Section 1

We can also call this
stage of your business
planning venture the
“pre-feasibility stage.”
It is critical to your
success that you have a
firm understanding
among all who wish to
be a part of the venture
about what you plan to
do. It is important to
question yourselves on
critical financial and risk
matters — and question
others who have
expertise in such areas
as financing, layout of
the market, etc.
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How to Use this Section

The assumption behind this manual and, in particular, this prefeasibility or exploratory
section is that a group is discussing the possibility of starting a business to slaughter

pigs raised by group members and selling the meat in a variety of products. A 10-step
checklist is included here to guide the group through the process.

HStep 1

Purpose: To reevaluate, if necessary, your idea.

Action item:

» Ifyouridea included building a new slaughter plant, please read the article titled,
“So You Want to Build a Packing Plant.” The team should read this article and then
discuss the implications for the group.

Hl Step 2

Purpose: To guide the formation of a team and to understand the dynamics of group

member interactions.

Action items:

» Form ateam to explore your idea. For guidelines on recommended team members or
the type of expertise to include, please read “How Will the Process Start?”

»  Since the process most likely will involve working with a group, read “Working With
Groups” to gain an understanding of the five phases that groups go through during
projects. Discuss the implications for your group.

H Step 3

Purpose: To do preliminary cost and revenue analysis of the business idea.
Action items:

»  Review together the article “Cost and Financial Models.”

» Discuss how to gather the information required.

Hl Step 4

Purpose: To learn about the information required for a preliminary financial feasibility of

the idea before writing the business plan.

Action items:

*  Review the cost model for categories of data.

* Read two articles to help determine additional information that may be required for
your financial analysis. The two articles are “Factors in New Business Success”
and “Deals from a Bankers Perspective.”

» Decide what data is missing and needed for an initial review.

»  Assign teams to gather the missing data.

Bl Step 5

Purpose: To gather the necessary data.
Action item:

*  Gather data.
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Bl Step 6

Purpose: To complete the financial analysis using the data gathered.

Action items:

»  Develop computer spreadsheets and enter data.

* Analyze data to determine if idea is still feasible.

» Iftheideais not feasible, decide what can be changed to make it so. Then redo the
financial analysis and reevaluate.

B Step 7

Purpose: Begin the business planning stage if idea is feasible.

Action item:

»  Review the remainder of the manual to learn the business plan sections, determine
the information required and identify sources for that information.

Bl Step 8

Purpose: To gather the data and information required for the business plan.
Action items:

»  Assign committees to work on each section of the business plan.

*  Whole team meets as needed to form needed strategies.

W Step 9

Purpose: To review the idea and plan as the business plan writing progresses.

Action items:

»  Group meets on a planned basis to review progress, discuss issues and set business
strategies.

»  Group also continues to evaluate the idea to improve the feasibility of the plan.

Bl Step 10

Purpose: To obtain financing once the plan is complete.

Action items:

» After the plan is complete, is the idea still feasible?

» Have the plan read by an independent source, such as an Extension agent or
specialist, to ensure the plan is complete and sound.

* Review the manual articles “Sources of Capital” and “Working with an Economic
Developer.”

The process should take six to nine months to complete with the longest phase the
writing of the actual business plan. Good luck!
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10-Step Checklist

Estimated New
; Person(s) Due | completed?
Step Completion : pletedsl pye
Time Responsible] Date Yes No Date
1. Reevaluate idea One day
2. Form team One day
3. Review financial
) Two days
analysis process
4. Learn about
] . Two days
information data
5. Gather data 60 days
6. Complete financial
P ) 10 days
analysis
7. Begin business
gin bus! Three days
plan process
8. Gather business
or busine 180 days
plan information
9. Review business
. Two days
planidea
10. Arrange for
. g 60 days
financing
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So You Want to Build a
Packing Plant

When pork producers look to build a small packing plant as their salvation, they would be
wiser to look elsewhere, suggested Ron Plain, ag economist at the University of
Missouri.

“There are promoters attempting to sell hog producers on investing in a small,
cooperative hog slaughter plant or producers that are looking to build one themselves,”
said Plain. But, history is proof, he pointed out.

In 1981, there were 49 plants in the 1,000 to 4,000 head-per-day range. Today there are
just nine of those small plants left. “The plants that have survived have developed a
differentiated product and have established a brand with consumers. It takes years to
establish a branded product that can capture more of the consumer’s dollar and that
usually means operating at a loss for several years, “ he stressed.

Plain lists these points to ponder before constructing or investing in a small packing

plant.

» Periodically, the U.S. has a shortage of hog slaughter capacity. During the fall of
1998, oversupply caused packers to work double shifts and in some cases, seven
days a week. Weekly hog slaughter exceeded 2 million head for 14 consecutive,
non-holiday weeks. During these times, pork packers tend to make profits (and
producers lose money) on each hog they slaughter.

» Periodically, the U.S. has excess hog slaughter capacity. Hog slaughter is usually
lowest the summer of every fourth year. During the summer of 1996, weekly hog
slaughter dropped below 1.7 million head for 16 consecutive weeks. During these
times, hog packers tend to lose money (and producers make profits) on each hog
they kill.

» Historically, meat packing has not been a very profitable business when compared
to other industries. According to a recent Value Line Investment Survey (Value Line
analyzes investments and provides market advice. The Web site is
www.valueline.com), the index of total returns for buying stock in all major
businesses for the five-year period ending in July 1999 was 128.5 percent. The stock
of four major players in the packing industry performed well under that five-year
average as follows: IBP, Inc. at 71.7 percent; ConAgra at 81.3 percent; George A.
Hormel at 96 percent; and Smithfield Foods at 102.5 percent. In contrast was stock in
grocery store chains. Kroger’s return was 323 percent and Safeway’s was 770
percent.

* In 1980, the largest hog packer was Wilson Foods, followed by John Morrell and
Armour. None of these companies has survived independently.

*  The number of hog slaughter plants has been declining. The number of federally
inspected hog slaughter plants has dropped 45 percent in the last 17 years. The
decline has hit small- and medium-sized plants the hardest. The number of plants
slaughtering 1,000-4,000 head/day has declined by 85 percent since 1981. The
number of plants slaughtering more than 6,000 head/day has climbed by 190 percent.

»  Packing plant size is on the rise. For two decades, the average number of hogs
slaughtered in federally inspected plants has been steadily rising. In 1981, 21.1
percent of federally inspected hog slaughter took place in plants killing more than
6,000 head/day. In 1998, that figure had risen to 85.2 percent. The number of smaller
plants is declining, while the number of large plants is growing. In short, economies
of size encourage growth of bigger plants and ownership of multiple plants. One
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main reason is the export market for pork. A large packer killing 30,000 or more hogs/
day can more easily justify opening a foreign trade office than a small firm
slaughtering a few thousand hogs per day.

» The packer share of the consumer pork dollar is decreasing, too. Kill and cut
packers captured 31.2 percent of the consumer pork dollar in 1970. That plunged to
24.9 percent by 1980. Their share plummeted to 14.6 percent by 1990. It rebounded to
18.3 percent in 1998.

I Resource

Adapted from a National Hog
Farmer article by Joe
Vansickle, Sr., Associate
Editor.
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How WiIill the Process Start?

Many new ag ventures under formation today are the result of groups working together.
There are several groups in the planning stages now to market grain or livestock related
products. Two or more people are a group; a partnership among people seeking to
achieve a common goal. The purpose of this chapter is to discuss how groups work and
the stages groups go through in reaching their goal.

To be successful, a group must establish a structure very early in the process. Key roles
need to be filled to ensure the group is working towards its goal.

B Who Needs to be at the Table?

Group Leader

This person has the vision or burning desire that is the driving force. He/she will be
responsible for keeping the group on schedule, calling and conducting meetings,
assigning tasks, following up and setting direction.

Secretary or Recorder
Someone needs to be appointed to take minutes of all meetings, handle correspondence
and perform other duties.

Treasurer

Appoint someone to serve as treasurer. This is a potential new venture, so people
involved need to act like it is one. Expenditures may be necessary and funds may need to
be raised to finance the prefeasibility stage. An account of all financial matters should be
kept.

Functional Committees

During all phases of prefeasibility through planning and start-up, issues will need to be
dealt with in the functional areas of business — marketing/sales, accounting, finance,
production, human resources, purchasing and general management. Appoint committee
members to be team leaders for all of these areas. Their assignments are to address the
many issues, questions and concerns that fall in their respective functional areas.

B Others at the Table

Legal Advisor

This person should have industry knowledge and experience as well as corporation and/
or cooperative experience. Experience should be in federal and state laws and
regulations.

Financial Advisor

This person should have industry knowledge and experience as well as corporation and/
or cooperative experience. He or she also should have experience with start-up
businesses.

Major Stockholders and/or Major Investors
These would be investors other than producers or other committee members. They need
to be at the table to make the “GO” or “NO GO” decisions in these exploratory stages.

Industry Consultant
This person needs to have industry knowledge and experience as well as corporation
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and/or cooperative experience. He/she should have a working knowledge and
understanding of federal and state laws and regulations concerning the industry. And,
this person must have experience in start-up operations.

Advisor

This needs to be a person who can provide overall assistance and guidance to the
group, will help the group establish goals and will help it work through the five stages of
a group. This person should enhance the decision making process through use of
techniques such as brainstorming, affinitizing, data collection and analysis, and the
problem solving cycle of the plan (do-check-act).

B First Step

A starting point for the group, after getting organized, is to read and discuss “The Cycle
of a Project” chapter in this manual. A list of key issues is included in the article. Of that
list, the two questions to consider now, before proceeding any further, are:

1.  What s the need for the project?

2. What is the potential membership base and volume of product for the project?
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Working with Groups

B Group Behaviors

Groups go through five phases of development: forming, storming, norming, performing
and ending or transforming. The phases usually follow in order, but at times, groups find
they must go back to an earlier phase to repeat a process.

Forming Phase

The group begins as an assortment of individuals who have a lot to do. The mood is
upbeat and a little uptight, because working with new people is both exciting and nerve-
wracking. There may be anxiety and confusion as the group begins to organize. For some
people, it may be too much too soon.

Members have to get acquainted and decide to cooperate. They have to figure out how
to make decisions and set goals. They also have to decide what the role of each person
in the group will be.

The following may be characteristics of your group:

* Members may be concerned with personal safety in the group.

» Members are concerned with acceptance and fear rejection.

* Members communicate in a tentative and very polite manner.

» The members behave in ways that suggest a need for dependable and directive
leadership.

» The leader is seen as benevolent and competent.

» The leader is expected and encouraged to provide members with direction and
personal safety.

» The leader is very rarely challenged.

» Goals are not clear to members, but clarity is not sought.

* Members rarely express disagreement with initial group goals.

» The group assumes that consensus about goals exists.

* Role assignments tend to be based on external status, first impressions and initial
self-presentation of members, rather than on matching member competencies with
goal and task requirements.

»  Member compliance and conformity is high.

«  Communication tends to be centralized.

» Participation is generally limited to a few vocal individuals.

*  Overt conflict is minimal.

» Alack of group structure and organization is evident.

» Cohesion and commitment to the group are based on identification with the leader
rather than other factors.

»  Subgroups and coalitions are rare at this stage.

Appropriate leadership behaviors in the forming phase

* Minimize speaking to lessen the group’s dependency on leadership direction and
avoid establishment of a centralized communication style.

*  Minimize singling out individuals by using group-level interactions. (e.g. “People are
working hard,” or “How will this decision help us reach our goals?”)

» Focus actions on creating a safe environment, open communication system and
individual disclosure and work.

*  Minimize personal activity.

»  Continually assess member actions for their impact on group dynamics.

[ | Working with Groups - 15

No two groups are exactly
the same, but, in some
respects, they all are
similar. As they work
toward their goals, all
groups tend to go through
similar processes and
must fill certain roles. At
one time or another, every
group must deal with
difficult people or a
troublesome situation. As
you begin to explore
partnerships and working
with others who will be
necessary participants in
planning and proceeding
with building your
business, the following
general knowledge about
working with groups may
be helpful.
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Appropriate membership behavior in the forming phase
» Be friendly as you attempt to understand others.
* Voluntarily share.

Storming Phase

During the storming phase, anxiety increases and group morale may sink. There may be
some conflict. During this phase the group may “bottom out.” It's normal, and it will pass.
Think of it as essential tension — accept it and prepare for it. It's energy the group can use.

Group members may disagree; voicing differences can benefit the group. One way to
manage storming is to generate ideas to solve problems. Ideas are the key to group
creativity.

The following may be characteristics of your group in this phase:

»  Conflicts about values surface.

» Disagreements about goals and tasks emerge.

* Increased feelings of safety allow dissent to occur.

» Dissatisfaction with roles may surface.

» Clarification of goals begins.

» Role clarification also begins.

* Members challenge the leaders.

»  Subgroups and coalitions form.

»  Group intolerance of subgroups and coalitions is manifested.

* Increased member participation is evident.

»  Decreased conformity begins.

»  Deviation from emerging group norms occurs.

» Attempts at conflict management are evident.

» If efforts to resolve conflicts are successful, increased consensus about group goals
and culture become evident near the end of this stage.

+  Conflict resolution, if successful, increases trust and cohesion.

Appropriate leadership behaviors in the storming phase

» Appreciate members’ conflicts. Accept changes in members’ feelings toward the
leader.

»  Encourage members to express their views regarding leader-member and member-
member relations.

» Use conflicts with the leader to help the group fairly redistribute power and
influence. If a member challenges the leader, ask for proactive suggestions rather
than debating the validity of the challenge. If members disagree, invite them to
explore this opportunity to learn about each other. The goal is a united culture
without sacrificing individuality.

* Intervene in ways that model compromise, tolerance and effective conflict
resolution.

» Help the group forge a unified set of beliefs and values.

»  Encourage exploration of individual beliefs and values.

»  Exercise fortitude and be slow to correct misperceptions of personal motivations
and intentions.

»  Welcome redistribution of power and influence.

»  Encourage members to share feelings and reactions to personal leadership, using
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these times as opportunities to explore the larger reaction to authority.

»  Work to create positive relationships with members by helping individuals achieve
their own goals.

*  When a member challenges the leader’s skills, ask for suggestions for improvement.

»  When members fight, help the group understand this is a good opportunity to learn
more about each other and to build the group.

Appropriate membership behavior in the storming phase
»  Expect conflict and view it as a step toward self-exploration and group building.

Norming Phase

In the norming phase, groups truly begin to act as a group, rather than as individuals. The
group has an identity, clear expectations and norms (informal rules about group
behavior). Norms make it possible to count on certain things being done and other things
not being done.

Norming is essential for a group to achieve its goals, but problems may crop up.
Sometimes people are so concerned about getting along they don't think critically and
consider all their options. Your group can keep its options open by airing doubts and
exploring alternatives.

Groups may make poor decisions during the norming phase. Maybe the group had faulty
information, made poor assumptions or came to the wrong conclusions. The group may
have defined the problem poorly or defined the wrong problem. It may have mis-
evaluated the consequences or violated procedures. Good decisions are informed
decisions, so listen to everyone’s ideas, positive and negative.

The following are characteristics of groups in the norming phase:

* Increased goal clarity and consensus are evident.

» Roles and tasks are adjusted to increase the likelihood of goal achievement.

» The leader’s role becomes less directive and more consultative.

»  The communication structure appears to be more feasible.

* The content of communication becomes more task oriented.

*  Pressure to conform increases again.

»  Helpful deviation is tolerated.

»  Coalitions and subgroups continue to form.

* Increased tolerance of subgroups and coalitions is evident.

»  Cohesion and trust increase.

* Member satisfaction increases.

»  Cooperation is more in evidence.

* Individual commitment to group goals and tasks is high.

»  Conflict continues to occur.

» Conflict management strategies are more effective.

»  The group works to clarify and build group structure that will facilitate goal
achievement and productivity.

[ | Working with Groups - 17
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Some groups never reach a warm, peaceful co-existence, but their goal is held so
intently, they can remain focused as a group. The American Revolution may be such an
example. Many members of the group never liked each other, but tensions forced better
outcomes on issues of language and governance.

Appropriate leadership behavior in the norming phase
* Help individuals work on their goals by intervening in ways that heighten member
awareness.

Appropriate membership behavior in the norming phase
* Implement new norms within the group.

» Maintain focus on real-world (goal) change.

»  Constructively give and receive feedback.

» Beopen to new ideas and ways of reacting.

Performing Phase

A group reaches the performing phase when it “gets down to business.” Leaders
delegate responsibilities and group members go to work. The group’s resources are fully
mobilized to achieve a goal. There still may be breakdowns from time to time. However, if
your group keeps working together, you'll get through those difficult times.

The following may be characteristics of your group:

* Members are clear about group goals.

*  Members agree with group goals.

» Tasks are appropriate to group versus individual solutions.

* Members are clear about their roles.

» Members accept their roles and status.

* Role assignments match member abilities.

» The leadership style matches the group’s developmental level.

» Delegation is the prevailing leadership style.

»  The group’s communication structure matches the demands of the task.

* The group has an open communication structure in which all members participate
and are heard.

» The group gets, gives and utilizes feedback about its effectiveness and productivity.

* The group spends time defining problems it must solve or decisions it must make.

»  The group spends time planning how it will solve problems and make decisions.

»  The group spends enough time discussing the problems and decisions it faces.

» The group chooses participatory decision-making methods.

» The group implements and evaluates its solutions and decisions.

* Voluntary conformity is high.

» Task-related deviance is tolerated.

» The group norms encourage high performance and quality.

»  The group expects to be successful.

*  The group encourages innovation.

» The group pays attention to the details of its work.

» The group accepts coalition and subgroup formation.

»  Subgroups are integrated into the group as a whole.

»  Subgroups work on important tasks.

*  The group contains the smallest number of members necessary to accomplish its
goal(s).
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» The group has access to the technical and people resources necessary to
accomplish its tasks.

* The group has access to technical or interpersonal consultation as needed.

» The group has access to technical or human relations training as needed.

* The group has a defined work territory.

* The group is allotted sufficient time to accomplish its goals.

»  Subgroups are recognized and rewarded by the group.

» The group is highly cohesive.

* Interpersonal attraction among members is high.

*  Members are cooperative.

»  Periods of conflict are frequent but brief.

» The group has effective conflict-management strategies.

Appropriate leadership behaviors in the performing stage
» Encourage independence and confidence in members.
» Transfer problem solving and influence to group members.

Transforming or Ending Phase

Inevitably, groups reach the transforming or ending phase. They may go back to earlier
phases or regroup to tackle a new task. Some members may leave the group, or new
members may join. A group may disband after accomplishing its task. For some groups,
transforming is a time of sadness or loss. Members are disappointed that their goal(s)
has been achieved or that the group may disband. But for other groups, transforming is a
satisfying time as members look forward to new activities.

For groups that will continue, it is a good idea to redefine group goals and roles. This will
help renew group commitment and visions, re-energize current members and build a
sense of ownership and belonging among new members.

The following may be characteristics of group members at this stage:

»  The ability to manage conflict may degenerate.

»  Work activity may increase or decrease abruptly.

» Feelings of solidarity may increase. Increased expressions of positive feelings
among members may occur.

»  Stress and anxiety among members is evident.

»  Some members may become apathetic with regard to the group.

[ | Working with Groups - 19
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B How to Handle Group Conflict

Group conflict is essential to a group’s cohesion. It helps groups identify areas of
common values; provides greater group stability through shared beliefs; helps to balance
the differences between extreme positions; and helps to clarify roles and structures. To
have effective conflict, it is necessary to create a safe environment. Frequently, if
managed constructively, conflict can be a strong indicator of a group’s effectiveness.

A problem-solving method usually is the first thing people employ in a conflict situation. If
that method doesn’t bring about quick resolution, contentious tactics may be used until
escalation of the conflict forces participants back to problem solving. The following are
key steps in problem solving to move the conflict toward a win/win for all parties:

1.

Separate the people from the problem. Put yourself in their shoes. Don’t deduce
their intentions from yours. Don’t blame them for your problem. Discuss each other’s
perceptions. Look for opportunities to act consistently with perceptions to
demonstrate your good faith in a negotiation. Give people a stake in the outcome by
involving them in the process. Allow windows for face saving, making your proposal
consistent with their values. Recognize and understand emotions of all parties.
Listen actively. Speak about yourself rather than them. Speak for a purpose. Build a
working relationship. Be hard on the problem, soft on the people.

Focus on underlying interests not stated positions. Ask “why” and “why not” for
each position. Reconcile interests (not positions), since interests define the problem.
(Behind opposing positions lie shared and conflicting interests.) Acknowledge
others’ interests as part of the problem. Acknowledge their interests before you
state what you want. Look forward rather than arguing the past. Always be firm on
interests and flexible on solutions.

Generate a variety of options before deciding what to do. Be creative in how you
can maintain or enhance the relationship with others in the conflict. Judgment
hinders imagination. Brainstorm ideas by separating invention from imagination.
Look through the eyes of different experts. Change the scope of the agreement to
make it easier. Start with easier issues and work out resolutions that build
momentum for the more difficult issues. Dovetail differing interests. Make their
decision easy.

Base agreement on objective criteria and fair procedures. Frame each issue as a
joint search for an objective standard. Be open to reason to the type and application
of standards. Yield only to principle, never to pressure.

Prepare in advance what you'll do if negotiation fails (i.e. your walk-away
alternative). Know your best alternative plan if you leave an interest-based
negotiation. Know their best alternative plan. Be patient and persistent in
negotiations until your walk-away alternative becomes the better choice. Never be a
victim. If you have to, leave them knowing you worked hard on the problem. Stay
true to your interests, and treat others as you would want to be treated.

To help you use interest-based negotiation effectively, keep the following behaviors in
mind as you negotiate.

Keep your composure.

Focus on interest, yours and theirs. Know their walking shoes as well as your own.
Keep focused on the real issues.

Recognize dirty tactics. Look for multiple clues and incongruent communication.
Maintain a healthy skepticism.
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Know your hot buttons. Pause as needed to break an automatic reaction to being
pushed.

Maintain an interest in the long-term relationship of participants.

Let them save face. Use reasonable requests such as, “You won't mind if | check this
out?”

Ask questions such as, “What would you do in my place?” Invite specific criticism.
Use humor, laughing at yourself and your shared situation.

Respond to reason not personal attacks or force.

Allow them to vent frustrations, if it moves the negotiation ahead. Respond by
saying, “l respond better to knowing your interests or figuring out options.” Warn
but do not threaten by saying, “Here’s what the situation will be.” Then bring
everybody back by talking about the problem. Ask, “What do you think will happen if
we don’t resolve this conflict?” or “How do we make sure this doesn’t happen
again?”

The following communication rules can improve problem solving:

State your problem and interests. Speak with “I” statements. Acknowledge the
other’s problem and interests. Avoid name calling and answering a complaint with
another complaint.

Listen to the other parties and know their interests. Ask “why,” “why not” and “what
if” questions to better understand. Use silence to demonstrate you are willing to listen
or to help move the other side into a position to listen more effectively to you.

Offer an apology when appropriate.

Stay in the present and the future. The past has already been lived.

Stick to the present topic.

Look for areas of agreement.

Set the time for the next discussion and take a time out if the discussion
deteriorates.

Use mutual restating until a party who continues to feel misunderstood feels
understood appropriately.

State requests for change in behavioral terms. Don'’t ask for changes in attitude or
feeling just to be different.

Consistently express verbal and body messages. If negative feelings must be
expressed, only use words. Show confidence in the process, relax, use good eye
contact and show interest.

Nonverbal communication is important. According to research by Alfred Mehraian, the
persuasiveness of a message depends on:

Nonverbal communication, includes facial expression, movement and gestures.
Voice communication, includes the tone with which the message is conveyed such
as confidence, desperation, anger or condescension.

Data communication, includes the actual meaning of words and any supporting
information.
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You can listen to each other and still have differences. These characteristics apply:

Listen to understand.

Accept that what the other person is saying is true for him/her. Respect the others’
feelings.

Repeat for clarification.

Find a point of agreement.

State or restate your own opinion.

Acknowledge another’s statements and state, “I will give it serious consideration
before | take further action.”

When you receive feedback:

Listen carefully and repeat what you heard.

Ask to fully understand.

Say thank you and state that you will consider their comments before taking further
action.

Seriously reflect on what you heard before taking further action.

When you give feedback:

Separate the behavior from the person. Be specific and factual about behaviors.
Avoid value judgments and demands for a change in attitude or emotion.
Describe how you feel.

Describe how this affected you.

Be sensitive and respectful. Present this feedback as a gift, then leave it behind.

These are strategies to guide action in conflict;

Start cooperatively with positive attitudes about the other person or team.

Set boundaries for negative behavior.

Be forgiving.

Keep your strategy simple.

Continue to put forth conciliatory gestures even when locked in a negative pattern.
Eliminate envy by attempting to do no better in any transaction than the other party.

When addressing a problem or conflict, ask problem-solving questions. Let the problem
be the teacher. These strategies can help:

Ask “why?” questions. “Why is it that you want that?” or “Why is that a problem?”
Ask “why not?” Through their criticism seek to understand their interests.

Ask “what if?”” Use this to explore options without holding anyone to a position.
Remember to invent first and evaluate later.

Ask for the other party’s advice. “What would you suggest that | do?” “What would
you do if you were in my shoes?” “What would you say to my clients?”

Ask “What makes that fair? You must have good reasons for thinking that is a fair
solution. I'd like to hear them.”

Ask open-ended questions. Preface questions with “how, why, why not, what or
who.”

Tap into the power of silence. Silence is the gestation period that can bring forth
creativity and understanding.

The turning point is when you change the game from positional bargaining to
problem-solving negotiation.
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Cost and Financial Models

Cost and financial models are vital tools in assessing the feasibility of a potential new
business. Because the success of any new venture eventually comes down to the
numbers, models keep the attention focused on profits. Assuming a market exists for
products or services that are being contemplated, the two essentials for profitability and
long-term survivability are cost and cash management. Cost and financial models
become the basis for organizing cost, pricing and marketing information so that
marketing and investment decisions are made wisely.

It needs to be pointed out, however, that cost and financial models are not forecasts.
Rather they provide the basis for conducting a series of “what-if” scenarios. These,
then, form the basis for rigorous analysis to determine if the venture is feasible or
sufficiently profitable to warrant the investment; and if feasible, what is the most
advantageous strategy.

Conscientiously prepared cost and financial models reduce investment uncertainty

because they:

»  prevent surprises by making certain that all costs are recognized prior to start-up —
serve as a cost inclusion checklist.

» determine the cost behavior for each of the significant cost elements, i.e., the effect
of volume changes on individual cost elements.

» match and measure the cost of various inputs (resources) with the expected
revenue of each of the outputs (products or services).

» estimate the physical quantity and cost of resources required to generate
anticipated revenue.

» identify critical performance measurement requirements and facilitate the design of
performance measurement processes.

» establish amount of initial capital investment required to operate the firm at
profitable levels.

Cost and financial models are particularly useful to prospective investors and lenders as
they conduct due diligence analyses of a new venture. This is especially the case if
historical profit and loss and balance sheet statements are not available for review.

From the perspective of those conducting due diligence analyses, who is making the
cost and financial models is as important, if not more important, than the models
themselves. To be credible, the assumptions used in models will have to be made by
individuals who have expertise in the type of enterprise under consideration. The
expertise used must be drawn from all phases of the business: marketing, product and
process technology, finance and general management. Investors and lenders will have
to be convinced that the individuals who will start up and operate the enterprise have the
ability to “make it happen.”

It also should be pointed out that cost and financial models may reveal that a prospective
venture is not feasible, or that the potential is marginal at best. In this case, the modeling
process serves an equally valuable function by preventing a bad investment.

Two types of financial models commonly used are the breakeven analyses and cash flow
projections. The third type, used less often, is the input/output cost model. Breakeven
analyses, explained in Section 3 of this manual, is used to determine unit and dollar sales
required to cover all expenses. The cash flow projection has several uses. The main
purpose is to estimate when the firm will achieve a positive cash position and to
determine the amount of operating capital required.
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B Input/Output Model

The input/output model differs from pro forma operating statements in that physical
resources (inputs) used to produce revenue are matched with the sources of revenue
such as products or services (outputs). As mentioned, it gives a more accurate picture of
the physical resources in terms of raw material, labor, plant and equipment utilization,
etc., required to generate revenue at various levels. Itis an essential step in the
information-gathering process because it provides supporting data for pro-forma
financial statements.

A useful tool in preparation of cost models is a process flow chart. The chart will
indicate where various inputs take place in the production process until the end
products/outputs are produced. The flow chart for this purpose does not have to be
highly detailed or elaborate. If it indicates the major cost elements and where they
occur in the production process, it should be sufficient.

The next step is to prepare input/output revenue versus cost models. The purpose of this
model is to match physical units of inputs, hogs purchased and processing tasks, with
the costs incurred in purchasing hogs and in each of the processing steps. To be of
value, the costs of producing each product need to be matched with the revenue derived
for that product. There are several ways to classify sources of revenue: by product or
product category; by method of distribution (wholesale versus retail); or by specific
customer (supermarket chain A versus supermarket chain B). Fortunately, present day
computer systems have the capability of matching costs with revenue in many different
ways, depending upon what is being analyzed at the moment.

Since it is impossible to predict future sales it is advisable to prepare several statements
based upon different assumptions. Well thought-out assumptions will serve the purpose
of establishing parameters, which then can be useful in analyzing the success
probability of the new venture. For example, an approach might be to construct three
scenarios: a conservative estimate, mid-range and an optimistic estimate. An added
advantage of this approach is that it identifies the costs that will increase or decrease
with volume and the capacity utilization required for each sales level.

As stated in the first paragraph, models are particularly useful in assessing the feasibility
of a new venture. Market feasibility studies should indicate the potential demand for a
product (outputs), and what customers would be willing to pay — particularly the price
premium for a unique product. Technological feasibility will determine the physical
resources (inputs), along with the costs needed to process, package and distribute the
product. Financial feasibility will consolidate the information obtained from the market
research and technology feasibility studies, to determine if the difference between price
and cost justify risk.

With respect to developing models for a pork processing facility, examples of several
worksheets are included at the end of this chapter (Exhibits 3-A through 3-E). To
facilitate data gathering and revision of data as more information is accumulated, it is
highly recommended that spreadsheets be developed using these worksheets as guides.
Since no two operations are similar, the spreadsheet applications should be specific to
the venture under consideration.
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B Pork Processing Feasibility Study/Business
Planning Costs

In sequence of use, the first worksheet, “Pork Processing Feasibility Study/Business
Planning Costs,” is designed to accumulate all costs associated with this part of the
start-up process. While financial expenditures invested during this phase of the process
are intangible, therefore cannot be used as collateral for financing purposes, it is still
important to have this information. For one thing, it documents for potential lenders and
investors the efforts that have been made in determining the feasibility of the enterprise.
In other words, that the organizers have “done their homework.” It also can be useful in
negotiating stock ownership share when the capital structure is determined. It is also
possible these costs can be written off against future earnings (check with a tax expert
as to eligibility and documentation required).

As mentioned previously, a purpose of the feasibility study/business planning worksheet
is to serve as a checklist so that many costs related to this phase of business
development are not overlooked. Since these costs likely will have to be paid by the
enterprise organizers, this worksheet could be a useful guide in developing a budget for
this phase — thus assisting in keeping cost from getting out of control.

B Pork Processing Plant Start-up Costs

The next worksheet, “Pork Processing Plant Start-up Costs,” is used to gather all the
costs connected with acquiring and constructing physical facilities and related pre-
start-up expenditures. Unlike feasibility and business planning costs, start-up costs are
not likely to be incurred until equity and lending financing have been obtained or
approved. It is essential that this information is available to investors, lenders and
economic development agencies on a periodic basis in the form of progress reports.
Again, this information is necessary for tax purposes.

Note: [fcustom processing is used in lieu of building or acquiring processing facilities,
then the cost of custom processing per head should be used in the Revenue/Cost Model
and subsequently in the pro-forma financial statements. In effect, a variable cost is being
substituted for a fixed cost thereby reducing the start-up risk. Preparing the start-up cost
worksheet is still a useful exercise because it identifies the cost of eventually building
new facilities as well as indicating the volume that needs to be reached before building
processing facilities.

B Pork Processing Input/Output Model and
Revenue/Cost Model

The “Pork Processing Input/Output Model” and the “Pork Processing Revenue/Cost
Model” are tied together because the input/output analysis provides the necessary data
for the revenue/cost model. The first step in the model preparation is to develop capacity
assumptions. The models use hogs processed per day as the basis for determining
capacity. However, organizers can use whatever measure makes sense to them as the
basis for determining capacity.

Whatever measure is used, it is strongly recommended that several capacity

assumptions be used so that side-by-side comparisons can be made. It will help to
identify the effect volume will have on each of the cost elements. This will assist in
answering the question: “If volume increases or decreases, which of the costs will
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increase or decrease — both on an aggregate and on a per unit (pound) basis?”

It is important that as much cost detail as possible is included in the revenue/cost model;
and that all significant sources of revenue are included — individual product sales are
listed in the input/output model. Typically, processing industries have low profit margins
so it is important that all revenue and costs are identified. Fortunately, personal
computer spreadsheet applications make this process much less cumbersome.

The input/output model example calculates the “material margin” for each of the
capacity levels. It is the difference of what is paid for the hogs, and the revenue that is
likely to be received for the end products. The reason for calculating the material margin
is that it provides a number that can be used to compare with historical data. For
example, assume 20 percent is determined to be the minimum material margin
acceptable, in terms of covering processing, selling, general and administrative costs as
well as providing a sufficient return on investment. Statistical analyses can be used to
determine how often that margin was 20 percent or within a given time period.

Since small pork processing plants are likely to be aimed at niche markets premium
prices paid to hog producers and premium prices paid by consumers for end products
need to be taken into account when establishing revenue and cost data.

Using three capacity level assumptions was previously suggested. It is also suggested
that a minimum of three separate assumptions be made in determining the material
margin for as called for in the input/output model.

The basis for these assumptions could be as follows:

»  Best case (from processor’s perspective): high margins because of low prices paid
to producers and high wholesale prices.

»  Most likely case: average margins over a period of time.

»  Worst case (from processor’s perspective): low margins because of high prices paid
to producers and low wholesale prices.

A minimum of nine different scenarios (three revenue/cost assumptions x three capacity
assumptions) should be sufficient to determine if the venture is feasible and, if feasible,
the optimum size of the venture. Establishing parameters is perhaps the most practical
way to deal with the infinite number of possible revenue versus cost combinations in this
type of enterprise.

While the focus of any statistical analysis is on the material margin, from the investors
and lenders perspective, earnings before taxes (line 13 of the revenue/cost model), is the
figure they are most interested in examining. That item should also be identified for each
scenario used.

Calculated on the revenue cost model is the “Contribution Margin” (line 5). The
contribution margin percentage can be used to calculate the breakeven point for each of
the assumptions used. It is determined by dividing the nonvariable or fixed costs
(indirect labor + processing machinery + facilities + selling and marketing + general and
administrative) by contribution percentage x 100. In addition to dollar and unit sales
required to breakeven, it can also be used to determine the percentage of capacity
required to achieve that number. Breakeven calculations can be used for other
purposes as well: labor required to breakeven, cash flow breakeven, etc.
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