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Ethanol’'s Rapid Grc

Historic U.S. Annual Ethanol Production
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Ethanol Grows Where Corn Grows

Existing & Planned U.S. Corn Processing Plants

Blue = Operating

Red = construction

Green = planned

Pink = Expansion of Existing plants




Hogs Grow where Corn Grows

\% Hogs and Pigs - Inventory: 2002

United States Total
60,405,103




Ethanol Corn Use Projections

& CARD, ISU Nov. 2006 (www.card.iastate.edu)
11.2 billion bushels by 2015 (+20%)

& FAPRI - Missouri (FAPRI July 2006 Baseline)
Corn Use for ethanol 3.45 billion bushels by 2010/11

& Robert Wisner, Towa State University 2006
Corn use for ethanol 3.5 billion bushels 2008/09

& U.S. Corn Production
2004 2005 2006
Billion Bu.: 11.8 11.1 10.7



Feed Price Projections

& CARD, ISU Nov. 2006 (www.card.iastate.edu)
$2.56/bu - $5.43/bu.
Soymeal Price $92.7/ton - $160/ton

& FAPRI - Missouri (FAPRI July 2006 Baseline)
Corn Price $2.64/bu
Soymeal Price $160.56/ton

& Robert Wisner, Towa State University 2006
Corn Price $2.90/bu - $4.10/bu
Soymeal Price $162 - $174/ton

& All account for acreage, yields, rotations,
expansion in one form or another.



Price Projections Becoming

Reality?

Dec Corn Futures
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A warm January in a global warming climate?



First, Let's Gain Some Perspective on
What Higher Corn Prices Mean to the
Hog and Pork Industry.




Perspective on Corn Prices and Feed Costs

@ Corn is a Minority Share of Total Costs.
Approximately 35%

A doubling of corn prices results ina 35%
increase in costs of production.



Corn Price is 35% of Total Costs

@ Hog Assumptions (NRC, multi-ration phase fed diets )
Wean 10 |b - Finish 260 |b (2.7 ADG grow/finish)
Corn 9.09 bu (509 Ib)
Soybean meal 104 |b

Ration Cost Weaner - Finish

Hist. Price Max Price Min Price Most Likely
($2.15/$192.48) ($5.43/$192) ($2.56/$92.70) ($3.46/$166.77)

Corn $ 19.54 $ 49.34 $ 23.26 $ 31.45
SBM $ 10.01 $ 10.71 $ 482 % 8.67
Total $ 29.54 § 60.05 § 28.08 § 40.12
% Change Feed Cost 103.26% -4.95% 35.79%
Ration Cost as Share of Total Costs 35%

% Change Total Costs 35.92% -1.72% 12.45%
Triangular Distribution 15.55%

Ration Cost as Share of Variable Costs 39%

% Change Variable Costs 40.49% -1.94% 14.03%
Triangular Distribution VAR 17.53%

DDGS Savings $ 0.72 $ 0.27 $ 0.09 $ 0.48



Perspective on Corn Prices and Feed Costs

&

& Hog Production is a Margin Business.

Capital and ROT seeks a long-run equilibrium -
Around 7-12%

Corn price increase > Hog Price Increase - ROTI
unchanged

Cost increases pass through to consumer
But less quantities of pork



Long Run Impact on Hog Prices

Farm Price of Pork Increases on Average 9.3%

From $61.01/ carcass cwt to $66.70/carcass cwt

Frequency/1000

Change in Farm Pork Price
100

Series: PPF_0
Sample 1 1000
Observations 1000

Mean 0.093141
Median 0.090259
Maximum 0.209063
Minimum -0.001570
Std. Dev. 0.042617
Skewness 0.263399
Kurtosis 2.498506

Jarque-Bera  22.04221
Probability 0.000016

0.00 0.05 0.10 0.15 0.20
Percent




Bottom Line Market Dynamics

@ Most Likely Feed Cost Increase = $10.58/head
@ Expected Hog Price Response = $14.26/head
@ Net Gain of $3.64/head for hog finishing.

¥ DO NOTHING with procurement....
....If you can survive to the long-run!



Production Management Strategies to
Mitigate the Need for Procurement




Production Management Strategies for
Mitigation

& Feeding Co-Products
of Ethanol

Two Sources of Further Information:
http.//www.ddgs.umn.edu

http.//www.porkboard.orq — Distiller Grains Conference




Ethanol Co-Product
Substitution

DDGS, Corn and SBM Prices

$350.00

$300.00
$250.00 -
P200.00 M \.»*’//AW

$150.00 {*~
$100.00 W—M

$50.00 -

dollar/ton

$0.00
6‘/6‘/6"6‘/6”&6”6”@@Qs&,&é’&@b‘°
& SlS NI N & N NS N & A

== DPDDGS —— Corn —— SBM

So Far, DDGS Follow Corn Prices.




DDGS Only Moderate
Offset for Corn

Summary of Livestock Feed Cost Impacts from Ethanol Production

Corn/Soymeal Hist. Price Max Price Min Price Most Likely Expected Feed
Price Levels ($2.15/$192.48) ($5.43/$192) ($2.56/$92.70) ($3.46/$166.77) Cost Change
$/head

Broilers $ 0.38 $ 0.69 $ 032 $ 0.49 27%

w/ 10% DDG $ 0.02 $ 0.02 $ 0.01 $ 0.02 Small Benefit
Swine $ 2954 ¢ 60.05 ¢ 72808 & 40.12 18%

w/ 10% DDG $ 0.72 $ 0.27 $ 0.09 $ 0.48 Moderate Benefit
Beef Cattle $ 200.81 $% 401.68 $% 220.04 $ 279.27 6%

w/ 40% WDG $ 69.52 $ 178.71 % 77.29 $ 111.35 Strong Benefit
Dairy $ 1,019.73 $ 1,587.75 $ 1,000.25 $ 1,218.96 11%

w/ 20% DDG $ 38.24 $ (238.11) $ (116.19) $ (120.09) Relative Protein Cost?

@ Key Considerations
DDGS Price Follows Corn Price - Change as Production Increases?
Burning DDGS in ethanol?
Fractionation impacts?
Extracting Oil?
Ethanol will do what yields the highest value for ethanol.



Production Management Strategies for
Mitigation

o

& Production Optimization With High Feed Costs
Other feed ingredients
Regional shifts over time
Finishing weight, Stocking Density, Asset Utilization,
Slaughter Weight, Grid optimization.

Can you carry more pigs to lighter weights in facility
to optimize stocking densities and increase
throughput by staying left of the inflection of the
lean growth curve?

& If This is a Global Change in Corn Prices How Much
Can We Adapt Production in the Long Run?




Summary of NO Procurement
Strategy

@& Markets revert to long run ROT in margin
industries, of fsetting need for
procurement

& Optimize Production in New Paradigm of
Higher Feed Costs.
Fits in knowledge space of industry.

Outcomes more predictable for technical
changes than market management.

What does the industry look like with ongoing
feed pressure?



Procurement Risk Management:
Prices and Quantities




Procurement Management

& Price AND Quantity

& Overview of Possibilities to Begin Planning.
Numerous situational strategies.

& Spreading is the operative word
Spread™ price and quantity risk over time.
Spread futures and forward contracts
Spread hog prices and corn prices (crush)

*Spread is often a technical term in futures trading strategies where you buy a contract in one period and sell the same asset in another period or buy one
asset in a time period and sell a related asset in the same time period. In general the idea is to maximize the gain of the transaction, but minimize it’s risk.
The present context is similar in that we're trying to ‘spread’ the risk around and gain from those actions. More simply: Don’t put your eggs in one basket.



Three Procurement Strategies

1) Hand-to-mouth procurement.
Guarantees average price.
Simple to use - goal is o minimize fransactions cost.
No advanced knowledge of forwards or futures.

The core of most decision rule contracts - grain producers actually
pay service fees for these strategies.

Can manage as throughput - no storage.
Risk exposure is primarily in grain availability.

2) Long corn hedge using futures contracts or forward contracts.

3) Trading the hog - corn crush (sell hogs, buy feed)
Last published study Kenyon and Clay 1987



Long Corn Hedge: Futures and Forwards.

Buy Corn Futures or Enter Forward Contract.
Futures are exchange traded, forwards are private party contracts.

Both offer price for delivery in future.

¢ & & 6

Forwards are more flexible
Quantities completely adjustable.
Time of delivery completely adjustable.

Terms of pricing widely adjustable (fences, floors, ceilings, moving averages,

seasonal pricing, fixed basis, variable basis, fixed price, average price etc.)
Pricing terms can be difficult to understand.
Possible to write in non-price incentives.

Much easier o use - no margins, service fees, delivery simpler.



Four Fundamental Grain Marketing Concepts
Provide Foundations for Strategies.

& Seasonals
& Basis
& Carrying costs

& Convenience Yields - what is the value of having grain on

hand and available for use versus risk of not getting grain.



Corn Seasonals

The Odds Favor New
Crop Buying.

When new crop is high,
It's really high...

— Average == =+2 std. dev. == =-2 std dev

As decision rule: “I will
buy some of my feed

needs on opportunities
in these months”




Representative Corn Basis: Dec Corn

Cents/bushel
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Representative Corn Basis: Jul Corn

cents/bushel

July Corn Basis (Omaha Cash - Futures) Del |Ve ry
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Costs of Carry

@ Physical Carrying Costs
Storage
Drying Costs
Shrink - spoilage, etc.
@ Time Value of Money

Interest costs.



What is Market Carry?

D Tul Dec/Jul
& Sample Corn Carry Year | 10/15 | 10/15 | Carry
\ : 1990 | 228 247 0.19
@ You're buying corn 1991 | 2.46 267 0.21
10/15 1992 | 2.10 2.29 0.19
1993 | 249 263 015
& DEC-J.UL Market 1994 | 218 241 0.23
Carry is $0.19/bu. 1995 | 3.28 | 3.33 0.05
1996 | 287 3.01 0.14
& Suppose Cost Carry 1997 2.90 3.07 017
also is $0.19/bu. 1998 | 227 2.50 0.23
, 1999 | 199 223 0.23
& What should youdo in  [Zoo0 [ 207 | 222 0.25
a 1995 Cr'op year'? 2001 2.06 2.32 0.26
| . 2002 | 254 2.66 0.12
& What should youdo in [z003 | 217 231 0.5
a 2005 crop year? 2004 | 2.07 2.31 0.24
2005 | 2.04 2.31 0.27
2006 | 3.17 3.34 0.16
Ave. | 2.41 2.60 0.19




Carry Helps Make The Futures
Versus Forwards Decision.

D | |
& Sample Corn Carry year | 10715 | 10/f5 | “Carny
: 1990 228 247 0.19
& You buying corn 10/15 1991 | 2.46 267 0.21
® DEC-JUL Market e 7 B
Carry is $0.19/bu. 1994 | 2.8 241 0.23
. 1996 287 3.01 014
also is $0.19/bu. 1997 | 290 3.07 017
) 1995 _ BLIY JU'Y 1998 2.27 2.50 0.23
) 1999 1.99 P 023
futures corn in 2000 | 207 232 0.25
chober‘. 2001 2.06 2.32 0.26
| 2002 | 254 2.66 0.12
& 2005 - Buy cash corn [z003 | 217 231 0.5
in October 2004 | 207 231 0.24
) 2005 2.04 2.31 0.27
2006 317 334 0.16
Ave. | 2.41 2.60 0.19




Convenience Yield

@ Value of supply assurance.
@ Equal transaction cost of futures delivery?
@ Varies dependent on stocks/use ratio.

& Maximum is difference between market

price and breakeven profit level.



Forward Contracting Possibilities

Christensen Family Farms - Corn Contract

File Edit Vew Go Bookmarks Tools Help

<Z| - Eb - :’_: |§1 @ !|:| hittp:/jwww. christensenfarms. com/subsection.asp?id=232 vi O e i.rg'

| | Windows Update | | Windows &2 UM Reports Login &3 Prompt | | My WebCT M MapQuest.Com Maps... | | Course Outline 9 Intellicast's 10 Day F... ﬁ Key Graph 1 EFFECT... | | Population Clocks

CHRISTENSEN

CF CORMN PRICING

Resounces Hearm FunFacts : Hunery?

CASH PRICES

SLEEPY EVE MILL
CLIENT LOGIN
IOWA FALLS MILL

Agout Us CF Sl Conract Us CAREERS CF Topay

(3L Corn Contract Options

CF Pressroom

Market your grain to Christensen Farms and

Industry New=  Cargill and receive personalized grain ' '
crevents Marketing assistance and access to our
e proprietary marketing tools designed to help ADVANTAGE

sieepy Eye mill - @Nhance your marketing efforts.
i Contact Your Grain Marketers:
Corn Prices

Jowa Falls iy 1N @ddition to the on-farm marketing expertise that grain

producers will receive through this new partnership, they will

-+ Corn Contract Options  have access to end-user delivery markets in Iowa Falls for
both their corn and soybeans - Christensen Farms for corn, = Doug Lund - Minnasota
Cargill for soybeans.

= Lori Melsen - Towa

% Ralph Frizsen- Towa

These marketing tools target grain producers within close
proximity to both end markets in Iowa Falls, including Hardin,
Franklin, Butler, Hamilton, Wright and Grundy counties.
Grain marketers Lori Nelsen and Ralph Friesen have begun
working one-on-one with grain producers to provide on-farm
marketing expertise and explain each of nine different
customizable marketing tools available to include in a
complete grain marketing plan. More information »

Featured Marketing Tools

Grain Bin Program
Pay less for your grain bin

ADVANTAGES

* Bin storage on your farm
+ Relief from harvest delivery pressure

#* Select bin size and dealer of yvour choice

Pacer

Done

Inbox for bbuhr @um. .. Microsoft PowerPoint [ 7 Microsoft Excel nsen Family F...




Cargill AgHorizons Has Solutions

File Edit WView Go Bookmarks Tools Help

=—e 9 8¢
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AgHaorizons Marketing Agriculture £ ¥
US Risk Management Tools | Canadian Risk Management Tools
Basis Pacer™ Family Premium Forward™ Maurketing Termns
Crop Failure Protection Pacer Preminm Offer™
Floor Phus™ Pacer Accunmlator™ Premium Plus™
Minimum Price Pacer Cap™ Priced Purchase
No Basis Established Pacer Floor™
No Price Established Pacer Plus™
Pacer Plus Ultra™
Pacer™ Target
Pacer™ Ultra
This marketing alternative overview has been prepared to help you identify the marketing alternatives offered by
Cargill, along with the ady and disady of each Cargill has wused its best gfforts to provids you with
this usefil and helpfil iformation. However, we cannot guaranites that this contract alternative will function in
the same way i each and every situation, and iformation which may be accurats for one farmer, may not
necessarily prove to be accurate for another. Thersfors, we do not make @y warranty or guarantss as to the
accuracy of ary of the byformation as it is applied in a particular marksting stratsgy. Entering bato any of the
transactions outlined i this presemtation will not result bryour opening a futures accowit with Carglll or
otherwise, nor will you obtain a futurss position. The only futures position relative to any tramsaction, if ong exists,
will be held by Cargill This and other contracts may employ the futures market as a gram pacing mechanism, but
the contracts described are not, themselves, futures comracts.
P;_m;amq | Pi,‘;lm = o Our | GeneslNews | US. Medis
Cargill
AgHgorizons | Cargill Home
Home “

Done

Microsoft PowerPoin cornfutures




Forward Contracts Offer Non-
Price Provisions

& Price structures based on situations = service.
T just want the average price"”
"I think the market's going up, but have bills to pay”
"I want managed marketing.”

These are not readily available to the corn grower in
the open market, they can be provided as a service.

& Offer non-price incentives
Grain bin programs - shared storage costs

Manure credit - especially with corn-on-corn
rotations.

Shared crop insurance premiums for pre-
harvest marketing.



Hog/Corn Crush The
True Spread

@ Sell hogs and buy corn.
@ Cost-plus contracts are a form of hog/corn/soy crush.
@ CBOT/CME estimates 1 short lean hog for 2 long corn contracts.

@ Kenyon and Clay, 1987 JOFM showed can smooth profit margins and
slightly increase returns with hog/corn spread.

@ CME/CBOT offer joint clearing with SPAN which determines risk
of position and calculates margin requirement so would be cheaper
than executing on two separate exchanges.

& Ofther Relevant Issue is that Packer Contracts Represent the Hog
Leg of the Crush.



Conclusions

@& Not in Panic Buying Mode
In margin business, long run ROT prevails

Re-imagining production in an environment of higher
feed costs.

Substitution is key
& Forward Contracts are Superior Procurement
Strategy
Flexibility in all aspects of price and delivery.
Non- price provisions - especially hooks.
& Need to Develop Procurement Plans to fit
Situation. As Ed Usset says:
Be PROACTIVE not REACTIVE not OVERACTIVE




Thank You



