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Managing milk price risk

It would be in everyone’s interest to develop a standardised over-the-counter derivative product
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It is always a “chicken and
egg” situation with a new futures
contract. Potential users, being
both speculators and hedgers,
hold off as there is low market
liquidity (buy/sell activity and
open positions). The reason there
is low liquidity in the futures con-
tract is that the users are watch-
ing instead of trading.

International and local experi-
ence is that it can take up to two
or three years for a new futures
contract to gain traction, volume
and liquidity.

this benefits all concerned as
risk, volatility and future uncer-
tainty is reduced. If financial
performance risk and volatility is
reduced investment and borrow-
ing decisions should be easier to
make and thus all participants
benefit.

There may never be an opti-
mal time to start a new futures
contract on a soft commod-
ity such as milk and milksolids
payout levels below $5/kg will
not see many dairy farmer sup-
pliers racing to fix prices for mul-
tiple years.

However, the lower price con-
ditions may mean the futures
contract has time to build vol-
ume and liquidity so there is
amarket with some depth for
dairy farmers to hedge into in,
say, 12-24 months’ time when
global dairy prices may have
recovered.

Financial service providers to
the dairy industry have a respon-
sibility to ensure dairy farmers
entering such derivative financial
transactions are fully aware of
the implications of doing so in
terms of cashflow, timing, credit
risk, accounting, taxation and
legal aspects.

The ins and outs of futures
contracts need to be well
understood before committing
to opening an account with a
futures broker. Scenario and
stress testing the cash require-
ments for deposits and marked-
to-market margin calls along
the way with the futures broker
would an important first step.

Companies already hedging
foreign exchange, interest rate
and other commodity price risks
have generally shied away from
using futures contracts directly
as their method of hedging. The
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preference has been to hedge
such price risks with “over-the-
counter” (OTC) derivative prod-
ucts packaged up and offered by
the banks.

They in turn off-lay their mar-
ket price risk through the futures
markets. Time will tell whether
the Australasian banks will
package up OTC “milk swaps”
hedging products for larger dairy
farming counterparties.

The banks may be under-
standably gun-shy about becom-
ing involved in milk swaps from
their experiences over past years
of selling interest rate swaps to
less sophisticated borrowers. So
far it appears the banks may offer
special debt financing facilities
to cover the cash requirements of
futures contracts.

Again, reliable liquidity and
volumes would need to be estab-
lished in the futures contract over
anumber of years before bank-
ing/broking intermediaries will
package up tailored OTC hedge
products for farmers not willing
to use futures directly.

It would be in everyone’s
interest for the market to ulti-
mately develop a standardised
milk OTC derivative product that

milk suppliers of all sizes can use
with confidence under a formal
ISDA (International Swaps and
Derivatives Association ) legal
arrangement; that is, no different
to EX forward/options contracts
and interest rate swaps.

A “contract-for-difference”
(CFD) style derivative may equal-
ly evolve as the solution so milk
price hedgers do not have the
hassle and administrative burden
of the regular cash deposits/mar-
gin calls in futures contracts.

It makes a lot of sense to have
an agreed and formalised hedg-
ing policy in place rather than
relying of a “seat of the pants” or
“knee-jerk” decisions and price
risk management approach.
Exporters who have applied a
longer-term and disciplined cur-
rency hedging approach against
the volatility and vagaries of the
NZ dollar over the past 30 years
have survived and prospered.

Dairy farming entities will
have the opportunity to learn
from those experiences and to
apply similar disciplined policies
and limits to their milk price risk
management.
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