	
	


	
	



B
Marketing and risk management tools

The methods used by growers to market and price their wheat are described briefly in this appendix. The description and illustration focuses on the role of the methods in managing price risk from the point of view of growers that produce and deliver wheat for sale. In particular, the emphasis is on the grower using the methods to hedge against a possible low price or decrease in the price of wheat. Some of the methods are financial instruments that do not require delivery of wheat. As such, these instruments are also used by traders and speculators. In addition, many variations in these methods and combinations of them are offered by financial service providers, pool managers and traders.
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Contracts

Ultimately, growers sell and deliver most of their wheat under some kind of contract. The five elements to a contract for sale of wheat are:

1. quantity of wheat

2. quality of wheat (such as bin grade or receival standard)

3. time of delivery and payment

4. place of delivery (bulk receival facility or port) 

5. price received (fob at a port or at a bulk receival facility).

The wheat traders and Grain Trade Australia (GTA) have developed guidelines and standards for contracting and dispute resolution (GTA 2009a), and these appear to be working well, as noted by AgForce Grains and AWB Limited (AWB):

· Contracts are generally straight forward. The fine print may vary in terms of tonnage variance, freight rates applied, but most are fairly standard. Growers need to know the nett price to them. Most contracts reflect a port price with deductions. (AgForce Grains, sub. 16, p. 15)

· It is extremely easy for a grower to enter a contract with an accredited exporter. Contract terms are available for review before contracts are signed and GTA and major grain companies have sponsored a national effort to increase grower awareness to the importance of appreciating terms and conditions of contracts before contracts are signed as well as providing guidance on the best approach to assessing and negotiating contract terms when marketing their produce. (AWB, sub. 24, p. 26)
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Spot market (cash sales)

The spot market is the simplest method of selling grain. The price received is the market price on that day for grain for immediate delivery. Payment is made under normal commercial terms (for example 14–30 days). The spot market is often termed the ‘cash’ market. It provides certainty of price, so there is no price risk for the seller or the buyer, but growers must have grain available for immediate delivery to take advantage of the spot price. In the spot market the five contractual elements of quantity, quality, time, place and price are agreed on the spot. Even when wheat is sold on the spot market, a contract may be used to lock in a price being offered at a particular time of day, otherwise the price might change while the wheat is being delivered from the farm to the port or bulk receival site.
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Hedging using forward cash contracts (cash sales)

A forward contract is a privately negotiated bilateral contract between a grower and a trader. Forward contracts are not traded (unlike futures contracts that are traded in futures markets). Growers and traders use forward contracts as merchandising vehicles, whereby each party expects to make or take delivery, respectively. If they cannot, they must either buy grain, negotiate to change the contract to fit the quality grown or pay compensation (‘washout’ the contract).

Under forward contracting, a grower commits to deliver wheat to a nominated location at a designated time in the future. The price is fixed at the time of contracting. Forward contracts are a way for growers (and traders) to hedge the price they receive (pay) for wheat. From a grower’s perspective, it is a way of avoiding low prices for grain delivered in the future. For the trader, it is a way of avoiding high prices for grain purchased. The main types of forward contracts are outlined below:

· Fixed-grade contracts, where the tonnage, grade, price, time and location of delivery is fixed at the time of contracting.

· Multi-grade contracts that include a schedule of prices according to the bin or receival standard of the wheat at delivery. Some multi-grade contracts might offer price increments for protein, screenings or moisture within the band of these quality characteristics for the receival standard (for example, protein (6–16 per cent), screenings (0–10 per cent) and moisture (8–12 per cent)). Price increments are a way of avoiding ‘cliff‑face pricing’ by pricing for quality within the range of a receival standard. A multi-grade contract without price increments for quality within the receival standard is termed ‘flat’ and the price reflects the minimum quality characteristics of the grade or receival standard. 

· Multi-varietal contracts are similar to multi-grade contracts except that they are based on a varietal payment system rather than payment based on bin or receival standard. A discussion of varietal grade (such as APH) and bin grade (such as APH2, H1, H2) is provided in chapter 8.

Most forward contracts are likely to be flat rather than offer increments within a grade.

Forward contracts can be used to fix the price for wheat either pre-harvest or post‑harvest (from wheat the grower has stored on farm or warehoused in a receival site).

Forward contracting eliminates risk from declining prices as well as basis risk (described below) and avoids the costs of paperwork and time associated with hedging in the futures market. As a result, the price is expected to be lower, on average, because the price risks have been transferred to the purchaser and there are fewer transaction costs than hedging (that is, commission costs, margins, interest on margins).

Using forward contracts to sell wheat prior to harvest has one significant disadvantage associated with production risk. If the grower has a poor harvest and cannot deliver the wheat in accordance with the contract, then he has to washout the contract by purchasing wheat at prevailing market prices. There is potential for the grower to make huge losses if the grower cannot deliver, as they not only have no grain to sell, they have to purchase grain at the price prevailing at the time specified in the contract.
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Wheat futures markets and other financial hedging instruments

Wheat futures markets are price discovery and risk management institutions that are designed to establish future prices and manage risk. The futures prices are determined by the interaction of competing expectations of traders (including growers) and reflect a broad range of information about market conditions into the future. 

Examples of wheat futures markets include:

· Australian Securities Exchange (ASX)

· Western Australia Wheat Future (ASX code WAW) (Wheat Standard APW2 10 per cent protein, contract size 20 metric tonnes, contract months (January, March, May, July, September, November), delivery point Kwinana Track
)

· Australian Milling Wheat Future (ASX code AWM) (Wheat Standard APW2 10 per cent protein, contract size 20 metric tonnes, contract months (January, March, May, July, September, November), delivery point New South Wales track (Newcastle and Port Kembla))

· Futures contracts and call and put options are available on the ASX wheat futures markets.

· Chicago Board of Trade (CBOT)

· Soft Red Winter, Hard Red Winter, Dark Northern Spring and Northern Spring Wheat futures.
 

· Kansas City Board of Trade

· Hard Red Winter Wheat futures.

Australian growers using US futures markets as hedging instruments do not grow the relevant variety of wheat and cannot make delivery under futures contracts without buying and delivering the appropriate specification of wheat in the United States. They are also exposed to exchange rate risk and differential movements in the spot price of the wheat the grower is producing and selling and the price of wheat traded in the US futures markets. Consequently, hedging decisions for Australian growers using US futures markets are more complex than using Australian futures markets. 

Furthermore, as described in chapter 3, the price of wheat in the eastern states of Australia can rise above the export price in years of low production. This complicates managing price risk in the eastern states using international futures markets. Issues regarding the use of US futures for Australia are discussed in Thompson and Bond (1985). 

Futures contracts and options

Wheat futures contracts are a legally enforceable promise to buy or sell a standardised quality and quantity of wheat at a specified time and location at an agreed ‘selling price’. Although futures contracts appear similar to forward contracts, they are not the same. There are two essential attributes of futures contracts that distinguish them from forward contracts.

Firstly, futures contracts can be traded (bought and sold) over time (before the expiry date of the contract) on a futures exchange, such as the ASX. This leads to a second distinguishing feature, which is that a futures contract sold by a grower can be extinguished (that is the obligation to physically deliver wheat is extinguished) by buying another equivalent futures contract prior to the expiry date of the contract. In practice, few futures contracts are ever delivered upon (about 2–3 per cent). A financial gain or loss can be made on extinguishing a contract and provides the mechanism by which futures contracts can be used as instruments to hedge wheat prices.

As with forward contracts, futures contracts can be entered into pre- and post‑harvest. There is an element of production risk in entering into futures contracts pre-harvest, although the financial consequences from crop failure are significantly lower than for forward contracting. To extinguish the futures contract, the grower needs to pay only the difference between the contracted price and the price of the contract at maturity if the price of wheat at contract maturity is higher than the price paid by the grower.

One note of caution is that during a commodity price spike, like that occurring in 2007‑08, it is possible for a grower to make a substantial loss on futures. During the 2007‑08 price spike, the spot price was exceptionally high, resulting in a high price to extinguish the futures contract. If a grower also had a crop failure, the financial stress could have led to insolvency of the business because of the coincident timing of the crop failure and the wheat price boom. 

An illustrative example of a grower using a futures contract to hedge against a fall in the future price of wheat is given in box B.1.
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Illustrative example of a hedge using a futures contract

	In September 2009, a grower with an anticipated harvest of 5000 tonnes wishes to hedge against a drop in the price of wheat (say to below cost of production) by hedging 20 per cent of the expected production (1000 tonnes) using Western Australia Wheat (WAW) futures contracts on the ASX. In September, the grower sells 50 futures contracts for delivery in January 2010 at the prevailing market price of $200 per tonne. (On the other hand, the trader buying futures contracts from the grower is hedging against a rise in the price of wheat.)

In January, the spot market price for delivery is $220 per tonne and the grower decides to sell all of his grain at this price. The grower extinguishes his futures contracts by buying futures contracts in January at the market price of $220 per tonne. In this case, the grower has made a loss on hedging of $20 per tonne on 1000 tonnes. Total income is $1.08m ($1.1m from sale of wheat less a loss on the hedge of $20 000) or $216 per tonne. On this occasion, the hedge against a fall in the price of wheat has cost the grower an average of $4 per tonne on the total crop sold.

If the spot market in January had fallen to $180 per tonne and futures contracts had fallen to $180 per tonne, the grower would have made a gain on hedging of $20 per tonne on 1000 tonnes. Total income would have been $0.92m ($0.9m from sale of wheat plus a gain on the hedge of $20 000) or $184 per tonne. The hedge against a fall in the price of wheat has gained the grower an average of $4 per tonne on the total crop sold.

	Sources: Productivity Commission calculations; GRDC (2008a); Stevenson and Sims (2008).

	

	


Futures exchanges often provide ‘options’ (put or call) on futures contracts, which gives the buyer the right, but not the obligation, to buy or sell a futures contract at a specific price at any time on or before the expiry date of the contract.

Options have an expiry date and a specific price at which the buyer or seller may buy or sell the underlying futures contract if the option is exercised. This specific price is referred to as the strike price and the premium payable is dependent on the strike price. Option premiums are determined by interest rates, the length of the insurance period, price trends, price volatility and the value of the strike price. The premium is higher for a more favourable strike price for the hedger.

There are two types of options:

· Put options, which give the buyer the right, but not the obligation, to sell a futures contract at an agreed price on or before a set date. These provide protection from price falls by establishing a floor price.

· Call options, which give the buyer the right, but not the obligation, to buy a futures contract at an agreed price on or before a set date. Call options provide protection from price rises by locking in a price ceiling.

From a growers perspective, put options can be used to guarantee the sale price of wheat for the life of the option, no matter how low the wheat futures price might go. The purchase of a put option is similar to a form of insurance against a fall in the wheat price.

Put options can also be used by growers to manage production risks. Buying a put option gives a grower the right, but not the obligation, to sell the underlying future at a predetermined price. This can be used by growers that want to take advantage of high prices but are unwilling to enter into forward contracts because of production risk.

As noted above, the ASX offers put and call options on WAW futures contracts. An example of a grower using a put option to ensure a minimum price using WAW futures is outlined in box B.2.
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Illustrative example of a hedge using put optionsa

	The grower in box B.1 could have adopted another strategy to hedge against a price fall using put options. In this case, he hedges 1000 tonnes by buying 50 WAW put options to sell wheat in January at the futures price (in September) of $200 per tonne and pays a premium of $10 per tonne.

In January, the spot market price for delivery is $220 per tonne and the grower decides to sell all of his grain at this price. The grower forgoes the option. Total income is $1.09m ($1.1m from sale of wheat less the cost of the option of $10 000) or $218 per tonne. On this occasion, the hedge against a fall in the price of wheat has cost the grower an average of $2 per tonne on the total crop sold.

If the spot market in January had fallen to $180 per tonne and futures contracts fallen to $180 per tonne, the grower would have had two choices:

· sell the put options at market value ($20 per tonne = 200 - 180), and sell all the grain at the spot price ($180 per tonne)

· exercise the put option and then either:

· deliver against the futures contract by selling 1000 tonnes at $200 per tonne

· or extinguish the futures contracts by buying WAW January at $180 per tonne.

Total income is $0.91m ($0.9m from sale of wheat plus $20 000 from exercising the option less the option premium of $10 000) or $182 per tonne. On this occasion, the hedge against a fall in the price of wheat has rewarded the grower by an average of $2 per tonne on the total crop sold.

	a Ignores transaction costs for simplicity.

Sources: Productivity Commission calculations; GRDC (2008a); Stevenson and Sims (2008).

	

	


Commodity swaps

In finance, a swap is a derivative in which two counterparties exchange certain benefits of one party’s financial instrument for certain benefits of the other party’s financial instrument. In the case of wheat, (commodity) swaps allow the achievement of an agreed price for a specified quantity of wheat on the maturity date.

A wheat swap is an agreement between the grower and a bank that fixes the price of an agreed quantity of the relevant commodity (fixed swap price) on a future date (maturity date). On the maturity date the fixed swap price is compared with a commodity reference price (CRP) that is determined by reference to a specific futures exchange commodity for the relevant contract month (for example WAW futures on the ASX or a similar reference commodity traded offshore, such as Soft Red Winter wheat traded on the CBOT). If the commodity is traded in currencies other than the Australian dollar (AUD), the grower is exposed to exchange rate risk.

A wheat grower wishing to manage the risk of a price fall using a swap agrees with a bank that if on the maturity date:

· the fixed swap price is greater than the CRP, then the bank will pay the cash settlement to the grower on the settlement date

· the fixed swap price is less than the CRP, then the grower pays the bank the cash settlement amount on the settlement date

· the fixed swap price is equal to the CRP, no amount is payable between the grower and the bank.

A wheat commodity swap is a financial instrument only and does not involve a commitment to actually deliver wheat.

An illustrative example of a grower using wheat (commodity) swaps to hedge against a fall in the future price of wheat is given in box B.3.
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Illustrative example of a hedge using wheat swaps

	In September 2009, a grower with an anticipated harvest of 5000 tonnes wishes to hedge against a drop in the price of wheat by hedging 20 per cent of the expected production (1000 tonnes) using wheat swaps offered by banks. In September, the grower enters into a swap with a bank (in AUD) for 1000 tonnes of wheat for a fixed price of $200 per tonne for APW2 (the reference commodity being WAW futures traded on the ASX).

In January, the spot market price for delivery is $220 per tonne and the grower decides to sell all of his grain at this price. As the spot market price at the maturity of the wheat swap is higher than the fixed price, the grower pays the bank $20 per tonne on 1000 tonnes. Total income is $1.08m ($1.1m from sale of wheat less a loss on the swaps of $20 000) or $216 per tonne. On this occasion, the hedge against a fall in the price of wheat has cost the grower an average of $4 per tonne on the total crop sold.

If the spot market in January had fallen to $180 per tonne, the grower would have made a gain on swaps of $20 per tonne on 1000 tonnes. Total income would have been $0.92m ($0.9m from sale of wheat plus a gain on the swap of $20 000) or $184 per tonnes. The hedge against a fall in the price of wheat has benefited the grower an average of $4 per tonne on the total crop sold.

	Sources: Productivity Commission calculations; GRDC (2008a); Stevenson and Sims (2008).

	

	


Basis contracts

A basis contract is a variation of a forward contract, which provides a method of eliminating basis risk without locking in a price. A grower with a basis contract is required to deliver a specified amount of wheat at a specified future time. The grower is guaranteed that the price received will be a fixed amount (called the basis) either above or below the underlying futures contract price.

The basis is equal to the spot price minus the futures price. A more detailed discussion of the basis is provided in chapter 3. 

The grower enters into a contract to deliver wheat at a future point in time for a price determined by:

· the commodity futures price locked-in (futures component)

· the foreign exchange rate locked-in (foreign exchange component)

· the basis (basis component).

The grower is paid a price in AUD equivalent to the futures price (based on US wheat futures and exchange rate futures) plus or minus a fixed (basis) margin. Initially, only the US wheat futures and exchange rate futures need to be locked in. These can be extinguished in the future (albeit for a profit or loss) and the grower can exit without the need to deliver wheat. Once the basis is locked in, the contract becomes a forward contract (with price dependent on futures prices plus or minus a fixed basis margin) to deliver and the grower takes on delivery risk.

Basis contracts do not appear to be popular with growers.
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Discretionary pools

Wheat pools are popular with growers because they are a relatively simple way for them to market wheat. Growers selling wheat through pools pass all marketing and pricing decisions to the organisation managing the pool. The wheat is typically sold for some time after harvest. All the pool sales are averaged and then a final price is returned to growers. All the marketing and pricing decisions are undertaken by the pool manager, for a fee. The range of pools available to wheat growers has increased, which offers growers access to a range of different risk management strategies, finance options and payment systems.

The current pools fit under two broad categories, harvest pools and managed or commitment pools. A discussion of the hedging activities of different pools is provided in section 3.4 of this report. 

Payment options available from pools

A number of payment options are available from pools (table B.1). Growers choose a payment option based on their need for cash flow and the tax implications.

Table B.
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Illustrative payment options

	Timing of payment
	Harvest payment
	Deferred payment
	Standard
flexi loans
	Distribution
	Single sum

	Harvest
	70% less
100% costs
	
	Up to 75% less 100% costs
	
	

	Mar 2010
	
	
	
	Up to 20%
less 20% costs
	

	Jul 2010
	
	70% less
100% costs
	
	Up to 20%
less 20% costs
	

	Sep 2010
	Up to 15%
	
	
	Up to 20%
less 20% costs
	

	Dec 2010
	Final
payment
	Final
payment
	
	Final
payment
	Final
payment


Source: GrainCorp (2009).

�	The Kwinana track price is the price of wheat delivered at Kwinana.


�	The CBOT wheat contract is technically designed to allow for delivery of Soft Red Winter, Hard Red Winter, Dark Northern Spring and Northern Spring wheat. The CBOT is commonly used by traders for all wheat classes because of its liquidity and volume. However, the higher cash prices for the other classes of wheat relative to Soft Red Winter make the delivery against the CBOT contract impractical for other classes. (Aulerich, Hoffman and Plato 2009, p. 25)
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