New Energy, Jan 2009

From maize to algae

US ethanol producers have had no joy from the stock market. The financial figures of many are awful. Venture capitalists are holding back investment – preferring new fuel sources.

By Jochen Bettzieche
It was an horrific Halloween. And not in the evening. In Sioux Falls the dread started in the morning, when Verasun headquarters revealed that the company had filed for Chapter 11 bankruptcy protection. In other words, the biggest independent maker of ethanol in the United States is on the verge of going bust. Its stocks are no longer traded on the New York stock exchange, only off-market. After the petitions were announced its stock there traded at just five cents a share. The price exceeded USD 25 a share when the company went public in 2006.

Verasun isn’t alone. Many smaller ethanol producers have thrown in the towel. Price volatility of agricultural commodities hampers business and outside capital for investment is hard to come by. If the sector doesn’t get its act together soon, companies doing only biofuels are likely to go under.

Verasun, for one, is trying to move forward. Chapter 11 of the US bankruptcy code permits reorganisation, not immediate liquidation. It enables a company to restructure to relieve financial distress. To do so, Verasun needs money. A court allowed it to borrow up to USD 215 million. Some of that comes from holders of corporate bonds and some from a consortium of lenders led by Agstar Financial Services, which is specialised in the farm sector. Over the last three years the group had financed US Bioenergy facilities that Verasun took over just last April. Lender risk is limited because the new money falls under debtor in possession financing. Such debt has precedence over all other claims against a company.

But without this cash flow Verasun would have to shut down operations. It wouldn’t even be able to pay its employees. Some still had to hang up their coats, for  instance in Janesville. There 53 employees were supposed to operate a 110 million gallon (416 million litre) refinery scheduled to begin ethanol production at the end of the year. Those plans are scrapped for now.

 

Speculation losses on the futures market
Several factors caused Verasun’s troubles. One was maize prices. First maize was too expensive, then too cheap. In May a bushel cost around six dollars, by July it was up to eight. A bushel is a dry measure equal to about 35 litres. The company exited the hedges it had and entered new ones. So its corn costs in the following months were between USD 6.75 and 7.00 per bushel. That was far too much because the maize price tumbled to USD 4.

In September Verasun warned that its third-quarter loss would rise from USD 63 million to 103 million. The release of those numbers made clear that the worst case had set in. The loss came to exactly USD 103 million, about 32.5 times as much as analysts anticipated. At the same time funds became scarce due to the credit tightening, borrowing outside capital became virtually impossible. To avoid liquidity constraints, Verasun attempted a 20-million dollar capital increase – to no avail. The company called it off. Instead, investment house Morgan Stanley was to explore a different strategy, market rumours indicating perhaps even to prepare a sale. At that point not even 30 months had passed since Verasun’s IPO. Back then its stock sold like hot cakes and Verasun even had to increase the initial offering due to strong demand. In mid-January 2009 it was announced that under instigation of Agstar, seven Verasun production plants would be put up for auction in March.

 

Ravaged competition
Even though they haven’t petitioned for bankruptcy, competitors Aventine and Pacific Ethanol aren’t doing much better. Aventine’s third-quarter net income dropped 17% from the same period the previous year. Maize costs and the higher cost of operating its refineries weighed on results. Analysts had expected it to do a lot better. Financial experts had predicted revenues of USD 716 million, but Aventine’s figure was just 600 million – at least a 66% plus on 2007. At the same time profit shrank to USD 2.5 million, about half of what analysts forecast. “We continue to be a leader in the ethanol sector,” says Aventine CEO Ron Miller. But that’s not saying much. Gains comprise just around 0.4% of revenue. And Aventine generated that small plus not from operational business, Miller admits. “Income for the third quarter of 2008 includes USD 18.4 million of realised and unrealised net gains on derivative contracts.” In other words, had Aventine produced only ethanol, it would have made a huge loss.

At least the experts in charge of finances there were savvier than their counterparts at Verasun. But the effect is short-lived. “For quarter 4 of 2008, Aventine has hedged 49% of its corn requirement at USD 5.25 per bushel, a move that will negatively impact earnings given that corn is currently trading around USD 4.00 per bushel,” says Mark Flannery, an analyst with Crédit Suisse. It’s extremely difficult to raise funds for investment in such an environment. So Aventine is considering postponing projects or selling some assets. A building site for a refinery in Aurora, Nebraska, has been quiet for several weeks. In Mount Vernon, Indiana, work is still happening but slower than planned.

Pacific Ethanol has been hit harder. The company presented its third-quarter figures on 10 November and simultaneously reported that it had filed for a week-long extension of its results with the US Securities and Exchange Commission. So on 17 November it became clear: the financial results were worse than those announced a week earlier. Impairment didn’t amount to USD 26.6 million, as originally released, but ultimately 14.3 million more. So the loss was around USD 70 million. A year prior the loss was just under USD 6 million.

To get costs under control, CEO Neil Koehler scaled down production capacity to 90%. “We will continue to adjust our production levels according to market conditions,” he says. The affl ictions are similar to Verasun’s and Aventine’s. High commodity costs vis-à-vis ethanol prices and low cash fl ow. “I think there are legitimate concerns about the company’s liquidity, it’s going to be pretty tight,” believes Pavel Molchanov, analyst with fi nancial service provider Raymond James. In March Koehler will have to reveal the way forward. Loans amounting to USD 30 million from Lyles United will then fall due and he has to raise money. Like many of his counterparts he’s banking on things getting better for the industry in 2009. Under the government requirement of the Renewable Fuel Standard Program, ethanol demand is to increase by 1.5 billion gallons in 2009. Facing that is new production capacity for one billion gallons. But analyst Flannery still has his doubts. “It remains unclear whether Pacifi c Ethanol and other existing producers can ride out today’s tough operating environment and wait until conditions improve.”

At least he’s still keeping an eye on the industry. Investment bank Goldman Sachs has given up on it. Its in-house analysts project a 71% profit loss for Aventine in 2009. They forecast losses for Pacifi c Ethanol over the next fi ve years. Too little for lucrative investments in their view. So the fi nancial experts are putting their focus elsewhere – and by so doing are following fi nancial backers. On the stock market the American ethanol hype is passé. Investors have withdrawn their money from the industry over the past several months. A probe by business publication Financial Times found that six of the biggest listed US ethanol producers lost more than USD 8.7 billion in market value between mid-2006 and the beginning of October 2008.

 

Market leaders profiting
Verasun may be the biggest US ethanol producer to go bust in 2008, but it wasn’t the only one. There were also Gateway Ethanol in early October, Biofuel Energy in August, Ethanex Energy in March. And on top of that a series of lone refineries that suspended operation. Venture capitalists weren’t too happy about all this. They pumped a lot of money into the sector over the past several years when the US government began promoting ethanol to increase energy independence. Under the previous US president, George W. Bush, development of the biofuel sector was given high priority (new energy 2/2007 and 2/2008).

And so, according to the Cleantech Group, USD 771 million venture capital went to biofuel producers in 2006, most of that – 563 million or 73% – to ethanol makers. Enthusiasm dwindled noticeably in 2007, with USD 484 million going to the industry but only 161 million to ethanol producers – just 33%. In tough economic times high returns on these investments are unlikely for the foreseeable future.

At least for pure maize-based ethanol producers. Big agribusiness corporations like Archer Daniels Midland (ADM) are better off. Until recently ADM was the biggest ethanol producer. In quarter three it well surpassed the financial world’s expectations. But not in maize-based ethanol production – only because as an agriculture conglomerate it’s more diversified. The amount of ethanol ADM sold remained about the same, mainly due to intensive marketing. But the segment yielded less profit. Moreover, ADM reported losses from corn futures trading. But the company can compensate for that with its other fields of business, such as food, animal feed and logistics.

For a long time ADM was the number one producer of ethanol. But now that title belongs to Poet, the new market leader. In 2008 the company increased its production capacity 35% to 1.5 billion gallons. Five of its 26 plants just started operating in recent months. Its annual revenue target for 2008 was USD 4 billion. Poet hasn’t yet announced the real figure. CEO Jeff Broin realises that the future can’t be found in maize. He’s embracing cellulosic ethanol. Like others he’s still in the development stage. But he feels he’s ahead of the competition. “Dozens of companies can make cellulosic ethanol in the lab. Making it commercially viable is the challenge,” he says. His goal is for Poet to begin industrial-scale production in 2011. The ambitious company captain is already thinking about developing organic based chemicals and synthetics. “Today we’re making ethanol. Tomorrow we’ll be biorefiners.”

 

Investment shift
And even though the US government sanctioned big research budgets to that effect he knows there’s still a lot of PR work ahead. Criticism of biofuels remains constant, on both ethical and ecological grounds (new energy 5/2008). Many opponents of the technology cite potential competition to food production. Environmentalists have also heated up because fertiliser from production areas along the Mississippi is flushed into the Gulf of Mexico. Marine life there is dying in a dead zone that’s  changing from year to year. To get things moving in the right places, Broin joined forces with executives from other ethanol companies to found the Growth Energy association. Its mission is to lift the industry’s public image and lobby around town from its seat in the US capital, Washington DC. One of its first goals is to raise the blend ratio for petrol.

Criticism from ethics and environmental protection lobbies might die down over the next few years because the controversy is not so much centred on whether biofuels make sense, but more on the resources used to make them. If investors queue up for an emerging trend, the chapter on maize-based ethanol will end. Just as venture capitalists turned their backs on this type of ethanol, they discovered a new technology: algae (new energy 2/2008). In 2008 it attracted more funding than ever. USD 84 million in the second quarter, reports the Cleantech Group, and 95 million in the third. So investors aren’t abandoning biofuels, they’re just shifting their focus.

