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Big data and agriculture markets: Part 3

Options-based strategies can help get more out of a chaotic market filled with randomness and unpredictability

DAVID DERWIN

Hedging your bets i E

he previous article in this

I three-part series addressed

some of the main myths

and misperceptions of commod-

ity hedging. This final segment

looks at some practical solutions

for improving farm marketing and
commodity revenue protection.

In David Orrell’s book <Apollo’s
Arrow: The Science of Prediction
and the Future of Everything>, he
writes about the unpredictability
and randomness of most evolv-
ing systems, especially the finan-
cial and commodity markets: “Not
only is the market subject to ran-
dom external effects, but its own
reaction to that news will also to
some degree be random.”

As a result, many hedging and
trading strategies struggle with the
lack of success by trying to predict
prices.

How can farmers apply the
findings of the research presented
in these articles to sell their com-
modities more efficiently and
effectively?

The options advantage

The research concludes that mar-

kets are random and that we don't

know where they are going. That
doesn’'t mean you don’t proac-
tively analyze prices to manage
your revenues. It just means that
option-based protection strate-
gies using puts and calls (similar
to insurance) are ideally suited
to this type of environment.

Options allow you to more effec-

tively manage market exposure

and more efficiently adjust hedge
positions to balance your physical
commodity.

Yet, only five to 10 per cent
of Canadian farmers are using
open-market exchange-traded
risk management tools. Farmers
have been hesitant to incorporate
hedging into their operations.
Why?

Based on hundreds of discus-
sions with farmers, there are
three main reasons that, in addi-
tion to the myths and mispercep-
tions noted above, make trading
psychologically, mentally and
emotionally challenging. Option-
based strategies using puts and
calls offer a solution to the three
issues:

* No production commitments or
delivery risk.

* Not locking in prices: downside
protection you need and the
upside potential you want.

e Minimal capital needed with
minimal futures contract mar-
gin requirements.

Overall, option-based protec-
tion strategies offer unique practi-
cal benefits because they are:

* Easy to use and understand
since they are similar to
insurance.

* A better way to set a target
price contract. You avoid the
all-or-nothing pricing decision.
Options protect your downside
risk without limiting the upside
of your cash market sales.

* A source of staying power to
actually capture the longer-term
trends that do develop. Since
agriculture markets are typi-
cally random and non-trend-
ing in the short and medium
term, you minimize drawdown

losses, margin calls and getting
“stopped-out,” often associated

with futures contract trading.
e Better suited to farm operations
whose focus is to produce the
grain or livestock under uncer-
tain conditions. Futures better
suit processors, soybean crush-
ers or grain elevator companies
that have a flow-through opera-
tion with built-in profit margin.
Options are better designed for
farm operations whose focus is
to produce the grain or livestock
under uncertain conditions.
Suited to various market con-
ditions, allowing you to deter-
mine the level and range of pro-
tection you want by selecting
from a variety of strategies. With
options, you have more tools
that are right for the job.

Suited to your unique market

advantage, the physical com-

modity position.

Forward production or futures

contracts take away that advan-

tage by locking in a price and giv-
ing away the upside potential.

Bottom line, which revenue
profile would you most like to
have?:

* No hedge: completely subject
to market volatility with all the
upside potential but all the
downside risk.

e Forward production/futures
contract: no downside, but no
upside.

e Option-based protection:
downside protection you need,
upside potential you want.

Your bottom line

We already know that five to
10 per cent of Canadian farm-
ers use all the tools available to
fully and properly manage reve-
nue. There are many reasons for
this including some very fun-
damental market-based myths
and misperceptions that affect
the efficiency and effectiveness
of farm marketing.

This research shows incorporat-
ing big data analysis and precision
farming into a marketing plan
gives farm businesses an edge.

You are not trying to beat the
market. You are trying to improve
the overall success of your farm-
ing operation. Your edge is your
physical position, option strate-
gies and the fact that you don’t
always have to be in the market,
or use directional futures or pro-
duction contracts. (Sometimes
the best decision is to be patient
and not do anything.)

Exchange-traded commodity
options strategies can be used
alongside production or basis
contracts to enhance delivery and
storage decisions.

So don't play the game of guess-
ing where markets are going.
Instead, accept and use uncer-
tainty and randomness to your
advantage with option-based
hedging strategies. Farm busi-
nesses can become more profit-
able by incorporating a robust,
disciplined revenue management
program rather than overanalyz-
ing markets or trying to predict
prices.

David Derwin is a commodity portfolio
manager with Pl Financial Corp. The

views here are his own, presented for
educational purposes, rather than as
specific market advice. For a copy of the
complete research study “Farming Big Data
— Myths, Misperceptions & Opportunities

in Agriculture Commodity Hedging” contact
him at dderwin@pifinancial.com.
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v moderately resistant to fusarium

v 2 days earlier and shorter straw than AC® Carberry
¢/ next generation of milling quality for CPS

v/ great option for intensive management
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