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Director’s Corner

“ Prices are too low, we got to do something!”

Y ou will nearly aways hear versgons of that
statement when producers begin the process of
establishing avaue added effort. While establishing
avaue added enterprise sometimes results in some
smdl price premiums for farm production, higher
prices or reducing farm price risk are not the primary
objectives. The primary objective isto obtain added
returns by creating or capturing more of the final user
vaue of the product. In order for the farmer owned
vaue added enterprise to be competitive with others
in theindugtry, it cannot afford to pay higher than
market price for the product and reduce the farmer’s
low price risk.

The value added enterprise attemptsto
enhance income and offset some of the impact of low
prices. This potentidly spreadsincomerisk, but it
does not necessarily reduce pricerisk. Infact, vaue
added enterprises may actualy increase producer
pricerisk. For example, consider afarmer-owned
ethanol plant. USDA’s October ' 03 Supply and
Demand Reports lowered the expected U.S. average
corn price from $2.30 per bushel in the September
report to a projected $2.10 in October. The same 20-
cent drop in expected price suggests risk for lower
farm prices and reduced farm returns. However, the
projected 20-cent corn price decrease would have a
sgnificant pogitive impact on the cogt of producing

ethanol. Corn accounts for more than 60% of the
operating cods for ethanol production in most
farmer-owned plants. The 20-cents lower corn prices
would lower the cost of producing ethanol by
approximately 7-cents per gallon or as much as $2.8
million in operaing costs for a40-million gdlon
ethanol plant! The added ethanaol return on
invesment can offset lower farm income. With
ownership in an ethanal plant, price risk effects corn
producer’ sincome on both sides of the farm gate and
the need to manage pricerisk is dill present—the
farmer needs to avoid pricing corn near price lows
and the plant manager needs to “lock-in" favorable
corn input prices.

The October USDA reports suggested
downside corn price risk for the farmer and potentia
opportunities for the ethanol plant manager to
purchase the mgjor input at lower prices. However,
since the reports, the exact opposite has occurred!
During the week of October 20-24, corn prices
increased more than twenty-cents per bushd. Inthis
very short period of time, market voltility turned
expectation of lower corn pricesinto the actua
occurrence of higher prices. Instead of anticipating
an LDP (loan deficiency payment) and trying to
avoid low prices, corn producers may face the
possibility of having to repay the advance CCP
(counter cydlicd payment) dong with finding
dtrategies to capture higher prices. In contrast, the
ethanol plant managers are now looking at increased




costs, lower ethanol profits and the need to manage
therisk of higher corn prices. Inthis case higher
farm income may be offset by lower ethanal profits,
but managing price risk remains critica to both.

Market price risk for both producers and
vaue added enterprisesin not just limited to corn
either. Soybean prices have increased more than
$2.40 since early August. Recently steer prices have
been more than $25 per cwt. higher than in early
summer. Wheat prices have varied over anearly 60-
cents per bushel range. These market price changes
far overshadow any price premiums the producers
could expect to obtain from their value added
enterprise and further illustrates the importance of
market risk on both sides of the farm gate.

Investing in a vaue added enterprise
obvioudy does not diminate pricerisk. The
conflicting gods of the farm need to sdll high and the
value added enterprise need to buy low increases the

importance of price risk management. Even with
ownership in avalue added enterprise, producers il
have the risk of sdlling to early and missing out on
higher prices or waiting too long to sdll and having to
take alower price. At the sametime, the vaue added
plant manager aso risks buying too early or waiting
too long to price the input for the value added
production. Vaue added agriculture provides income
opportunities, but does not make market pricerisk go

avay.

Méevin Brees
Co-Director of the Missouri Vdue Added
Development Center

“Enhancing intellectual competencies and practical capabilities

of value added agricultureto increase economic viability of
agricultural producersand of rural communities.”



A Producer Group’sLessons L earned—Alma
Farm Fresh Meats
Kely Dyer, Ag Business Counselor

Approximately five years ago, the Board of
Directors of Alma Farm Fresh Mesets decided they
needed to take on anew direction. Their busness
model (cooperative) was not adapting to changing
demographics of the area along with a processing
plant that was also getting old and needed upgrading.
They began the process to reorganize the business
sructure as anew generation cooperative and acquire
capital needed to expand and upgrade the facility.

The current members of the producer group,
including the Board of Directors dong with an
advisory committee, are volunteer members from
West Centrd and Central Missouri. All members of
the group are interested in kegping the livestock
industry viable in this region of Missouri and dsoin
the date asawhole. They believein this group
project and want to insure that their vison will bea
redity. Many of these dedicated people have now
invested more than five years without any
compensation, willingly sitting through many
mestings into the late evening hours discussing the
process that needed to be followed. Along the way,
the group has invited severd new people to get
involved with the company building process. While
some former members have moved on, new members
have taken their place and have become believersin
the project. It isimpressive that the people who have
been involved throughout the process work well with
each other and get things done. They sometimes
disagree, but they do it professondly and work
things out—avoiding divisve arguments or behind
the scene bickering.

In the early stages of the effort, severd grants
were written and those received were used to fund
feaghility, marketing, engineering Sudies and a
business plan. Consultants were needed to do these
project studies. The Board of Directorsinvestigated
two different consulting firms to do the feasbility
and marketing studies. Neither one of the firms had
much experience with agriculture. The conaulting
firm that was chosen had adlient list that was
impressive, so the directors decided to contract with
that firm. The firm’slack of knowledge about
agriculture proved to be a chalenge for completing
the projectsin atimey manner. Some of the data
they presented in the studies was gathered directly by

the consulting firm through surveys and retall outlet
vigts. Other datathey used was not detailed or
targeted research, but USDA data that is available to
anyone. Some of the statistics were questionable and
amore comprehensive presentation resulting from
detailed research would have enhanced the studies.
The experience illudtrates the importance of afirm's
knowledge of the agriculture industry and insuring
that the expectations of the work needed are spelled
out in the beginning.

Important lessons learned have to do with the
equity drive phase for the group’ s project. The group
conddered hiring the same consulting firm that put
the feasibility studies together for preparing the
presentation and coordinating the equity drive
mestings. The firm wanted 2% to 3% of the equity
raised in return. That would have amounted to
$150,000 to $225,000 going to the consulting firm!
The firm was asked to develop one presentation for
the lenders the group was inviting in for a preview.
However, the presentation was not used as it was not
appropriate for lenders or farmers.

The group decided to put the equity drive
presentation together themselves. While thistook a
lot of the group’ stime to put together, it enabled
them to take ownership of the presentation and know
exactly what wasin it. This made the presentations
at the equity drive meetings go alot smoother
because the group was knowledgeable about the
content of the presentation.

Thefirgt group of equity drive mestings was
coordinated by the Board, advisory committee, and
employees. The meetings were scheduled to occur in
short period of time as spring planting season was
fast gpproaching. These meetings required
congderable member time to plan and attend.
Looking back the group decided that they should
have scheduled more of the meetings a earlier dates
and offered amed instead of company product
samples.

The second round of equity drive meetings
took place in the summer months after planting,
haying, and whest harvesting were complete. The
group decided to hire atemporary part-time person to
coordinate and organize the second round of
mesetings. Money paid into the membership fund by
the stockholders was used to fund the temporary
coordinator position. Fortunately, a person fitting the
job description was available and has proven to be an
integrd part of AlmaFarm Fresh Meats. This person



offered alot of good ideas and observed things that
the Board and advisory committee missed. It aso
provided relief and time off for members of the group
as they could delegate some of the duties they were
adl doing voluntarily.

Many lessons have been learned from the
experience. The saven members of the Board of
Directors were actudly the ones that took on the most
respongbility asthey are the only ones dlowed to
actudly sdl the shares. This has stretched them out
because they had to dedicate alot of their time.
Looking back it might have been better to have more
Board members. With only seven membersthey
could not hold as many equity drive meetings as they
would have liked because there weren't enough
people to conduct more meetings. Additiondly,
some Board members did not fed comfortable
talking in front of groups.

Looking back there are alot of things that
could have been done differently, but thisisthe first
time any had been through the process of building a
new company or conducting equity drive meetings.
Members of the group would probably be good
advisors to share their experiences for someone ese
interested in the doing asimilar group project. This
group was not afraid to seek out professondsto help
them turn in the right direction and they have along
list of people to thank once this project reaches
completion. However, onefind note of advice...
Make sure the conaulting firms you hire are familiar
with the topic you are investigating!

Ethanol Profitability Outlook
(the® Crunch™)

Joe Parcell, Assstant Professor, Agricultura
Economics www.va ueadded.missouri.edu
Melvin Brees, Extenson Associate, Agricultura
Economics

Summary:

The 9x-month ethanol forecast indicates
declining ethanol profitability. Increasing corn prices
and decreasing fud prices are the reason for the
crunch gpproaching historica averagelevels. The
ethanol profitability outlook is greetly changed from
the October stuation and outlook for crunch
profitability. Should corn prices continue to creep up
and fuel prices continue to drop by more than the
seasond trend, profitability in ethanol production

could go below the long-term average breakeven
ratio.

Background

Production costs of most commodities are
relaively fixed over ashort period (3-6 months).
Unlike these commodities, ethanol productionisa
flow process in which costs and revenues are
congtantly changing. Therefore, an ethanol forecast
must consider costs, aswell as output co-product
prices, while a crop forecast only considers prices.
Profitability in ethanol production isforecast usng a
combination of historical data and Satistical models.
Ethanol processing isfocused on one cost center:
corn and two vaue centers. ethanol and didtillers
dried grains (DDGs). “Crunch” isthe spread between
the vaue of ethanol production outputs and the cost
of ethanol production inputs. In crude oil processing,
itisknown as“crack,” and in soybean processing
“crush” isthe term used.

The forecast values are industry averages for
the Midwest. A crunch yield of 2.75 gallons of
ethanol and 17 pounds of DDGs per bushel of corn
processed is assumed. All other costs associated with
the crunch are assumed to be fairly congstant. While
other costs do vary, corn, approximately 70 percent
of the per galon cogt of creeting ethanal, isthe
primary cost center for ethanol production. State
subsidies vary gresatly across states, so they are not
taken into account.

The crunch ratio, DDG prices, and hiorica
and forecast ethanol prices are discussed. Combining
the expected vaue of inputs and outputs provides for
an gpproximation of the crunch, agood indication of
ethanol production profitability. The gpproximate
breskeven crunch ratio (considering corn asthe
variable input and ethanol and DDGs as the output) is
1.8. Thus, vaues below 1.8 indicate anegative return
and values above 1.8 indicate a positive return.

Note These forecasts are averages and may vary by
individual plant, due to location and technology used.
State-level ethanol subsidies are not considered. This
information should only be used to assess trendsin
profitability over the next six months.

The Crunch Outlook
Ethanol

The graphic to the right represents the
historicd and forecast cash ethanol value for a



location in the Midwest. Higtoricdly, ethanol prices
have been quite volatile,

Changes in gasoline supply-demand factors,
e.g. OPEC supply controls or seasona consumption
trends, affect ethanol, a close subgtitute for gasoline.
Over the past three years, ethanol has been priced
relatively high to historical averages. Ethanol prices
are expected to follow seasona trends over the next
severd months. Although ethanal prices will
probably wesken dightly, thisis only one chapter in
the revenue sory.

Distillers Dried Grains (DDGs)

Monthly Historical and Forecasted DDG Price
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The graphic to the left represents the historical and
forecast DDG vaue for the Midwest. DDG prices,
which follow corn and soybean med prices, are
projected to hold steady over the next few months,
and decline due to seasond factors. DDGs and
ethanal are the two primary vaue centers of ethanol
production. If acorn price increase causes higher
input codts, it will be absorbed by an increase in the
vaue of DDGs, because DDG prices and corn prices
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tend to move in the same direction. And, now for the
rest of the story....

The Crunch

Itiscritica to think about both revenue and
cost centers when consdering ethanol profitability.
The graphic to the right is the historical and forecast
profit ratio for ethanol production. Thisratio is
computed by dividing the weighted average ethanol
and DDG vaue from one bushe of corn by acorn
price for the Midwest. Thisratio indicatesthe leve of
prafitability in ethanol production.

The three-year average is around 2.35. During
this three-year period, record fud prices have been
observed (2000-2001) and a war-related increasein
fuel prices occurred (Spring 2003). These factors, in
addition to low corn prices since 1998, have alowed
for rdaivey good profitsin ethanol processng. The
mid to late 1990s was a different story. The grain
price increase in 1995- 1997 pushed profits below
bresk-even leves.

The sx-month forecast indicates above profits
declining to near to a breskeven leve. Potentid
world demand for U.S. corn is outpacing the record
U.S. corn crop, keeping input costs up.  The ethanol
price continues to be relatively strong, but is
weakening and following seasond patterns. A
portion of the crunch ratio change is because of the
seasondity of supply-demand factors for corn,
DDGs, and ethanal (see figure to the Ieft). The
beyond six-month out forecast looks stable, as
ethanol prices should bump up during the summer
months and corn prices ook to the 2004 crop for
direction.

Websites of Interest

Agricultural Marketing Resource Center
WWW.agmrc.org

We come to the Agricultura Marketing Resource
Center -- your source for vaue added agriculture
information! Please vist our generd information
categories listed above, or jump to the commodity
you are interested in. Under each commodity are
subcategories of value added projects with
additional specific resources and case studies. Emall
us with any question or concerns you may havel
Agriculture Online
http:/AMww.agriculture.comy/

The place for successful farming




OUTREACH & EXTENSION

UNIVERSITY OF MISSOURI
LINCOLN UNIVERSITY

Missouri Value Added Development Center.
Contact ustoll free at 877-VALUADD (877-825-
8233), e-mail ValAdAg@missouri.edu, or on the
World Wide Web:
http: //agebb.missouri.edu/valueadded/

University of Missouri, Lincoln University, U.S
Department of

Agriculture & local University Extension
Councils Cooperating.

University Outreach and Extension does not
discriminate on the basis of race, color, national
origin, sex, religion, age, disability or statusasa
Vietnam-era veteran in employment programs

Missouri Vaue Added Devel opment Center
143 Mumford Hall
Columbia, MO 65211-5200

Funding for the Missouri Vaue Added
Deveopment Center and Agricultural Business
Counsdorsis provided by the University Outreach
and Extension and the College of Agriculture, Food
and Natural Resources

Feel freeto use any of thismaterial in your
publications.

Upcoming Events

Y ou have an upcoming event? Post it here. Just e-
mail Amanda Carazo carazoa@missouri.edu

Please include the activity name, date, time, your
group or organization name and a contact name and
number for more information. Y ou can check and
see what is going on dso by login on to the Site.
Thank youl

http://val ueadded.missouri.eduw/calendar.asp




