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Section VI

THE COSTS
OF CAPITAL
REQUIREMENTS

The lack of systemic risks arising from
commodity trading firms means that regulatory
constraints on their activities to reduce systemic
risk are unwarranted. Imposing capital
requirements incurs costs that have little or no
offsetting benefit.
Binding capital requirements have several
consequences on CTFs:
• They constrain the ability of CTFs to choose
their capital structures
• They cause CTFs to shrink or issue additional
equity
• They cause CTFs to shed assets and reduce
diversification
• They could force some privately held trading
firms to go public. This would dilute managers’
incentives and reduce the alignment of
interests between owners and managers.
Producers and consumers are adversely affected
by the additional costs of capital requirements.
Inefficiencies on the CTF’s capital structures raise
costs on transforming commodities in space,
time, and form, which are passed up and down
the value chain.
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Section VI
The lack of any systemic risks arising from commodity trading firms means that
regulatory constraints on their activities imposed with the intent of reducing systemic
risk will produce little, if any, benefit. What’s more, such restrictions will impose costs.
In particular, imposing capital requirements similar to those imposed on banks will
produce costs with little or no offsetting benefit.
Capital requirements constrain the ability of commodity trading firms to choose
their capital structures. When information is costlessly available to all, and complete
contracts that specify all actions and obligations under every possible contingency are
costless to negotiate, execute, and enforce, capital structure choices are irrelevant. That
is, the value of a firm is independent of its capital structure.30 In the real world where
information is costly, the costs of information differ among individuals, and complete
contracts are prohibitively costly to execute and enforce, however, capital structure
can affect firm value. Under these circumstances, firms have incentives to choose
capital structures that maximize their value. Moreover, binding constraints on firm
capital structure choices destroy value. Furthermore, those who buy from the affected
firms and those who sell to them are damaged by these constraints.
Both debt and equity are costly, and firms have an incentive to choose the mix of
debt and equity, and the structure of debt contracts, to control and balance these costs.
Prominent in these are information costs and so-called “agency costs.” Agency costs
arise when a particular form of contract provides imperfect incentives to economic
agents (such as the managers of a firm).
One example of an agency cost associated with debt is that a leveraged firm’s
managers, acting in the interests of equity holders, have an incentive to take on
excessively risky projects even if they reduce the value of a firm. This incentive exists
because the losses of equity holders are limited (by limited liability) but they can
capture the upside: in contrast, creditors’ gains are capped if the risky project turns
out well (they get at most what they are promised in the debt contract) but they
incur losses when it does not. Another example of an agency problem is underinvestment
associated with debt overhang. The benefits of a value-enhancing investment by a
highly leveraged firm accrue largely to its creditors, rather than equity holders:
managers acting in the interests of the latter therefore have a weak incentive to
undertake such an investment. Debt has other costs as well, including the deadweight
costs incurred in bankruptcy (which can include legal expenses, agency costs, and
the costs of negotiating with creditors). 31
Firms can manage these costs through various means, including inter alia the amount
of debt, choice of debt maturity structure, project finance, the use of secured debt,
debt covenants, and the use of monitoring intensive bank debt or less monitoring
intensive public debt. The costs and benefits of these variables vary by firm and by
industry, and as a result, different firms make different choices.
Equity, and in particular public equity, is also costly. One source of cost is
information asymmetry. Potential purchasers of a firm’s equity are likely less
informed than its managers, and will only purchase shares at a discount to true
value because they understand that a firm has a greater incentive to sell stock
when it is overvalued. The more severe the information asymmetry between
managers and outsiders, the larger the discount, and the more costly is public
equity. Public equity also entails agency costs. A primary benefit of public equity
is that it permits a more efficient allocation of risk via diversification, whereby no
individual shareholder invests a substantial fraction of his wealth in a single firm.
However, this diffusion of ownership limits the incentive of shareholders to monitor
or control managers: each shareholder bears the costs of her monitoring efforts,
but the benefits accrue to all shareholders. Given limited monitoring and control
by equity holders, managers can take actions that destroy value and harm
shareholders. They can shirk: for instance, they may exert too little effort to control
costs. They can consume excessive perquisites or engage in costly empire building.

Regulatory constraints will
have little benefit and increase
costs for CTFs
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That is, with diffuse ownership, the interests of shareholders and managers are
often substantially misaligned, resulting in inefficient actions by managers.
The costs of equity can be economized by limiting its use. Debt financing is one way
of economizing on equity, but there are other ways. Specifically, since the primary
benefit of outside equity is to allocate risk, firms can economize on equity by using
other risk management tools, such as hedging of price risk through derivatives or the
use of insurance. Indeed, some firms that can allocate large amounts of risk to derivatives
or insurance market participants can eschew the use of public equity altogether. Such
privately held firms sharply reduce the misalignment of interests of owners and managers
because the owners are the managers. Private ownership provides high-powered
incentives to managers to maximize value. This is an important consideration in
commodity markets, as I discuss in detail below.
In the absence of regulations or legal restrictions, firms choose the mixture of debt
and equity, and the structure of debt, in order to economize on the costs. Binding capital
requirements force firms to hold more equity and less debt than they would otherwise
choose, which necessarily increases costs.
Firms can respond to capital requirements by reducing debt, increasing equity, or a
combination of both. All of these adjustments are costly.
Holding equity constant, reducing debt requires a firm to reduce assets. In the case
of a commodity trading firm, this can include holding smaller inventories, extending
less credit to customers, and divesting fixed assets such as terminals or processing
plants. All of these adjustments are costly.
Consider reductions in inventories. Commodity traders hold inventories to
permit rapid responses to supply and demand shocks. Holding inventories buffers
the price impact of these shocks, so reductions in inventories results in more
volatile prices. Moreover, the lower inventory requires greater adjustments in
production and consumption in response to demand and supply shocks: these
adjustments are costly.
Next consider the divestment of fixed assets such as commodity handling terminals.
Asset ownership by commodity trading firms economizes on transactions costs arising
from opportunism and holdups.32 For instance, if a storage facility is not owned by the
owner of the inventory it holds, the storage facility owner can attempt to extract
additional payments from the owner of the inventory when the latter attempts to load
out his stocks in response to a demand shock: the owner of the facility can credibly
threaten to delay load out if his demand for higher payment is not met. This can induce
wasteful haggling between the facility owner and the storer, inefficient delays in
responding to demand shocks, and the holding of suboptimally small quantities of
inventories. Responding to a capital requirement by shedding such assets increases
transactions costs.
Further, due to scale economies in particular business segments, when shedding
assets in response to capital requirements, trading firms are unlikely to do so
proportionally across all segments. Instead, firms are likely to exit some commodities
altogether. This tends to reduce diversification, thereby raising risk. It also tends to
increase market concentration.
In sum, responding to a capital requirement by reducing assets increases the costs
commodity trading firms incur to transform commodities. This increase in costs has a
variety of consequences. Transformations that affected firms continue to undertake
will be more costly; some transformations will be undertaken instead by firms that do
it less efficiently than the affected firms; and the quantity of transformations undertaken
will fall. In economic terms, the supply curve for transformations will shift up, the price
of transformations–the gross margin between the price paid by commodity consumers
and the price received by commodity producers–will rise, and the quantity of
transformations will fall. This decline in quantity imposes deadweight losses on the
real economy.

Reducing debt and increasing
equity are costly to firms
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The other margin on which firms can respond to the imposition to a binding capital
requirement is to issue equity. Since before the imposition, firms will have chosen the
mix of debt and equity that equates the marginal costs of each, such an issuance will
raise firms’ cost of capital.
This is likely to be a particularly important consideration in the commodity trading
sector, because private firms play a more important role in this sector than in any other.
Two of the largest agricultural trading firms are private, as are two of the largest energy
traders. Most medium- and small-sized trading firms are private.
Private ownership is feasible and efficient for commodity traders because risk transfer
via hedging and insurance is a viable alternative to allocating risks to equity investors.33
As noted earlier, commodity flat prices are very risky, but these risks can be hedged
cheaply for major commodities through highly liquid futures and swap markets.
Moreover, commodity traders can use insurance (and guarantee) markets to transfer
credit risks and some operational risks. Few other industries have similar abilities to
transfer and manage risks, and as result, many commodity traders have been able to
exploit the efficiencies of private ownership, notably the strong incentive effects of an
alignment of ownership and management interests.
Privately owned firms cannot issue public equity in response to the imposition of a
binding capital requirement, and issuing shares to outside private equity investors
dilutes the ownership share (and hence the incentives) of managers. Thus, to retain
private ownership, these firms can only respond to a binding capital requirement by
reducing assets, and therefore incurring the costs discussed above. This further implies
that some commodity trading activity would be shifted from private firms that supply
it at low cost to other firms that incur higher costs to do so. Moreover, some trading
activities that should be supplied will be foregone altogether.
The costs that some private firms incur to shrink their balance sheets in response
to the imposition of a capital requirement could be so great that they will determine
that it is cheaper to go public (or perhaps to sell equity to private investors). But cheaper
does not mean free. To the contrary, going public forces firms to incur the agency costs
of outside equity. Most notably, it would attenuate the high-powered incentives inherent
in private ownership, in which the owners are the managers who internalize to a higher
degree the costs and benefits of their decisions than do the managers of public firms
with diffuse ownership.
In sum, binding capital requirements are costly because they force firms to undertake
costly adjustments on two margins. Capital requirements cause commodity trading
firms to shrink, or to issue additional equity. Both of these adjustments are costly.
Capital requirements are likely to be particularly costly in the commodity trading sector
because it relies heavily on private ownership, which makes adjustment on the equity
issuance margin especially costly.
Capital requirements also impose a compliance burden on affected firms, even if
they are not binding. Indeed, capital requirements are complex and highly abstruse,
making it especially costly to perform the requisite calculations, ensure compliance,
and audit adherence. These costs fall primarily on the affected firms, but regulatory
authorities also incur costs to monitor compliance of the firms that they regulate. It is
likely that the costs will be most burdensome for small- to medium-sized commodity
traders. This would create a source of scale and scope economies that would tend to
increase concentration in the commodity trading sector.
The compensation restrictions in CRD IV also have the potential to adversely impact
the efficiency of CTFs. These firms tend to rely on high-powered incentive systems
that include a substantial variable (bonus) component. CRD IV restricts the ratio of
variable to fixed compensation at 1:1: subject to shareholder approval this ratio can be
increased to as high as 2:1. This constraint is likely to be binding for many of the most
productive employees of CTFs, and therefore weaken their incentives to maximize value.
Any such attenuation in incentives tends to reduce the efficiency of CTFs.

The ability to hedge
major risks makes private
ownership efficient
for CTFs
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Of course the owners of commodity trading firms will bear some of the costs of
capital requirements, but others will bear costs as well. In particular, producers and
consumers of commodities will be adversely affected. Inefficient constraints on the
capital structures of trading firms will raise the costs of transforming commodities in
space, time, and form, and these higher costs are passed up and down the value chain.
Transformation costs drive a wedge between the price consumers pay for transformed
commodities and the price producers received for untransformed ones. Increasing these
costs widens this wedge, thereby driving up costs for consumers and driving down
revenues for producers. Thus, regulations on the financial choices of trading firms affect
the real economy.

Capital requirements impose
inefficient constraints along
the value chain

30 This is the well-known Modigliani-Miller Theorem.
31 Debt can have benefits. Tax advantages are one notable example. The relatively low tax rates faced by
many commodity trading firms reduces the relevance of tax considerations as a determinant of capital
structure.
32 Craig Pirrong, The Economics of Commodity Trading Firms (2014).
33 Craig Pirrong, The Economics of Commodity Trading Firms (2014). R. Gilson and C. Whitehead.
Deconstructing Equity: Public Ownership, Agency Costs, and Complete Capital Markets. 108 Columbia Law
Review (2008) 231.
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CONCLUSION

Global commodity trading firms play an essential role in facilitating the flow of vital
commodities from producers to consumers. Their importance in the global commodity
trade, and the importance of commodity trading to the broader economy, make it vital
to understand the risks that these firms pose to the broader economy, and the potential
that macroeconomic developments can disrupt the ability of these firms to carry out
their intermediation function.
To understand the systemic importance of CTFs, it is essential to recognize their
basic economic function: to transform commodities in space, time, and form. These
transformations are different in crucial ways from the maturity and liquidity
transformations that systemically important financial institutions undertake. The types
of transformations CTFs perform are more robust than those that SIFIs undertake,
implying that CTFs pose less systemic risk.
Thus, there is little if any justification for subjecting commodity trading firms to
CRD IV. This would produce no material reduction in systemic risk, but would increase
the costs of commodity trading, to the detriment not just of trading firms, but of the
producers and consumers of commodities.
Making permanent commodity traders’ exemption from CRD IV does not mean that
these firms are “unregulated.” Their operations are subject to a wide variety of laws
and regulations. Fundamental economic considerations demonstrate, however, that
capital requirements are one type of regulation of commodity firm that would bring
little (if any) benefit but impose substantial costs.
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