














recent seasons, the use of these methods has increased significantly,
especially when prices were high and appeared to have little likelihood of
increasing further.

The biggest advantage of this selling method is that, once a cash offer
has been accepted, the grower is totally insulated from subsequent price
fluctuations, and prompt receival of final returns is assured. There are no
margin calls or deposits, and no basis risk. On the other hand, the
advantage that can be achieved by accepting a cash offer at some time during
the season depends critically on the grower’s ability to predict future
price movements. If successful, the grower may be able to pick the peaks of
the market and avoid the troughs. But success is far from certain. And
because of the need to assess the spot price in comparison with expected
future prices, this method requires a larger time commitment than other
methods. In addition, as has been mentioned, a cash offer price may be
slightly below the equivalent call pool price obtainable at the same time by
hedging, due to the merchant or processor assuming some risk when
negotiating back-to-back contracts.

A simple strategy that could be adopted for selling on the spot market
would be to sell some time after harvest. In theory, growers could store
cotton on the farm for a time in anticipation of higher prices. In practice,
the opportunity cost of this strategy, in terms of foregone interest, and
the need to pay for planting the next crop, restrict the use of this
strategy. Moreover, the grower is then totally exposed to price fluctuations
vhich may occur between planting, harvesting and time of sale.

Futures options

The final method of sale available to growers is cotton futures options.
The use of cotton opticns has increased significantly in recent years. A
'put’ option is defined as the right, without the obligation, to sell a
futures contract of specified maturity date at a specified price (Darmeille
and Brandon ]1989). (The corresponding right to buy a futures contract is
termed a ‘call’ option.) In exchange for this right, the buyer pays a
premium to the seller of the option, who assumes all the risk associated
with obligation to fulfil the contract.

The most commonly stated advantage of cotton put options is that they
enable growers, while protected from downside price risk, to benefit from
subsequent price increases, In a falling market, the put option increases in
value because of the profitability of the underlying futures transaction.
Thus, although the cotton itself will be sold at a low price, its price fall
is offset by the value of the option contract (less the premium paid for the
contract). In a peried of rising cotton prices, the option would become
worthless, its cost would be sunk and the cotton would be sold for a higher
price than the futures contract would have yielded. In that case, the grower
does not incur the opportunity costs of deposits or margin calls - another
advantage of put options.

Options have several disadvantages. First, the grower is still subject
to basis risk. Second, options are ‘wasting assets' (Apperson 1988}: the
time remaining to expiration plays a big role in determining their wvalue.
The less time remaining before expiration, the less the chance that the
option will be exercised and the less will be the price obtainable by re-
selling it, Thus if everything else remained the same, the option would be
worth less at harvest time than when it was purchased, representing a cost
to the grower of using this methed. ’






Figure 3: ‘A’ index and New York futures quotes
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crop loss due to flood. A marketing method may, on average, yield a price
close to the expected price, and yet its distribution of possible outcomes
may be skewed so that there is a greater probability of a disastrously low
price than of exceeding the expected price by the same amount.

This study focuses on the prices achievable with each marketing method,
and the costs and risks associated with hedging relative to alternative
marketing methods. In estimating the risks associated with hedging and
alternative methods, the difference between the grower's expected and actual
returns is examined (using simulations for the actual returns from hedging).

Price Expectations

The grower who decides to hedge generally does so with the aim of
securing the currently prevailing spot price for immediate delivery. Hence,
the immediate delivery price prevailing during August, when final planting
decisions are made and, presumably, when consideration is given to marketing
strategies, can be taken to be the expected price. In an efficiently
operating market, current cash prices will reflect all known market
information. Hence, it is reasonable to accept the present price as the best
available current forecast of future prices. Risk can be measured by the
standard deviation of the difference between the expected and actual price -

that is, between the pre-planting price and the net price received after
harvest.

The characteristics of the hedging strategies need to be compared with
those of other marketing alternatives. For this purpose, it is assumed that
growers who intend to use a marketing method other than hedging also expect
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to recelve the immediate delivery price prevailing when planting decisions
are made (August). The risks associated with the alternative marketing
methods are then, again, measured as the standard deviation of the
difference between the expected and actual price.

If growers employ another basis for the formation of price and risk
expectations, the analysis described below is still relevant. The price
achievable, on average, from hedging can still be taken as the prevailing
cash price for immediate delivery at the time when the decision to hedge is
made. The risk associated with hedging is that of the actual price falling
below the expected price. Even if growers form their expectations about
returns differently from the way assumed above, the perceived risks and
returns from alternative marketing methods can still be compared with those
from hedging, measured as outlined here.

Methodology

The returns from six marketing strategies were collected or, where
necessary, simulated from 1973-74 to 1987-88. These strategies were: selling
through the seasonal pool, selling by accepting a cash offer and four
partial hedging strategies. The use of put options was mnot examined, because
of the lack of option price data prior to 1985.

{a) Seasonal pool returns

The data series on seasonal pool returns is the weighted average of the
gross receipts from the three seasonal pools. This was obtained from the
processors, and is directly comparable with the grower's expected return
(August immediate delivery price), since it is in Ac/kg.

{b) Cash offer returns

It was assumed that growers accept a cash offer price in May, after
harvest, for immediate delivery (the simplest strategy) and that the price
is the average value of the 'A' index over that month (adjusted for the
relevant crop quality premium or discount). This price was converted to
Ac/kg using the average exchange rate during May, making it directly
comparable with the- grower’s expected return.

(¢) Hedging strategies

The four hedging strategies simulated were chosen after consultation
with processors concerning the use of the call pools, They were:

1. 40 per cent of the crop is hedged in August (when price expectations are
formulated), and a further 25 per cent of the crop is hedged in January
when the growers have a good estimate of yields. No exchange cover.

2. Same hedging strategy as 1, with exchange cover.

3. 40 per cent of the crop is hedged in October (end of planting), and a
further 25 per cent is hedged in January. No exchange cover.

4. Same hedging strategy as 3, with exchange cover.
The farms were assumed large enough for their crops to be divided up in
this way. (Futures contracts are in units of 100 bales.) A ’'typical’ cotton

grower was assumed to produce around 1200 bales per season off approximately
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200 ha of irrigated land., This level of production is similar to that
estimated for the average cotton farm (Bardsley, Flavel, Mues, Serjeantson
and Thelander 1986},

It was assumed that the growers hedge by selling July contracts, and
that in May they sell all their cotton on the spot market (the returns from
which are calculated in the same way as for the cash sale method outlined
above), and at the same time they (or the buyers, on their behalf) buy back
the July futures contracts. The profit or loss from the futures
transactions, net of all hedging costs, is then added to (subtracted from)
the cash sale receipts.

Exchange rate cover was simulated only from the 1983-84 season, when the
Australian exchange rate regime was deregulated. Before that time, the
currency risk faced by producers was less than it now is, and there is
little data on exchange rate premiums. When a hedge was placed, the growers
were assumed to obtain exchange cover for the amount of money equal to the
"strike price' {the price at which they sold the July contracts) multiplied
by the amount of cotton hedged. The exchange cover was obtained at the
prevailing exchange rate plus or minus any premium or discount obtainable on
the exchange market for the forward period concerned. Remaining receipts
from the sale of the cotton were converted to Australian currency at the
average exchange rate for May.

The results are presented in Ac/kg, deflated to 1980-81 wvalues, They
apply to any grower who can undertake a hedging strategy similar to the ones
outlined above.

Discussion of Results

When the returns from hedging were simulated, the average cost
{brokerage, financing of deposits) of undertaking the August and October
hedging strategies outlined previously was calculated to be 0.85¢/kg and
0.62c/kg respectively (in 1980-81 dollars). When the expenses are spread
over that portion of the crop hedged, the costs are 1,28¢c/kg and 0.93c/kg
respectively. However, there has in recent years been some scope to offset
the costs of the commodity hedging by securing exchange rate cover on the
forward exchange market - an additional reason for hedging currency. When
Australian interest rates are higher than those in the United States, as has
been the case during the 1980s, a discount is usually offered on forward
exchange markets. A grower can then secure an exchange rate for a future
currency transaction which is lower than the spot exchange rate prevailing
when the exchange cover is obtained.

None of the strategies studied offered, on average, returns which were
significantly higher than the expected return or significantly different
from the returns from the alternatives (at the 10 per cent level). Hence,
the focus of the results become the risk characteristics of each of the
marketing methods.

For an expected return of Acl58.1/kg, the levels of risk faced under the
seasonal pool and the cash sale method, as measured by the standard
deviation, were 36c/kg and 32c/kg respectively (see Table 1). Selling
through the seasonal pool involves significantly more risk than undertaking
any of the hedging strategies studied. Hedging presents the grower with the
opportunity to manage the price risk because the basis risk faced on the
cotton hedged is significantly less than the price risk faced in the open
market. However, only the August hedging strategies invelve less risk (at
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FIGURE 4 - Seasonal Pecl Raturns vs Budgeted Returns

FIGURE 5 - Cash Sale Returns ys Budgetad Retumns
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