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[And What To Do About Them]

uch has been said

and written about

the U.S. poultry

industry’s profita-

bility, especially the

broiler industry’s strategic challenge

in marketing dark meat more effec-

tively. But the strategic challenge is

deeper than what to do with excess

dark meat. The poultry industry

seems to be entering what likely

could be an extended period of very

difficult economic times, and an era

through which a great many poultry
companies will not survive.
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Sadly, exports are providing
declining opportunities for in-
cremental growth. The biggest
foreign markets have already
been exploited, and as a result
are mature, saturated and
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Despite the present profit uptick, the industry is

entering a cba]]enging period.

highly competitive. Emerging mar-
kets often have much less purchasing
power than population and are chal-
lenged by inefficient distribution,
economic and political instability and
protectionist laws designed to foster
fledgling domestic industries. Worse
yet, the countries we target with ex-
ports are providing world class com-
petition abroad and even want to
compete in the U.S. market.
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Strategic acquisitions are an in-
creasingly difficult path to growth.
The cheap currency of high stock
prices from the 1990s is gone, and
there seem to be fewer viable acqui-
sition targets of any size. Overcapaci-
ty in many industries has also greatly
diminished the strategic value of
mergers.

In this difficult environment, busi-
nesses are cutting costs, downsizing,
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accelerating revenues where
they can, and loading distri-
bution channels when they
must.

U.S. Poultry’s
Seven Key Shifis

The U.S. poultry industry
is going through the same
struggle as nearly every
American business sector
(Figure 1). The industry is
now transitioning from an
era of relatively high growth
and profitability to one in
which both are considerably harder to
achieve. A considerable amount of
new thinking, innovative approaches
and tough actions will be needed to
survive.

In the past, the poultry industry had
a virtuous cycle at work. As poultry’s
share of protein increased and volume
grew, producers and processors were
able to grow in scale and lower unit
production costs, which contributed
in a virtuous cycle to better prices
and still greater share gains. In
essence, these
trends provided
a tailwind to
poultry industry
success in the
past 40 years.
Future trends
are likely to
provide either
no boost or per-
haps even repre-
sent a headwind. Seven key shifts are
now driving the poultry industry.

Shift 1: Market Size,
Share Stagnation

By far, the biggest “tailwind” that
has benefited U.S. poultry has been
the steady increase in the consump-
tion of animal protein by U.S. con-
sumers, combined with the steady in-
crease in the poultry protein share.
While overall meat (animal protein)
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consumption has steadily risen from
around 176 pounds per capita in 1960
to nearly 235 pounds per capita in
2000, gains from increased protein
consumption have not been evenly
shared by all protein sources. In fact,
85 percent of the increased protein
consumption (50 of 59 pounds) went
to chicken!

The poultry industry was not a
passive beneficiary of a trend it had
nothing to do with—rather, it was the
hard work of many individual compa-

industr)f 1s a little
nervous about it.”

—Bill Roenigk

nies, as well as farsighted and effective
trade representation, that made these
gains possible. A key factor in poul-
try’s success is the focus that compa-
nies have placed on becoming more
efficient and improving price compet-
itiveness in the protein arena.

This sunny “virtuous cycle” now
includes some approaching clouds
(Figure 2). Most ominously, U.S. con-
sumers’ consumption of protein has
begun to level out. Even though U.S.

“Brazil has a low-cost

position, and the whole

consumers are seriously
challenging the notion that
“no matter how much money
you have, you can only eat so
much,” a ceiling will be
reached, and the current
popularity of the low carbo-
hydrate diets may be evi-
dence that we are approach-
ing that top. Per capita food
consumption in the USA has
most probably peaked.

In addition, chicken’s share
growth seems to be stagnat-
ing. The proteins that lost sig-
nificant share to poultry over the last
40 years are likely to be much
tougher competitors for the foresee-
able future.

If you have trouble buying the argu-
ment that the long-term U.S. demo-
graphic and share trends are no longer
as favorable to poultry, ask yourself
two simple questions:

® How likely is it that U.S. protein
consumption, already one of the high-
est levels in the world at nearly 220
pounds per capita, will increase an-
other 33 percent to 292
pounds per person over the
next 40 years?

® If by some miracle this
rate of growth does occur, how
likely is it that alternative pro-
teins will not only make no in-
roads to chicken’s already high
protein share but again cede 80
percent to 90 percent of the
market growth to poultry?

The answer to both questions is “not
very likely.” Even if the industry makes
further gains in protein share and
profitability, the pace of those gains is
likely to be much slower than when
the industry had a tailwind at its back.

Shift 2: Export Turbulence

Export growth is much more limit-
ed now, and foreign competition even
threatens the core American market.
Exports rose 14-fold from about
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400,000 pounds in 1985 to nearly 5.5
billion pounds in 2001. However, ex-
port growth is now more difficult to
attain, due to trade issues and food
safety concerns.

Who is buying poultry from the
USA and what are they buying? As
Figure 3 shows, overall U.S.
domestic sales by region
were very volatile from
1998 to 2002, with the
highest level of sales in 2001
(82.3 billion) followed by
the lowest level of sales in
2002 ($1.7 billion). Of even
greater concern is the rela-
tively low level of diversifi-
cation of those exports—70
percent come from North
America, China and Hong
Kong, and the Russian Fed-
eration. Outside of these
areas, UL.S. poultry exports have been
essentially flat at $550-600 million
the past five years.

The biggest growth regions for U.S.
poultry account for small percentages
of overall demand. It should concern
any proponent of U.S. exports that all
of the top six U.S trading regions saw
a decline in exports over the five-year
period, and in three cases that decline
was over 30 percent.

Export market volatility is driven in
part by trade policies and in part by
health and safety issues. The question,
of course, is whether this represents a

long-term structural shift or a short-
term opportunistic shift for the indus-
try. The historical problem is that the
poultry industry has done a poor job
distinguishing between the two, and
hence structural production capacity
rises when an opportunistic event oc-

curs, only to result in excess capacity
and depressed prices when the cri-
sis/opportunity passes.

Shift 3: Increasingly
Volatile Dark Meat

The biggest export product from
the U.S. is chicken leg quarters, driv-
en by American consumers’ (appar-
ent) preference for white meat. U.S.
producers have scaled their opera-
tions to the white-meat volume need-
ed, and excess dark-meat product,
primarily in the form of leg quarters,
is sold in foreign markets.

Because we are primarily economic
exporters, the market-demand can
be highly volatile based on prevailing
global, leg-quarter prices. This means
the USA is likely to be a primary
supplier for dark meat only so long as
our prices are competitive in these
markets. Should U.S. proces-
sors attempt to get greater
value for this meat, or begin
to face other foreign competi-
tion with equal or better
production economics, this
export volume could quickly
disappear.

Eric Joiner, CEO of AJC
International, observes, “We
were very fortunate as an in-
dustry that the export market
was able to absorb the dark
meat created when the indus-
try ramped up in the 1990s to
meet the demand for white meat.”

It is worth noting that less volatile
players like Canada and Mexico aren’t
among the top 10 chicken leg-quarter
importers. Instead, this list is nearly
exclusively made up of the “high
volatility” group—Russia, Korea,
Poland, Georgia, Guatemala and
Latvia. At the same time, some small-
er importers such as Angola, Cuba
and Turkey almost exclusively pur-
chase leg quarters.

The recent resolution of the Russ-
ian market situation is both good
news and bad news for the U.S. poul-
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try industry. While the volatility risk
for Russian exports will be lowered
by the agreement, there is no outlet
should the USA end up with excess
product. “We were very
fortunate in the 1990s with
Russian export markets,
but with the cap now in
place the amount of prod-
uct going there will be
strictly limited,” Joiner says.

Over the longer term,
another factor will surely
impact the market: “The
Russian business is certain
to shrink as their domestic
poultry industry continues
to grow,” says Monty Henderson,
COO of George’s, Inc.

Shift 4: Health & Safety Issues

Health and safety issues can provide

U.S. export market. The Al epidemic
severely impacted Thailand’s chicken
export business, which after the U.S.,
E.U. and Brazil was the fourth largest

in the world in 2003. Thailand’s pro-
duction of nearly 1.5 million metric
tons is likely to be considerably lower
in 2004, as the industry there reposi-
tions and strives to regain export
markets.

“Food safety is used as
a trade barrier in a lot
of cases, and through
WTO or the Office of
Trade we need to
equalize these rules.”
—Monty Henderson

Health and safety concerns can also
be a negative for the U.S. industry.
While nobody would disagree that
problems like Al are legitimate health
issues, health regula-
tions have the poten-
tial to become trade
barriers, especially in
a time of increased
global tensions and
political pressure in
many countries to
support and protect
domestic poultry in-
dustries.

“Food safety is used
as a trade barrier in a
lot of cases, and through WTO or the
Office of Trade we need to equalize
these rules,” says Henderson.

Adds Eric Joiner: “While today
there are legitimate food safety issues
such as Al, over the long haul food

both opportunities and threats to the






