) and water stress (yield insurance).

Figure 3.
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Theoretical yield variationa for sites in Victoria and South Australia
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a(Derived from experimental field trials. Average yield and one standard deviation depicted.

Source: Darren Arney, pers. comm., 2010.

Price risk

As illustrated in section 3.2, there is variability in the price growers receive for wheat.

Growers can manage production and price risk by diversifying across a number of crops or livestock activities, as illustrated in table 2.5 of chapter 2.

The current marketing arrangements have made the price risks associated with growing and marketing wheat more transparent to growers than they were under the compulsory national pool. In addition, there are many risk management products available to growers to manage their risks according to their personal preferences, as noted by GrainCorp:

... growers have access to more information about domestic and international grain markets than they have ever had. New products and services are also being made available that allows growers to better manage price risk and market volatility. In short, growers have a more diverse range of marketing options, price risk management tools and buyers from which to choose. Grower marketing alternatives are no longer constrained as they were under the export monopoly. This is particularly the case in regions where export grain dominates, such as South Australia and Western Australia. (sub. 43, p. 37)

Counterparty risk

This refers to the risk the grower faces from dealings with traders and transport and storage service providers. The main sources of risk here are related to:

· a trader defaulting on payment or going into liquidation after the grower has delivered grain to the trader

· transport and storage service providers being unable to deliver grain, either warehoused in bulk storage or stored on farm, for export at the time and location desired by the grower.

Although the wheat export accreditation scheme has afforded growers some comfort in dealing with accredited exporters (chapter 4), growers remain responsible and liable for managing their business dealings and need to undertake the appropriate due diligence. This is just as they would do for the other commercial transactions they enter into as part of operating a business.

Marketing, pricing and managing risk

There are eight main methods growers can use to market and price their wheat (table 3.1). In practice, growers are likely to use a mix of these methods, reflecting: 

· their risk preferences 

· their production risk (expected yield and variation in yield) and exposure to crop failure

· their own assessment of current and future prices 

· their need for cash flow and their level of debt

· the taxation implications of the timing of cash flow. 

Growers might also decide to store grain at the time of harvest and defer marketing and pricing decisions until a later time.

To further manage price risk and counterparty risk, growers can diversify their choice of trader or financial institution in applying these methods. For example, a grower might place more business with a trader considered to be more reputable and financially secure.

These methods, and examples of how they are used to manage price risk, are described in appendix B. The next section will focus on issues raised in relation to these marketing tools. 

Table 3.
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Main methods used by growers to market and price wheat

	Pricing strategies
	Decision makera
	Requires physical delivery of wheat
	Pre-harvest
	Harvest and post-harvest

	Spot market
	Grower
	Yes
	No
	Yes

	Forward contract
	Grower
	Yes
	Yes
	Yes

	Pools (commitment)
	Pool manager
	Yes
	Yes
	Yes

	Pools (harvest)
	Pool manager
	Yes
	No
	Yes

	Futures contract
	Grower
	No
	Yes
	Yes

	Options (put)
	Grower
	No
	Yes
	Yes

	Swaps
	Grower
	No
	Yes
	Yes

	Basis contracts
	Grower
	Yes and nob
	Yes
	Yes


a Growers might use marketing advisers and futures advisers and brokers to assist them in their decision making.  b Basis contracts essentially become forward contracts requiring delivery once the basis component is locked in.

Sources: Based on Stevenson and Sims (2008) and GRDC (2008a).
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Issues raised about marketing, pricing and managing risk

There are more choices and more complexity in marketing and pricing wheat than ever before. The market is still adjusting, and new products are emerging in response to market demands. 

Costs and complexity of marketing and pricing tools

Some participants have expressed concern about the costs and complexity of these risk management tools:

· With deregulation the AWB stopped forward selling of grain. The Banks and Marketers flooded the market with a plethora of ‘Risk Management Tools’. The volatility that ensued in the grain markets defied understanding. Exposure to these markets has had a devastating effect on many farm operations. Australian farmers are purportedly the most efficient in the world, they are good at growing product, for many having to enter the marketing side has been difficult. (M B Scott, sub. 10, p. 1)

· These [costs of transition] have been considerable both financial and in time. I know I spend time every day studying the markets and prices. I have had consultants offer to perform the service for me but all offers have been at more than $1 per tonne and with no guarantee that they could outperform me. These costs are hard to justify on a year like this where the enterprise will run at a loss. (Trevor Badger, sub. 14, p. 5)

· Smaller growers often don’t have the resources to invest in marketing strategies and certainly don’t have the same economy of scale. Having said that, there is no reason why a small grower can’t achieve a similar price to a large grower via a trader. In terms of being able to export direct, obviously larger production is required. (AgForce Grains, sub. 16, p. 16)

It needs to be acknowledged that there are transaction costs associated with managing marketing and price risk, and fees (or price discounts) if the price risk is being transferred to another party. As illustrated in chapter 2 (table 2.3), there are a large number of growers that produce small quantities of wheat. For some growers, the time, effort and cost of using some of the more sophisticated marketing tools might be large relative to the value of the wheat they are selling. 

If the transaction costs associated with the more sophisticated methods are too high for growers, then they may choose other options such as the spot market or pools. In pools the grower lets the pool manager decide how to market the wheat and manage price risk for the wheat sold through the pool. 

Additionally, small growers tend to be diversified across a number of crops or livestock activities (chapter 2, table 2.5). This diversification is a way of managing production and price risk, and hence the need for sophisticated marketing tools is reduced. 

In contrast, growers who produce large quantities of wheat (and account for most wheat exports) tend to be more specialised than smaller growers and hence more reliant on income from wheat.

Although pools are convenient, care is needed in assessing whether they are likely to return the grower the best return for the crop compared with the other marketing and risk management tools available. The grower is still indirectly incurring costs for marketing and price risk management through the management fees and charges deducted from the pool return by the pool manager (as was the case under the compulsory national pool).

Issues regarding pools

Pools embody a range of services such as marketing wheat, managing price and exchange rate risk, as well as transport. Pools provide a mix of what are essentially marketing and financial services and they vary in terms of risk management strategies, accuracy of estimated returns, cash flow and tax implications, supply chain costs, management fees and payment systems (table B.1 in appendix B) and costs of administration.

An issue with pools is an understanding by growers of the performance of pools in marketing (finding buyers) and price risk management through hedging. A key to this is the transparency and information disclosure by pool managers. During the Adelaide hearing, the South Australian Farmers Federation expressed concern about the risk of pools: 

The other position that we see that may have a place for ASIC or the Productivity Commission or someone is the financial services in regard to pools, because I think there is a very large degree of risk. Unfortunately, I don’t believe a lot of growers understand how much risk is attached to pools. (trans., p. 299)

Pools do have commercial risks. Under the current wheat export arrangements there have been no export wheat pools that have failed commercially. However, in the past, there have been a number of domestic wheat pools that have failed, including Shepherds Producers Cooperative, Creasy’s Grain Enterprises and Barry Smith Grains. 

A range of issues relating to the performance of pools are described below. 

These areas for performance evaluation were also relevant when considering the national pool run by AWBI. However, if AWBI underperformed, there were few other export options for growers. Under the current arrangements, growers can choose other pools, or use other marketing methods. 

Hedging on wheat prices and forward contracting

Pool operators will generally undertake some hedging and forward contracting in order to manage price risk. 

In the days of AWBI having the single desk, the pool was operated as a harvest pool. Growers delivered their wheat at harvest time. AWBI was able to undertake pre‑harvest selling or hedging because it knew from crop production forecasts approximately how much wheat it could expect to sell, as growers had to deliver their wheat for export to AWBI.

Harvest pools are still being operated in 2010. They differ significantly from the traditional harvest pool under the single desk in that they do little pre-harvest hedging. Operators of harvest pools have no way of knowing how much production will go into the pool and are therefore limited in their ability to hedge. 

To overcome the pre-harvest hedging limitation of harvest pools, pool managers are also offering commitment pools. In these pools, growers contract prior to harvest (several months) to deliver a specified amount of wheat of a specified quality to the pool. In most cases, the contracted quantity can be exceeded by up to 50 per cent. These pre-harvest contracts might pay a premium to the grower over the average pool price, to reward the grower for that commitment. Contracting pre-harvest enables the pool manager to estimate the minimum amount of wheat that is likely to be delivered into the pool, allowing it to start pre-selling grain and hedging prior to harvest.

The scope for hedging will differ significantly across pools, as will the performance of different pool managers over time. 

AWBI’s mixed performance on commodity hedging illustrates this issue. For example, WEA considered that hedging for the 2006‑07 national pool was unfavourable when compared to benchmarks:

AWBI’s commodity hedging performance for the 2006/07 Pool resulted in a reduction of AUD145 million or AUD46.03 per tonne in Pool returns. This loss compares unfavourably with both the SPFM benchmark and the WIB commodity hedging sub‑benchmark.
 (WEA 2009e, p. 10)

But WEA considered AWBI’s hedging performance to be favourable in 2007‑08:

AWBI’s commodity hedging performance for the 2007/08 Pool resulted in a reduction of AUD40.36 million or AUD9.25 per tonne in Pool returns. This compares favourably to the SPFM benchmark’s loss of AUD38.16 per tonne. (WEA 2009e, p. 10)

Hedging on the exchange rate

As described above, the exchange rate is a major factor influencing the price of Australian wheat in Australian dollars. As the exchange rate is volatile, pool operators will hedge on the exchange rate in order to reduce price risk. Once again, growers selling wheat through pools need to be cognisant of this risk exposure. 

Provision of pool services

Another issue about pools is the scope for pool managers to make profits through their provision of services to the pool by contracting out services (for example, transport, marketing, hedging, shipping) to related entities. This might disadvantage the pool due to a lack of competition in the provision of these services. 

For example, under the single desk arrangement, AWB Chartering provided chartering services to AWBI, despite the existence of an external market for such services. WEA reported on these arrangements and found:

AWBC [AWB Chartering] rates were consistently higher than industry spot rates. Of the 45 cargoes [in the period July 2007 to December 2008], AWBI was better off using AWBC in one case and achieved the same rate in another. … AWBI and the Pool have been commercially disadvantaged by AWBC exclusively providing chartering services to the Pool. (WEA, 2009e, pp. 13–14) 

Transparency of pools

Understanding the performance of pools is not straightforward. Comparing pool returns is further complicated by the different payment options available (table B.1, appendix B). 

Under current legislation, companies offering pools are granted general relief by the Australian Securities and Investments Commission (ASIC) from the managed investment scheme provisions of the Corporations Act 2001 (Cwlth), including product disclosure and licensing provisions, subject to conditions. This is a general class order for managed investment schemes not for money, and it would therefore apply to all agricultural commodity pools. 

ASIC has previously granted relief for a small number of intermediaries involved in commodity pools. ASIC considered that in these cases the general class order did not apply ‘because they did not produce the goods involved in the transaction’ (ASIC 2007). As ASIC (2007) noted this relief was granted because:

· compliance was disproportionately burdensome taking into account: 

· other persons involved in the transaction having the benefit of relief

· the short duration of the transaction

· the likelihood and extent of potential consumer detriment was minimal. 

AWB was granted specific exemption from sections of the Corporations Act in 2003. Other pool managers have also been granted specific exemption since then. 

The issue of transparency was previously raised in submissions to the Wheat Industry Expert Group in 2008. For example, the Victorian Farmers Federation (2008) suggested an industry initiative be introduced to improve pricing transparency by using standard information sheets. 

Bartholomaeus noted: 

… in the absence of broad industry agreement and self regulation on this issue, that the existing FSR [Financial Services Reform] Act, and the government’s proposed truth in pricing legislation should be used in full to tighten up the grain industry and the way it quotes pools. (Bartholomaeus 2008, p. 6)

Koch suggested the following areas where pool managers could improve their performance and transparency:

· better articulate their strategy

· co-ordinate release of estimates

· industry standards for the calculation of estimates/costs

· make it easier to assess performance (statements on pool entry/exit, quarterly updates)

· state pool size

· adopt an industry auditor (someone who understands how grain pools work and can spread best practice across the industry). (Koch 2009)

AWB (sub. DR63, p. 3) noted ‘[t]he Australian grains industry would benefit from pool operator guidelines to enhance and promote further transparency in the industry.’ AWB identified the following key areas for improving transparency:

· clearly defined strategy and objectives

· regular and timely pool reporting

· segregation and separation of pool assets

· independent scrutiny of pool accounts. (sub. DR63, p. 3)

Glencore Grain submitted there is a need ‘for unit or consistent pricing, both for pool prices and prices offered by traders, so that growers can fairly compare prices’ (sub. DR89, p. 13), and suggested this be included in the Wheat Export Marketing Act 2008 (Cwlth) or the Wheat Export Accreditation Scheme 2008 (Cwlth). Further, Glencore Grain considered ‘that Wheat Exports Australia should be retained to continue to monitor wheat pools and pool prices’ (sub. DR89, p. 14). WEA currently has the capacity to monitor pools under its general information gathering powers, and has exercised this power on one occasion. 

Co-operative Bulk Handling (CBH) agreed with the sentiment that pool transparency could be improved, but suggested that regulatory oversight is not needed to achieve this:

… increased transparency need not be mandated solely by formal regulatory oversight of pools. Rather ‘industry experts’ such as marketing consultants, with skill in comparing pool performance are growing in number and can be utilised by growers for this purpose. … Growers will readily work out who they can ‘trust’ and who they can’t. This is no different to any other market where credibility and reputation become important. Regulation on its own will not protect growers or enhance their returns in a responsible manner … If pool providers act contrary to the interests of the pool participants the use of pools by growers is destined to shrink as they will lose credibility as an alternative to taking a fixed cash price on the day. (sub. DR75, p. 2)

Market based solutions have emerged to help inform growers on pools. For example, in Western Australia the Kondinin Group publishes an industry report to help growers make informed marketing decisions in relation to pools titled Western Australian Wheat Pools Performance Comparison. 

Given the concerns about pool transparency, there might be a role for an industry governing body to set guidelines for product disclosure of pools. This might be achieved by adopting a code of conduct for the industry. (For a broader discussion on a governing industry body see chapter 9.) Grain Trade Australia has developed an industry code of conduct that ‘aims to improve transparency and to encourage clear disclosure with regard to prices including the basis of pricing, what is included, what is excluded and what charges apply’ (GTA 2009b, p. 21). However, there is scope to further improve pool transparency with more detailed guidelines. 

Alternatively, the industry could adopt an auditor to advise on best practice, or publish comparative reports such as that provided by the Kondinin Group more widely. 

Finding 3.
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Improving pool transparency is best undertaken by the industry and can be achieved through a more detailed code of conduct. The Commission has not identified any further role for government in this process. 

Ownership structure of pool managers

One of the issues raised at the public forum in Dubbo and in Western Australia is the perception by growers that their interests are best served by marketing their wheat through a pool managed as a grower-owned cooperative. This sentiment was expressed by the NSW Farmers Association:

The Association supports a return to a National Pool run by a grower owned and controlled not for profit company which allows multiple exporters as under the Australia Wheat Limited (‘AusWheat’) plan … (sub. 49, p. 2)

Under the current arrangements there is no barrier to grower-owned cooperatives operating pools. However, the Commission has argued against a compulsory national pool in its submission to the National Competition Policy Review of the Wheat Marketing Act 1989. 

Furthermore, evidence presented in chapter 2, chapter 6 and above in this chapter demonstrates the regional differences in wheat markets around Australia. A national pool is unlikely to be an efficient outcome due to regional differences in the wheat industry, and is likely to disadvantage some regions that are more dependent on the export market and represent the largest share of the Australian wheat export industry (Western Australia and some parts of South Australia). 

A number of joint venture cooperatives have emerged that offer a full range of wheat marketing options. Growers can choose to market their grain through a cooperative. If the cooperative ownership structure outperforms in terms of returns to growers, then it is possible that cooperatives could achieve large market shares.

Grower-owned cooperatives

The CBH Group is based in Western Australia and is owned and controlled by about 4800 grain growers. In Western Australia, CBH Grain offers a wide range of marketing options including four pool options (Harvest Pool, Benchmark Pool, Managed Pool and ProtectionPlus Pool). The Managed Pool and ProtectionPlus Pool are jointly managed by CBH Grain and Plum Grove. 

In eastern Australia CBH Grain operates a harvest pool in Victoria and South Australia. CBH Grain also has operations in New South Wales, but this does not include a pool for the 2009‑10 harvest. 

Joint venture cooperatives

Emerald Group Australia has joint ventures with a number of grower‑owned private companies or cooperatives:

· EP Grain is a joint venture with the grower based company FREE Eyre. EP Grain has headquarters in Port Lincoln and services the specific needs of Eyre Peninsula grain farmers. The Eyre Peninsula is an export focused grain production region and EP Grain offers an extensive range of grain marketing solutions for wheat, barley and canola farmers.

· Southern Quality Produce is a joint venture with Southern Quality Produce Co‑operative Ltd. Southern Quality Produce is 45 per cent grower‑owned and offers a range of marketing options including wheat pools across Victoria.

· Southern Ag Grain is a joint venture with grower run unlisted public company Southern Agventure. Southern Ag Grain is based in Wagga Wagga and services the needs of southern New South Wales grain growers. Their services include a harvest pool for wheat.

In addition, Emerald Group Australia has a partnership with The Western Australian Farmers Federation whereby Emerald manages the WAFarmers WheatPool. 

Independent traders

In addition to the grower-based organisations listed above, a number of independent traders offer pools including GrainCorp, AWB, Plum Grove and Viterra. 

Loss of Golden Rewards

One of the major issues raised by growers in submissions and at hearings is the loss of Golden Rewards:

Due to our crop rotation (wheat and pulses) and dry finishes to seasons, we have been producing hard wheat with protein levels of 14 to 16%. Yet with the return of flat grade pricing under a deregulated market, the prices on offer often reflect that of a base protein of 11.5%. I estimate that we should be capturing an additional $15 per tonne based solely on protein, without taking moisture, screenings, or preferred milling performance of varieties into account. … I have been frustrated and felt demeaned trying to sell quality wheat in the deregulated market as we are not being paid incrementally for quality. … What happened to the Golden Rewards system of returning premiums to growers for quality wheat? (Cannon Partners, sub. DR60, p. 2)

Kay Hull MP noted:

One of the key issues raised has been the future grading of Australian wheat. The Golden Rewards scheme introduced by the AWB, encouraged growers to produce, incrementally, better wheat. Before the season began, growers could confidently justify the application of larger volumes of fertiliser or chemical, knowing there is an incremental reward at the end of the season. This has now been lost. (sub. 36, p. 1)

The NSW Farmers Association estimated the reduction of income due to the loss of golden rewards is $16.75 per tonne:

In the case study the particular grower has 944.62 tonnes, binned as APH1, APH2, APW1, ASW1, AUH2 and H2, all delivered to Condobolin GrainCorp during November 2009. Based upon applying the protein and screenings increments and moisture increments which were applied during the 2007-08 season, the most recent year of the Golden Rewards scheme’s operation, to the grower’s 2009 crop enables a comparison of the different programs. This comparison reveals that the removal of the Golden Rewards program and the reinstitution of cliff face pricing has led to a reduction in income to the grower of $15 820.20. This equates to an average loss of $16.75 per tonne. (sub. 49, p. 25)

Golden Rewards was a varietal based payment system that was operated by the AWBI national pool. Payments were based on the broader class of wheat delivered, rather than the narrower bin grade quality (figure 8.1 in chapter 8). Different qualities of wheat were then paid according to the payment matrices for protein, screenings and moisture over the broad class of wheat. 

One of the main changes arising from the current marketing arrangements has been the move from varietal payment systems to payment based on bin grade. A varietal payment system pays growers based on broad definitions of wheat classes (for example, wheat grade defined by the Wheat Classification Council). Payments based on bin grade reflect more narrowly defined grades of wheat (for example, as defined by receival standards set by Grain Trade Australia).

AWBI used to offer increments within the broad wheat grade classes. To some extent, the move to bin grade prices has encapsulated some of the payment increments under the varietal or wheat grade system offered by AWBI in the national pool.

However, the increments under the old AWBI payment system were finer than those of bin grade. For example, increments were offered for protein, moisture and screening levels within a bin grade.

For the 2009-10 harvest, many pools are offering some quality increments within grades. It seems that in response to demand by growers, the pool managers have brought back increments as a marketing strategy. However, the increment system in today’s pools is less finely differentiated than in the past. Although there has been some recovery of the quality increments within bin grades, the rewards to growers are no longer the same. 

Although it is difficult to make direct comparisons, the transition might have reduced returns to some growers who no longer receive payment increments for quality. However, comparing the overall return to growers is complex and it depends on the actual pool return or price received, not only the increments. 

Payment of quality increments, whether under the AWBI varietal payment system or the new pools, is a complex matter. The relative prices offered for quality increments within bin grades might not match the value of the commingled grain when it is traded. To the extent that the value of the commingled grain is lower than the sum of the quality increments paid to growers for grain delivered, the pool return is lower. Hence, there can be tradeoffs between a grower chasing quality increments and the overall lower return achieved by the pool.

It is difficult to get quality increments for non-pool products. GrainCorp noted that international customers do not pay for quality increments:

When you look at how grain is marketed, pools have the capacity … to run a Golden Rewards where … you’re pooling a known quantity of grain and you get a return. But when you actually go to sell it, you sell it at [a] cliff-face price through national marketers. International markets or customers don’t give you increments for protein et cetera et cetera above the specific standard you’re selling against. … [I]t would be difficult to see that a lot of export traders would actually move to … [pay] increments on a cash basis because it’s not how the market works at the other end. (trans.,  pp. 487–8)

AWB suggested that there is now an increased risk in offering Golden Rewards, as bulk handlers only guarantee a minimum out-turn quality: 

Obviously when you introduce, say, 30-plus competitors, and rules in which the bulk handlers will only guarantee a minimum quality which is equivalent to receival standard, it means that as the grain now comes into the system, it all gets commingled. So a particular farmer may have very good quality, but … that hard wheat may get mixed into a stack with a whole heap of other farmers’ hard wheat. Under the minimum guarantee rules set out in the storage and handling agreement set out by the bulk handlers, they [the bulk handlers] will only guarantee, through out-turn, 11 and a half per cent protein. So the individual specifications of that particular farmer’s grain get lost … It’s very hard then as a buyer to essentially pay the 13 per cent when the bulk handler is saying, ‘We’re only going to guarantee you 11 and a half per cent.’ (trans., p. 342)

Growers have more choices now to manage this matter; they can store high quality grain on farm, warehouse it in the bulk system, or blend the grain on farm to achieve a desired marketing grade, or sell high quality grain in containers or bags. 

Additionally, CBH will trial a load averaging system during the upcoming harvest. The system is ‘designed to provide more flexibility and control over grain quality by allowing growers to virtually blend loads of wheat to form optimised lots of better grades’ (CBH 2010a). A grower would be able to blend higher quality grain that sits above the standard with lower quality grain, in order to sell the low quality grain for a higher price. Under the terms of the trial, CBH guarantees out‑turn quality, rather than the minimum standard.

Similarly, traders can seek to have bulk handlers separate high quality grain into a special bin (for a fee), or store in a non-bulk handler receival site. The decisions depend upon the price of wheat of different qualities and the cost of storage, handling and transport to deliver wheat of various standards.

AWB and GrainCorp both offered an APH1 bin grade with a minimum of 14 per cent protein for the 2009‑10 season in New South Wales. This indicates that there is flexibility to introduce a high quality segregation when the demand exists and there is sufficient supply available.

AWB considered that competition would continue to create systems that paid quality increments: 

I think competition will create, as it already has done, people who are prepared to offer a Golden Rewards system. … I think the evolution will be essentially through new supply chains where the quality can be preserved and not lost in commingling, where you’re likely to see more and more of that payment for quality capacity being preserved. … [T]here are certainly endeavours, and we are aware of one bulk handler at least who is now starting to talk about … guaranteeing the quality going in and coming out. (trans., p. 343)

For the 2009‑10 season, a number of market participants offered quality payment systems, and this is likely to continue as the market matures and supply chains and port procedures evolve. 

Receiver of last resort

Without AWBI acting as a receiver of last resort, some growers have expressed concern that they cannot sell poor quality wheat. For example, the NSW Farmers Association noted: 

We’ve seen examples last year where we’ve had a lot of weather damaged grain up north still in store because there was no receiver of last resort to soak that up. Now we have in Victoria this year a chance of some weather-damaged wheat coming in, and once again, with the dairy industry the way it is, they may not be able to soak up all that excess feed [grain]. So you need that buyer of last resort to soak up that off grade wheat, to put grades for it and do the blending to bring it up to a standard and pass those profits back to the growers. (trans., p. 257)

The notion is that AWBI was a receiver of last resort that binned the wheat in an appropriate receival standard and then sold it and paid a pool return based on the price received for the ‘stack average’. Growers delivering poor quality wheat might have received a higher price (through cross-subsidy with other growers) in the pool. As ACIL Tasman noted:

… the ‘buyer of last resort’ culture in the wheat industry creates a situation in which growers who produce good quality grain are subsidising producers of lower quality grain. … growers who rely on a mandated receiver of last resort are being supported by those that do not. Also the industry more broadly is disadvantaged because growers are being encouraged to grow lower quality / higher yielding wheat than they would have if they had received accurate price signals about what the market wanted. (ACIL Tasman 2006, p. 8)

Furthermore, AWBI did not always accept grain of any quality at all receival sites. They sometimes required the grower to deliver to a receival site further away, and the grower had to incur the transport costs, or decide not to deliver. 

These cross-subsidies are unwinding. The grower can probably find a buyer, but the price will reflect the market value of the grain. 

Comparing prices pre- and post-deregulation

Several participants to the inquiry (NSW Farmers Association, sub. 49; Kay Hull MP, sub. 36) cited in their submissions a newspaper article in the Land on 12 November 2009 by Malcolm Bartholomaeus, ‘Learning from Pools’:

As we enter the peak harvest period this year, basis levels are running at about $0/t to +$5/t, or still up to $20/t lower than what we would have expected from the old single desk. … If changes are not made, most growers will be worse off, the industry will be worse off, and the country will have lost valuable export income. … we need to begin replicating what AWB used to do. (Bartholomaeus 2009, p. 89) 

The inference being drawn by the reference to the article in the Land is that prices are lower under the current arrangements compared with the previous single desk arrangement. This inference hinges on the estimated value of the basis in 2008‑09 and 2009‑10. However, movements in the basis can be due to changes in the spot price and/or changes in the futures price. 

It is still too early to be able to make comparisons about returns to growers, and Australia, under the current arrangements with those under the single desk for a number of reasons. This is particularly the case for comparisons based on the levels of the basis (for a description of the basis see box 3.3). 

First, the industry (growers, traders and providers of risk management products) is still adapting to the new business environment. There has only been one completed production and marketing cycle under the current arrangements. 

Second, the introduction of the current arrangements has coincided with a pronounced commodity price cycle for wheat and other grains on international markets (a short term increase in the price of wheat of at least 150 per cent just prior to deregulation). Interpreting the basis can be particularly problematic during a commodity price cycle.

Third, there have been concerns raised in the United States about the performance of the US futures markets for grain (corn, soybeans and particularly wheat). Since 2005, market participants have been concerned that the futures prices have been artificially high, leading to the basis for US wheat futures (CBOT) being negative at various points in time. The US Department of Agriculture recently stated: 

… evidence shows that the link between futures and the underlying cash price has weakened, resulting in unpredictable and erratic basis levels and lack of normal convergence of cash and futures prices. (Aulerich, Hoffman and Plato 2009, p. 28)

Similarly, Irwin et al. noted:

Performance has been consistently weakest in wheat, with delivery location basis at times exceeding one dollar per bushel, a level of disconnect between cash and futures not previously experienced in grain markets. (Irwin et al. 2009, p. 2)

There appear to have been periods of non-convergence (between the spot price and futures price) in 2008‑09 and volatility in the basis. Figure 3.7 shows the US SRW wheat basis (the spot price at the Gulf less US nearby CBOT futures prices). As figure 3.7 illustrates, the US basis was negative in 2008‑09.

This disconnect between cash and futures prices has a number of consequences:

First, the failure to converge leads to bias in the price discovery process as futures do not represent subsequent cash prices. Second, uncertainty in basis behaviour increases as markets bounce unpredictably between converging and not converging and this leads to marked declines in hedging effectiveness. (Irwin et al. 2009, p. 2)

As Australia’s spot prices tend to track those in the United States (apart from the eastern states in non-exporting years), when the US basis (spot price less the futures price) is negative, it would be expected that the Australian basis would also be negative. The poor basis levels in 2008‑09 and 2009‑10 cited in the submissions and the article coincide with a poor basis in the United States. So, it is possible that it is not reflecting a decrease in the Australian spot price relative to the world price of wheat, but rather that the futures price is artificially high relative to the world spot price of wheat. 

When the spot price in New South Wales rises above the world price in periods of low production, the Newcastle basis will be relatively strong. This can be seen in figure 3.7. For example, in 2006‑07 and 2007‑08, the prices in New South Wales were above world spot prices and, as a result, a gap emerges between the Newcastle basis and the US basis. However, in 2008‑09, the gap between the Newcastle basis and the US basis decreased markedly, reflecting the decrease in the wheat price in New South Wales to reflect the export price as local supply increased. This relationship makes using hedging instruments to manage price risk more complicated. 

Figure 3.
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a(Price of AWM contracts converted to fob and USD less nearby CBOT futures prices.  b Spot price at the Gulf less nearby CBOT futures prices.

Source: Lloyd George, AgIntel, pers. comm., 28 May 2010.

Issues in the spot market

The Commission is aware of cases where the price has fallen in the time between a grower calling a trader and making delivery to the receival site. For example:

Last harvest I rang up for a price. I sent the truck straight away to the buyer only to find the price drop by $10. (R & L Guest, sub. 1, p. 2)

For price certainty, a short-term contract can be entered into. Of course, if the grower locks in the price and the spot price rises, the grower is only paid the contracted price.

Another issue raised by growers is that the spot market prices on offer by traders are similar and so they claim there is not competition between traders. However, in competitive markets for a homogenous commodity, like a specific grade of wheat, the law of one price tends to prevail. This is a consequence of competitive pressure and the ease with which arbitraging can take place. Consider two traders offering to purchase grain at two different prices. There is nothing to stop an arbitrager (grower or a trader) from buying grain from the low priced trader and on-selling it to the high priced trader. Alternatively, the trader offering a higher price could buy grain from the trader offering the lower price. 

�	ASX code AWM (GTA standard APW2, NSW track Newcastle and Port Kembla) and ASX code WAW (GTA standard APW2, track Kwinana).


�	Fob price is the world price less shipping costs in AUD.


�	The SPFM benchmark assumes that the wheat marketer commences hedging the crop prior to harvest on a gradual and consistent basis until harvest, when 50 per cent of the crop is hedged. Once 50 per cent of the crop is hedged, the marketer is assumed to buy back its hedging positions on a gradual basis as physical wheat sales are made, regardless of any movement in wheat prices and crop size during the pool period (WEA 2009e). The WIB commodity hedging sub-benchmark compares actual USD prices achieved for the pool with an average price achievable using a basket of comparable international wheat grades. The benchmark incorporates an assessment of actual commodity hedge returns from participation on the US futures markets relative to a benchmark commodity hedge program in those same markets (Wheat Export Authority 2007c).
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