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Research Review

Agricultural Options and Price Supports:

Competitive or Compatible?

By Lyle P. Schertz*

The 1nitiation of option trading raises important
questions about the potential relationships between
options for domestic agricultural commodities and
Government price supports These considerations
logically fall into three categories (1} contrasts and
similarities between opttons and price supports, (2}
conditions 1n which options and price supports could
be competitive with each other, and (3} ways In
which options might be used to transfer price risks
from producers to the public.

Contrasts and Similarities

The roles of options differ from the roles of price-
support programs. Option markets essentially deal
with risks of changes in price within a marketing
year Option markets will not generate market prices
different from those warranted by supply and de-
mand conditions Furthermore, they will transfer
price risks only at a premium

In practice, exchanges are expected to initiate
trading of options with strike prices that approx
imate the then-current supply and demand conds-
tions As commodity prices change in response to
changes 1n these supply and demand conditions, ex-
changes are expected to trade options with cor-
respondingly different strike prices

Government activity, natural phenomena, and actions
of entrepreneurs will influence the probability dis-
tributions of prices, the alternatives available to pro-
ducers and uses of farm products and, therefore, the
combination of exercise prices and premiums in the
option markets Thus, the strike prices and related
premiums of option contracts could reflect a variety
of nstitutional arrangements But, prices and pre-
miums would vary with differing institutional en-
vironments For example, if the Government were
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facilitating the withholding of 50 million acres from
production to protect a corn price support of $3 00,
prices and premiums would differ from a situation 1n
which there was no acreage diversion and the sup-
port price was $1 75

Price-support programs also involve transfers of
price risks They involve put-type arrangements in
that nonrecourse loans permit producers to avail
themselves of the better of market prices or support
prices An imtial choice to use price-support loans
does not preclude repaying the loans if market
prices become attractive The publc, through a
Government agency, accepts the risk of market-
clearing prices which are below price-support levels
This arrangement contrasts with option markets
where market participants carry the price risks

Options and price supports differ 1n two ways that
are particularly relevant to discussions about
whether they are competitive or compatible First,
price supports cost the producers nothing or repre-
sent a “minimal cost,” such as diverting acreage
from production In contrast, options will not be free
Theory and observations of option markets such as
the sugar options on the Coffee, Sugar and Cocoa
Exchange and the 1nitial trading 1n soybeans options
on the Chicago Board of Trade suggest that the pre-
mums will be substantial, especially compared with
the nominal or zero cost to producers of the put
feature of price-support loans

Second, price-support levels have frequently been set
to raise prices above longrun, market-clearing levels,
thereby transferring income to farmers To maintain
these higher prices, the Government has taken steps
(1) to 1solate stocks of the commodity from the mar-
ket, (2) to restrain the use of resources such as by
diversion of land to other uses, and (3) to expand
product demand to protect the levels of price sup-
port. Dependence on price supports to effect income
transfers has been reduced in recent years
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Risk Management in Agriculture

Reviewed by David Trechter*

Peter Barry (editor). Ames: lowa State University Press, 1984, 282 pp., $35.95.

#

This accessible discussion of how agricultural
economists treat risk in theoretical and empirical
models fulfills Barry's stated purpose of “[providing]
a comprehensive coverage of concepts, methods of
analysis, and practical applications involving risk
analysis in agriculture " The book 1s aimed at people
who've had limited exposure to economic models 1n-
corporating risk concepts Little mathematical
sophistication 1s assumed or required to understand
the material presented

In addition to the book’s accessibility, the general
orgamzation of material and the bibliography are
praiseworthy The book 1s orgamzed into four parts
microeconomice foundations of risk models, farm man-
agement applications of these models, financial
aspects of risk management, and the application of
risk models to aggregate phenomena Organization of
the material into these broad subject areas should 1n-
crease the book's usefulness, particularly for those
wanting to examine a specific topic 1n more depth,
smce the authors include many references

Given the audience for which this book 1s intended,
the discussion 1s an appropriate mix of theoretical
1ssues and empirical applications Though not sue-
cessful in all cases, the general approach 1s to 1n-
troduce a topic area, discuss some of the conceptual
1ssues, and describe and critique empirical investiga-
tions of the topic.

The book does have some shortcomings As with
most compendiums, the hinks between the various
parts of the book are sometimes obscure It 1s not
always obvious how a chapter builds on earher ones
This 1s particularly true in the first section of the
book Another general problem of edited readings,
shared by this book, 1s repetition Again, the first
section of the book 15 more prone to this problem
than the others For examplie, risk models employing
safety-first rules are described and discussed 1n
chapters 2, 3, and 5 Additional information 1s added

*The reviewer i1s an agricultural economist with the National
Economics Division, ERS

1n each case but the topic could have been adequate-
ly and completely treated 1n one part of one chapter.

Although the microeconomic foundations of risk
models are better developed than are the cor-
responding macroeconomic foundations, the book’s
first section shows that even in microeconomic risk
theory there are areas of disagreement For exam-
ple, the utility functions of decisionmakers 1n risky
environments are described by economists in a varie-
ty of ways. Examples of different approaches ex-
amined m the first section of the book include the
Expected Utality Hypothesis, Lexicographic Utility
Funections such as Safety First models, and Mean-
Variance models (and closely related approaches)

Another controversy discussed n the opening sec-
tion 1s the appropriate density funetion to use 1n
modeling behavior. Most 1n the field agree that the
subjective probability beliefs held by a decision-
maker will be more successful in predicting behavior.
However, 1t 1s also generally recognized that elcit-
ing these behefs 18 difficult, expensive, and suscepti-
ble to biases. Furthermore, the magmtude and hkel-
hood of errors increase when one tries to estimate
more complex relationships such as the covariance
between the income-generating potential of several
crops

The first section also discusses different methods for
reducing the size of the choice set confronting a decr-
sionmaker (for example, various stochastic dominance
criteria) and the very different approach to studying
human behavior in risky situations used by
psychologists.

The second section of the book examines the use of
risk models 1n farm management The most commonly
used techniques for implementing these models 1n
the farm management context include quadratic pro-
gramming (QP), minimization of total absolute devia-
tions (MOTAD, a linear alternative to QP), simulation
{using econometric or systems science techniques),
and decision trees with payoff matrices The results
of several empirical investigations are presented 1n
this section.

AGRICULTURAL ECONOMICS RESEARCH/VOL 37,NO 2, SPRING 1985

30

©0 5 GOYERNMENT PRINTING OFFICE 1985-460-94i:120085-EMS



The book’s third section describes the financial
aspects of agricultural risk, The treatment of this
topic 1s broken into three parts, one for borrowers,
one for lenders, and one on the general impact of in-
flation on the financial risks associated with agri-
culture The treatment of the three is uneven because
much less work has been done on risk models of
lender behavior The section develops the distinetion
between business and financial risk, describes bor-
rower and lender responses Lo financial risk (such as
credit reserves and various amortization plans), and
discusses ways 1nflation affects the financial risk of
borrowers

The final section 1s the shortest and, in many ways,
the most provocative The apphcation of risk models
to macroeconomic phenomena such as international
trade or agricultural policy 1s relatively new The
theoretical underpinnings 1n this area are still in
flux, making empirical work uncertain For example,
farmers’ response to agricultural policy changes can
be modeled in a rational expectations or an adaptive
expections framework How this response 1s modeled
can have important consequences for the outcome of

the analysis. At the very least, the time pertod in
which the uncertainty facing a farmer increases dif-
fers in the two approaches

This final section presents arguments supporting an
agricultural policy with automatic adjustment mech-
anisms For example, it suggests that Commodity
Credit Corporation loan rates be tied to reserve
stock levels If reserve stocks go up by a pre-
established percentage, the loan rate would decline
by a given amount The nformation built into these
automatic adjustments would reduce the policy risk
faced by farmers and could be incorporated into
their planming horizon thereby improving the eco-
nomie decisions they make

Risk Manegement wn Agriculture 1s a good primer
for someone interested in how economists model un-
certainty 1n the agricultural environment Its prin-
cipal role may be as a starting point for those 1n-
vestigating a specific topic or method The non-
rigorous treatment and extensive bibliography are
well suited for this endeavor
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