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August 11, 2017
Dealing with Strategic Risk

What is strategic risk in agriculture?  Most farmers evaluate risk as price (both of selling the end commodity and input prices), production (i.e. weather) or financial risk (i.e. higher interest rates).  But there is a further risk, strategic risk, which I define as uncertainties in the business climate which are not strictly business or financial risk.

Why should we look at and evaluate strategic risk?  One example is the election of Donald Trump in America and the growing protectionism we witness around the World.  President Trump has given his intention to renegotiate the North American Free Trade Agreement (NAFTA) which has been beneficial for both American and Canadian farms
.  However, with this desire for a renegotiation, it is anyone’s guess how future trade policy will look like and if agriculture will benefit or not from this.  This is an example of strategic risk.  

When evaluating strategic risk, one should look at it not from the frame work of “how to solve the issue” but from a perspective of “if this happens, what possible courses of action should I take”.  Areas that should be reviewed for strategic risk are government policy, government regulation, competing commodities, social change, technology, industrialization and macroeconomic
.

It is obvious that trying to hedge strategic risk is harder than entering a hedging program with an agriculture marketing firm or employing an agronomist.  When dealing with strategic risk, a good framework is to consider what you should do if for example NAFTA is no longer in effect, or if the Dairy quota system is dismantled, or if consumers demand certain conditions for livestock (i.e. free-rage chickens) or they will not purchase them.  The answers that you get from this exercise will depend on 1) your age to anticipated retirement 2) the financial condition before and after the anticipated strategic impact and 3) your own risk tolerance.  There is not a one size fits all solution as each farm and farmer is different.

However, there are some general risk management principals which should be considered when evaluating any risk.  These include avoidance, reduction, acceptance or transfer.  Avoidance would include such actives as concentrating on high value-high margin high demand products and avoiding low value-low margin products which might be substituted for if.  Reduction would include activities as having off-farm income in a sector not related to agriculture (i.e. working as an investment advisor and farming not working as a crop insurance adjuster and farming) where you have other outside income resources.  Accepting might occur because we do not have a way of avoiding, reducing or transferring the strategic risk, however, we need to be cognisant of the risk and to access and catalogue it.  Transferring the risk might include supporting farm groups who lobby on your behalf or funding check-off programs that go towards funding new research
.

Managing strategic risk does require a new skill set where managers are dealing with issues that are less predictable, but the results can be disastrous.  When dealing with various strategic risks, the goal should not be to avoid all strategic risk (the likelihood of any industry avoiding strategic risk is low) but to try and quantify if this particular action happens, what is the impact on my operation and what should I do to combat this.  The more frequently the manager goes through the activity to consider, the more experienced the manager will become in evaluating strategic risks and their possible outcomes and how they will handle that risk.  As in many industries, the more experience the manager has in dealing with strategic risks, or in considering what might happen, usually there is a better outcome when those risks become reality.
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