


Commentary

Local ownership of biofuel yields
greatest benefit for rural America

Editor’s note: The Institute for Local Self Reliance’s mission is to
provide innovative strategies, working models and timely
information to support environmentally sound and equitable
community development.

i he history of biofuel production is one of

¥4 local ownership found and then lost. After the

§ carly industry ascent and crash in the 1980s,

w» and the resulting domination by wet mills

owned by Archer Daniels Midland (ADM)
into the early 1990s, a third era in the ethanol

industry emerged, with farmer-owned ethanol plants. Initially

very small, these plants expanded as corn farmers profited

from investing in a green business, for which they grew the

feedstock and the fortunes of which rose as corn prices fell.

It was a symbiotic relationship, marrying renewable energy
with agricultural and rural development policy and bringing
significant economic benefits to the investing farmers and
their communities.

Up until 2003, these plants owned by farmer cooperatives
and LLCs were the mainstay of the industry. About half of all
ethanol refineries and up to 80 percent of all new ethanol
plants that year were majority farmer-owned.

Then, in 2006, a combination of rising oil prices and a
rapid phase-out of ethanol’s octane-enhancing alternative,
MTBE, led to soaring profits in the ethanol industry, catching
the eye of Wall Street. The entry of investment firms resulted
in dramatic changes in the industry. Wall Street firms built
large, absentee-owned ethanol plants with highly leveraged
dollars.

These plants dissolved the traditional relationship between
farmer and ethanol producer, erasing the hedge advantage —
where farmer-owned ethanol plants benefited if
corn prices were low or high — and the connection between
value-added agriculture industry and sustainable rural
development. Wall Street, unlike farmers, was more interested
in the short-term appreciation of its capital investment via
quick sales of new plants, rather than long-term dividends
from producing ethanol.

The entrance of Wall Street conferred one advantage,
however. It brought the political power needed to pass an
ambitious Renewable Fuel Standard that called for 15 billion
gallons of corn ethanol by 2015 and for an entirely new
cellulosic ethanol industry to produce at least 100 million
gallons by 2010.

But at the beginning of 2009, plummeting oil prices and
still relatively high corn prices curbed Wall Street enthusiasm
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and led to a wave of acquisitions, industry concentration and
plant closures. At the same time, federal incentives and
mandates have attracted substantial investment in ethanol
produced from new, non-food and cellulosic feedstock.

The time is right to redesign public policy to re-establish
the intimate and beneficial linkage between energy and
agricultural objectives that was present in the early years of
this century. To achieve this, the federal government should
redesign the federal biofuels incentive in the way Minnesota
did 20 years ago.

Minnesota converted a pump credit similar to the present
federal incentive into a direct production payment for each
gallon produced by an in-state plant up to 15 million gallons a
year. The incentive lasted 10 years. That policy intentionally
fostered small-scale plants that lent themselves to farmer
ownership. It also led to increased competition and innovation
for many producers.

The current federal biofuel tax credit, unlike the Minnesota
incentive, favors large-scale plants. Ethanol plants are
increasingly large and the average size of an absentee-owned
ethanol plant is twice that of a locally owned one: 62 million
vs. 37 million gallons.

Most recently built plants have a capacity of 100 million
gallons or more per year. The economies of scale in ethanol
plants larger than 30 million gallons are very small and any
cost reductions are unlikely to appear at the gas pump. In a
report, “Rural Power,” ILSR found these savings to be less
than 6 cents per gallon.

Encouraging modest-scale production facilities will not
raise prices at the pump, but it will encourage local ownership
through cooperatives or other business forms and will
dramatically increase the economic benefits generated in the
communities in which the feedstock is cultivated or harvested.

Given two identically sized ethanol plants, a locally owned
plant provides a 10- to 30-percent greater economic impact in
its community than an absentee-owned plant. Unit price
scales with size (to a point), but economic impact scales with
local ownership.

The federal credit for biofuels should be redesigned to
have two tiers: a higher direct payment to smaller, majority
locally owned plants and a lower payment to absentee-owned
larger plants commensurate with their social benefits.

— By John Farrell, Research Associate
Institute for Local Self Reliance (ILSR) H
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. VR Global market
ﬁ;i ' expansion is forcing

a'j cooperatives to draw
upon historic strengths
to resolve

contradictions and problems emerging
from modern supply-chain marketing.
One expectation associated with supply-
chain economics is that greater
efficiency and coordination will result
from reducing conflict within the
supply chain. “A frictionless
marketplace” will emerge from a
smoothly functioning, logistically
optimal supply chain in which partners
share a common customer focus

(Wysocki).
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of global supply-chain economics

This idealistic, optimistic vision
obscures how intense competition and
even market failure remain persistent
features of the marketplace, challenging
cooperatives to protect their assets,
producer-members and customers.
Global retailers such as Tesco,
Carrefour and Wal-Mart are battling
for market share within China, India,
South America and the privatizing
economies of Russia and Eastern
Europe. Projections from 2007 suggest
that these emerging economies will
grow three to five times faster than
Europe, North America and Japan,
according to Michigan State University
Professor Thomas Reardon. Growth
potential on this scale has triggered a
competitive struggle Reardon regards as
“fierce” — a struggle invariably with

cooperative ramifications, the topic of
this article.

The August 2008 food-poisoning
crisis in China, caused by the addition
of melamine to milk supplies,
profoundly impacted New Zealand
dairy cooperative Fonterra, revealing
some of the risks of being a “first
mover” or early market entrant.
Motivated to form a joint venture by
the prospect of becoming China’s
leading dairy producer, Fonterra
assumed a 43-percent ownership stake
in Chinese milk distributor Sanlu in
2005.

The Chinese dairy industry was only
partially industrialized, by Western
standards. Agricultural norms, values
and processes understood in a Western
context did not come “packaged” along



with new processing technology.
Squeezed by inflation and government-
imposed price limits, farmers realized
the importance of reducing costs and
maximizing profits. Less apparent
within China was a clear understanding
of industrialization’s goal of meeting
consumer needs even before they are
articulated.

California co-ops initiate
value-added strategy

Within the United States, Upton
Sinclair’s pro-socialist novel, “The
Jungle,” helped reform capitalism early
in the 20th century by encouraging
greater public awareness and
accountability for food safety. The
legacy of hacienda production — large,
Spanish-influenced estates or
plantations — enabled California to
industrialize agriculture several decades
before the rest of the United States.
Hallmarks of industrialization — such
as a business attitude toward farming,
contract production, large-scale
mechanized farming and organization
for export markets — were evident by
1910 or 1920.

In 1923, California attorney Aaron

Sunsweet's PlumSweets are helping the co-op target a new,
younger demographic. Facing page: Berry co-op Naturipe
has become a year-round fruit marketer. Photos courtesy
Sunsweet and Naturipe

Sapiro drew the outline of the
contemporary value-added cooperative
by summarizing the attributes that
made cooperatives, such as Sunkist,
Sun-Maid and Sunsweet, successful. He
saw cooperatives bringing order to
chaotic markets by preserving a
commodity so that it could be released
on the market gradually, not dumped at
harvest. Yet, Sapiro’s market-driven
emphasis — he did not consider a
product marketed until it was actually
sold — was not completely understood
by farmers who pinched pennies to
keep their farms going.

The Spartan outlook of economist
Edwin Nourse resonated with such
farmers. Why did so many cereal
brands exist in 1922, Nourse asked,
when he found that his own brand was
perfectly adequate? He concluded that
brand proliferation and advertising were
opportunities for food manufacturers or
middlemen to ladle monopolistic profits
or surcharges on to the price of food.

Cooperative marketing — stripped
of such excess and established on a
straightforward, cost-of-service basis —
appeared to be more transparent and
conducive to revealing a true supply-
and-demand-
determined price.
Other economists said
that excessive
marketing costs seemed
to be the result of too
many middlemen
competing against each
other at a time when
farmers seemed to be
getting less than their
fair share of the retail
dollar.

A culture of marketing
conservatism was
endorsed within the
1971 edition of

“American
Cooperation,” which
proposed that the
introduction,

promotion and
advertising of so-called
“new foods” did little
more than add to the

cost of food. “There are really very few
really new products, with frozen orange
juice, instant mashed potatoes and now
a new fried milk curd product being the
only really new products,” it said. Not
until value-added potential emerged
from Midwestern crops such as
sugarbeets, grains (identity-
preservation) and corn (ethanol) in the
late 20th century did Midwestern
producers (other than dairy or pork
farmers) become as “market driven” as
had California specialty crop producers
some 50 years earlier.

This pattern suggests that values and
norms emerge from a local context; it is
difficult to import them from one
context (e.g., the West or California) to
another.

Technological and infrastructure
requirements for rapid industrialization
complicate the development of new
values and behaviors when norms and
standards cannot be transmitted or
imposed from the “outside.” During the
melamine crisis, Chinese milk tests
were unable to differentiate between
chemical or man-made protein and
natural amino acids. The Washington
Post reported that dairy cows were new
to Chinese farmers; they did not know
how to feed and care for them (October
20, 2008).

In 2007, an economic team led by
Dr. Jikum Huang concluded that the
spot-market exchange routinely used by
Chinese apple and grape growers did
not generate the transaction trail
necessary for a successful trace-back
system. Contract marketing and
extension services were practically
nonexistent.

Market failure challenges
Another challenge for cooperatives is
market failure: could it limit or render
ineffective what cooperatives are doing?
Market failure has been defined as
market deviation from the ideal. Yet,
“the new economic paradigm for
agriculture accepts some imperfect
competition [or market concentration]
in the food and agriculture sector for
the sake of economic efficiency,
technological progress and rising living
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standards” (Persaud and Tweeten 2002).

For this reason, aligning the incentives
between different components of the
supply chain has perhaps been
emphasized more as a collective
marketing strategy in recent years than
the potentially adversarial — but still
traditional — cooperative role of
correcting or compensating for market
failure.

Nonetheless, both subtle and
spectacular examples of market failure
continue to exist. In May 2007, CHS
President and CEO John Johnson told
this writer that: “Emerging markets
offer growth, but also significant risk
because the sources of demand and
supply are not clear.” This comment
seems prescient, considering the
situation with
melamine in

vulnerable producer groups. The
burden of adjusting to agricultural
industrialization fell hardest on small
producers in the United States because
they were the largest producer group
for most of the 20th century. Small
Chinese farmers will likely absorb the
impact of the melamine crisis because it
is easier to control or monitor a small
number of large operations for food
safety compared with the fragmented
supply chain these producers represent.
Reardon anticipates that, as global
retailers spearhead the process of
consolidating, integrating and
modernizing fragmented, traditional
supply chains, they will develop private
standards of product quality and safety.
At this point, private standards mainly

The Thomas family harvests blueberries, which will be marketed
through their co-op, Michigan Blueberry Growers. Photo courtesy
MBG; Close-up of berries, photo by Rufus Isaacs, courtesy Michigan
State University

China.

One of the consequences of the
fierce competition among retailers is
that suppliers may be “de-listed” for
failing to provide the continuous
leadership in market development and
procurement demanded by the chains.
"This is an example of how Reardon
expects long-term supplier bargaining
power to decline as the chains become
more concentrated.

Coming to terms with monopolistic
elements in the economy is an
important challenge for agricultural
economies in transition and for
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reflect produce size, color, blemishes
(or other damage) and foreign matter,
not necessarily safety concerns.
Competition between supply chains
based on private standards is expected
to replace competition between
individual firms.

Private standards compensate for
spotty enforcement of public standards
within emerging markets. For the
burgeoning number of emerging
market consumers with middle class
incomes, private standards will resolve
the inconsistency between loose
standards for local consumption

compared with tighter export standards.

Co-ops can help build
trust in marketplace

Fundamentally, Sapiro’s orderly
marketing norm facilitated producer
trust in market exchange based on the
kind of market knowledge — the
commodity grades and standards
developed by cooperatives — that have
become the basis of contemporary food
safety and security (Hogeland,
forthcoming report). Contemporary
consumers are not unlike the producers
of the early 20th century who needed to
know how their fruit was graded and
how different grades compared in value
before they could have confidence in
the market. Lack of trust in market
exchange causes significant economic
underdevelopment, according to
economist Kenneth Arrow. Cooperative
norms or values can compensate for
such mistrust and allow markets to
develop.

Product identity standards protect
consumers from fraudulent or deceptive
practices; grades categorize
commodities according to economically
significant attributes. Both reduce the
transaction costs of commodity markets.
Reardon notes how grades and
standards are emerging as a tool for
product differentiation and market
segmentation. Companies are now
positioning themselves by product
attributes.

Process-control technology now
provides information on how product
attributes and outcomes, such as calorie
reduction or organic production, are
biologically created and maintained in
the sequence of production. The
process begins with plant genetics, then
cultural practices, inventory, handling
and on through processing. The result
is a more substantive basis for
nutritional claims and food safety trace-
back programs.

Being innovative and a trend-setter is
a particular focus of MBG Marketing,
“The Blueberry People,” 300-member
cooperative headquartered in Grand
Junction, Mich. As the world’s largest

continued on page 42



Michigan Blueberry Growers'
(MBG) membership of 300
producers represents a
combination of both very small
and very large growers. Director
Allen Miles, a large grower,
chose to become a MBG member
because the cooperative was
more cost-effective than using a
broker or other sales force.

The cooperative operates on a
cost-plus basis. MBG is not a “for
profit” company, but is a “for
grower” company. MBG also guarantees that it will sell
every blueberry a member produces — this
is the cooperative as the proverbial “home
for the growers’ product.”

“MBG is more than just a home, it's a
support system!” stresses Director Pat
Goin. She and her husband, members
since 1980, represent small producers. “If
you want to be a quality producer, MBG is
interested in you,” she says.

The cooperative fosters strong support
from growers through a member horticultural
program which Goin calls “phenomenal.”

Rapid payout after harvest promotes enthu-
siastic member commitment to marketing

their entire crop through the co-op. All
members undergo an audit each year,
choosing among a PRIMUS audit (requiring a
crew trained in food safety and hygiene), a self-
audit, an MBG audit, a GlobalGAP (non-genetically
modified organisms) for European export, and an
AIG (or American Institute of Baking) audit. MBG
approves processing facilities according to a
“Process 2001” Program, which requires use of a
Food Safety and Quality system.

By “providing a home for the growers’ product,”
cooperatives risk excess inventory accumulation
when markets mature or harvests are
overabundant. Prolonged inventory carryover has
undermined marketing boards that operated on a similar
principle of storing product until prices rose.

American cooperatives have the option of restricting
membership (closing the cooperative) when challenged by

St
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popular with consumers.

Members of the Wassink family check their
blueberry crop (top). Sunsweet’s PlumSmart
Light juice and Sunsweet Ones have proven

oversupply or stimulating demand.
Choosing the latter, Sunsweet
recast prunes as a “candy-
nutrient” by individually wrapping
perfect, moist prunes in
cellophane, making them a
“snack-on-the-go” branded as
“Sunsweet Ones.” The product
launch was supported by a
$500,000 Value-Added Producer
Grant (VAPG) from USDA Rural
Development.

In 2007, Sunsweet began
marketing a light, low-calorie version of its PlumSmart®
juice product, aided by a $300,000 VAPG from
USDA. PlumSmart Light is made from fresh
prune plums which normally are less visually

appealing than the varieties grown for
fresh markets. Made from fresh plums,
PlumSmart Light is cost-efficient because
growers avoid the expense of drying fruit.

PlumSweets — dark chocolate-coated

prune bits introduced by Sunsweet in 2005

— are an imaginative product far removed
from the stodgy compotes and stewed
prunes of Nourse's day. PlumSweets satisfy a
sweet craving and add an extra dose of
nutrition through the reputed antioxidant
power of dark chocolate.

Younger consumers are the target
market for this product. Through “slicing and
dicing” the market, as economist Joe Coffey used to
say, the catch-all category of “consumers” can be
mined to reveal highly specific attributes and wants.
Sensitive to another category of consumers,
Sunsweet introduced “60 Calorie Packs” in 2008.
Both PlumSweets and the “60 Calorie Packs”
received VAGP support from USDA.

Because the PlumSmart line represents prune-
plums as snacks, nutrition-on-the-go, or food with
specific nutritional claims, it requires advertising to

engage consumer attention and interest. These
products cannot just sit on a shelf. New product
development — making a market — is the contemporary
justification for providing a home for the growers’ product.
— By Julie Hogeland

ik "
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Potato co-op
achieving mission
to bring some
stability to market

By Stephen Thompson,
Assistant Editor

n the fourth
anniversary of its
tounding, United
Potato Growers of
America is successfully
carrying out its mandate. It is
protecting its growers from market
volatility — not by focusing exclusively
on restricting their production, but
most importantly by giving them the
information they need to make good
decisions.

In 2004, potato farmers were facing a
crisis. They were used to a rather
unique way of doing business: an
average of three out of five years they
would lose money on their crops. Two
of those years they’d make enough
money to make up their losses and turn
a profit.

Although it wasn’t an ideal way to do
business, many producers managed to
prosper. But then things started to go
south. Potato consumption fell, in part
because of the popularity of low-carb
diets. Prices fell, too. Potato farmers
started looking for a way to stabilize the
market.

The result was a new national
growers’ cooperative (featured in Rural
Cooperatives in the March/April 2004
issue, shortly after it was formally
organized at a meeting in Washington,
D.C.). Idaho potato grower Albert
Wada, the founding board chairman of
the co-op, had started United Fresh
Potato Growers of Idaho the year
before. He thought the best remedy for
the huge market fluctuations was to
form a federation of state co-ops that

8 Fanuary/February 2009 / Rural Cooperatives

would work to better balance supply to
demand.

Wada’s idea was embodied in the
“United We Stand” program, which
sought to better target production for
market demand much the same way
U.S. dairy farmers have achieved.
Central to the plan was improving
communications regarding market
conditions and local growing conditions
between members and their state co-
ops, and between the state
organizations and the national
cooperative.

Using the information gathered, the
program called for withdrawing a
calculated percentage of acreage from
production, if necessary. If that didn’t
do the trick, the next step would be
restricting harvests. To make the
program work, the cooperative would
need a “critical mass” of farmers in each
potato-growing region of the country.

Substantial progress
Today, United Potato Growers has

succeeded in making potato growing
profitable again, but it has managed to
avoid taking formal post-planting
actions to decrease supply. Instead, says
current President and CEO Lee
Frankel, most of its success is the result
of educating growers to be better
businessmen and giving them the
market information they need to make
the right decisions.

“Our plan has shifted from
exclusively reducing acreage to defining
the market,” says Frankel.

Board Chairman Allan Floyd helped
found the co-op’s Pacific Northwest
affiliate, United Fresh Potato Growers
of Washington/Oregon. He puts it
another way: “It used to be people just
planted the crop and hoped for the best.
Nobody knew what the total
consumption of potatoes was.”

Now, he says, for the first time
growers have an accurate idea of supply
and demand, and can choose how much
to plant using that information. “We’ve
all dropped acres, because we were just



growing too many potatoes,” he says.

Key to the co-op’s success is its
ability to gather and analyze potato
market information. This data is
gathered from growers, government
agencies (such as the USDA National
Agricultural Statistics Service), potato
shippers, the food industry and other
sources. The national co-op then
generates a market analysis.

Using these data and the analysis
developed by the national co-op,
members meet and decide informally
on how many acres to plant that year.

Frankel says that some of the acreage
reduction has come about through
buyouts and mergers, some of which
combine different customer bases and
thus allow for more marketing
flexibility. He notes that members of
state co-ops sometimes informally trade
planting “rights.”

Gauging the market accurately
Having accurate market information
also allows the co-op to use surpluses in

one area to fill needs in others. “Last
fall we identified in advance an excess of
red potatoes in one region,” says
Frankel. “We were able to find a home
for those potatoes with other growers
who had contractual obligations they
needed to fill.”

In some cases, delaying shipments to
market by a week or two can make the
difference between having an
oversupply and getting a satisfactory
price. At other times, when prices are
low, members have access to additional
data to help them determine if prices
will be more favorable later, allowing
farmers to reap profits.

The point is to ensure predictable
income without wild pricing swings.
Frankel says, “Our goal is normal
profits, making sure prices are even. We
want sustainable pricing levels.”

The cooperative’s effectiveness is
enhanced by its continued growth.
Membership in the affiliated regional
co-ops keeps increasing, and recently
farmers in Minnesota’s Red River Valley

P T

and in the Southwest came on board
with their own affiliated co-ops.

There’s still room for growth,
however. “I guess the definition of
‘critical mass’ is different for
everybody,” says Floyd. “We’re not as
big as I’d like us to be, but we’re getting
bigger, and our members are happy.”

Frankel says it is possible that an
oversupply at some future time could
require formally withdrawing product
from the market, according to the
original blueprint.

“We’ve had luck on our side for the
last four years,” he says. “The weather
has cooperated in keeping things on the
trend lines. We may get a year with 10-
percent higher yields, and then we’d
have to fall back on other methods.”

The current economic downturn
may bring new challenges, too. But, he
says, “So far, so good.” B
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Building a Bridg
Ownership Suce

Workers created an ESOP to gain ownership of Doucette Industries

in York, Pa. Photo by John Lebo, courtesy Doucette Industries

By Bruce J. Reynolds, Economist
USDA Rural Development

usinesses of all sizes struggle to stay afloat during recessions, with some
eventually having to close. But small, family-owned businesses can

= sometimes close even during good times for the general economy when
| the owner retires. Such closures can have a major, negative impact on a
rural community.

Whether or not these businesses continue to operate after being sold may not be a
primary concern to many retirees. If the owner’s grown children are not interested in
keeping the family business in operation, an outsider may purchase the enterprise and
decide to cease the operations there. Typical buyers of small businesses are competitors
seeking more customers and inventory. They may want to consolidate rather than
increase their business locations.
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A net loss for rural communities

Businesses that acquire other businesses will likely close
the new operating locations they’ve acquired when the cost
reduction of closure is larger than the expected loss in
revenue. This result depends on serving the same customer
base with fewer operating locations.

The acquiring business may even gain from closing
operating locations that, prior to the acquisition, were
economically self-sustaining. Yet, from the standpoint of the
local economy, this benefit for a business from closing newly
acquired locations is likely far outweighed by the costs of job
losses and less convenient service for local customers.

In many rural areas the former employees of a closed
business cannot find jobs without moving out of the area. For
local customers in rural communities the closing of a business
is often not merely a reduction in consumer choice, but a
major inconvenience when it means having to travel much
farther distances for shopping. If retiring owners care about
the survival of the business they built, they can take
preparatory steps to accomplish this result prior to their
retirement.

Worker co-ops and ESOPs can
help keep doors open when
husiness owners refire

Succession planning

An alternative to selling small businesses to competitors is
for owners to develop a succession plan as a component of
their retirement plan.

When the owners’ children are interested in keeping the
family business, a relatively simple succession plan can be
worked out. When their children or other family members
are not interested, retiring owners often neglect to initiate
the process of succession planning before they retire.

If owners want their business to survive but are
considering a sale to non-family members, succession
planning is more complex. The original owner and potential
new owners (often the employees) must have a plan for
management that will keep the business operated as
effectively as it was under its former family-owners.

Some small business owners may not be aware of potential
tax savings from selling their businesses to employees. A well-
designed succession plan is essential to transferring
ownership to employees in a way that will qualify for tax
savings.

1042 Rollover

Changes in federal tax laws in 1984 created a special
incentive for owners who sell their company to its employees.
Capital gains taxes on stock sold to employees can be
deferred by using the sales proceeds to purchase stock in
some other U.S. company. This opportunity for tax deferral
on the sale of a business is dubbed the “1042 rollover.” It
creates an incentive for proprietors or owners in a closely
held business to develop a succession plan of transferring
ownership to their employees.

The 1042 rollover has been predominantly applied to
ownership transfers under the terms of Employee Stock
Ownership Plans (ESOPs). It has been infrequently applied
to transferring ownership to worker cooperatives. One reason
for this is that many cooperative incorporation statutes
require 100-percent ownership by employees within a
relatively brief period of transition.

Accomplishing a 100-percent purchase of a company by
employees can take three to five years and be financially
prohibitive. Whether organized as an ESOP or a worker
cooperative, 30 percent of the stock must be purchased in the
first year as the minimum amount to qualify for a 1042
rollover. But ownership by a worker cooperative as compared
to an ESOP would require a larger loan, due to the 100-
percent equity requirement.

The ESOP is flexible in this regard because if outside
investors own 70 percent of a company, they can gradually
transfer more ownership to employees and take the tax
deferral on all incremental sales transfers. However, ESOPs
involve more administrative cost because of their regulatory
linkage to the Employee Retirement Income Security Act
(ERISA). Such costs include the appointment of a trustee to
administer the reporting requirements for holding employee
shares as part of their retirement plan and having an annual
appraisal of the firm’s value.

A worker cooperative is not subject to ERISA regulations,
so it is a cost-effective form of ownership for businesses with
relatively small employment and modest earnings.

Financing employee ownership

"To be an employee-owned firm, a majority share of a
company’s stock must be held by the employees. The
purchase of a sufficient amount of stock shares by employees
to establish ownership and control of a business, whether
organized as an ESOP or a worker cooperative, almost always
depends on receiving a bank loan.

Lending to an ongoing concern for transferring ownership
is usually less risky than a loan for a business start-up. Yet, a
bank will consider the amount of debt the business is
currently carrying and the effect of adding more with a new
loan for the employee stock purchase. Another risk factor for
the bank in making such a loan is how well the business will
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function under employee ownership and control.

Business & Industry Loan Guarantees

USDA Rural Development is authorized to provide loan
guarantees for lenders who finance infrastructure and
business development under its Business and Industry (B&I)
Guaranteed Loan Program (for more information, visit:
www.rurdev.usda.gov/rbs/busp/b&i_gar.htm).

The general objective of this program is to improve the
economy and quality of rural life. A B&I loan guarantee from
USDA reduces a bank’s risk to only 20 percent in the event of
default on loans of $5 million or less. When used for
employee ownership of businesses with a solid track-record
and sound plan for the future, this program saves jobs and
improves commercial and retail services in rural America.
Assisting a business that operates profitably in a given
location to continue to operate after its owners put it up for
sale fully meets the mission area objective.

Applying for a USDA B&I loan guarantee to support
employee ownership can make many businesses more
sustainable than they would be under a narrow ownership by
a single entrepreneur. A more widely distributed ownership
held by employees removes periodic discontinuity each time
a major or single owner seeks an exit strategy for retirement.

A wide range in age distribution of employee-owners can
stabilize a business from the standpoint of continuity in
leadership, experience and critical skills as retirements
periodically occur. Employees are highly motivated to keep a
business going because their jobs are at stake.

As of early 2008, only two B&I loan guarantees had been
made for employee ownership of a business. Both of these
guarantees were made to transition two family-owned
businesses into ESOPs. Both were provided by USDA Rural
Development’s Pennsylvania office. One was an electrician
service company. The other is described in more detail below.

Doucette Industries Inc.

The term “small business” is defined as a business with
less than 500 employees, which comprises a wide range of
companies in terms of employment, but also in the volume of
sales, assets and management complexity. Two examples of
small businesses in rural communities with modest holdings
of physical assets — one operating as an ESOP and the other
as a worker cooperative — are profiled in Rural Cooperatives
magazine, July/August 2007, pages 28-31 (past issues are on-
line at: www.rurdev.usda.gov/rbs/pub/openmag.htm).

Employee-owned companies are also represented in
industries with relatively complex manufacturing. Doucette
Industries, Inc. is one example. It produces a range of
standard and specialized heat exchangers for refrigeration and
air conditioning applications. It was owned by one family
until a program of employee stock purchase was started in
1993. In 2003, a complete ownership transfer to employees
was made as an ESOP company.

Headquartered in York, Pa., Doucette Industries has added
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a production location in Clearwater, Fla. It has 40 employees
with annual sales that average between $6 million and $7
million. It provides customized heat exchanger development
to meet very specific customer needs. In fact, Doucette serves
customers throughout the world. Its website provides details
on its capabilities and services (www.doucetteindustries.com).

Employee ownership in stages

Doucette Industries began succession planning in 1993
when it started a program for employee stock ownership. At
that time, a father and two sons were sole owners. When it
incorporated, company stock was divided into two classes,
with voting shares of about 25 percent and 75 percent as
non-voting stock.

The father held slightly more than 50 percent of the
voting shares. As part of their compensation, in 1993
employees began to annually receive shares of non-voting
stock.

By 2003, most of the non-voting stock, or about $2.25
million worth, had been transferred to employees. To
complete the ownership conversion to a 100-percent ESOP,
$750,000 in voting shares and an additional $ 250,000 in
non-voting stock needed to be purchased. Two separate bank
loans to Doucette Industries were necessary to transfer that
amount of stock. But banks usually require some type of
personal guarantee on loans for the purchase of equity.

The USDA Rural Development office in Pennsylvania was
contacted by Doucette Industries about financing the
ownership transfer to avoid personal guarantees. After
examining the company’s financial condition and its earnings
prospects for the future, USDA approved the B&I loan
guarantee for the larger loan.

A bridge to new generations of ownership

The employees of Doucette Industries today have more
control over their economic destiny because they have a voice
in such decisions as job reductions or plant closure, as well as
in more positive directions such as hiring and business
expansion. Creating an ESOP at Doucette Industries was not
only good for employees, but also made it feasible for the
owners to defer taxes on capital gains from the sale of their
business.

The transition of family-owned businesses to non-family
members is often a far more financially difficult process than
is the sale of firms with publicly traded stock. Rural
communities also have fewer buyers for their businesses than
those located in urban areas. In turn, a closure of a business
in rural areas often results in population losses as
unemployed workers may need to seek jobs elsewhere.

The Rural Development B&I loan guarantee program has
potential to be an effective “bridge” for making it possible for
workers to keep many family-founded businesses in operation
for the future. H



Utility Co-op Connection

Need for new baseload capacity, expanded
transmission are huge challenges for RECs

By Anne Mayberry,
Rural Utilities Programs
USDA Rural Development

ural electric

cooperative utilities

will need to double

generating capacity by

2020 due to current
and projected growth, according to a
recent report issued by USDA Rural
Development’s Utilities Programs. The
report, Rural Electric Power Generation
and Capacity Expansion, notes that
because of the significant lead time
needed to add baseload capacity, many
cooperatives are already behind the
curve.

Baseload is electricity generated 24
hours a day, seven days a week and
fueled by coal, nuclear energy and,
sometimes, natural gas.

In addition to the need to add
generation, the report sees lack of
transmission capacity as another cause
for concern. This is a key constraint in
development of renewable energy
resources in rural areas because the
transmission grid, which delivers energy
from points of generation to demand
centers, is operating at capacity.

Peak demand climbing

Peak demand for electric power is
expected to increase by more than
135,000 megawatts (MW), or 17.7
percent during the next 10 years.
Capacity is projected to increase by
only 77,000 MW, the report predicts.

Rural electric generation and
transmission (G&T) cooperatives

Estimated Dates of Insufficient Electric Power Reserve Capacities

2014

20m

203 2015

- Resources expected to be adequate until 2017

The North American Electric Reliability Corporation (NERC) anticipates that in many parts of the
country, electric power capacity will drop below amounts recommended to meet reliability stan-
dards, beginning in 2008. The decline occurs initially in the South, the upper Midwest, and the
Southwest. A 15 percent capacity reserve is considered desirable to avoid brownouts and blackouts
in the event of unplanned outages caused by severe storms and other interruptions. (For more
information en NERC's electric reliability estimates, visit www.nerc.com.)

generate approximately 5 percent of the
nation’s electric power. Recent surveys
conducted by the National Rural
Electric Cooperative Association
indicate that a 10-year capital
requirement of $65.5 billion is needed
to meet planned capacity. This includes
$49.9 billion for new generation, $10
billion for transmission and $3 billion
for environmental requirements.

A number of factors have affected
the ability of electric utilities to plan for
future growth. These include: rising
construction costs, legal challenges to
environmental permits, uncertainty
relating to carbon dioxide emission

limits and the inability of USDA Rural
Development’s electric program to fund
baseload projects.

Noting that a balanced approach is
necessary to maintain system reliability,
sustain economic growth and allow time
for development of new technologies,
the USDA report says that a mix of
strategies must be developed. The
report’s findings have been echoed by
those of other industry organizations.

The Edison Electric Institute, a
trade association representing for-profit
electric utilities, released its own report
in November. EEI notes that “all types

continued on page 41
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Value-Added Corner

Family Farmers Seed Cooperative: Colorado co-op

aims to meet growing need for organic seed

; Y,
rganic chili pe

Family Farmer Seed Co-op

Editor’s note: Value-Added Corner is
compiled by Anne ‘lodd. Contact ber at:
anne.todd@uwdc.usda.gov.

amily Farmers Seed
Cooperative was
incorporated in March
2008. Based in

: Colorado Springs,
Colo., the co-op currently has four
members: two farms in Colorado and
one each in Washington and Oregon.
According to Dan Hobbs, executive
director of the Organic Seed Alliance

Frank Stonaker, director of Co/orado State Un/verSItys specralty crops program check on organ/c seedstock. Photos courtesy

(which provides technical assistance to
Family Farmers Seed), the co-op plans
to use a $120,000 Value-Added
Producer Grant it received from USDA
Rural Development to expand its
membership.

Business objective

The Organic Trade Association
reports that U.S. sales of organic food
and beverages have grown from
$1 billion in 1990 to an estimated
$20 billion in 2007. Organic food and
beverage sales are projected to reach
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about $23.6 billion in 2008. In 2006,
organic products represented approx-
imately 2.8 percent of overall annual
food and beverage sales. Organics are
one of the fastest-growing sectors of the
food and beverage market, growing
almost 21 percent during 2006 alone.
However, the organic seed supply
needed to grow vegetables and other
crops is in short supply. Family Farmers
Seed Cooperative’s goal is to help meet
the demand for quality, certified-organic
seed. The co-op says it “wants to
increase the quantity and diversity of all



TN

types of organic seeds.”

USDA Value-Added Producer Grant
Funding:

The $120,000 grant from USDA will
be used to develop a premium national
market for specialty organic seeds to
launch Family Farmers Seed Coop-
erative as a 100-percent producer-
owned business, and to help expand

mem-bership. The USDA grant is a
matching grant, so the co-op has also
received $120,000 in funds from other
backers, including Colorado State
University.

Importance of USDA backing

“Dozens of large and small firms
have begun to offer organic varieties,
and we are beginning to see the

economic potential of the market, but
are constrained by limits within the
production system,” says Hobbs.
“Consequently, certified-organic
produce farmers often have to revert to
the use of conventional seeds.” [Under
USDA’s National Organic Program,
when organic seeds are not com-
mercially available, farmers may use
untreated, non-synthetic seeds and
planting stock provided that other
specific federal and local program
conditions are met.] “This represents a
significant and time-sensitive market
opportunity for organized seed producer
groups,” Hobbs continues. “This
funding provided by USDA Rural
Development will be a great asset in the
cooperative’s endeavors.”

Major challenge
facing the co-op

According to co-op member Richard
Pecoraro, co-owner of Longmont’s
Abbondanza Organic Seeds and
Produce, the co-op is also promoting
equipment sharing. Seed-cleaning
equipment is very expensive and,
therefore, it is difficult for small-scale
producers to afford. Pecoraro and other
co-op members will gain access to the
needed equipment, which in turn will
help increase their production of
organic seeds.

Major opportunity

For the organic food market to
continue its growth trends, more
supplies of organic seed are needed.
"This new cooperative has the potential
to help meet this need. The grant will
help Family Farmers Seed Cooperative
members improve their financial returns
and will create job opportunities for
agricultural producers, businesses and
families.

Contact

For more information about Family
Farmers Seed Cooperative or the
organic seed industry outlook, contact:
Daniel Hobbs, 20 Boulder Crescent,
Suite 100, Colorado Springs, CO
80903; Phone: (719) 250-9835.
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By Harry Cline
hcline@farmpress.com

Editor’s note: this article is reprinted courtesy the
Western Farm Press.

alcot is alive and financially sound.

However, the Bakersfield, Calif.-based,
once-mighty cotton marketing cooperative is
down to just one California cotton warchouse
in operation and, for the first time in decades,
is shedding its corporate wings.

It’s not just Calcot. The total U.S. cotton industry is
struggling, and it was made painfully and locally evident in
the reports of the chairman and president of Calcot at the
cooperative’s quartet of annual meetings in Bakersfield;

Calcot surviving in a
floundering cotton ingusi

Glendale, Ariz.; and El Paso and Robstown, Texas.

At its peak, Calcot marketed 2.2 million bales of cotton, all
from the San Joaquin Valley and Arizona. For the 2007-2008
crop, Calcot took delivery of a little less than 800,000 bales,
and 55 percent of that came from Calcot’s recent takeover of
Southwest Irrigated Growers (SWIG) cotton in far west
Texas and New Mexico, and the cooperative’s foray into
south Texas four years ago, where it continues to pick up
acreage — 30,000 acres in the past year.

The cotton free-fall in California is not over yet,
according to Kern County, Calif., cotton producer and
Calcot Board Chairman Charles Fanucchi and cooperative
President Bob Norris, who predicted San Joaquin Valley
(SJV) acreage could fall to just 150,000 acres next year. At
most, he said, it could reach 250,000 acres, which is still less
than the 257,000 this season, the lowest SJV cotton acreage
since 1934.

Norris said after the Bakersfield meeting that SJV upland
acreage likely will not exceed 50,000 acres in 2009. The rest
will be Pima, but how much will depend on the extra-long
staple price and water availability.

Fanucchi said the three looming, critical issues facing
California agriculture for 2009 are “water, water, water.”
Cotton must compete with a cornucopia of other crops for a
limited water supply as a result of a two-year drought and
judicial rulings giving fish (rather than people and production
of food and fiber) first rights to federal and state surface
water supplies. The most recent prices for cotton have put it
at or near the bottom of cropping option lists.
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Fanucchi also announced the cooperative once again has

punched a hole in its corporate belt to tighten per bale
marketing costs. He said:

Calcot continues to reduce its labor force and has frozen
wages, which are 20 percent lower than last year. Some
Calcot executives have voluntarily reduced their salaries.
Calcot will close its Hanford warehouse when the 2007-
2008 crop is sold out, leaving Bakersfield as its only
warehouse location.
Calcot has restructured its board, creating a 16-member
executive committee to meet regularly to oversee the
cooperative’s business. The full 45-member board will now
meet only three times per year rather than eight, as a cost-
cutting measure. Board meetings may even shift to Phoenix
and other more central locations, given that the
cooperative’s marketing area now stretches about 1,500
miles, from the northern San Joaquin Valley to south Texas.
The cooperative’s retains/revolving fund is being stretched
from five to seven years to provide more stable footing to
survive these hard times.
The Calcot corporate aircraft was to be gone by mid-
December. Fanucchi said it will be returned to GE credit.
“Times are as tough as I've seen in my lifetime,” said

Norris, who has logged more than four decades in the
Western cotton business, all with Calcot.
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“water, water, water.”

Calcot normally announces its final pool payments at late
September annual meetings. Not this year. There were only
meager progress payments. There is 2007 crop left to sell,
and Norris said the pool likely will stay open to the end of
the year.

Calcot is not alone. Half the U.S. crop is still not
committed to a mill buyer. “This was not a season I want to
repeat,” Norris said, detailing a litany of train wrecks that
characterized 2007-2008. This included steadily increasing
U.S. production, coupled with falling exports during the
season; failure once again for China to import what was
projected; increasing production from India to fill markets
normally served by U.S. cotton; a worldwide credit crunch
and sluggish U.S. economy, resulting in slower sales.

The nail in the coffin came in February 2008, when
supply-demand fundamentals suggested lower prices on
cotton; however, prices skyrocketed. Norris did not take time
to explain the complicated reasons why, but others have
indicated it was due to index fund trading in commodities.

Calcot Chairman Charles Fanucchi says the three looming,
critical issues facing California agriculture for 2009 are:

"This upside-down fundamentals picture “brought sales and
even inquiries to a halt,” he says.

Margin calls drained cash from merchants and co-ops
alike. One long-time merchant went out of business,
according to Norris.

Calcot met its margin calls, but it tied up capital and
halted progress payments.

Considering one disaster after another, Norris said it was
an “accomplishment” for Calcot to weather the storms.

Norris told growers this marketing season there will be
fewer bales to sell once again.

“I see our industry in California continuing to shrink,” he
said.

It is that way across the entire the U.S. Cotton Belt, where
plantings totaled only 9.4 million acres compared to 15.3
million just two years ago.

“It is clear our industry is undergoing some very painful
changes,” says Norris.

Ever the optimist, Norris said the reduction in U.S. cotton
supplies “can only help us work off very large stocks.” It
could reduce stocks from the 9.9 million bales going into this
season to going out of 2008-2009 with just under 5 million
bales, assuming USDA is right in its estimate of 14.5 million
bales of exported U.S. cotton.

World cotton consumption continues to grow. There is a
12-million bale gap between world production and
consumption.

Weather in China, India and Pakistan has
not been ideal, according to Norris. Those
countries combined consume about 83 million
bales, but produce 69 million bales. This
should present good opportunities for U.S.
sellers, noted Norris.

SJV Pima acreage is also down sharply this
season, but prices are still below what growers
want this year and next. High prices are
floating around, but no one is doing business at those prices,
according to Norris.

“If growers can get a bio-engineered Pima variety, I do see
Pima as having a future in the San Joaquin Valley,” said
Norris. There are genetic Pima varieties, but the problem is
that they have not been approved in the international
marketplace.

As for SJV upland, Norris says seed contracts may keep
upland in the Valley.

Despite its cutbacks and plummeting acreage, Calcot is
not in financial trouble, espouses Norris, adding that the
cooperative has added 90,000 new acres in the past two years.
Most of this has been from SWIG and South Texas.

Nevertheless, the U.S. cotton crisis is not over, according
to Norris, who expects the economy to remain fragile into
next year, “but I do think cotton prices will improve. I think
we’ll come through this current economic crisis and things
will improve,” he says. H
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Co-ops can play role in turning
dairy waste into energy and byproducts

By Carolyn Liebrand, carolyn.liebrand@wdc.usda.gov
K. Charles Ling, charles.ling@wdc.usda.gov

Editor’s note: This article is based on Research Report 217, “Cooperative Approaches for Implementation
of Dairy Manure Digesters,” published by USDA Rural Development. This is the second of two articles
relating to the use of anaerobic digestion of cow manure to produce renewable energy and other benefits. See
“Carbon Credits for Farmers,” page 10 of the November-December 2008 issue. (Back issues are online at:
www.rurdev.usda.gov/rbs /pub/openmag.btm, or e-mail: dan.campbell@udc.usda.gov to request a hard

copy.)

airy operations across the nation routinely handle about 500 billion pounds of cow manure each
year by collecting, storing and spreading it over the land. In large manure-storage structures, such
as lagoons, little oxygen can dissolve into the mix, creating anaerobic (in the absence of oxygen)
conditions. Certain microbes found naturally in manure feed on undigested materials in the
manure and, as part of the digestion process, give off gas that contains 60 to 70 percent methane.
In recent years, several factors have converged to spark fresh interest among dairy farmers and
others in anaerobic digestion systems. Economies of size in milk production have lead to an
increase in the number of cows on the average dairy operation. This increased concentration of
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cows has raised concern over environmental issues
surrounding manure management.

At the same time, sharp increases in energy costs, along
with concern over energy supplies, have spurred interest in
renewable sources of energy. The current desire to reduce
levels of carbon dioxide, methane and other so-called
greenhouse gasses (gasses thought to cause an increase in the
Earth’s temperature) have also led federal, state and local
governments to encourage farmer use of anaerobic
technology.

Anaerobic digestion of manure

An anaerobic digester system provides a favorable
environment (absence of oxygen, optimal temperature) for
methane-producing bacteria to thrive and a means of
capturing and collecting the biogas produced by the microbes
as they digest (or decompose) the manure.

The biogas captured from the digester can be used for fuel
in any equipment that normally uses propane or natural gas.
These include boilers, heaters, chillers, internal combustion
engines or gas turbines used for generating electricity. In
addition, heat energy produced by these stationary engines
running on biogas can also be captured and put to useful
purposes. In some applications, it may be beneficial to the
equipment to remove the hydrogen sulfide present in biogas
(i-e., “clean” the gas) prior to use.

Alternatively, the biogas may be cleaned and conditioned
(water and carbon dioxide removed and gas compressed) for
sale to a commercial gas pipeline. Cleaned and compressed
gas can be used in mobile engines configured to run on
natural gas or similar fuel.

Furthermore, the methane in biogas captured from
anaerobic digestion of dairy cow manure may be qualified to
receive carbon credit if it is flared (burned off) or otherwise
prevented from emitting into the atmosphere. The global
warming potential of methane is equivalent to at least 21
times that of carbon dioxide. This means that preventing one
unit of methane gas emission has the effect of reducing the
amount of greenhouse gas emission equivalent to a reduction
of 21 units of carbon dioxide.

The manure effluent leaving a digester, while not
significantly reduced in volume, is biologically stabilized
(meaning it is fully decomposed and the compounds
contributing to manure’s unpleasant odors are
eliminated). The solids in the manure effluent can be
separated, perhaps composted, and used in applications such
as bedding for cattle, a soil amendment, or as a gardening
product, such as potting soil. The remaining liquid effluent
can be used to fertilize fields and crops, or even further
fractionated into manure concentrate and “treated” water for
discharge.

Economic impact on dairy farming
The net economic impact of installing an anaerobic
digester on a dairy operation depends on the dairy’s ability to

use the biogas, digested solids and liquid effluent.

Utilization of the end products of manure digestion can
lower the dairy operation’s operating costs, add income from
sales or provide a combination of avoided expenses and
increased revenue. Some notable benefits of anaerobic
digestion, such as the reduction of offensive odors and
improved ease of manure management, are not easily
quantifiable in terms of dollars and cents.

At the same time, capturing the benefits of anaerobic
digestion will require additional expenses, such as purchase,
operation and maintenance of equipment to use the biogas
and to prepare the byproducts for use or sale, as well as
increased management time and skill. The benefits and costs
associated with anaerobic digestion of dairy cow manure that
have been observed or predicted are identified in the table on
page 20.

Whether the cost of an anaerobic digester is sufficiently
offset by its benefits — both tangible and intangible —
depends upon each dairy’ situation.

Obstacles

Lessons learned from previous efforts in producing biogas
from manure resulted in improved design, operation,
equipment and cost-effectiveness of anaerobic digestion
systems. However, only 95 anaerobic digester projects that
use dairy manure were identified by the U.S. Environmental
Protection Agency in 2007.

While anaerobic digesters may not be appropriate for
every dairy farm, these 95 projects represent a very small
fraction of the nation’s 59,000 licensed dairy herds.

The set of barriers to adoption are often unique to each
producer’s situation. The challenges reported by dairy
producers using (or attempting to use) anaerobic digesters in
their operations have included:

* Low rates paid by utilities for electricity generated by
biogas-fueled generators;

* Difficulties connecting to the power grid;

* Difficulties adapting the anaerobic digester to a farm’s
existing manure system;

* Limited number of anaerobic digester system providers;

* Lack of information about anaerobic digesters;

* Added demand on a dairy farmer’s time and new skills
needed to manage the digester;

* Lack of ability to capture value from use or sale of
byproducts;

* Difficulties in obtaining financing and/or funding for high
digester capital costs.

A role for cooperatives?

A cooperative approach may be one way for dairy farmers
to overcome obstacles to the successful use of anaerobic
digesters. Dairy producers could take one of two basic
approaches: 1) an existing dairy cooperative could provide
services related to the adoption of anaerobic digester
technology as a part of its member services, or 2) a group of
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By Product

Electricity

Biomethane

Heat

Digested solids

Carbon Credits

Fertilizer

Environment

|1 NS 20

Possible benefits and associated costs from byproducts of anaerobic digestion of dairy manure

Benefits

M Avoided electricity purchases
M Electricity sales

B Natural gas sales

M Heat/hot water

M Avoided bedding purchases
M Sales of separated solids

W Sales

B Lower energy use in handling effluent
B Avoided purchases

I Flexibility in timing for land application
B Improved nutrient quality

M Lower herbicide use

M Sales

M Reduced odor

M Reduced water contamination risk

M Avoided lawsuits

M Pathogen reduction

B Methane destruction/capture

M Tipping fees — fees that firms may pay to
dispose of their organic waste in a farmer’s
digester, which also may boost the digester

Bl e

Costs

Electricity production equipment
Operating and maintenance

Required upgrades to electrical system
Sales negotiation, legal fees

Biogas collection
Gas cleaning
Storage/ transportation

Equipment, operating and maintenance

Equipment, operating and maintenance
Sales negotiation and/or marketing

Aggregation fee

Trading fee
Verification costs

Sales negotiation and/or marketing

Substrate (organic wastes) management and
negotiation

biogas output.

similarly situated dairy farmers could form a separate entity
to address their specific needs.

The group effort may be more effective and efficient than
each farmer facing the challenges of adopting anaerobic
digester technology alone. Collective effort may enhance the
economic feasibility of anaerobic digesters by lowering the
installation and operating costs, increasing returns from
energy and byproduct sales — or both — while allowing milk
producers to remain focused on milk production.

Cooperation could be effective in several areas, such as:

Negotiation — A cooperative may engage (either by
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employment or by contract) experts to negotiate rates and
terms of trade with utilities, digester suppliers, firms that
wish to dispose their organic waste into the digester, and so
forth. A group of dairy producers would have more market
power to command favorable terms, or gain higher quality
expertise at lower cost to address their specific needs, than
they would if acting as individuals.

Services — A cooperative could hire or contract with
technical experts to provide information, leads, analysis and
expertise. This would allow members to avoid the full cost of
finding and vetting such expertise. Services might include:



* Technical assistance in setting up and operating a digester
and trouble-shooting problems so a producer does not have
to “reinvent the wheel” to implement the technology.

* Digester management services, where a cooperative
manages the members’ anaerobic digesters and biogas
utilization operations, leaving the farm operators free to
focus on milk production.

* Back-up equipment: cooperatively owned biogas-utilization
equipment that can be maintained and made available to
members when their equipment is down for repairs or
maintenance.

* Manure hauling service: if there is a centralized digester, a
cooperative could provide manure and effluent shipping
coordination and services (including attention to
biosecurity issues related to manure transfer), relieving the
members of the management burden. Members could share
the cost of equipment for shipping manure to the central
location.

* Financing information and/or grant management: a
cooperative could provide grant management for its
members, or, at minimum, provide information to both
producers and bankers. A large existing cooperative may
even be able to provide loans with favorable terms to
producers wishing to install a digester.

Marketing — A cooperative could assist members in
marketing products derived from anaerobic digestion (biogas-
fueled electricity, digested solids, liquid effluent fertilizer,
natural gas and carbon credits). A cooperative could also
research potential uses for digested solids and liquid effluent,
develop standardized marketing materials and product
guidelines, or assist utilities in developing and marketing
“green energy” resulting from anaerobic digestion.

A group marketing effort would represent a larger volume
than an individual dairy, which may increase marketing
efficiencies and effectiveness, or even open up new marketing
channels. Possibly, a cooperative could operate a common by-
product packaging and distribution venture for members
located in close proximity.

Centralized Systems: Under certain circumstances, a
group of closely located small- and medium-size dairy
producers may be able to more effectively operate a common
digester fed by member-farms’ manure than if each member
installs a digester on their own operation. The advantages of
a centralized digester are that risk, capital costs, digester
operating and maintenance responsibilities, as well as
byproduct marketing, would be borne by the cooperative.
However, transporting manure to a central location
introduces the potential for pathogens to be transferred
between farms.

Alternatively, producers in close proximity to a natural gas
pipeline may be able to truck or pipe the biogas generated on
their operations to a central gas clean-up and conditioning
plant located at the pipeline insertion point. They could
cooperatively own and operate the gas cleanup plant and
perhaps even the transportation infrastructure for getting the

Possihle benefits of a cooperative effort
to support the adoption of anaerobic
digesters by dairy producers

Energy B Improved compensation for electricity

produced

I Favorable terms for connecting to the
electrical grid

B Natural gas marketing

Byproducts M Technical guidance on utilizing

digested solids and effluent on farm
B Marketing research & development for
byproduct sales

System design M Technical guidance for

design/installation

B Negotiated prices for digester
components/installation

M Provider screening

Management M Technical guidance to boost biogas

production
B Management assistance to reduce
operating costs

Carbon Credits M Aggregation and trading

M Reduced fees

biogas to the plant.

The cooperative effort could be narrowly focused on one
obstacle or one opportunity, or incorporate multiple
functions. Alternatively, a cooperative could focus on one
effort initially and gradually take on more functions as it
builds on its successes.

Funding a cooperative

One way that a cooperative effort could be funded would
be to charge a per-cow fee based on the number of milk cows
on each member’s operation. Alternatively, a cooperative
could mark up prices and fees for its products and services to
cover its cost of providing them. The farmers using the
service or benefit should be the ones funding its availability.

As with the anaerobic digester technology itself, dairy
producers will have to evaluate whether the benefits of acting
together to address their needs in using a digester outweigh
the costs.

The value of a cooperative effort depends upon its
effectiveness in enabling members to increase net returns to
anaerobic digestion. The sidebar (above) identifies five key
areas where a cooperative effort may assist producers in
capturing benefits from anaerobic digestion at lower cost. B

Rural Cooperatives / January/February 2009 21



N

T

ppuﬁumtles
I owne shlp

:" , };1\ ! m't e_:h o
] ¥ o W =
Al e R, e

“Once again, the partnership with American agriculture has proven its
worth during this difficult time. As we have seen in the past, the plants that
have a strong connection with farmers seem to be better able to withstand
unpredictable market fluctuations. The fact is, agriculture remains the
backbone of the ethanol industry. It’s puzzling that many believe second-
generation ethanol will be largely built by big businesses, not farmers. If
history is any predictor of the future, not having the direct involvement of

By David Chesnick, Anthony
Crooks, Alan Borst and Robin
Robinson

Editor’s note: Chesnick, Crooks and Borst
are ag economists with USDA Rural
Development; Robinson is special assistant
to the administrator of Rural Business-
Cooperative Programs.

[
&

merging cellulosic

| great potential to
expand the economic
assets owned by rural Americans.
Cellulosic ethanol requires biomass
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" ==t /4 ethanol production
technologies may hold

that may be produced in most rural

areas. But will rural Americans be

significant equity participants in the
cellulosic future? What methods of
financing will encourage rural
participation?

The United States government is
committed to increasing America’s
domestic supply of energy and to
improving energy efficiency, as
indicated by the following:

* The Advanced Energy Initiative was
launched in 2006 to help “break
America’s dependence on foreign
sources of energy.” It included a
national goal of replacing more than
75 percent of the nation’s oil imports

from the Middle East by 2025 by
making greater use of “homegrown”
renewable fuels with advanced
technologies to make fuel ethanol
from cellulosic biomass.

The Energy Independence and
Security Act of 2007 was aimed to
help reduce America’s dependence
on oil by increasing the supply of
alternative fuel sources. This is
facilitated by setting a mandatory
Renewable Fuel Standard (RFS),
requiring fuel producers to use at
least 36 billion gallons of biofuel in
2022, and reducing U.S. demand for
oil by setting a national fuel
economy standard of 35 miles per
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These fuel pellets are created from biomass at the Show

1‘.: Me Energy

agriculture may be a fatally flawed path forward.
“Farmers need to be involved in building the next generation of ethanol
plants. We should still be forming farmer-owned cooperatives. Time and time
again, we have seen that these boards can provide the kind of intelligent and
careful guidance that is needed to make plants successful during a wide variety

of market conditions.”

gallon by 2020 — which will increase
fuel economy standards by 40 percent.

* The Food Conservation and Energy
Act of 2008 (Farm Bill) allocates
$1 billion to fund programs that
augment renewable energy
investments in technologies, new
feedstocks and facilities. It includes:

— Continuation of the Biomass
Research and Development
Program, with mandatory funding
of $118 million. This collaborative
effort between USDA and the U.S.
Department of Energy coordinates
research and development to
improve feedstock and biofuel

Me Energy Cooperative in Missouri. Photo courtesy Show

— Mike Bryan, Ethanol Producer Magazine January 2009

production efficiencies.

— The Biorefinery Assistance
Program provides $320 million in
mandatory funding for loan
guarantees to produce biofuels.
Guarantees may cover 90 percent
of a loan (these loans can be for up
to 80 percent of project cost, or a
maximum of $250 million).

— The Rural Energy for America
Program provides $250 million in
grants and loan guarantees to
farmers and rural businesses for
investing in renewable energy
systems and energy efficiency.
USDA is directed to fund and
support expanding production of

advanced biofuels under the

Bioenergy Program, with

mandatory funding of $300 million.

Incentives are paid on increased

production of biofuels developed

from farm and forestry crops and
waste materials.

A national mission to produce
cellulosic ethanol on a commercial
scale provides rural America with
significant opportunities, as well as
formidable challenges. Support for
cellulosic ethanol is strong, and rural
communities across the nation are
especially capable of producing a wide
variety of raw materials and other
requirements for cellulosic ethanol.
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At the same time, however, rural
individuals and communities face
substantial barriers to local ownership.
Costs for these plants are very high,
financing can be complex and there is a
general lack of access to information
and technologies.

Whether a sufficient number of rural
Americans will acquire equity positions
in businesses that will help sustain their
communities, or whether their
participation in value-added businesses
remains limited, is a question critical to
the future of rural America. How can
rural residents move beyond servicing
and/or working in ethanol plants
toward leveraging of their resources
into ownership stakes in cellulosic
projects?

USDA study gauges
rural opportunities

USDA Rural Development
commissioned a team to analyze an
array of business structures, programs
and strategies appropriate to the
resources of rural residents for
financing cellulosic ethanol projects.

The study examines the cellulosic
ethanol production from a technical,
operational, geographical and financial
standpoint, with the following
objectives:

* 'To develop equity financing and
securitization models appropriate for
cellulosic ethanol projects and rural
investors.

* To facilitate local investment in
renewable energy projects and
retention of returns from these
investments within rural communities.

* To expand ownership opportunities.

* To encourage use of alternative
approaches for collateralizing loans,
unlocking under-utilized equity in
rural areas.

¢ 'To map and monitor potential rural

production activity, then compare it

with likely rural investment resources
under various financing models.

To design the outlines of a program

that could best support the equity

financing of cellulosic ethanol
production in rural communities, with
graduated levels of government

financial involvement.

The technology for cellulosic
ethanol may be better suited for the
expansion and diffusion of local
ownership than corn ethanol. Pro-
duction may be smaller scale, suitable to
a wide variety of crop feedstocks and,
therefore, all regions of the nation.
While the technology is evolving,
progress suggests imminent gains in
production and cost efficiencies.

The investment capacity of rural
residents is substantial and relatively
untapped. Local investors often tend to
bring patient capital (investments with a
longer payback timeframe) to the table
— the type of funding typically
required by emerging technologies or
market development, such as cellulosic
ethanol. They often view such
investment not only as an avenue to
increase personal wealth but as a way of
supporting their communities.

Given the narrow range of industries
in rural America, cellulosic ethanol
production has the potential to
revitalize rural communities. Adding a
new business, such as ethanol
production, to the existing local
business market can bring new vitality
to rural communities by attracting new
residents seeking employment and
former residents ( who moved to find
jobs) to return.

Ethanol production offers higher
paying jobs, the type more often found
in metro areas, such as accounting,
engineering, administrative/manage-
ment and marketing. As a result, the
demand for infrastructure needs, such
as transportation and utilities, will
increase. This in turn fosters growth of
non-farm and non-ethanol businesses
by providing direct input to these
businesses and attracting labor.

Farmer co-op role in
cellulosic ethanol
Farmer-owners of a cooperative can
participate in the profits of an ethanol
plant through dividend payments. The
distribution of payments represents
additional income to the individual
farmer-owners and their families.
Further, these dollars turn over many
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times in a local community or region.
With absentee ownership, most
dividends instead flow back to the
corporate headquarters.

Some farmer cooperatives have
already begun to invest in this sector. In
November 2007, Central Minnesota
Ethanol Partners — a joint venture
between Central Minnesota Ethanol
Co-op, SunOpta, and Bell Independent
Power Corp. — signed a letter of intent
for an engineering study and feasibility
analysis to construct, own and operate a
10-million-gallon per year cellulosic
ethanol plant. Initial plans call for the
plant to be co-located with Central
Minnesota Ethanol Co-op’s existing
21.5-million-gallon ethanol plant in
Little Falls, Minn. Each party owns
one-third of the project.

The first feasibility study took
approximately six months and examined
fiber supply, fiber cost and availability,
permitting issues, capital costs and
variable costs.

The proposed plant would use
locally obtained wood chips and
combine SunOpta’s conversion
technology with Central Minnesota
Ethanol Co-op’s existing infrastructure,
raw materials supply sources and
operating experience. The objective of
the second phase is to reduce capital
and variable costs by 10 to 15 percent,
as well as to get all permits in place.

In November 2008, Central
Minnesota Cellulosic Ethanol Partners
was awarded a Next Generation Energy
grant of $910,000 from the state of
Minnesota.

In Centerview, Mo., 220 area farmers
have invested in the Show Me Energy
Cooperative. Their $7 million facility
has been operating since 2007. Their
co-op collects and sorts plant waste
from locally grown crops, which is then
ground and pressurized into pellets.
These cellulose pellets are then
marketed as an alternative to natural gas
and propane.

Show Me Energy is a major fuel
supplier for local energy generation and
home heating. Its cellulose could
potentially be used as inputs for ethanol
production, which have been part of the
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cooperative’s plans from the beginning.

Longer payback period likely

At this stage of evolution of
cellulosic ethanol, there is a need for
patient capital and an acceptance of
lower return on investment. Ethanol
can be viewed as a maturing market that
no longer offers the high returns seen
in the recent past. Although cellulose is
a new source for ethanol production,
the end product is the same as corn-
based ethanol.

Therefore, those willing to invest in
cellulosic ethanol will have to be willing
to accept a lower rate of return early in
the project. Cellulosic ethanol requires
significant early-stage investment
because it is a new method for
producing ethanol with limited
technology available for production.
Additionally, there are no standardized
cellulosic ethanol plant designs and few
experienced managers. Longer time
frames and intensive oversight are
needed to develop a successful
production company.

Patient capital will be needed to
assist the cellulosic ethanol producer
with developing and getting cellulosic
ethanol ready for commercial
production.

The payoff should come later, when
production ramps up. The feedstock for
these new cellulosic production facilities
will be cheaper than for corn-based
facilities, thus providing a higher return
than in the early stage of production.

Advantages for rural investors
There are three major advantages for
rural investors who participate in
cellulosic ethanol production: 1)
portfolio diversification; 2) dividend
payments; 3) community revitalization.
A diversified portfolio is important
to all investors because it minimizes risk
exposure. If a cellulosic investment
opportunity includes dividend
payments, the payments will provide
additional income to the rural investor.
The additional income will be turned
over in the local community and region,
which should help revitalize a
commun