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Indroduction

ver this past summer and early autumn, the Government of Canada has in-
dicated its desire to remove the single-desk selling powers of the Canadian
Wheat Board (CWB). Most recently the government created a task force to recom-
mend options for how the CWB can deal with the transition to a market where
its single-desk selling powers would no longer exist. This report was released on
October 30, 2006.1

‘The purpose of this paper is to explore the impact of removing the single-desk
selling powers of the CWB. The main conclusion of the paper is that it will be very
difficult, if not impossible, for the CWB to survive as an organization. Thus, con-
trary to what the task force indicates, the most likely impact of removing the single-
desk selling powers is that the CWB will cease to exist.

Although the CWB is unlikely to continue its operations, this paper never-
theless examines whether a newly constituted CWB would be able to successfully
operate a pooling system for Western Canadian grain farmers. Since the analysis
indicates that a pooling system is unlikely to be successful, the conclusion that the
CWB will be unable to survive as an organization is further strengthened.

The paper also examines some of the structural changes that are likely to oc-
cur as a result of the disappearance of the CWB. The major conclusion of this
examination is that the loss of the CWB will transform the Canadian grain han-
dling and transportation system into one that is very similar to that in the United
States. Despite the similarity in the structure and operation of the grain handling
and transportation systems in the two countries, the policy environment of the
Canadian grain and oilseeds sector will nevertheless differ from that in the United
States in one important way — the United States will have a Farm Bill while Canada
will not. As a result of this policy difference, U.S. farmers are not exposed to market
forces to nearly the same extent as are Canadian farmers.

This paper is not a cost-benefit analysis of the CWB or of alternative market-
ing arrangements. The paper will not make the case for why one marketing system
is better than another, or provide a dollar figure for the gain or loss that can be ex-
pected from the policy change that has been proposed. Nor is the paper a response
to the task force report, although the recommendations of the task force will be re-
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ferred to from time to time. Instead, the purpose of the paper is to paint a picture of
what the CWB and the grains sector can be expected to look like when the CWB’s
single-desk powers are removed. Such an examination has not been undertaken and
is needed as decisions are made regarding the future of the CWB.

It is important to note that Western Canadian farmers are in a unique position
when it comes to this proposed policy change. Under the terms of the Canadian
Wheat Board Act, farmers in the CWB area are provided with the power to ap-
prove or reject any proposed changes to the fundamental operations of the CWB.2
This power is one that is held by almost no other group in society — in virtually all
other policy arenas, the government has the power to make changes unilaterally.

As a consequence of this provision, farmers have the ability to make a real choice
about the nature of the grain marketing system under which they will operate. The
Government of Canada has announced that a plebiscite will be held early in 2007
on the marketing of barley under the CWB; no formal decision has yet been made
on wheat.?

Given the opportunity to choose the nature of their marketing system, farmers
are presented with two very distinct choices for the future of the Western Canadian
grains sector. One choice will be to retain the CWB, although likely not in its
current form — the CWB has changed significantly over the last 10 years and has
already announced its intention to make further changes. The other choice is ef-
fectively to eliminate the CWB. This latter change would fundamentally transform
the Canadian grains sector, eliminating the features of the current system that make
it distinctive. And the changes will be irreversible — once the system has been al-
tered, it will be virtually impossible to go back and restore the various elements that
now make up the system. Thus, farmers have a real decision. In making this deci-
sion, farmers will have to ask themselves, “What is my vision of the grains sector in
Canada?”

The next section of the paper provides a brief examination of what would hap-
pen organizationally if the single-desk selling powers of the CWB were removed.
With this as background, the paper then moves on to an examination of the impact
on the Canadian grains sector of this policy change. The paper ends with conclud-
ing remarks.

Will the CWB Continue to Operate?

It is important to start the discussion of the impact of the removal of the CWB’s
single-desk selling powers by examining what would happen to the CWB as an
organization if this policy change were made. As will be seen in later sections of the
paper, the fate of the CWB as an organization has important implications for what
would subsequently occur in the industry.

The conclusion of this section is that a new CWB is unlikely to be successful
in the current environment regardless of the pricing and marketing models that it
would use (an examination of different models is presented in the following sec-
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tion). Since a new CWB is unlikely to be successful, it follows that farmers would
be unwilling to create and invest in this new organization. As a consequence, the
Government of Canada’s goal of having a strong, viable CWB cannot be achieved.’
Moreover, the outcome envisaged by the task force of farmers purchasing shares in
a new CWB is unlikely to occur; unless they see value in purchasing shares, there
is no incentive for farmers to purchase them. Thus, the most likely consequence

of removing the CWB’s single-desk selling powers is that the CWB will disappear
and no new farmer-owned organization (or at best a relatively small organization
focused largely on the domestic market) will emerge to fill the void.

Determining whether a new CWB would be successful requires the consider-
ation of a number of different arguments. The process that needs to be followed can
be likened to determining whether any of three or four different routes through a
maze will actually lead to the goal at the other end, with the goal in this case being a
viable CWB. Each of the main paths has its own maze of paths, all of which need to
be considered. What will be seen in the analysis below is that all of the routes end in
a dead end — there is no path that leads to a viable CWB.

What are these paths that have to be considered? The first path that needs to be
examined is the organizational structure that a new CWB would have. The analysis
of this path indicates that farmers must have ownership and control of a new CWB
if it is going to be successful; this ownership and control, however, will only occur
if farmers believe the CWB can be commercially viable. Commercial viability, how-
ever, depends on the manner in which a new CWB carries out its activities. Here
there are a number of options.

One possible path would be for the CWB to operate as a producer marketing
agency, buying grain from farmers and selling to millers in Canada and internation-
ally. However, to be viable, a new CWB would have to own and operate its own
grain handling facilities in the country and at port position; simply put, a new
CWB that operated only as a producer marketing agency would not survive eco-
nomically.

Another possible path is that the CWB could own its own elevator facilities.

It is unlikely, however, that a new CWB would be able to purchase the required
assets. A new CWB would not have the capital required to make such a purchase,
and even with capital, a new CWB would have trouble acquiring facilities. While

it would have been possible 10 to 15 years ago for a new CWB to merge with the
existing grain co-ops or to build new facilities of its own, such options are not avail-
able today. Purchasing grain handling facilities from other industry players is also
unlikely, given that they would not like to see new competition enter the market.

A third possible path starts with the presumption that a new CWB could ac-
quire facilities (although it is known that the probability of this occurring is very
small). Even with facilities, the likelihood of a new CWB competing in the interna-
tional market with the multinationals is very low. Thus, based on this reasoning, it
is unlikely that a new CWB would be successful.

University of Saskatchewan | |
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Organizational Restructuring — The Removal of the
Single-Desk Selling Powers

To begin the analysis, it is necessary to consider the manner in which changes to the
CWB can be expected to occur. There are two ways that the Government of Canada
could remove the CWB’s single-desk selling powers. The first would be to open the
Canadian Wheat Board Act and remove the provisions for single-desk selling;6 the
provisions that provide the CWB with government loan guarantees would also be
removed. The second way would be to rescind the Canadian Wheat Board Act. The
approach recommended by the task force is, in effect, a combination of these two
options; the task force’s proposal is to rescind the Canadian Wheat Board Act and to
replace it with another piece of legislation.

Both of these options can be expected to have the same result. Consider first
the option of rescinding the Acz. With a rescinding of the Act, farmers would no
longer be required to deliver their grain to the CWB, the CWB would lose its sin-
gle-desk selling powers, and government financing would no longer be available. In
addition, the CWB would no longer exist as an organization since it would have no
legal status. The CWB would only re-emerge as an organization if someone or some
group took the initiative to create a grain marketing organization. Under the task
force recommendations, the Government of Canada would take this initiative.

The CWB would also require reorganizing if the Canadian Wheat Board Act
were opened and the key provisions removed. Once stripped of its major powers,
the CWB would no longer need to be structured as a government organization; the
result would be that the CWB would be restructured. This restructuring could oc-
cur as a result of pressure from the Government of Canada, or as a result of a deci-
sion by the CWB’s board of directors.

Given that restructuring will occur, what alternative structures are likely under
reorganization? There are two possibilities. The first is that one or more investors
could get together and, using the Canadian Wheat Board name, form a corporation
under the Canada Business Corporations Act. This possibility is very unlikely, since
investors wishing to form a corporation for the purposes of earning a return on
their investment would likely want to choose a name that does not have a connec-
tion to the CWB.

The second possibility is for a group of farmers to get together and, using the
Canadian Wheat Board name, form a co-operative under the Canada Co-opera-
tives Act or a farmer-owned corporation under the Canada Business Corporations
Act. Since the characteristics of a co-operative can be mimicked under the Canada
Business Corporations Act, these two options are very similar and will be treated as
one.” Indeed, since what would be created would, for all intents and purposes, be a
co-operative, the discussion below will draw heavily on the experience of co-opera-
tives from Canada and the United States and elsewhere in the world.

It is important to stress that if a new CWB is to be created, success is most like-
ly if it is done voluntarily and as a deliberate act by a group of farmers. Experience
with co-operatives around the world indicates that those formed by government on
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behalf of a group are almost never successful.® The reason has to do with benefits,
ownership, and control — unless a group of people can see the benefits of forming

a business and believe they have ownership and control of this business, they will
not expend the time and money to form the organization. Yet this commitment of
time and resources is required in order for the farmer owners to identify sufficiently
with the organization to be committed to it over time.” Given this background, any
attempt by government to form a new CWB on behalf of farmers is not likely to
succeed.

While the task force calls for farmers to voluntarily decide if they wish to pur-
chase shares in a new CWB, it recommends that the government should establish
this new organization. However, unless there is truly a desire among farmers for
such an organization, it is unlikely to be successful.

The likelihood of a group of farmers making the effort to form and/or invest in
a new CWB depends on a host of economic and non-economic factors. The non-
economic factors include things such as whether there is an existing organizational
structure that is able to support development, the nature of leadership within the
group, and the degree to which a sufficient number of farmers share the same view
of how the industry operates and what the impact would be of a new CWB.

On the economic front, the key factor will be whether the group of farmers
believes that a new CWB, organized as a farmer-owned business, would provide suf-
ficient benefits to make the effort and investment worthwhile. Thus, any potential
organizing group would look forward to what they expected to see happen in the
industry if a new CWB were to be created. If they expected that a new CWB could
be successful, they would be more likely to make the effort to create a new organiza-
tion. If they did not expect a new CWB to be successful, then a new organization
would not be formed. Success is defined here as the CWB being both commercially
viable (e.g,. revenues are consistently greater than expenses) and organizationally vi-
able (e.g,. a significant number of farmers support the organization). Clearly these
two elements are interconnected — an organization will not be commercially viable
if it is not organizationally viable and vice versa.

There are a number of business models that a farmer-owned business could
adopt — the two most obvious are a marketing agent for farmers and a full-fledged
grain company. Other business models where the new organization acts as an agent
for sellers of Canadian wheat or as an agent for buyers of Canadian wheat are more

likely to be models carried out by a group of investors. '°

The New CWB as Marketing Agency

The task force recommends that the new “farmer-owned” CWB begin as a
marketing agency for farmers. Operation as a marketing agency for farmers is al-
most certainly not sustainable. The best-case scenario for a farmer-owned marketing
agency would be if a new CWB were able to attract some of the marketing expertise
currently in the CWB and use this expertise to line up long-term contracts with
domestic and international buyers. Such a scenario is unlikely, however, for at least

University of Saskatchewan 13
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two reasons. First, a new CWB would not automatically have access to the people
and expertise in the current CWB. Once it was clear that the current CWB was go-
ing to be dissolved, CWB employees would immediately start looking for other jobs
(if they had not already done so). Other players in the grain industry would very
quickly hire the most talented of the CWB staff as these players prepare for a system
where they now require domestic and international marketing and logistics exper-
tise. A new CWB would have to compete directly for the former CWB personnel;
by virtue of their size and presence, the other industry players would be in a posi-
tion to make sure that key personnel were enticed to join their companies.

Second, without a grain handling system, a marketing agency would only be
able to source grain at the pleasure of the existing grain companies. Since in most
cases the grain companies would rather supply the grain directly to the custom-
ers that the CWB was attempting to serve, rather than supplying the CWB, a new
CWB would find it difficult, if not impossible, to source grain, and hence would
be unable to set up long term contracts with major buyers. The situation that the
CWB would be in is similar to what would happen if Case New Holland, for in-
stance, were to rely on John Deere’s dealerships to sell its line of farm equipment.!!

The task force argues that because of excess country elevator capacity on the
Prairies, the grain companies can be expected to compete aggressively for grain; one
way of competing for tonnage would be to allow the CWB to move grain through
their facilities. However, in its annual report on the state of the Prairie grain han-
dling industry, Dominion Bond Rating Service (DBRS) indicates that the period
of large-scale elevator abandonment is over and that there is little excess capacity in
the industry. In an article in the Western Producer from June 2006, Brian Hayward,
chief executive officer of Agricore United, echoes this view: “We don’t believe there
has been overcapacity in the grain handling industry for the past two or three
years.” This view not withstanding, DBRS also indicated that the one factor that
would prompt further consolidation would be deregulation of the grain marketing
system — the implication is that grain companies would be particularly concerned
about extra capacity if the CWB were removed and would take steps to make sure
that it did not exist.'? The conclusion is that there neither is nor will be any excess
capacity and therefore the existing grain companies will have little if any incentive
to allow a new CWB to move grain through its elevators.'?

Knowing that contracts will not be forthcoming with major buyers, and lack-
ing any special advantage in terms of personnel, farmers would have no incentive to
form a farmer-owned marketing agency. It is instructive to note that farmer-owned
marketing agencies without grain handling facilities do not exist in the U.S. grain
marketing system, evidence that a farmer-owned marketing agency is not a sustain-
able option.14

The New CWB as Grain Company

If the new CWB had its own grain handling system — including country and port
facilities — the situation would be different, since the new CWB would then be able
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to compete directly with the other grain companies for farmers’ grain. It is impor-
tant to note that a new CWB would have to own port facilities if it wanted to be
involved in the export trade, since most of the export grain moves through one of
the three main ports (Thunder Bay, Prince Rupert and Vancouver). Without ter-
minal facilities, a new CWB would be in much the same position in international
trade as if it owned no country elevators.

It would be very difficult for a new CWB to acquire grain handling facilities
in the Western Canadian grain industry at the current time. The most obvious
problem is a lack of capital. Unlike the Australian Wheat Board, which was allowed
to build up a significant investment fund over a substantial period of time, the or-
ganizers of a new CWB would have no capital — other than what they could them-
selves invest — at their disposal. Without capital, acquiring grain handling facilities
is simply not possible. Although the task force envisages the CWB selling shares
to farmers, this share offering would only add an additional $110 million in as-
sets, an amount insuflicient to purchase a grain handling company (as an example,
Saskatchewan Wheat Pool’s bid for Agricore United is valued at $423.8 million).!

Even with a large capital fund, acquiring grain handling facilities would be dif-
ficult. One obvious way for a new farmer-owned entity to acquire facilities would
be to merge with existing farmer-owned entities that already own grain handling
facilities. With the conversion of the three prairie Pools to standard business corpo-
rations over the last ten years, the option to merge with co-operatively-owned grain
handling firms is no longer available. A number of farmer-owned inland terminals
do exist; however, many are not independent since they are partially owned by exist-
ing grain handling firms. Thus, even if one or two of the independent producer ter-
minals were willing to merge (which itself is highly questionable), the result would
not be sufficient market presence to operate across all of Western Canada.

Another option for acquiring grain handling facilities would be to purchase
them from existing industry players. While some of the grain companies might be
willing to off-load some of their more poorly situated elevators to a new competi-
tor, in general the existing players will not want to see a new competitor come into
the market and thus will not be willing to sell their elevators. This is particularly the
case at port position, where ownership of terminal capacity provides grain compa-
nies with significant market influence. Thus, a situation where one or more of the
existing companies sell off a significant portion of their grain handling system is
very unlikely to occur.

What about the possibility that a new CWB would be able to purchase the en-
tire elevator system of one of the existing companies? While this is a possibility, the
likelihood of this occurring is not high. One reason is that all the grain companies
are looking to the opening up of the market that would occur with the dissolving
of the CWB as an opportunity to strengthen their operations and to improve their
bottom lines; as a result, they are unlikely to want to sell. A second reason is that
existing grain companies would be willing to spend a significant amount of money
to keep a new CWB out of the market — they could do this by making a counter-
bid to any grain company with which the new CWB would negotiate (in fact, any
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company approached by a new CWB would have an incentive to ask for counter
bids from the other existing players). While one of the large multinationals that cur-
rently does not have a presence in the Canadian market (e.g., ConAgra) would have
the financial wherewithal to outbid some of the current incumbents, a new CWB,
with limited financial backing, would not have this ability. Indeed, a probable out-
come is that multinational grain companies would end up owning a significant por-
tion of the Canadian grain handling system.'©

A third option for acquiring elevator and terminal facilities would be to build
new ones. While this would have been a viable option at the country level a decade
ago when much of the elevator capacity needed rebuilding, this option is not viable
today given the overcapacity that would result from such a move. The problem with
bringing on new capacity today would be that doing so would likely trigger very
intense price competition by the existing firms in the industry as they try to retain
market share and drive out the new player. The farmers that would be developing
the new CWB would have to ask whether they would be willing to invest their
money in what can be expected to be a very risky venture, particularly during a pe-
riod when farm incomes are low. Building new port facilities is an extremely costly
exercise and could only be entered into if the new CWB had very secure financial
backing. As a point of comparison, the cost of Saskatchewan Wheat Pool’s Project
Horizon was $270 million at the end of the last decade — the cost of building new
facilities today could easily be double this value, particularly given the rapid rise in
construction costs that has occurred during the last two or three years.

The New CWB and Export Sales

Even if a new CWB were able to acquire country and terminal facilities, it is highly
unlikely that it would be able to play much of a role in international trade; its activ-
ities would be largely concentrated on the Canadian and perhaps the U.S. market.
At the current time, the CWB has significant leverage in the international market
because it handles all the grain exported from Western Canada. Most millers want
a mix of wheat types to produce the flour they are selling. Since Canada is one of
the few regions where high quality hard red milling wheat is produced, the CWB is
able to gain access to buyers that are looking for this type of product — if the millers
want hard red spring wheat, for instance, they need to talk to the CWB.

This situation would change if the single-desk selling powers of the CWB were
removed. In that situation, there would be multiple sellers of Canadian wheat and
millers would not have to deal with the CWB if other sellers were able to offer a
better service. Among these sellers would be the large multinational grain compa-
nies such as Cargill, Louis Dreyfus, Archer Daniels Midland (ADM), ConAgra,
and Bunge.17 Some of these companies have a presence on the Canadian Prairies,
while others could be expected to acquire this presence when the single-desk sell-
ing powers of the CWB are removed. Because of their multinational nature, these
companies are able to source grain from all over the world; indeed this is one of the
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benefits they provide to buyers — buyers know that if the crop in one region of the
world is poor, then the multinationals will be able to source it from another loca-
tion.

A new CWB would not be able to provide this service to buyers, since it would
realistically be limited to sourcing grain from only Canada (the cost associated with
operating overseas and the expertise that is required would place this activity outside
the realm of a new CWB). While Canadian grain is in demand from buyers around
the world, a new CWB would not be the only supplier of this product. As a result,
it can be expected that most of the export sales from Canada would go through the
multinationals that can supply Canadian grain as well as grain from other regions of
the world. This is the experience in the United States, for instance, where the large
agricultural co-operatives such as CHS (formerly Cenex Harvest States) do not have
much export activity despite the fact that they have a significant presence in the
country.

In conclusion, a new CWB would have difficulty operating in the international
market. Indeed, any grain company that relied largely on sales from Canada would
have difficulty operating in the international market. As a consequence, smaller
companies without an international network of supply sources and sales offices can
be expected to have trouble competing with the multinationals. The result is that
these companies are likely candidates for takeover by the multinationals should the
CWB’s single-desk selling powers be removed.

The New CWB — A Recap

In summary, a new CWB is unlikely to be successful in the current grain handling
and transportation environment. Simply put, the barriers to entry for a new grain
handling company, which is what a new CWB would be, are simply too great at the
current time. Any company — and this includes the CWB — wishing to enter the
Canadian grain industry would have great difficulty in doing so.

To be viable, a new CWB would have to own and operate its own grain han-
dling facilities in the country and at port position — it could not operate only as a
producer marketing agency and survive economically. It is also unlikely that a new
CWB would be able to acquire elevator facilities. First, a new CWB would not have
the capital required to make such a purchase; even with capital, a new CWB would
have trouble acquiring facilities. And even with facilities, the likelihood of a new
CWB competing in the international market with the multinationals is very low.
Thus, it is unlikely that a new CWB would be successful.

Since a new CWB is unlikely to be successful, it follows that farmers would be
unwilling to create and invest in this new organization. Specifically, the outcome
envisaged by the task force — farmers purchasing shares in a new CWB — is un-
likely to occur; unless farmers see value in purchasing shares, there is no incentive
for them to make this purchase. Thus, the most likely consequence of removing
the CWB’s single-desk selling powers is that the CWB will disappear and no new
farmer-owned organization will emerge to fill the void.

University of Saskatchewan 17
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Even though it is unlikely that a new CWB would be created, it is neverthe-
less important to examine the pricing and marketing mod