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ECONOMIC RESPONSES TO MARKET RISKS IN AGRICULTURE

Howard H. Beermann*,

At the risk of making this sound like a commercial I believe that it is

only fair to give you some background of Heinold Commodities, the man behind

it and how it came into being. About 26 years ago in northern Indiana, Harold

Heinold received an order from a meatpacker to purchase some hogs. Harold

located the hogs to fill the order, bought them from the farmer and delivered

them to the packer. That business turned into Heinold Hog Markets, Inc. and

today handles approximately 4 million hogs annually. They are purchased from

farmers and sold to packers in three manners:

1. On order

2. In the open cash market

3. By cash contracts to the farmer which are then retendered in the
futures markets for price protection.

About nine years ago Heinold saw the need and the opportunity for general

agriculture in the new futures contracts organized by the Chicago Mercantile

Exchange. Those new options included fat cattle and fat hogs. He saw the

need for certain producers to contract, and he saw the opportunity to service

this need for a profit. Today Heinold Commodities, Inc. is one of the three or

four largest firms of its kind with 65 to 70 branch offices throughout the

United States. This firm handles all commodities and has memberships on nearly

every Exchange in Chicago and in New York.

About two years ago Heinold and the management of DeKalb AgResearch, Inc.

in DeKalb, Illinois realized that their goals were somewhat similar. A sale

of Heinold Hog Markets and of Heinold Commodities to DeKalb was consummated.

H. H. Beermann represents Heinold Commodities, Inc. DeKalb, Illinois.
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Harold Heinold remains as President of each of the two subsidiaries and the

staff remains intact.

In the spring of j975 Heinold Commodities, Inc. organized the Farm Market

Division to further the business of hedging throughout production agriculture.

Legitimate hedging, as compared to speculation, has been largely ignored by com-

modities firms. I think that all firms pay lip service to hedging. Some firms

issue very well written materials on hedging. However, hardly any firms put

forward a real sincere effort to work with all parties that may or should be

interested in legitimate hedging. This lack of pursuit occurs due to the addi-

tional time and expense involved in working with most hedgers. Brokers are com-

mission-oriented and of course speculative business turns many more dollars

of commission than does hedging business.

Because of this fact the Farm Market Division was organized as a support

function to assist branch office personnel and brokers, agricultural producers,

agricultural lenders, and to better inform the public of how the futures markets

can aid in protection of capital investments. This assistance is given through

dissemination of information, education and development of improved techniques.

Information and education are provided through bi-weekly and monthly publications

designed to keep the prospective hedger informed of the current market oppor-

tunities as well as to provide various in-depth information; personal consultatid

for hedgers; meetings for the general public; and workshops for both producers

and lenders. Techniques of hedging, cash contracting and lending on hedged

inventory are studied and passed on to the users.

Principle risks which Heinold has to manage may fall into two categories.

The first will be called Internal risks. These items will be listed in the

interest of saving time but can be expanded upon in the question and answer

period.
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1. The usual managerial, administrative, financial and marketing risks,

2. Fluctuation of customer equity

When customers lose money in the market, it means loss of equity
or funds which are deposited with Heinold.

3. Cash flow

Funds to meet Exchange margin requirements throughout the day
but primarily early in the morning the day after trades are made.
Very rapid and large swings in the market prevent good estimates
of the amount of cash required. In addition excess funds are in-
vested in interest-bearing "near-cash" obligations.

4. Capital and liquidity ratios required by the various Exchanges.

5. Multitudinous regulations imposed by the Exchanges and by the
Commodity Futures Trading Commission (CFTC).

6. Market Analysis and Research

If Heinold is correct in predictions of futures markets, customers
will make money and the company will prosper. If the interpretation
of research is incorrect, the customer will lose money and so the
commodities firm will also suffer.

7. Market movements which recently seem to swing much further in both
directions.

External Risks

1. Cash flow

This represents margins coming from customers in sufficient
quantity and within the time limits imposed by the company.

2. The customers' financial ability to maintain a position and sustain
Possible losses.

3. Customer actions regarding making or taking delivery in the option's
maturity month!

4. Broker actions and advice to customer which may be different from
House recommendations.

5. Outside influences -- other Houses may have large positions opposite
Heinold. Other influences include weather, governmental, etc.

Heinold has responded to these risks by tightening certain internal require-

ments and policies regarding customer margins, closer branch supervision and the

i mprovement of efficiency throughout the firm. So far as is possible other

Possible investment mediums are sought for excess funds. However, these
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investments are tightly regulated by the CFTC and various exchanges. U.S.

Government Treasury Bills are the most common medium of investment. I spoke

before about the sale of the firm to DeKalb AgResearch, Inc. The sale has

enlarged the capital base and has provided additional research ability not only

nation-wide but through world markets. The firm has organized the Farm Market

Division in an effort to gain additional legitimate hedging business which will

help in stabilizing the customer equity maintained in the firm. Other diver-

sification has occurred geographically, by handling of other commodities,

Commodity Funds and overseas operations.

A firm such as Heinold has varying effects on the financial community.

Heinold plays two very important roles as a customer of a commercial bank. It

is a very large depositor but at times also a very large borrower. Its bor-

rowing requirements are utilized for margin deposits and to provide funds for

delivery acceptance. These loan requirements are difficult to plan as they are

not predictable and are erratic in nature. That type of lending by a commer-

cial bank is difficult due to the lack of good cash flow planning, the large

quantity of funds required, the lack of collateral ization and amount of risk

imposed upon the company's capital.

In Heinold's situation, the parent company DeKalb borrows on an unsecured

seasonal basis and according to its plan as developed each year. The parent

company then re-lends to the subsidiary, Heinold.

Further effects on the financial community sift down through a commodities

company to the users of the company, i.e., the hedgers, consisting of farmers,

feeders and grain elevators. A farmer's cash flow plan is not easy to project

from the income side. Expenses can contain escalator clauses. However, prices

within the last three or four years have been unpredictable. Financial statements

are generally not as complete as a lender would like. Theyare not audited

and many times are difficult to reconcile. Young farmers will come out of college
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with a great amount of ability but very little equity 'capital and yet need to

borrow heavy amounts of leverage capital. Farmers buy and sell normally on the

Open market. Costs can escalate rapidly and prices can fluctuate both up and

down. Therefore income and profits can vary from feast to famine.

Many large lenders in the financial communities of New York, Chicago and

other money centers are fearful of that instability as evidenced by their rapid

Withdrawal from the agricultural finance market within the past year. It is

doubtful that money center banks will be attracted back to agricultural finance

unless that instability is rectified., This ,afternoon you will hear from a money

market lender utilizing Bankers Acceptance funds to provide loans to agricultural

producers. I doubt that he could attract investors to purchase those Acceptances

unless he could prove some stability within that customer's profit ability.

Other money market instruments such as commercial paper, debentures and possibly

long term bonds could channel investor funds into agriculture if some stability

in the agricultural markets was provided,

In summary we feel that agricultural finance and agricultural marketing

need closer correlation. Proper marketing will pay the bills, provide a profit

and to some extent stabilize the producer's income, This means that he will

miss the windfall profits, but he will also skip over the deep valleys. if

additional stability of income is realized, additional funds will be attracted

to finance the business of agriculture. They will continue to be in short

suppl-y for years to come. We in the commodities business do not have many o

the answers. We are searching for the proper manner and techniques in which to

use the future markets for the producer of agricultural commodities. We also

believe that the futures market is not for every producer. Cash contracting fits

certain types better and in many cases a combination of contracting both by

cash and by futures provides the optimum, We feel strongly that heavy capital

investment and heavy debt load require the attention of producers and their
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lenders alike to provide as much protection as practical.

We appreciate the opportunity to chat with you and look forward to valid

comments and suggestions that may emanate from the discussicin of risk.


