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Going forward, there is plenty of uncertainty as to how the dollar
will behave. One possible scenario is a U.S. dollar resuming its
downward trend amid mounting fiscal deficits. On the other
hand, a more optimistic economic scenario, would revolve
around the U.S. housing market stabilizing sooner, supporting an
earlier recovery. Under the latter, the dollar would barely decline
over the next year or two, before resuming a rising trend.

In short, the importance of a rapidly evolving dollar in
agriculture can appear counter-intuitive from a macro-economic
standpoint—since the U.S. economy is a net importer while
agriculture is a net exporter. Last year, the low point in the dollar
was a strong positive for agriculture. However, the subsequent
rally in the currency has dampened exports, also exacerbated
by a global recession dampening global consumer confidence.
In 2009, the dollar will likely be a wild card affecting farm
profitability again.

Water has always played an essential role in agriculture, providing
a basic building block in the production of agricultural goods.
In modern agriculture, increased efficiencies have boosted
production potential for the same amount of water used.
Those same efficiency gains have simultaneously broadened the
spectrum of food products on the market, resulting in a very
diverse and affordable food supply that was not easily accessible
to previous generations.

Maximizing production efficiencies in agriculture
provides tremendous benefits to society, but it can also
come with a downside, like little room for maintaining
output level if one factor of production, e.g., water,
is in short supply. In the Western U.S., water scarcity
has been a rising point of contention due to a three-
year old natural drought affecting a broad swath of the
region. In California, the problem is compounded by
the regulatory constraint on pumping surface water
to protect endangered species, especially fish like the
Delta Smelt found in the California delta. As a result,
California farmers must rely more heavily on water
wells while Federal and State water allocations are likely
to stay at or below 30% of full contractual amounts
this year even if politicians have promised to help.

The impact of such a “regulatory drought” is substantial
and is expected to affect agricultural output in California.
The surface water restrictions are sufficiently severe that
farmers have asked Congress for help. They are also
legally challenging so-called biological opinions, which
have served as a basis for severe pumping restrictions
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from the California Delta. Earlier this year, the California Farm
Bureau came out with a dire forecast that as much as 850,000
acres of productive farmland in the Central Valley could be
left idle for lack of water. While it remains difficult to be seen
if the estimate is too pessimistic, it certainly points in the right
direction. Already, significant acreage of productive farmland
with less reliable water wells has been left idle. Elsewhere, water
is diverted from annual crops to support permanent crops,
which involve more invested capital. Hence, acreage of tree nut,
stone fruit and even citrus crops could stand to be more resilient
despite the combo of natural and regulatory drought, sustaining
permanent crop acreage even as marginal fields are taken out
of production. Comparatively, row crops like cotton and small
grains, and even some vegetable crops, stand to lose acreage,
suggesting higher grower prices if supplies indeed end up
tighter than expected.

From a bigger perspective, the issue is more about the lasting
water constraints and the permanent impact on production
agriculture. This applies to California especially, but also to
other states, like Colorado and Nebraska facing irrigation
restrictions. While the current natural drought is unlikely to
be permanent, it can have a long-term impact on agriculture.
If the regulatory constraints on surface water allocations, for
instance, are not eased, higher production costs are likely to
trickle down the supply chain, forcing higher prices for a variety
of agricultural products. At that point, society will have to
address the inevitable choice of accepting higher prices or find
ways to ease these water restrictions. While common sense would
support the latter as practical remedies are considered, there is
still potential for higher long-term prices to compensate farmers
for the resulting higher cost of doing business. Such higher prices
would attract more acres into production, long-term, from
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farmers elsewhere with easier access to water and capabilities to
produce such specialized crops that have made California the
number-one agricultural state in the nation.

The ongoing water scarcity issue clearly has the potential to force
long-term adjustment not only in California, but elsewhere in
the nation. The adoption of more efficient irrigation methods
and easier water transfers across districts for one, but also the
geographic expansion of specialized productions; in other regions
of the U.S. or even internationally. This sort of acreage migration
could gather momentum even with a consumer increasingly tuning
in to locally-produced fruits and vegetables. The success story with
the diversification and efficiency of California agriculture could
appeal to other regions with appealing agricultural potential but
not facing such constraints on water availability. It certainly is
not going to happen tomorrow, but it is a viable scenario if overly
restrictive access to water is not addressed in a timely manner.

The Obama Administration’s budget proposal has caught some
attention by strengthening the government’s commitment to
renewable energy sources. While taking aim at cutting greenhouse
gas emissions via a cap-and-trade program, the blueprint calls for
greater emphasis on developing alternative energy sources like
advanced biofuels.

Discussions about alternative energy have been commonplace
for a while now, but they have become particularly loud since
the last bout of soaring energy prices in 2008, leading to a heated
debate about energy independence. Our ability as a nation to
seek such independence from foreign oil may still be a distant
goal, but policymakers are proposing more aggressive actions
to push for the commercial development of alternative energy
sources, even if only small steps at a time. Producing ethanol from
biomass— using feedstock like wood chips, corn stalk or wheat
straw— can be a noble objective, but its practicality and cost are
still too high to make it a commercially viable enterprise without
major government intervention.

In support of a fledging, but still unprofitable industry, the
government has decidedly stepped in. The blending credit for
advanced biofuels is now more than twice that of corn ethanol, at
$1.00/gal relative to $0.45/gal. There is also a new mandate that
kicked in at the start of 2009 to use at least 600 million gallons
of biomass ethanol or biodiesel at retail gas stations across the
country. And in terms of direct spending, the government plans to
leverage the biorefinery assistance program providing guarantees
up to $250 million for advanced biofuel plants. The existing

program under the business and industry loan guarantees could
also help, but the $25 million guarantee cap would need to rise
to have any significant impact on an industry like corn ethanol,
which relies on larger-sized biorefineries. But more importantly,
the corn ethanol industry could see more immediate benefit if
the EPA raises the 10% blend cap on the standard ethanol blend.
This is the currently accepted maximum amount of ethanol that
engines in the U.S. are designed to handle. Advocates for raising
the 10% limit have argued that engines could easily handle a higher
percentage without negatively impacting engine performance

While corn ethanol is probably the most cost-efficient form
of biofuel produced in the U.S., the government wants to
increasingly support advanced biofuels. While biomass ethanol
is far less cost-efficient, all biomass sources are not created
equal. Using wood chips as feedstock, for instance, offers a
competitive advantage over other feedstock like corn stalks or
wheat straw. The established sawmill industry with defined
supply locations (as opposed to collecting large volumes of
corn stalks over dispersed locations) gives wood-based ethanol
a competitive advantage in the next development phase of the
ethanol industry. Breakthroughs in the form of more efficient
enzymes and feedstock transportation are desperately needed,
however. Commitments to research and development can bring
costs down, potentially supporting commercial biomass ethanol.
Using residual woodchips for biomass energy, or even sourcing
roundwood directly as the industry expands, could further add a
new dimension to forest product demand in the long-term. Here,
the wood product industry could follow the corn industry and
benefit from a new demand driver, also supporting product prices
above historical averages in the long-term.

In short, the new Administration has articulated a broad
commitment to biofuels, supporting its long-term development
despite the current challenges associated with depressed energy
prices and high production costs. Even if the government supports
advanced biofuels, corn ethanol remains more competitive and
is likely to continue playing a major role in U.S. energy policy.
In that regard, the corn ethanol mandate is scheduled to rise
annually until it reaches 15 billion gallons by 2015, from 10.5
billion gallons in 2009. With ethanol now approaching the 10%
limit under E-10 blends, the government needs to consider raising
the regulatory cap. It remains to be seen how political forces will
play out, but the stakes are high and without another round of
soaring commodity prices in the making, the government could
seize on the political momentum to raise the cap in the name of
greater energy independence and yet, continue to advocate the
development of advanced biofuels.
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