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The changing markets of the world grains industry have
not made this trade less risky. Quite the opposite, since
risks have actually increased overall. As a reaction, capital
mar kets have acquired a more influential role thanks to
new participants who are looking to extend their
traditional businessto risk financing. Marc Timmermans
identifies the main trends and risks involved in the grain
and oilseed trade and provides tools to manage these.
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The animal feed industry is an important user of grains
and oilseed products. Inits procurement activities, thisin-
dustry must deal with developments in the international
grain and oilseed markets, and is therefore also exposed
to risks in these markets.

Riskswithin an industry are affected by changesin the
hosting environment, including fluctuations in supply,
demand and price; changesin the industry structure and
developmentsin the agricultura and trade policies effective
around the world. The numerous risks involved in trade
can be divided into four key areas, which in one way or
another, are also inter-related:

e Crop risks: the balance between supply and demand
both in terms of quantity and quality can vary consid-
erably in subsequent years. Thisbalance in turn influ-
ences the price and vice versa. Quantity is aways re-
lated to planted areaand weather conditions, the latter
of which a'so hasinfluence on quality. Also aspectslike
contamination, food safety, tracking and tracing and
biotechnology play an important rolein this aspect. De-
mand, on the other hand, is generally more stable, but
affected by the level and growth of income as well as

the population in different regions of the world.

e Country risks: the country risks refer mainly to the
political and transfer risk (e.g. aban ontransferring for-
eign currency outside the country), which mainly ex-
ist in less developed or transitioning economies. The
economic and political stability of those countries is
clearly an element to be considered when dealing with
foreign trade partners.

» Counter party risks: at company level one activein
trade has to deal with the counter party risk. Thisin-
cludesall risksrelated to dependence on other compa-
niesor trade partnersfor the success of aparticular busi-
ness and encompasses performance and payment risk
involved in contractual defaults, credit and exposurerisk.

* Market risks: thisincludesprice, currency, and interest
raterisk, which relate to the volatility in the market and
economic situation in various countries.

Industry trends and risk profile
A number of developmentsin the grain and oilseeds in-
dustry over the past ten years have had an enormous im-
pact on the risk profile of the industry. This can aso be
seen from the increased volatile price developments of
grain and oilseeds, including their derived products.
Therearealarger number of smaller and less experienced
buyersand sellersof grain, aresult largely of thedriveto
privatisation in developing countries and the subsequent
change of ownership and structure of many of the former
State Trading Enterprises (STE). Governments often guar-
antee payment and foreign currency risk to STE's, there-
by reducing the risk of counterparts to government risk.
After privatisation however there are an increased num-
ber of smaller and less experienced traders to deal with,
which due to their exposure to forces in the global mar-
ket place are | ess protected than government bodies. This
increases the credit and counter party risk when trading
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with them. Although Euroland isafact at thistime, on a
global scale currently more countries and currencies are
actively involved in grain trade because of increased in-
ternational trade. Whiletheinternationa graintradeisba-
sically aUSdollar denominated business, some countries
lack foreign currency, while opportunitiesto trade forward
exchange contractsto manage price and currency risksare
limited. Therefore the sourcing of raw material from for-
eign countries impose more price and currency risk.

Larger range, smaller volumes
Another reason for theincreasein risk isthat afiner range
of product qualities is traded in smaller volumes. De-
mand is shifting from bulk to higher value food products.
As aconsequence, the demand for grain products down-
stream in the chain is becoming more sophisticated. A sec-
ond de-commoditisation driver isthe expansionin theva-
riety of products being made available by both tradition-
al crop breeding and biotechnol ogy. Reason enough to ex-
pect an even wider range of specific product qualitiesand
applications.

De-commoditisation means that transactions between
buyers and sellers are becoming more complex because
quality specifications are more critical. This imposes
higher quality and transport costs and risks. Pricerisk is
a so affected because premiums paid relative to the ref-
erence commodity fluctuate with changesin availability
and demand. Buyers and sellers also depend more on
each other’s prompt delivery and payment and this in-
creases the counter party, default and payment risks.

Identity preservation

The de-commoditisation trend has stimulated atrading sys-
tem based on identity preservation, or IP. InIPsystemsa
crop is handled and stored separately from other com-
moditiesthroughout the value chain. The origin, the pro-
duction process and properties of the product should be
clearly specified and traceable through labelling to assure
quality, food safety and consumer acceptance.

While logistics have mainly focused on bulk com-
modities until now, identity preserved systems will pro-
vide a competitive edge in mitigating quality and trans-
port risks.

The emergence of e-businessisintroducing anew trad-
ing format, making trading activities more global, in-
stant, and for the time being relatively unregulated. When
considering e-commerce strategies, one must not forget
that despite improved transparency and ease of transac-
tions, the grain still hasto be delivered with theright qual-
ity, in the right volumes and at the right time and place.

E-business though, introduces new risks that have to be

managed one way or another, including the risks related

to:

1) Identification: counter parties are often not known;

2) Authorisation: itisnot clear if the bidder haslegal au-
thority to bid or pay;

3) Performance: it is uncertain whether the seller will
perform;

4) Payment: how will payments be settled?

Therefore an e-commerce strategy must be set-up care-

fully and provide synergies with existing business.

Concentration of trade

Particularly in the devel oped regions traders are becom-
ing larger, more diversified and multi-national, rather
than smaller and less experienced. This concentration is
often accompanied by horizontal and vertical integration
and globalisation. Although only 12% of theworld'sgrain
istraded internationally, less than ten playerstrade more
than 80% of this grain, each of whichisalso involved in
domestic trade.

Knowing the company and judging the company’s per-
formance in each of the activities is therefore crucial to
reducing trading risks. In this respect it is quite relevant
for thefeed industry to realisethat pure traders often take
greater risksthan vertically integrated players and proces-
sors, simply because they are fully reliant on trading in-
come. This imposes higher risks to buyers who's initial
objective isjust to secure origination of raw materials at
the best prices possible.

Financing counter parties

Large traders are becoming more and more involved in
financing their counter parties because of thefierce com-
petition between these few large players. Particularly on
the sourcing side, indirect financing of growers through

corporatesisincreasing. Thereisalack of direct financ-

Figure 1 - Changing trade environment requires more
shophisticated risk management

2 e s e I e T g L
Changes in trade s ironinent

Smaller and iess aeperinnced Has
< Miore courbnes spdmareries nglotead
a More specific pualfins i srmisrrdumes

Mt

0 Py SracknE SEA TG Are DR T i I BE
% Largs traders s Ea s R Sinmnn et :u'.rt:::r: li",?'

I e A TR TR R T R P
i g g T b T e
gﬁ'ﬁ _.._-__J i H .

] LA A Th

o e o e e

A R R s

Feed Tech Volume 6, Number 1 - www.AgriWorld.nl




Management

Figure 2 - Innovative instruments provide opportunities for more
sophisticated risk management

ing for producers. Still traders have to compete for the crop
for later processing or trading. Therefore, large traders set
up acommercial strategy by building closer tieswith the
growersin providing finance and/or inputs. This expands
their risk into the area of crop risks.

Reducing crop related risks
Cropsrisksare either directly or indirectly relevant to the
animal feed industry, depending whether they source raw
material from the world market or not. Companies that
source from the world market are affected to limited ex-
tent by fluctuationsin domestic or regional crop produc-
tion. For companies that are involved in direct sourcing
from farmers, reducing the risks on the supply side starts
with setting up agood distribution network, appropriate
land management practices, supported by extension ser-
vices, accessto suitableinputs (seeds, varieties, fertilisers)
and in relevant cases with a matching financing system.
Another instrument worth mentioning to mitigate crops
risks is a crop insurance system, particularly in regions
where even good agricultural practices and efficient al-
location of appropriate crops are not enough to mitigate
therisks of drought and flooding.

Managing counter party risks
A strong relationship with players and true understand-
ing of the market is crucial to selecting the most reliable
suppliersand reducing the counter party risk. If that isnot
enough, various traditional banking products, including
lettersof credit, are used. Thisisclosely related to the le-
gal issuesinvolving thetitle of goods at different stages
of theimport/export process. Also credit insurance com-
panies provide additional opportunitiesfor risk alleviation.
Finally, depending on the importance of a particular
origin and the need for circumventing unreliable trade part-
ners, counter party risk can be reduced by setting up own
sourcing organisations in producing countries.

Risk financing

The main driversin the industry mentioned above have
not madethisworld any lessrisky. Quite the opposite, risks
have actually increased overall. But also capital markets
have acquired amore influential role thanks to new par-
ticipantswho arelooking to extend their traditional busi-
ness to risk financing. Financial institutions like re-in-
surance companies, pension funds, hedge funds and pri-
vate investors have turned to the capital marketsin search
of new and more rewarding investment products.

At the same time, they are using the capital markets as
ameansto financetheir own risk positions. Instead of in-
vesting in bonds, stocks, financial options and futures
they nowadaysinvest in commodity markets and risk in-
struments. Now that risks can be separated and quantified
much better than in the past, these investments generate
attractiveyields. The entrance of new participants hasin-
creased theliquidity of thefinancial markets, and thisinit-
self isstimulating the use of the market for risk financing.

This new risk management approach and the new in-
struments can also be applied to food and agribusiness,
particularly in the areaof commodity pricerisks. With re-
gard to the risks in the grains and oilseeds industry and
other agricultural sectors, this has led to the integration
of the instruments available on the agricultural com-
modity markets with those of the financial markets.
Rabobank International isactivein the development of tai-
lor made hedging solutions and over-the-counter (OTC)
products serving specific purposes. Variousinstruments,
including swaps and options, are used to assist clientsin
managing their risks and balance sheet positions beyond
the scope of what commodity exchanges can offer.

Conclusion

Risk management in the grain industry is not astatic is-
sue; therisks of theindustry are changing along with de-
velopmentsin the globa market place. To manage therisks
in the grain industry it is essential to acknowledge their
existence and be aware of changes in the market and in-
dustry structure. For risksthat cannot be mitigated by the
industry itself, outsourcing of some of the risk-taking
through insurance or teaming up with banks can lead to
tailor-made transaction structures that clients feel com-
fortable with. e

Marc Timmermans is industry analyst of the Food & Agribusi-
ness Research department of Rabobank International. For more

information, visit www.rabobank.convfar
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