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1.
Introduction

Trade is almost as old as mankind. With the development of man, trade has grown from exchanging products between people on a one-to-one basis, to an impersonal exchange of enormous quantities of product between the various continents.

Trading products has always been perceived to be a risky enterprise due to the uncertainties involved. Trading across continents has increased this risk (perception) considerably.

The essence of international trade can best be described by the following expression: “Risk is the name of the game”, meaning that one has to have a nose for opportunities, know how to pursue these opportunities, understand the (potential) risks involved and know how to recognize, anticipate and control these risks.

In order to survive in international trade, the pursuance of opportunities has therefore to be constantly balanced with controlling the risks involved and measuring effects and performance. Only in this manner shareholder value can be created and maintained.

In this document the indissoluble relationship between Strategy, Integrated Risk Management and Performance Measurement will be addressed within the context of international trade, linking the underlying theories to every day practice.

First the typology of trade will be described, to stipulate the differences between the various types of trade. The remainder of this document will then focus and elaborate on the trade of non-quoted semi commodities.

Consequently the issues of strategy, risk management and performance measurement will be discussed. Emphasis will be put on the relationships between these issues and the practical implications evolving thereof.

For trade in non-quoted semi commodities the following questions will be addressed:

· What strategy should be adopted in order to create shareholder value?

· How can risk management be used to control risk and how should this be organized?

· How can performance measurement be used to enlarge shareholder value and why is it of eminent importance to a successful trade company?

· Does Strategy follow Risk Management or vice versa?

· Does Performance Measurement follow Strategy and Risk Management or vice versa?

2.
Typology of Trade

2.1
Introduction

Trade is a collective noun for the buying and selling of products (commodities), either tangible or intangible, without effectively altering its structure, substance or purpose. Trade is conducted on a business-to-business basis.

Opposed to “normal” buying and selling, trade solely concentrates on finding an opportunity to generate a margin from buying a product and selling this same product at a higher price.

Essentially there are two different types of trade, i.e. financials trade and physical trade. The first concentrates on performing transactions in stocks, bonds, currencies and other valuables and financial products. The latter concentrates on physical products that will find their way to factories for further processing or directly to end consumers. This document will solely concentrate on physical trade.

The extent to which traded products can be seen as a commodity largely determines the manner in which the trade is conducted. In general three types of commodities can be distinguished, i.e. full commodities, semi commodities and what the author defines as “virtual” commodities.

Underneath these types of commodities will be briefly described. The remainder of the document will then elaborate on semi commodities.

2.1.1
Full Commodities

Full commodities are products that have no distinctive features and can be bought and sold at any moment in time, at any place, at effectively the same price
. These products are quoted at an exchange, which makes pricing and availability almost fully transparent
. Opportunities only occur because of market imperfections (so called windows), which will only exist for a very short period in time due to market arbitration, or because of information imperfections.

Full commodities allow for paper trade, which is essentially trading a product without the desire to become the owner of the product. Paper trade therefore merely is an exchange of documents that give title to the product.

Full commodities are traded by well-educated traders in state of the art environments that allow for highly complex transactions. Examples of full commodities are oil, corn, metals and fruit concentrates.

2.1.2
Semi Commodities

Semi commodities are products that have slightly distinctive features
 and can be bought at discrete moments in time, at designated places, at slightly distinctive but related price levels. These products are not quoted on an exchange, and their markets are therefore not fully transparent. Pricing is most frequently established through e.g. auctions or quotes from brokers. Opportunities exist because of market imperfections and mainly because of information imperfections.

Paper trade is none existent or highly illiquid
.

Semi commodities are traded by product-specialists. Knowledge on the product, origin, destination and usage are the key to success. Examples of semi commodities are tea, nuts, dried fruits and spices

2.1.3
“Virtual” Commodities

Virtual commodities are products that have distinctive features
 but cannot be bought at discrete moments in time at designated places. The pricing is relative to comparable products that are quoted on an exchange.

Opportunities only come from controlling the source
, while making realistic estimates of the volume of product that one expects to be able to sell.

Paper trade is none existent.

Semi commodities are traded by product-specialists. Knowledge on the product, alternative crops, yields, supplier motivations and customer usage are the key to success. Examples of virtual commodities are confection sunflower seeds and specialty beans (pinto beans, pink beans).

2.1.4
Summary

The overview presented below summarizes the differences between the three types of trade as described above.

	
	Type of Commodity

	Aspects
	Full
	Semi
	Virtual

	Product
	No distinctive features
	Slightly distinctive features
	Distinctive features

	Market
	Fully transparent and liquid
	Moderately transparent and illiquid
	Transparent and illiquid

	Market parties
	Unlimited buyers and sellers
	Limited number of buyers and sellers
	Restricted number of buyers and sellers

	Pricing
	Exchange
	Auctions / Brokers
	Relative to exchange

	Paper Trade
	Yes
	No / very limited
	No

	Information availability
	High
	Medium
	Low & High (on alternative products)

	Product Knowledge
	Medium
	High
	High

	Trade Environment
	State of the Art
	Developed
	Moderately Developed

	Derivatives
	Yes
	No / very limited
	No


Table 1: Comparison of Types of Trade

The reason why the remainder of this document concentrates on international trade in semi commodities, is that these commodities are in principle fully comparable to full commodities, requiring an intense market knowledge en product knowledge, but lack the transparency and liquidity of the market. On the one hand this leaves room for opportunities, but on the other hand this generates uncertainties and risks. To cope with this environment, organizations require specific skills, controls and strategy.

2.2
Description of Activities

International trade in semi-commodities involves two related flows of activities. One flow concerns the activities related to the physical product, the other concerns the documentary activities. The physical flow is, although laborious, relatively easy to comprehend, whereas the documents flow is less transparent and frequently more difficult, with more opportunities for mistake. As Jiménez
 put it: “don’t go into international business if you don’t like documents”.

Underneath both flows will be described.

2.2.1
Physical Flow

The physical flow of semi-commodities typically involves activities in both the country of origin and the country of destination, linked to each other by international distribution (including handling and clearing at both ends). The activities in both origin and destination are mirroring each other and contain in essence the following elements: commercial activities, local transport and local storage.

Although the activity flow is relatively comprehensible, the execution demands considerable skills, since there are many options, risks involved and many decisions to be made.

2.2.2
Documentary Flow

The documentary flow is less straightforward and depends heavily on the terms and conditions in both purchase and sales agreements concerning the product, storage, transportation and finance.

In international trade there are numerous documents that all serve a purpose in ensuring that the right product will be delivered at the right place at the right time under the agreed conditions
. In the table underneath an example is presented of the various documents per subject.

Type of Documents:

	Commercial
	· Sales contract

· Purchase order

	Product
	· Inspection certificate

· Certificate of Origin

· Certificate of Quality

	Transportation
	· Bill of Lading

· Customs clearing documents

· Certificate of Insurance

· Vessel nominations

· Freight orders

	Financial
	· (Pro Forma) Invoice

· Bank Draft

· Letter of Credit application

· Currency contracts


Table 2: Examples of trade documents

The table above states only few of the documents that can be required to execute the physical trade. Creating and exchanging these documents leaves room for many opportunities for mistake, and therefore contains considerable risks.

2.3
Trade Firm Characteristics

Trade firm characteristics can best be described by discussing the main elements that together form the organization: organizational design, personnel and systems. Underneath these elements are briefly discussed. This information will be used in the remainder of this document to describe their relation to and influence on strategy, risk management and performance measurement.

2.3.1
Organizational Design

According to the classification of Mintzberg
, a trade firm would classify between the simple structure and the adhocracy.

There is a strong direct supervision from management on the employees and there is virtually no staff. Middle management is scarce or non-existent. The core of the organization is however not, like in a simple structure, the management team (strategic apex), but the front and back office of the organization.

The front and back offices are staffed with specialized and skilled professionals, who work closely together to properly execute deals. Communication is free flowing and mutual adjustment is the prime coordinating mechanism. However unlike adhocracies the “teams” remain constant in composition and roles within the “teams” are clearly defined and fixed.

The front office will typically consist of traders and product specialists, while the back office will consist of contract administration, logistics and financial administration.

2.3.2
Personnel

Apart from the management team the traders are the key staff. Product specialists and back office personnel are subservient to the traders. Though there is no formal authority of traders over these people, in executing the deals traders will steer the back office operations. This informal execution of authority typically results in internal disputes.

Traders are by nature strong characters, self-conscious/contained, short focused and a bit chaotic. Support staff is by nature dedicated, conscientious and structured.

The challenge of every trade firm is to have a fluent and effective interaction between these two different blood groups.

2.3.3
Systems

The most important systems employed in a trade firm are the information systems and business controls.

Information is the key asset of a trade firm. This information can essentially be divided into two types: market information and performance information. Market information enables a trade firm to find and pursue opportunities. Performance information ensures the proper execution of a deal and the monitoring of efficiency, effectiveness and profitability.

Business controls consist mainly of build-in securities in information systems and clear definitions of authorized actions, discretion limits, authority levels and responsibilities.

2.4
What makes trade special?

To be successful in international trade obviously the physical flow and documentary flow need to be closely matched.

When trade would normally start with a purchase and end with a sale, it would not really be distinct from the normal execution of business.

What makes trade special is that purchase and sale of product do not have to be related to each other, meaning that product might be bought for which there is no direct sales opportunity (going Long). In the opposite case product might be sold to a customer without having a direct purchase opportunity (going Short). Based on market views and price movement expectations product(s?) can either be stocked for later sales, or delivery obligations can be entered for later purchase. Doing this obviously contains considerable risk of making the wrong assumptions and estimates, or not being able to meet one’s obligations. This is frequently referred to as the market position or money at risk.

Following the topics addressed above, international trade is risky enterprise that requires a clear strategy on the types of products and markets that one wants to target, a good understanding and management of the risks involved, a flawless execution of the operational activities and a concise monitoring and measurement of trade performance in all is aspects. These subjects will be discussed in further depth in the coming chapters.

3.
Strategy for Trade Firms

3.1
Introduction

An organization’s strategy is the match between the organization’s resources and the environmental opportunities and risks it faces
. Every strategy intends to create firm value by providing the overall direction for the enterprise
, i.e. defining the firm’s domain in terms of markets and products, defining the goals the company wants to pursue and the manners in which to realize those goals.

A successful strategy brings value to the stakeholders, the shareholders in particular. One of the most important stakeholders from the angle of strategy however is the customer.

According to Porter creating customer value (added) is one of the most important goals of strategy. To realize this, customers must be offered a different or unprecedented, unique value proposition. In this manner sustainable competitive advantage is build. In his view competitive advantage grows fundamentally out of value a firm is able to create for its buyers that exceeds the firm’s cost of creating it
. Effectively this means that shareholder value derives from (cost) effective creation of customer value
. The only manner in which this can be realized according to Caeldries
 is by fully aligning and integrating strategy with the companies operations.

Being unique in commodity trade however is not an easy task. Strategic positioning through performing different activities from rivals’ or performing similar activities in different ways
 is really hard to do. This will be further discussed in the coming paragraphs.

To increase the value of the company, Daems & Douma
 distinguish between two types of strategies.

The first type consists of strategies to reduce the competitiveness between companies in a particular type of business. This can be realized by:

· Increased concentration through e.g. mergers and acquisitions

· Increased entry barriers

· Establishing (in)formal co-operations

· Reduction of uncertainty by jointly establishing a system for openness in information

The second type consists of strategies to improve the relative position of competitors towards each other. This can be realized by:

· Cost reduction through e.g. advantages of scale, business improvements, technological innovation and relocation of property

· Product Differentiation

· Market focus, i.e. serving the demands and needs of a particular customer base

· Vertical Integration

· Diversification

· Going International

In the following paragraphs the subject of strategy will be addressed within the context of commodity trade. The ideas of Porter and Daems & Douma will be assessed as to establish whether they can be applied in practice in semi commodity trade.

3.2
Competitive Analysis in Semi Commodity Trade

In order to establish whether a company is competitive, both the external environment and the internal organization need to be assessed.

Assessment of the external environment will provide insight in the manner in which the market place is organized, the parties that operate within this market place and the factors that are of influence. In setting this context the opportunities and threats evolving thereof can be defined.

Assessment of the internal environment will provide insight in the organizational structure, business processes and the key elements in the delivery of the product. By comparing this insight with competitors, the relative strengths and weaknesses can be defined.

Underneath both the external and the internal environment will be defined for trade organizations in semi commodities.

3.2.1
External Environment

Following the description of semi commodity trade in paragraph 2.1.2 of this document, the typical external environment will be described by applying Porters’ Framework for Industry and Competitive Analysis, as adapted by Hax & Maljuf
 (with additions by the author).
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Figure 1: Market Analysis

The figure presented above is in general representative for all kinds of semi commodity trade. These markets have many suppliers and “distributors”, but a customer base that is shrinking, while getting increasingly powerful. The threat of new entrants is considerable, since many employees leave their employers to start their own companies. Competition is very intense and can come from exporters, importers, agents, distributors and traders. Customers increasingly want to purchase directly in country of origin, whereas suppliers try to sell directly in country of destination. Although semi commodities have their typical applications, substitute threat is very real, especially because e.g. food products frequently are replaced by (artificial) flavors.

Adding the above to the fact that semi commodities only have slightly distinctive features, makes semi commodity trade to a very difficult line of business
.

3.2.2
Internal Environment

The internal environment of an organization is always company specific. However looking at a particular type of industry, these specific environments will tend to be comparable on many aspects.

In judging the strengths and weaknesses of a specific internal organization, the key underlying performance elements need to be compared to the industry. This will result in a competitive profile with a ranking among peers.
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Based on formats as presented by O.K. Soulavy
 and L.K Lai
, a general framework for determining a competitive profile for trade organizations in semi commodities is presented below.

A
: Industry average

+
: Better than industry average

++
: Much better than industry average

-
: Worse than industry average

--
: Much worse than industry average

Table 3: Example of Competitive Company Profile

Table 3 presents an example of the manner in which a company has ranked its internal environment in comparison to its competitors. By doing this exercise every year, new lines can be drawn, providing insight in the organizational development of the company.

In general trade companies in semi commodities have to manage four related business activities, i.e. commerce, administration, distribution and finance. In essence this means supplying a product to the agreed quality, with the appropriate documentation, in time at the agreed location. This has to be done using as little capital as possible and making sure payments are received/made in time. As described in chapter two, this means managing both the physical flow and the documentary flow, while closely monitoring the financial flow.

3.3
Customer Value

Knowing the market place, and one’s position within this environment, is not enough to be competitive. A thorough understanding of what brings customers value is an absolute prerequisite to be successful.

In order to establish what brings customers value, one has to define all the elements that together from the product or service offered to the customer and score them. Consequently one ends up with those elements that customers value, i.e. the key success factors.

Knowing these factors, an individual trade company should be ranked against its competitors, providing insight into their competitive position. This renders the so-called Value Curve. Underneath an example is given of a value curve for semi commodities and the manner in which a company could rank.
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Table 4: Customer Value Curve

Alternatively one could rank various types of customers against these key success factors to understand what elements are crucial to which customers and which factors are of less importance.

The combination of these two insights can be an indication of the type of market player the company is, wants to be or is destined to be if no changes to the organization and strategy are made.

Important is the relationship between the value required by customers and the price they are willing to pay. Opposite to this, but equally important, is the relation between the value provided by the product/service and the costs incurred. Combining these two relationships one can establish a value delivery system that will allow for segmentation of customer groups. The basic underlying questions is whether there is a balance between value required and value delivered and what the relationship is between the cost of delivering value and the price the customer is willing to pay.

Below a graphical representation of this relationship is presented:
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Figure 2: The Value Delivery System

More concrete an assessment will be made of the customer values along the value equivalence line in combination with an internal analysis (the equity corridor), to establish whether the values offered to the customer will still leave room for profitability.
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Figure 3: Relation between Value Equivalence Line and Equity corridor

Depending on the combination of issues raised above, value factors can be eliminated, reduced, raised or created
. In addition this allows for segmentation in customer groups. Consequently the organization needs to be adjusted to these choices.

The value curve can be used to understand and manage customer value propositions. Consequently the companies’ (internal) organization has to be adjusted to enhance profitable realization of customer value. Comparing the value curve with the manner in which the company is organized and ranks against its competitors, provides insight in the required changes in organizational processes and commercial approach. These form the steppingstones to defining a company strategy specifying the company goals and the manners of realizing these.

3.4
Customer Value in Semi Commodity Practice

Whereas all of the above is in principle applicable to semi commodity trade, there are a few essential differences.

The first difference is that, since trade involves buying and selling the same product, a trade organization is both a customer and a supplier, meaning that a trade company has a double value aspect. In the chart underneath this double position is shown.
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Figure 4: Double Value Position

When it would be clear what the values provided by the supplier in origin and those requested by the customer in country of destination are, the added value of the trade company could be easily identified. However reality is that when a trade company buys a product to be delivered in a certain harbor and finds a customer that requires the product at that same location, the trade company has delivered no value other than being able to bridge imperfect market information regarding demand and supply of product.

Since a commodity product is and remains the same during the trade, and mostly will not be physically touched by the trade organization, the big question is what a trade firm can do to add value to the customer, which allows her to make a margin.

The second difference is that in semi commodity trade, although not fully transparent, market prices for the product, transport and handling are known fairly well. These prices are registered by auctions, brokers and warehousing and transport companies. This enables the “end” customer to calculate the cost price of the product rather precise. Thus the customer more or less knows the margin the trader will make on the product delivery.

Since market prices cannot be influenced and the cost price is more or less known, the net margin of a trade company is merely determined by the organization’s costs, the costs of its competitors and the profitability that a customer will allow the trader to make for providing service and convenience.

In this respect there is one additional difficulty for trade firms. Since trade firms thrive on people, the personnel costs are the most important cost factor. These costs are related to a countries’ inflation. This means that personnel costs are known to increase a certain percentage each year. This increase in costs needs to be offset by an increase in realized margin or a cost reduction through increased efficiency or effectiveness.

Finally in trade prices for products and services are determined by the market. Finding new customer value propositions in terms of benefits-price relationships, is very difficult to do.

Summarizing the above could lead to the conclusion that semi commodity trade is destined to a strategy of operational effectiveness, i.e. performing similar activities better than competitors and at lower costs, rather than strategic positioning, i.e. performing different activities or similar activities in different ways
.

Pursuing operational effectiveness however is a dead-end-street. It is virtually impossible to outperform competitors on this basis in the long run. According to Porter it’s incredibly arrogant for a company to believe that it can deliver the same sort of product that its rivals do and actually do better for very long
. Operational effectiveness eventually leads to very low margins and returns
. This on its turn will invoke a market shakeout.

From the perspective of a trade organization in semi-commodities these remarks must be rather frightening, as these are directly applicable to their industry. The big question in trade therefore is: what strategy can be followed in order to create value and survive?

3.5
Strategic Options for Semi Commodity Trade

As discussed above defining unique customer value propositions in trade is very hard to do. There is some margin to be earned by delivering service and flawless execution of the physical and documentary flow, but this is limited due to market transparency.

The essential question therefore is what a company trading semi commodities can do to create value. Before answering this question first the real underlying asset of a trade firm needs to be established.

In trade a firm cannot distinguish herself through her product or (in the end) her manner of working. The only real asset a trade firm has, is her product knowledge and her market intelligence of countries in origin and destination.

Product knowledge involves e.g. knowing the composition of the product, the manner in which is grows or is made, the manner in which it is/can be used and the factors that cause deterioration of the quality of the product.

Market knowledge involves e.g. knowing where the product is grown/made, the manner in which this is done, the quality differences per region and company, the habits and preferences of consumers in destinations and the various applications of the product.

This knowledge enables a trade firm to benefit from imperfections in market information. These benefits however do not come from the purchase or delivery of the product itself, but from the moment that the product is bought or sold/delivered. Through separating the decision to buy from the moment to sell, a trade firm is able to benefit from taking a view on the market and building a position. Needless to say that this brings considerable risk to the company, which needs to be carefully managed. This will be discussed in further detail in the coming chapters.

One of the essential elements in the strategy of a trade firm is to invest in product and market knowledge, which translates into investments in people and systems. Although this cannot guarantee structurally stable financial results, it is a very important asset to outperform competitors in the long run. Needless to say that performance measurement of both people and systems is crucial.

Apart from investment in product and market knowledge, what other strategies can a trade firm pursue? In order to answer this question we will first discuss the various possible strategies as defined by Deams & Douma
.

In regard of strategies to reduce the competitiveness only the increased concentration and establishment of formal co-operations will contribute to the position of a company in semi commodity trade. The other two manners simply cannot be realized in a trade environment.

Increased concentration will enable a firm to (further) build its knowledge base, especially when pursued internationally. Furthermore it will increase resistance to adverse market developments (although this might be more a risk management goal). The establishment of formal co-operations, especially when e.g. between trader and grower/producer in origin, enable a firm to gain additional market information. Furthermore a firm will be able to partly escape market pricing through tenders or auctions, by buying directly from suppliers.

In regard of strategies to improve the relative position of competitors towards each other, obviously cost reductions and going international are essential to survive. Market focus and diversification both are not likely to be successful. Market focus will lead to relatively low volumes and therefore relatively high costs per unit. Diversification will lead to better coverage of overhead costs, but leads to the requirement to maintain product and market knowledge for more than one product. Only if organized into separate business units or when trading in full commodities this strategy can be successful.

The most difficult and most interesting strategies to pursue are product differentiation and vertical integration, as they both require that a trade firm will incorporate new activities into their operations. Effectively this will alter the organization of the company, the risks incurred and the manner in which performance has to be measurement and stimulated. These possible strategies will be discussed in the last chapters of this document, after having described and discussed both risk management and performance measurement within the context of semi commodity trade.

4.
Integrated Risk Management

4.1
Introduction

The main goal of any company is to create value for its stakeholders, the shareholders in particular. In order to do this a company must assume a number of business risks and manage them effectively. Which business risks will be taken is defined in the approved strategy, as is the allocation of resources and the operating framework.

Risk management has always been a management responsibility and an implicit task in the execution of her duties. It comprises of the various activities that control or reduce the risk of company operations, thereby reducing the vulnerability of a company and consequently increasing firm value.

Recently there has been a renewed interest in the subject of risk management. Where risk management used to be a task that was spread across the various departments of a company, the latest theories emphasis the importance of an integral approach to risk management, better known as integrated risk management. The scope changed from a fragmented, tactical level to an integrated, strategic level.

In this document integrated risk management will be (!) discussed from various angles. More specific the relationship with trade organizations will be described, as well as the manners in which risk management can be applied in organizations that trade in non-quoted semi-commodities.

In this chapter the following questions will be addressed:

· What is (the goal of) risk (management)?

· What is the relationship between integrated risk management and trade organizations?

· What risks do trade organizations face and how can these risks be controlled?

· How do business decisions influence risk?

· Should risk be eliminated?

· Why is integrated risk management a necessity for trade organizations?

By answering these questions the concept of integrated risk management will be presented to the reader, as well as its practical implications in trade organizations.

4.2
What is Integrated Risk Management?

4.2.1
The Fundamental Concept of Risk (Management)

To be able to describe what risk management is and what it intends, the underlying fundamental concept of risk needs to be defined.

Risk is the possible adverse deviation from the desired state. The extent to which risk is endangering is determined by two factors, i.e. the probability that the adverse deviation will take place
 and the effect it will have.

In other words a risk that is very unlikely to happen and will probably have no effect on the company’s profitability, is not considered a real threat. Therefore risk is considered to be a likely adverse event that will have a serious effect on the value of a company. This most frequently is measured by the financial loss incurred.

All businesses bear risk. Some risks can de diversified away, leaving every type of business with their typical risk pattern, the so-called systematic risk. The extent to which a company follows this systematic risk depends on its covariance with this risk.

Since risk has a clear relationship with uncertainty, people have a natural tendency to attempt to deal with risks. According to Vaughan & Vaughan
 there are five ways of dealing with risks:

· Avoid risks: not engaging in an action that gives rise to risk

· Retain risks: no action is undertaken towards risks. This can both be conscious or unconscious

· Transfer risks: transferring risk to a party that is more willing to bear the risk, e.g. an insurance company or hedge fund

· Sharing risks: (contractual) arrangements to share losses

· Reduce risks: efforts to prevent the occurrence of the loss and/or efforts to control the severity (impact) of the loss in case is occurs

Which manner of dealing with risk is most appropriate depends on the characteristics of an individual risk. In general however the following model
 can be applied as guidelines for the relationship between risk types and the various manners of dealing with these risks. The model divides risk on the basis of the two dimensions as described above, i.e. the probability that the adverse deviation will take place and the effect it will have.
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Table 5: Risk Characteristics as Determinants of the Tool

In quadrant I risk retention is not realistic, whereas transfer of risk (insurance) becomes too costly. Therefore this type of risk should be reduced when there are opportunities to either reduce the probability or to lower the potential effect. If this is not possible, this type of risk should be avoided.

In quadrant II transfer of risk by insurance is most appropriate. The effect would be dramatic for the company whereas the transaction costs will be low due to low expected occurrence.

In quadrant III transfer of risk will be costly. Therefore reduction is the best manner to minimize the aggregate amount of losses. Other risks should simply be retained and recovered from normal profitability.

In quadrant IV it will be best to retain risk as both probability and effect are low. These risks should simply be recovered from normal profitability.

Each company must decide whether it will retain risks of do something about it. This is generally referred to as risk management. Integrated risk management is the identification and assessment of the collective risks that affect firm value, and the implementation of a firm-wide strategy to manage those risks
.
Integrated risk management evaluates all risks of the company instead of assessing each risk in isolation. By looking at these risks in an aggregated manner, some risks will be offset by others due to inverse correlation. Integrated risk management addresses only the net effect of risk on the company. Furthermore integrated risk management does not intent to eliminate or minimize risk, but strives to optimize risk in order to maximize shareholder value.

When properly executed and organized integrated risk management can contribute to shareholder value, optimize the risk-reward trade-off (i.e. achieve adequate utilization of available capital) of the company and reduce bankruptcy, debt, fiscal and illiquidity costs
.

4.2.2
Applying Integrated Risk Management

The rationale to implement integrated risk management in a company is that risk has or can have an adverse influence on the value of the company. The value of the company is determined by its capital structure and the cash flows generates from operational activities. Therefore the influence of risk on the cash flow from operations and on the asset and liability position of a company (which in turn determines the discount rate of these cash flows), must be measured as to establish the sensibility to the risk.

One of the main problems in adequate risk management is to obtain measurement indicators that appropriately capture all significant risk factors and that are sensitive to market movements
. To be able to do this requires a thorough understanding of both the internal and external environment of the business. Virtual all authors on risk management emphasis that this requires the involvement of top-management.

Implementing integrated risk management requires that four basic elements need to be identified and established:

· All risk factors that influence the value of the company

· The extent to which the value of the company is sensitive to changes in these risk factors

· A quantification of the impact of changing risk factors

· The probability that a change in a risk factor will actually occur.

Since certain risk factors also influence each other, in addition the interdependence between the individual risk factors needs to be established, in order to quantify the net effect on company value.

By means of modeling, changes in risk factors can be simulated in order to establish the impact on company value.

Following this insight, a company can investigate how to control these risks. In paragraph 4.2.1 five manners of dealing with risks, so called control tools, have been discussed as well as the matrix guiding the use of these tools. The extent to which tools will be applied to control risk heavily depends on the costs involved.

Given the above, according to Meulbroek
 companies have three fundamental ways of implementing risk management objectives: modifying the firms operations, adjusting its capital structure and applying targeted financial instruments, all of which will be discussed in the remainder of this document.

4.2.3
The Relationship between Risk Management, Strategy and Performance Measurement

Schwartz & Smith
 identify three major components of an integrated Risk Management framework:

· Organizational effectiveness:
risk management policies must be fully integrated with the organization’s business strategy, organizational structure, culture, and incentive compensation programs

· Risk and performance measurement:
the key objective of risk management is to optimize the relationship between risk and return: monitoring and controlling risks on the one hand, while maximizing risk adjusted returns (i.e. shareholder value) on the other

· Systems and technology: the underlying foundation of risk management is seamless and integrated systems and technology platforms, including advanced modeling and database capabilities.

These elements give a clear indication that strategy, risk management and performance measurement are related to each other:

The company strategy defines the markets it wants to serve, the goals it wants to pursue and the business activities employed to realize these goals. In achieving these goals the company is confronted with risks. Whether these risks can be hazardous to the value of the company and if and how these should be controlled is determined through integrated risk management. In order to control the business activities and the risks, both need to be measured to ensure the proper steering and performance of the company. To be able to measure and register, budgets, procedures and (organizational) systems are required, defining organizational (or operational) effectiveness. Operational effectiveness is again a standard element of strategy, which completes the cycle.

Since strategy, risk management and performance measurement are clearly interrelated, mutual adjustment is required as is the involvement of top management.

4.3
Risk Management in Semi Commodity Trade

4.3.1
Can Integrated Risk Management be used in Trade?

For many people international trade is synonymous to risk. Although many of the risks that other industries face are comparable to those faced by trade, in trade there is at least one extra dimension, i.e. the active pursuance of risk through position taking. This activity cannot be seen as a business activity in the traditional sense, as there is no control over the outcome of these activities, neither from an operational, commercial nor financial point of view.

As described above trade largely thrives on benefiting from imperfections in market information, by uncoupling purchase and sales decisions. Creating value added in this manner seems to be in direct conflict with risk management. According to Meulbroek
 a proper risk management strategy does not involve speculation, or betting on the future price of oil, corn, currencies, or interest rates, and indeed is antithetical to such speculation. In addition according to van Bremen
 risk control has no direct effect on cash flows from operations, but does on financial cash flows.

Does this mean that there is no role for risk management in trade? Are the rules of measuring risk, decisions on retaining risk or not, and the tools for risk management not applicable to trade?

Risk is based on the concept of incurring a loss. However the concept of loss should not be mixed with the concept of costs
. In order to become profitable, a company needs to employ activities. These activities create costs that in turn reduce the profitability. Costs are however not seen as a risk, as they are estimated at the same time as the revenues. Therefore risk only applies to the deviation in expected profits by unanticipated events. If downward deviation is considered a risk, why then isn’t upward deviation a negative risk, or better an opportunity? Should this matter in the light of risk management?

According to Claessens
 risk management involves smoothing the impact of shocks, favorable and unfavorable and can only protect against downside risk in exchange for some current costs (upfront cash outlay) or by giving up some upside potential (loss of opportunity). His arguments are however based on the application of market-based instruments, which in my opinion are just one element in risk management.

Maybe integrated risk management should not only concentrate on the threat imposed by risks, but also on the opportunity created by risk. According to Hamers
 especially firms that face large market imperfections can benefit from a well-developed risk management program. In my view tools or measures to control risk can, when reversed, be used to benefit from risk.

This document will describe that risk management is an absolute necessity in trade, both to control risks and to benefit from them.

4.3.2
Risks in Semi Commodity Trade

International trade knows many risks. Although these risks will be fairly similar irrespective of the type of trade, this document will concentrate on the risks in semi commodity trade.

In principle trade risks can be divided in to three categories, i.e. risks that originate from the market, risks that originate from within the organization and risks that are a combination of both. Underneath these categories of risk are discussed, stipulating the kind of risks per category as well as the possible manners in which to control them.

4.3.2.1
Risks originating from the market

This category includes all risks that are caused by movements in market variables, i.e.:

· Interest rates

· Exchange rates

· Commodity price volatility

· Correlation risks: risks that originate from movements in other markets that bear a relationship to the companies’ “own” market. For example the influence of a shortage in coffee on the consumption and price of tea

· Performance risk:

· Will customers accept and pay for the product in full, when the spot market price suddenly falls. For example: excuses, delivery claimed to be different from sample, non-opening of LC’s.

· Will suppliers supply the product when the spot market price suddenly rises. For example: delay in deliveries, intentional incorrect documents, late presentation of documents

· Country risk: risks evolving from:

· Strict/inflexible ruling imposed by customs

· Import subsidies/penalties

· “Sudden” country rules: e.g. radiation inspection

· “Special” duties for foreign companies

· Interstate duty increases/taxes for foreign companies, which make it impossible to profitably sell in a certain region

Some of the risks mentioned above are quite transparent as there is ample information available. These risks include interest rates and exchange rates, and should not be considered key business. For this reason these risks should be eliminated through application of targeted financial instruments such as swaps, futures and insurance.

The other risks mentioned cannot be hedged by financial instruments, but can solely be controlled by profound market knowledge. This information is not transparent and has to be gained through carefully and thoroughly operating within the market. In some markets it can take years to build this knowledge. Properly secured databases containing historical data and allowing for scenario simulations are important assets in this respect.

4.3.2.2
Risks originating from within the organization

This category includes all those risks that are directly caused by the ways the company operates. This can be a very broad array of possible risks, but in general stem from either the way business activities are being executed by the company (business risk) or the manner in which capital is used by the company (financial risk)
.

Examples of business risks are:

· Selection of the business partners

· The volume traded and realized margin

· The type of deals allowed and the manner in which executed

· The extent to which positions can be taken

· The quality and timeliness of shipments/deliveries

· The quality and timeliness of documents

· The quality of business controls, rules and regulations, and separation of responsibilities

· The reliability and vulnerability of data and systems

· The quality and reliability of communication systems

These business risks are controlled by management control systems, quality circles, administrative organization and performance measurement. These controls are the normal controls in a healthy organization. In a trade environment however it is very important to have a clear definition of the (position) limits to which all must adhere. These limits are included in a limit structure. This structure is used to allocate resources to the different traders so that they can operate according to the goals set by management, and provides a follow up and control process to ensure that the established limits are not exceeded. Effectively this is a tool to convey the type and amount of risk desired.

Because trade organizations barely have fixed assets in comparison to e.g. industrial organizations, the number of business risks is relatively low. The most important risk factor of all however is the quality of the traders, since they are the linking pin between market and product information, identified opportunity, selection of business partners, (type of) deal made and guiding the execution of the deal.

The combination of these factors makes the trader to a sort of “mini-enterprise” within the company. Without the market and product knowledge and the relationships with the business partners, a trade company has no value. Therefore binding the traders to the company is crucial. This means that apart from an adequate financial remuneration, the company must ensure a pleasant and inspiring working environment. These subjects will be discussed in further depth when discussing performance measurement in Chapter 5.

Examples of financial risks are:

· Unbalanced or sub-optimal capital structure

· Excessive usage of working capital

In general all scientists agree that controlling financial risks contributes to creating company value through reduction of bankruptcy costs, cost of debt, cost of illiquidity and costs of underutilization of capital.

Regarding the subject of the optimal capital structure, finance theory is somewhat ambiguous. Corporate finance advocates working towards the optimal capital structure, making maximum use of tax shields, lowering the WACC and reducing idle or underperforming cash positions by dividend payments, hereby increasing the value of the firm.

Risk management however takes the aspect of risk into consideration. According to Meulbroek
 the leverage induced by debt magnifies the effect of nearly all types of risk. In contrast equity provides a cushion against loss. The higher the uncertainties and the less manageable the risks are, the more equity is required.

International trade is full of risks that cannot be measured, transferred or anticipated. In addition through position taking risk is actively pursued. For this reason only trade firms that have ample equity through retaining profits instead of paying dividends can survive. Long term debts that contribute to fixed costs are not desired. However since trade involves a lot of working capital, short term debts are common and should be controlled from a risk management point of view.

4.3.2.3
Risks originating from both the market and the organization

This category includes risks that can both be caused within the company as by the market.

Examples of this category are:

· Credit risk: this is the risk that customers default on their payments. Market developments can reduce the financial stability of a customer causing a risk for the company. On the other hand the risk can be caused internally by improper customer evaluation, financial conditions in the contract and bad invoicing and payment controls

· Contract risk: this risk can be caused by trade partners defaulting on the contract as a consequence of:

· Omissions in the contract or related documents, leaving room for interpretation

· Unclear description of obligations and/or instructions

· Absence of confirmation

· Legal risk: risk caused by:

· legal inability to exercise one’s rights. This can be caused by bad choice of applicable law/place to settle disputes, or through lack of transparency in the legal system in the country of origin or destination

· Claims from trade partners for the improper execution of contract, resulting in a loss for the other party (e.g. late delivery caused a factory to run idle).

These risks can in essence be controlled by being professional and minutely in external communication. The development and use of standard documents and approved financial arrangements will contribute to a sharp decrease in these risks. In addition a constant assessment of the customer behavior and financial position is required. Insurance will in some cases (e.g. credit risk) be possible, but will most probably be quite expensive.

4.3.3
Trade Risk Curve

Analogous to the value curve used in strategy, a similar technique could be used to analyze the organization’s sensitivity to risk or success in addressing risks. Furthermore the curve can be used to convey the risk acceptance per risk factor
.
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Figure 5: Trade Risk Curve

By comparing these curves the pitfalls in the risk management system can be identified and addressed. In figure 5 an example of a professional and well-organized trade organization is given. Risks excepted come from the market as long as it is core business. Regarding the execution of the deal no (major) risks are accepted. All risk sensitivities seem to be in line with the risk acceptance, except for currency risk, quality and timeliness of documents and contract risk. These will be issues that clearly require attention.

In addition the company could benchmark its risk profile to that of competitors. To be able to draw such a curve for the organization’s main competitors, one has to invest time in analyzing a/o its structure, financial figures, purchase and sale behavior, customer base, suppliers, warehouses, distributors and offers. Once this information is established this curve will convey a powerful insight into the strategy and vulnerability of a competitor. This might be used to define targeted business strategies.

Finally risks can be classified according to their impact as to prioritize the importance of attention within the risk management system. To do this properly the correlation of the various risks should be calculated, as to establish the net effect of each individual risk in relation to the other risks. This allows for determining whether risk management should concentrate on reduction of the probability of occurrence or the effect caused by the occurrence of the risk.

Underneath an example of a risk classification chart is given.
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Figure 6: Risk Classification Chart

5.
Performance Measurement

5.1
Introduction

Performance measurement is a collective noun for of all forms of registration that provide insight into the manner in which a company performs its activities. Measuring performance requires that the company has specified what it wants to achieve and how capital
 should be allocated to realize these goals. The formal quantifications of these goals are called budgets. The outcome of the business activities that have been conducted to achieve the stipulated goal(s) can be compared to these budgets. This gives an indication of the manner in which management succeeds in realizing the goals of the company and its stakeholders. Effectively performance measurement is a tool to help improve company performance.

In general two major types of performance measurement are distinguished, i.e. financial accounting and management accounting.

Financial accounting intents to provide the following insights:

· The manner in which the business has performed in the foregoing period from an financial economic perspective

· The company’s financial economic position at a certain moment
.

Key starting points in financial accounting are that performance is solely expressed in financial terms and viewed over a specified time period. Reporting has to be trustworthy, explicit and systematic. Financial accounting stems from the companies’, legally obliged, formal bookkeeping and registrations. Information is derived mere ly from these systems and is therefore intra-comptable. Financial accounting serves to report externally to the company’s stakeholders, accounting for the manner in which management have contributed towards achieving the goals specified. Apart from reporting externally, it is needless to say that this information is also of value to management for internal assessment.

Management accounting also intents to provide insight in the manner in which the business has performed, but is not restricted to financial information, is internally orientated and serves to improve management decisions and operational business performance. Management accounting is not only retrospective but also tries to anticipate on the future effects of current decisions. Information is derived from both internal and external sources.

Within management accounting Horngren
 distinguishes two forms of internal reporting:
1. Internal reporting to managers for use in planning and controlling routine operations
.

2. Internal reporting to managers for use in making non-routine decisions and in formulating major plans and policies

Both are necessary to come to management control, i.e. ensuring that the company will (be able to) meet its goals in a controlled manner. This should be viewed from a broad perspective as, unlike financial accounting, management accounting has no limitations to the types of information to include, nor the manner in which this is done.

Management accounting leads to the implementation of various control mechanisms that will report essential information on business performance. The collection of these control mechanisms is generally referred to as a management control system. The possibilities for designing a management control system are unlimited. Some are more strategically oriented
, others more oriented towards (operational) management
. In general control systems will at least contain elements of both. A good example of this combination is the Balanced Score Card
 that explicitly defines the relationship between strategy, finance, customer, internal processes and innovation. 

This document will further concentrate on performance measurement through financial and management accounting. The links between management accounting, strategy and risk management will be addressed, by discussing performance measurement within the semi commodity trade environment.

5.2
Performance Measurement in Semi Commodity Trade

Like all industries, managing semi commodity trade involves both financial and non-financial information. However the manner in which this information is applied is in some instances quite distinct from other industries. This is caused by the fact that in semi commodity trade position taking is actively pursued.

Active position taking requires a different manner of appraising and measuring margins, traders’ performance and variance accounting, which has its influence on both financial and management accounting. Furthermore position taking requires that market information forms an integral part of management accounting and even a small part in financial accounting.

When applying controls, risk management controls will very important, as well as personnel controls and action controls
.

Underneath (Below) these distinctions will be discussed.

5.2.1
Financial Accounting

5.2.1.1
Trade Margin Accounting

In a physical trade environment the major difficulty is that margin can be realized in two manners: by means of a transaction result and by means of a position result.

The transaction result is the difference between the contractually realized sales or purchase price and the current market price at the moment of the deal. The position result is the difference between purchase price and the sales price. These two prices can however be expressed not as the price realized, but as the current market price at the moment of the deal
.

Underneath an example is given to clarify the difference between transaction result and position result. The figure shows two cases, i.e. a trade deal on a back-to-back basis (BtB) and one on the basis of active position management (APM).

In case of the back-to-back deal, the purchase and sale are executed at virtually the same moment (t1). The risk involved in this transaction from a position point of view is nil. The purchase (I1) is made at market price resulting in a transaction result of zero. The sale (V1) is made above market price, giving a transaction result of R1.

In the case of active position management the trader buys at a certain moment (t1) at market price, expecting an increase in price in the future. At t2 the trader sells at market price, which does not result in a transaction result, but in a substantial position result. Had the trader bought below the market price at t1 and sold above the market price at t2, then the position result would be increased with a transaction result from sales and purchase. It should however be noted that active position management has an influence on working capital and thus on interest costs.
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Figure 7: Trade Margin Evaluation

Distinguishing between these two results can be extremely complicated when product is for example split into components, to be blended with other products over time. Realization of these results will then be fragmented, making computations on profitability of deals and positions outstanding very difficult. Human brains can barely cope with so many variables.

Apart from the argument given above, the distinction between transaction and position result could in principle be accounted extra-comptable. However since market prices can be extremely volatile in semi commodity trade, these changes could seriously influence values in the balance sheet. To avoid this, all positions need to be (constantly) marked-to-market. Losses will be accounted for immediately, whereas unrealized gains will be postponed till the moment of realization.

Since trade involves many transactions, in order to be able to maintain the control, both market prices and contract prices need to be included in the formal administration. The major problem in a semi-commodity market of course is which market price will be used. Since market prices are not fully transparent, the market price is established through auctions and/or broker contacts. Effectively the trader therefore determines the market price. This enables traders to manipulate trade results. Action accountability, personnel controls and cultural controls are important tools to prevent this.

5.2.1.2
Trade Cost Accounting

In trade every deal is in principle a “business” in itself. This means that in order to measure whether a deal was profitable, all costs incurred in both purchase and sales need to be matched. This requires very detailed cost center accounting, which allows for splits in case goods are blended or sold of in parts. The major complication in this respect is that the moment of purchase and sales can be days (or even weeks) apart. Furthermore invoices for costs for e.g. transportation or handling, sometimes are received after the deal has already been fully executed.

To avoid that a trade firm will be out of control regarding the monitoring of trade profitability, trade administration will be justified on cost estimates for the various cost components in the deal, till all invoices and costs have been administered. These estimated will be administered in the formal systems, providing a first insight into trade profitability. Later on the real costs will be accounted for, providing the real profitability of the deal and some variance accounting.

Although there is no better way to maintain control over trade accounting, the problem is that trade results can be manipulated before the truth is discovered, sometimes without knowing this for some time
. When discovered it will be very difficult to reconstruct what caused the difference: the estimates for costs and/or market prices, the reason for the deal, an offer price distinct from the actual invoice, something else?

The above demonstrates that trade accounting can be very difficult, requiring good administrative systems and controls. Consequently virtually all variables that have a direct effect on measuring trade performance will be accounted for intra-comptable.

5.2.2
Management Accounting

Since most of the financial information is formally accounted for in trade, management information merely consists of market information and non-financial indicators.

5.2.2.1
Market Information

In most industries, due to market in-transparency, market information available is limited and mostly comprises of sales and production volumes. In commodity trade markets are more transparent and offer a broad range of market information. As discussed in chapter 3 this market information is one of the major assets of a trade company. Therefore gathering and representing market information is one of the key elements in management accounting, leading to strategic control.

In commodity trade there typically are many producers and many consumers. Production and demand do not bear a direct relationship to each other. This is caused by the geographical distance between production and consumption, and also because many commodities are for the producing countries the only source of income. Production of these commodities will continue, trusting that the goods will be sold in consumption areas. Due to this indirect relationship imbalances between production and consumption will regularly occur, sometimes temporary sometimes for longer periods. These imbalances have a direct influence on the market prices of these commodities.

In trade market information essentially consists of all information that has any bearing to:

· The production in countries of origin, e.g. the number of producers, locations, crop yields per period, capacity and usage of production facilities, seasonal qualities and weather forecasts, macro economic figures

· The demand in countries of consumption, e.g. number of buyers, locations, demand requirements, usage per industry or product, consumption patterns, macro economic figures

· Price movements of the various products

· Similar, but less extensive, information on substitute or related products

Furthermore since trade is frequently conducted internationally, information on currency movements, inflation rates and interest rates will be added. Positions and (potential) exposures will be closely monitored.

Market information will contain both historical data and future estimates. Statistics and correlation between different variables will be important elements to get a feel for the market. The better a trade firm is able to build and maintain systems to monitor this market information and to simulate potential future patterns, the more likely it will be able to create shareholder value.

Although part of the market information is already administered in the formal administration, many sub-administrations will exist.

5.2.2.2
Non-Financial Information

The non-financial information merely contains information on the efficiency and effectiveness of the company activities. This is measured by performance indicators
, which will cover commerce, administration, distribution, finance and information technology.

In the table below examples of these indicators are presented per category.

	Commerce:
	· The number of offers made per trader per time period

· The number of contracts resulting thereof (success rate)

· Percentage of profitable deals

· The number and size of transaction results realized

· The number and size of position results

· The number of claims a/o. complaints

	Administration
	· The number of documents with errors

· The number of errors in documents

· The number of documents that were delivered late

	Distribution
	· The number of documents with errors

· The number of errors in documents

· The number of documents that were delivered late

· The number of shipments overdue

· The number and size of claims

· The frequency and amount of demurrage incurred

	Finance
	· The number of invoices with errors

· Payment behavior (per customer)

· Percentage bad debts (per country)

· Average time required for closing the books

· The number of ledger entries

	Information Technology
	· Number of times information system down

· Number of hardware problems occurred and solved

· Number of complaints (solved)


Table 6: Examples of Performance Indicators

By registering these non-financial indicators, the quality of the internal organization and the risks resulting thereof can be assessed. Furthermore this information can be used to start up (continuous) improvement projects that will either increase efficiency and effectiveness, or reduce risks, thereby increasing firm value.

In this paragraph one special form of non-financial information will be discussed that is unique to (semi) commodity trade.

In paragraph 5.2.1.1 calculation of trade margin is split into a transaction result and a position result. The transaction result gives an indication of the extent to which a trader is able to buy lower than the market price or sell higher than the market price at a certain point in time. Effectively this is an expression of the negotiating skills of the trader in combination with the reputation of the company. Buying over or selling under the market price will result in an opportunity loss, which can only be compensated by a position result. Effectively the transaction result this is an expression of the negotiating skills of the trader.

The position result gives an indication of the ability of the trader to pick the right moments in time to either buy or sell product, based on a correct view and anticipation on market development. The aim naturally is to buy when prices are low and to sell when prices are high.

By plotting traders’ performance along these axes based on the number of positive scores per time period, individual traders can be placed in a grid
, that will allow measurement of trader performance, irrespective of for which accounts or countries a trader is responsible. Through applying statistics the nature of a trader can be established. This will enable comparison of traders on the basis of their potential to contribute to the company margin. Note that this is not a proper indication of the real contribution to the value of the company, as the costs involved are not included and the net effect of both trading results and costs incurred does not show in this overview.
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Figure 8: Trader Comparison Grid

Obviously the intention of management should be to ensure that all traders employed will reach the upper right quadrant and stay there. Traders in the upper left quadrant clearly know how to recognize and realize opportunities, however are not clever negotiators or simply lazy. These traders should either be trained on sales skills or be managed by imposing action controls. In this quadrant management should always be alert on “gamblers”, as they can be a real risk to the value of the company.

Traders in the lower right quadrant are good negotiators, but fail to conclude deals at the right moment in the market. These traders need to be trained in assessing market information to discover trends and opportunities. Management should be aware of “salesmen”, lacking analytical overview. Unless the commercial activities of these “salesmen” are restricted to back-to-back deals by means of behavioral constraints, their actions can be a real risk to the value of the company.

Provided they are an apprentice new on the job, commercial staff in the lower left quadrant lack the basic skills to be(come) a trader. Management should either consider internal placement outside commerce, or advice individuals to leave the company.

5.3
Management Controls in Semi Commodity Trade

As mentioned in paragraph 5.1 a management control system comprises of all kinds of controls. This paragraph concentrates on management controls, i.e. an internal focus on the manners in which employee behavior can be influenced in desired ways. In the previous paragraphs the various manners of controlling (company) results have been discussed. This paragraph will focus on influencing employee behavior through organizational measures.

Merchant
 stresses that management controls are necessary to guard against the possibilities that people will do something the organization does not want them to do or fail to do something they should do. In essence this type of controls protect the company from risks due to human behavior and acting.

Merchant distinguishes three main types of influencing human behavior: through action controls, personnel controls and cultural controls.

5.3.1
Action Controls

Action controls are measures imposed by management to ensure that employees act in the organization’s best interest. These measures focus on the manner in which activities are or can be done. Action controls can both be used to detect and to prevent unwanted behavior and can therefore been seen as risk management tools. Merchant distinguishes four types of action controls: behavioral constraints, pre-action review, action accountability and redundancy.

In commodity trade, behavioral constraints, both physical and administrative, are very important. Especially restriction and limitation in decision-making authority and separation of duties are essential and should be supported in the (automated) administrative systems.

Pre-action reviews are in principle in contradiction to the freedom traders need to operate successfully. This holds as long as it concerns instant decision making for deal opportunities. However when traders intend to enter a new country, trade channel or to make another more fundamental choice, pre-action review will be appropriate and should be in place.

Action accountability is ultimately important in trade. Without proper accountability for employee actions, the risks involved in trade can be huge, seriously affecting firm value
.

Redundancy is an action control that will not be found in trade as personnel costs are by far and large the most important cost factor, having a serious influence on profitability and the value of the firm.

5.3.1.1
Remuneration

An important action control in trade that has not been mentioned by Merchant is the remuneration of performance. People in general, and traders in particular, are very sensitive to financial rewards. Schwartz and Smith
 discuss the direct relation between incentive compensation in trade and risk management. They found that inappropriate incentive compensation motivates traders to focus on transactions that may not be in the best interest of shareholders. They conclude that if incentive compensation is a key driver of human behavior, then by extension it is a key driver of risk management.

In addition Vallet
 describes in great detail the importance of performance rewarding on strategy implementations and consequently the value of the company. Rewards and incentives contribute to strategy implementation by shaping individual and group behavior. Well-designed incentive plans are consistent with an organization’s objectives and structure. They motivate employees to direct their performance toward the organization’s goals
.

Possible options for aligning trader remuneration to desired performance and shareholder interests are:

· Rewarding traders with bonuses linked to both revenues and shareholder value created

· Rewarding traders with stocks (options) as part of their remuneration

· Linking compensation and promotions to longer term risk/return performance

Since remuneration is a subject apart, this document will not further elaborate hereon.

5.3.2
Personnel Controls

Personnel controls stimulate employees to perform the desired behavior by self-motivation and control. These controls are directed at ensuring that the right employees with the appropriate knowledge and personal attitude will be hired, that they will be offered the tools and resources to be able to perform and will be trained to improve their skills
. Since these controls will be applicable to any industry they are also applicable to trade.

5.3.3
Cultural Controls

Cultural controls are directed at creating and maintaining a common understanding of norms, values, attitude and beliefs. Through having the same cultural beliefs employees will monitor each other, which obviously contributes to company behavior.

Although this type of controls is less tangible, cultures have proven to remain relatively stable over time, irrespective of changes in strategies and goals as to adapt to changing business conditions
. From this perspective culture can be both an asset to the company and a risk. Managing culture through applying cultural controls therefore is required.

Merchant distinguishes five types of cultural controls that all are applicable to trade firms, except for group-based rewards and intra-organizational transfers. Traders generally are individualists and cannot be stimulated by group-based rewards. The opposite is more likely. Intra-organizational transfers will be difficult due to the specific knowledge requirements. In case the organization is large enough to allow for these transfers, culture should always be adapted to local habits.

6
Does Strategy follow Risk Management?

In chapter 3 the subject of strategy was discussed with regard to international trade in semi commodities. The chapter concluded that the most difficult, and most interesting, strategies to pursue are product differentiation and vertical integration.

Through product differentiation an organization aims to increase product prices (and margins) by adding distinctive features to the product that serve customer needs. Since commodities by nature have virtually no distinctive features, product differentiation requires treatment of the product, e.g. blending, roasting, flavoring and sorting. These treatments require investments or reliable relationships and will at least disturb the normal flow of activities. Effectively this will alter the organization of the company, the risks incurred and the manner in which performance has to be measured, controlled and stimulated.

In case for instance a company will decide to differentiate its product by blending or roasting under own control, this will have a series of consequences, for example:

· Investments in hardware and software need to be made. This will increase capital employed and alter the companies’ balance sheet. In case the investment is financed with equity, current assets will be tied up in fixed assets, making the firm less flexible. In case loans are required the company will be confronted with interest and debt redemption, both of which have an influence on companies’ cash flows

· Costs will be increased for e.g. personnel, energy, maintenance, depreciation, interest and insurance. According to Deams & Douma
 a strategy of product differentiation does not go hand in hand with a strategy of cost leadership. In a trade environment this will lead to conflicting goals.
· Running a factory demands skills that are very distinct from what trade firms do. Furthermore management will be confronted with a totally new set of risks
 that need to be accommodated into the integrated risk management system.

· The decision to set up a factory has a profound impact on trade positions, since the organization will become “naturally long” as factories need stocks in order to operate

· Performance measurement will be affected in its broadest sense, requiring all kinds of new tools, procedures, and adaptations to the organization.

In general a system that thrives on flexibility, creativity and short-term focus, will get mixed with a system that thrives on stability, planning and structure.

The example above clearly demonstrates that a change in strategy from commodity product to a differentiated product can have a profound influence on the company. The risks and organizational changes resulting thereof will most probably have a serious influence on the cash flow of the company, at least short term. As a consequence shareholders might be reluctant to agree to this strategy as their investment is put at risk.

Vertical integration means moving up or down the business chain. In trade forward integration means that activities will be started in production, marketing and distribution of products to end customers. Generally this means an increased presence in consumption countries. Backward integration will mean that activities in the country of origin will be employed securing the sourcing of product. This may involve e.g. growing or producing products. Although there can be clear advantages from vertical integration, both forward and backward integration will involve investments, new activities and have influence on skills required, allocation of funds, risks/costs incurred, knowledge required and so forth. As with product differentiation effectively this will seriously alter the organization of the company, the risks incurred and the manner in which performance has to be measured, controlled and stimulated.

In his product and market matrix, Steiner
 explicitly defined the relation between strategy and risk. The matrix relates a strategic change in a market or product to the risk incurred. This nicely relates to the potential strategies discussed above.

The figure below clearly demonstrates that the further a strategy will lead the company away from its present product-market combination, the higher the risk will be. Management should reflect in advance on the effect a new strategy will have on the organization and the consequences thereof.
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Figure 9: Steiner’s Product and Market Matrix

Analogues to The Chandler Study on strategy and structure, the question can be raised whether risk management follows strategy or that strategy follows risk management. Each business has its own profile and systematic risk. Each type of stock investment draws its own investors that are willing to accept this risk in exchange for an expected return. When a change in strategy will effectively alter the shareholders investment at risk, this may lead to opposition. Depending on the manner in which shareholders are prepared to shift their investment preference in exchange for a potential increase in returns, management will be asked to define strategies within a certain risk framework or management will be asked to adjust the company to the new strategy. Shareholders preferences therefore have a strong influence on whether risk management follows strategy or vice versa.

7
Do Strategy and Risk Management follow Performance Measurement?

In chapter 5 we expressed some of the difficulties in maintaining control in a semi commodity trade environment. Most dominant element herein is the effect of position taking.

When a company has a clear advantage resulting from non-transparent market information, position management will most probably be one of the elements in the companies’ strategy. Of course the risks involved will require database systems, limit structures, authority and responsibility definition and monitoring systems.

However when a trade firm for example does not succeed in proper performance measurement and management control concerning position taking, whether financial or otherwise, the chances are that the (perceived) risks involved in position taking will be so high, that management will decide not to allow position taking.

This decision will leave a trade company with a strategy of operational effectiveness, which, given the yearly rise in personnel costs, is virtually impossible to sustain. Therefore management will be forced to radically alter its strategy for the future, e.g. blending or roasting, in order to create shareholder value. Needless to say that the risk structure will thereby drastically change, requiring different controls and limits, which in turn demand for new performance measurement.

The example above clearly indicates that strategy can drive an organization, but can also be driven by the organization. In parallel with Chandlers’ study on strategy and structure, the same sort of discussion can be held in regard of strategy, risk management and performance measurement.

8
Summary & Conclusions

In this document the relationship between strategy, risk management and performance measurement has been discussed within the context of international trade in semi commodities.

[image: image13.wmf]Supplier

Customer

Supplier

Customer

Value 

Delivered

Value 

required

Value 

Delivered

Value 

required

Cost to 

serve

Price 

willing to 

pay

Cost to 

serve

Price 

willing to 

pay

Origin

Destination

?

After introducing the reader into trade, and semi commodity trade in particular, the respective theories underlying strategy, risk management and performance measurement have been discussed and challenged against daily practice in semi-commodity trade. While doing this, clear evidence is provided for the manner in which these subjects are related to each other, which can be summarized into the following graph:

Figure 10: Relationships between Business Activities

Strategy, risk management and performance measurement all share the same goal: creating and maintaining shareholder value. Although these three business activities are related to each other, their foundations for decisions making are not by nature perfectly and/or positively correlated. Inadequate adjustment of these activities can therefore lead to destruction of shareholder value, instead of the intended creation of shareholder value.

Summarizing the above, shareholder value is created by the seamless and constant alignment of strategy, risk management and performance measurement. The more dynamic and volatile the business environment is, the more management will be required to ensure that decisions and business activities will be aligned in a proper, responsive manner. For semi commodity trade this means that strategy, risk management and performance measurement need to be continuously mutually adjusted, forming an indissoluble interrelated structure.
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� In theory prices can only differ because of differences in transportation fees
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� Controlling the source comes from e.g. persuading farmers to plant a certain crop instead of an alternative crop, by offering a competitive crop price (which will be set in advance!)
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� Further attention will be devoted to this subject in chapter 4: Risk Management
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� Business risk and financial risk added up determine a firm’s beta, which in turn determines the cost of equity


� L.K. Meulbroek, Integrated Risk Management for the firm: A Senior Manager’s Guide, Harvard Business Review, 2002, page 31-32


� This can both be established based on intuition and analysis


� This should include both financial and non-financial resources


� Corbey & Verhulst, Bedrijfseconomie: grondslagen en perspectieven, Academic Service, 1999, page 142
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� For example the typology of controls by Merchant, Management Control Systems, Prentice Hall, 2003
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