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THE CAPACITY OF PRODUCERS TO SUCCESSFULLY VALUE AD’ 1N
THE WOOL INDUSTRY ‘

Jason Crean’ and Phil Graham™

Abstract

The value adding debate has captured the imagination of pamcxpants in the wool industry niore so than
any other. The <all for producers to go beyond traditional selling arrangemcnts and into the area of
value adding has come from both industry and Government. This paper reviews the general thrust of
value adding in the wool industry and models the returns from grower orientated schemes.involved in
the processing of greasy wool into top form, A range of returns from current value adding schemes is
obtained using stochastic simulation based on historical wool top prices. It is believed that much of the
interest in this area stems more from the depressed state of the wool industry following deregulahon
and the age old belief that marketing margins are too high, rather than any thought of competitive
advantage or analysis of probable returns.




1. INTRODUCTION
1.1 Background

The Australian wool industry has undergone dramatic changes in recent years wi
Reserve Price Scheme and restructuring of key industry bodies. Within an
change, the efﬁcxency of the traditional auction system and associated wool : :
distribution system is under question, The call for producers to go beyond tradxtmnat sellmg '
arrangements and into the area of value adding has come from both mdustry and Govemment

Industry proponents of value adding stress the complexity and mefﬁcnency of' the current ‘wool plpehnc
and advocate that growers should be selling direct to customers to minimise costs, increa:
gain better product feedback. The recent major review of the Wool Industry: strongly sup
by grower orientated groups in value adding. Forward moving producer groups have demo, ted
that it is now possible to: substantially add value for the woolgrower, to the raw wool. and any of its
processed forms (Garnaut 1993, pg 78).

The Federal Government, as part of a broader economic agenda, encourage the export of value added
commodities across all agricultural industries due to favourable impacts on employment,. export revenue
and the balance of payments. In recent times particularly, the Government has been a strong advocate
of value adding. Since becoming Minister for Primary Industries and Energy, I have on numerous
occasions stated my conviction that adding value to Australia’s exports is an imperative, not an
option, for Australia. It is essential not only for the future health of the Australian Economy in
general, but also to ensure a sustainable and profitable primary industries and energy secior (Crean
1992, pg 24).

In regards to the wool industry, the Federal Government has pursued its new found interest in value
adding by providing special assistance to major investments in wool processing. Over the lasttwo years-
approximately $35 million worth of financial assistance in the form of direct grants and low interest -
loans has been provided to private companies to assist the construction and expansmn of topmakmg, ‘
plants, The quantity of Australian wool that undergoes some form of processing prior to export is now -
around 33% compared to 15% in the 1970’s. Much of the development within this sector has occurred‘
in recent years,

Similarly, it appears many wool producers have caught onto the value addmg ‘philosophy and beheve,
that higher returns can be achieved by taking a more active role in marketing of their product beyond
the farm gate. :

1.2 I’.revious‘ studies

The majority of the discussion on value adding in the wool mdustty has. f‘ocussed on: two 1ssues “Fxrstly, :
on whether Australia has a comparative advantage as a location for earlyf stre, :
secondly, possible benefits flowing to the Australian wool mdustry and th zgeg ) L
mtemanonally competxtwe local processmg sector, Both these issues hav been,_ bated at great lengthf
in the literature® and are not entered into in this study ' '




in the ﬁmher processmg of woo‘t from a gmwers perspectwe* The proﬁtabnh,, A
such schemes is the major focus of this study.

’Ihe major objecuve of thxs ‘paper is to provxde an assessment of the hkely relums fr““

does a topmak&,r want from my wool’ and research into the Qperat\on ot‘ the wool pmcessmg secto o

In the past value addmg has been closely assocxated wmh further processmg and transfonnatlon of

the wool mdustry mcorporates many on farm pracuses such as grazmg and. pasture management‘ ‘hgep
husbandry and clip preparation. Consequently, this study only examines one of many forms of value
adding’ opportunities available to wool growers.

2. VALUE ADDING FROM A WOOL GROWERS PERSPECTIVE

2.1 Early stages of the wool pipeline

Vproduct guarantee s, ﬁnance and risk bearmgﬁ An overview of the tradmon | selli
roles of mtermednanes within the system i is presented below.




‘ part:cxpants in the early stagcs of the wool pxpelme is prov:ded m: Flgure L

Figure l; Structure ,of‘E‘:ir»ly Stage Wool I‘;pelmc

[Wodlgrower ]

erﬁemf;%r
_greamodl

!Wool Broket 1

- Kale by iziction . Prics received for
greapwool

Delnu; towool store

w.---v’

2 &

¥
s Eporer ]

specification

P .

’anwyefm
'Hnolcormgmw

._..‘.." H

v
e areotiop l Reered wesklcp

specification

B

[spimer ]

1 ‘Source: approximate mumbers from AWC 19922

Funcion.

- production of rawwool -
- shearing and wool preparation,

- preparation for sale
- organisation of testing

- dumping and packing ‘
- deliveryto local oroverseasmill
- financing ofpurchnse

- soourmg and topmakmg tomeet:
later stage processing: requxranents

=iconversion to yarn

Physxcnl flows """"**

65,000

51

81

5200

- 1000%s




Buyers / Ex, orters_- purchase' wool both it

product to process as speclﬁed

Early Stage Processors - process greasy wool into scoured wool and wool |
commission or merchantmg basis. Taking wool top pl’OdUCthn" as anfe
dxstmctlon between a commmsxon comber (commxssnon basts) anu 4 topmak

overhead costs. A topmaker on the othc_r hand isa proceSsor that ma
into the top that usually is being produced to fulfil a specxﬁed order from a spil
ensure that the product meets the specifications of the spinner othenwse the wbo_ 7
or a financial claim made. ‘

Spinners - produce yam to client specifications. Yarn production-is affected b
volume of orders, stock levels and. availability of wool top (McCann, Egan anic
orders for yarns are based on samples provided by spmners to kmtters and-wea ,_,ers

trade on The open cxy aucnon system has been estabhshed an Aust« h'

popularity is an indication of support frosy growers, brokers, exporter
period of time. However, recent developments in the wool market have
suitability of the auction system and value adding has been one of the alternati

2 2 Perceptmns of value addmo

~ iIn the: wake of the collapse of the Reserve Pmce Scheme
processmg schemes h've remerged These gro‘ s |










 greasy wool to \voo«gamaems‘

| ;S@ﬁ;c;g::‘WQQIZPKQC‘;SSi‘ng’Ezts&-Fchc(mQ&)

:;he mermedmte stages bemg the other
pro @iztctiazz ~ ,raczm must ba mvare thar W

; ben
al 1992) In summary, measures of the f'xrmersfs'

are not indications of profitability. The real value adde _ngcall r depen
emeeds the added costs incurred.

3. CASE STUDY VALUE ADDING SCHEMES
3.1 Description

g initiatives m\zalvmf_., some degree of :proce
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ityassurance | Shearing  shed stand:
N rcompu!snrv crutching a

[Curretiey fluctuations | Minimised but not totally removed

ibre diameter | Less than 23 micron

3 2 ‘Bhdg‘etinguapproa‘ch

tbe tradxtional auction system over 1992 03 and 1993»94 ~
schemes and the auction system have been used to caléula‘te‘




Figure 4: Comparison of Phy
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The returns from the different selling alternatives are analysed in both deterministic and stochastic
terms, Deterministic analysts involves pre determining the level of raw wool prices and wool top prices.
Average weekly auction prices and lagged wool top prices were used for each year analysed

hrstoncal pnces for a 22 micron Bradford wool top and the re |
were entered mto the model with the denved eorrelatxon coei’ﬁc

The ﬁtted dxstnbutions wrth thexr det’ ned parametem are entered mto the model whrch are y,,,,mbsequently
- sampled from by @Risk software during the simulation process. ‘ ‘

3.3 Results

The results g1ven beiow are mdlcatwe only of the hLely returns from the schemes analy‘ed Actual

processors, tlmmg of sales and currency ﬂuctuatlons For an mdrwd :
over the auctron system wr!l also depend on whlch lmes from the clip

feedback whrch is'a non monetary outcome that has been ranked highly by vgro«
-mvolvement in ﬁrrther processing schemesr :

3, 3 g Dete’rmmlstnc r.esu!ts*

The results ofthe analysis for the 9 ind. 1
- prices used-to- calcul, te “retums equated toa wool,‘op price: pre ium

10 tI?Q_p 6675, 22.m cron, 65mm H am.c;:,r.,



aiso underlymg, price movements :

In 1993-94 the return from processmg scbemes werc above thcsB of the auction,
in the general: wonl market over this period has benefited any strat%y siiting |
as furthet processing, ‘

Table 2: Resu:lfifs

[Gale method  J1992-93  |1883-94
T T ¥ A ¥
[Sheme R JsaTa 5455

’I‘he ability of schemes to obtain a higher wool top price premiums than the averages aged in this
analysis would significantly improve returns, The attainment of higher premiums in the short e
to superior quality wool tops are most unlikely given that spinners will need to be con
new product performs better than the product of existing suppliers. In addition, it is likel
prodiret will need to establish a consistent advantage over a trisl period before such :premmms are
derived. Even if higher price premiums in the short term were attained, premiums over
should revert to industry averages as successful programs are copied by rival supphers
would argue that pmduccr groups are more likely to achieve lower wool top prices due to
size and lack of contacts in the wool textile industry. These factors put producer groups ina p or
negotiating position compared to established participants.

0verall the returns of the optxons are not mgmﬁcantly dnfferenf The avem;,e returns for 1992~93ra‘11df ‘

system The range of remms reﬂects the stmcmre of dlﬂ‘erent schemes and movemems m the genera
price level between when the wool would have been sold at auction and the sale time of the to We
suggest similar results to those g ;,wen could have also been achieved by holdmg onto their wool
similar length of time as the processing alternative. S

3.3.2 Stochastic results

nsk aversmn used by SSD Scems reasonab]e gwen 1hat pre\nous S,_/ dies »

n FSD ps based on choulh 'S pnncxplc than deeision m'xkcrs prefer more 10 less ofa cons quence such
(Anderson, Dxllon and Ha;dmkcr 1977)
‘3ssm,,



{1987) have found Australian farmers to be risk werse Consequemly thes kauctxonr
preferred selling strategy for the 1992—93 period. s

Figure 5: Comparison of Cumulative -Dfi&‘tr‘«ibh/ti,o.n Functionsfo 199
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The 1993-94 results indicate that no method dominates on the basis of FSD. However, the auction :
method and Scheme B are found to dominate Scheme A in terms of SSD. Consequently, Scheme A will co
never be preferred to either the auction method or Scheme B by risk averse decision makers, :

Figure 6: Compuarison of Cumulative Distribution Functions for 1993-94
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3.3.3 Product Feedback

Receiving product feedback was identified by wool growers as a major issue in favour
processing schemes, The need for such feedback rests on the assumptl" :
product can be modified to better suit customer needs if | processing performance ow, I
this has not occurred. Those growers who have processed their wool into wool tops Ajave
that they have received little feedback except the final specification of the wool top. Ever
information is provided it is very difficult to mterpret back to an on farm level, The ne ‘,ssnty of
blending to meet technical parameters and price constraints, and the varation in processmg‘ ‘
perform'mce between individual mills limits the effectiveness of thlq information. Scouring and" cardmg‘
operations in the top making process can have major effects on fibre performance and thus make i
difficult to translate top parameters into meaningful raw wool values for on farm management dec1sxons
(pers comm Couchman, IWS, 1994),

In any case computer programs utilising the TEAM" formula can supply some of this mformatxon usmg
greasy ‘wool measurements. In addltnon some wool broking companies are now reporting hateur
predictions on the account sales of wool sold through auction, Information from these two sources is in
fact likely to be more meaningful than actual pracessmg results because the information refers
specifically to an individuals wool rather than a blended consignment that contains WOOl from a number
of growers.

4, ADDITIONAL CONSIDERATIONS FOR GROWER BASED»SCHEMES‘

This section critically assess the competitive advantage that grower based schemes may‘ha‘ve in
supplying wool tops to spinners. In order to compete with existing suppliers, in the view o ne
Tozer and Grace (1994) value adding will only prove successful if the resulting product can be oﬁ‘ered
to customers more cheaply than similar products currently available, or the product is better suited to
the needs of the buyers. Some factors worthy of consideration are outlined below,

4.1 Position within the world textile trade

A key factor in the success of any marketing venture is knowing customer needs -and producmg a
product to fuilfil these needs. In this regard grower based processing schemes ai
disadvantage to established industry players. In general, growers do not have a rela
customers they are targeting (spinners). This is understandable given the sheer dynamics of
textile industry with 65,000 small scale Australian woolgrowers and amund‘ 1000 predor
Northern Hemisphere spinners. ‘ '

grower based groups pmducmg a wool top inthe hope that 1t meets th‘
is contrary to normal industry convention. Specifically, growers convert
without an order or specification and than try to sell it on'the spot: market,
top is produced without a forward order from a spinner.

B TEAM rofrmqtac @ﬁa;xﬁvi‘\mmmg 'Add‘itif@mils:{vféqsu;r;:m



The product from these players has been produced to- an exact specxﬁcat:on‘
Obviously, such knowledge provides existing: topmakers and ‘merchants witl ,
new entrants, particularly over those who. cannot- devote a considerable amount 01 nme
market contacts such as wool growers,

Evidence from grower groups confirm that producing to specification is an essentxa] element of a

suceesstul strategy. Growers should only participate in pr ‘ocessing ventures on the basis of a f rm
specification at a contracted price (pers comm Hayter, New England Wool Marketing and 1 rornotxon, '

1994\ Failure to recognise this factor has contributed to the demise of some groups in recent times.

4.2 Marketing, technical and financial resources

Despite well intentioned efforts to improve the mér&eting skills of producers through Federal
Government programs, it is doubtful that these programs will provide enough skills for producers to
«,ompate thh emstmg market pla)ers The ablhty of’ producers actmg on thexr own behalf o ﬁrstly

major 1mped1mcnt to the deveiopment of grower based groups is the fmancxzﬂ resources and m ke g
skills required to develop markets (pers comm Wythes, Egelabra Wool Marketing Msoc;auqn, 994).

Producing a wool top to fall within standard industry specifications requires technical knowledge of

topmaking. In practise a wide variety of wool lots are blended to meet spemﬁcatxonsy, “particular price -
points. Although there are computer programs and formulae to assist in predicting how different

combinations of greasy wool will process, their use still involves a significant level of processmg

knowledge. For this reason schemes have employed specialists to fulfil this key role. ‘

In terms of financial skills and resources, it would appear that grower based yroups are not in a position
to compete with existing exporters, processors and merchants. Growers are generally not conversant
with foreign exchange transactions and financing operations and lack capital to provide credit to- chents
(common in the textile trade).

Existing processors and merchants have considerable financial resources used to. operafe the busmess,

Such resources allows large organisations to absorb losses when margins are tight; whe
unexpectedly fail or when a financial claim is made due to contamination, In contrast, wo 5
not have access to the same financial resources and any narrowing of margins or financial claimis due to -

the quality of the product can quickly jeopardise the whole operation. . :

In the case of contammauon growers under 1he tradztxonal auction system do not face the nsk of a

plpelme

4.3 Cost eﬂ‘ectxveness




areas are doubtful In terms of processmg, m'xny plantswac‘ as both: ¢
topmaker. It secems loglcal that the processor would offer the s
scheme) at a higher price than the wool which they have owne:
competitiveness of the wool tops produced by growers In addxthn ,

candntxons growers lel find it very difficult tc compete and w‘ll be force ; e
wool top than expected, or alternatively delay sales. Some growers have report,
month duration with obvious cashflow implications.
4.4 Product Differentiation

Kaine et al believe that a fouus differentiation is the most fe‘asible route to ad‘din"g valné

ﬁ)lly meet the buyers needs and the ease w:th whxch nval supphers can counter tﬁe offer 6f the
specialised product (Kaine et al 1994). A number of groups have pursued this strategy based on: .

* a low risk of contamination
« area or bloodline grouping

Each group is trymﬂ to. obtain a premxum via differentiation, either through lmproved processmg
performance because of the wools in the batch or lower costs to the mill because of a lower risk of
contamination. A scheme based on a strategy of low contamination risk is unlikely to be profitable in -
the long term as existing suppliers are in a position to offer a similar differentiate product With
increasing. volumes of wool under Total Quality Management such as ‘Clipcare’ and ‘Dalcare’,
exporters will be able to supply consignments which also have 'low risk' of contamination. St aall groups
are likely to find it difficult to obtain international recognition for quality through 1he 150 9000 series™
that some of the larger quality assurance schemes have already achxeved15

~Similarly, if there are advantages in processing from pamcular geographlcal areas or bloodlmes;
existing exporters could supply consignments of these wools now from the auction :

- on the basis of 2 geographical area has previously encountered technical: problems
top produced's.

14 Imcmauonnl‘ Slandards Orgamsmon
:z Eldcrs tdhas 1 SO 9002 accr ;




c:oNcmSiia‘i‘N |

Determmlstto results from the two processmg schemcs were f U n4 o fiparab
system while the stochastic analysxs ranked the auction method'ﬁrst in ‘7~992 3 an
Scheme B in 1993-94, :

commnment of woo{ to any pamcular se}lmg method Value addmg through the prod ,ctl
wooltops is no different in this regard, R it

W:thout doubt there wxll be suc"essfui and mnovati ve valua addmg strategles devel

whlch growers have oreater knowledge and control ovex’ are more hke y to receive hxghe Alonw
returns,




o New England, Arrrudale. |
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