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The aggregate market value of the voting common equity held by nonaffiliates of the registrant computed by reference
to the closing sale price of such stock, was approximately $45.3 million as of June 28, 2013, the last business day of
the registrant’s most recently completed second fiscal quarter. The registrant has no non-voting common equity.

The number of shares of the registrant’s common stock, $0.001 par value, outstanding as of March 28, 2014 was
18,014,034.

DOCUMENTS INCORPORATED BY REFERENCE:

Part III incorporates by reference certain information from the registrant’s definitive proxy statement (the
“Proxy Statement”) for the 2014 Annual Meeting of Stockholders to be filed on or before April 30, 2014.
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CAUTIONARY STATEMENT

All statements included or incorporated by reference in this Annual Report on Form 10-K, other than statements or
characterizations of historical fact, are forward-looking statements. Examples of forward-looking statements include,
but are not limited to, statements concerning projected net sales, costs and expenses and gross margins; our
accounting estimates, assumptions and judgments; the demand for ethanol and its co-products; the competitive nature
of and anticipated growth in our industry; production capacity and goals; our ability to consummate acquisitions and
integrate their operations successfully; and our prospective needs for additional capital. These forward-looking
statements are based on our current expectations, estimates, approximations and projections about our industry and
business, management’s beliefs, and certain assumptions made by us, all of which are subject to change.
Forward-looking statements can often be identified by words such as “anticipates,” “expects,” “intends,” “plans,”
“predicts,” “believes,” “seeks,” “estimates,” “may,” “will,” “should,” “would,” “could,” “potential,” “continue,”
“ongoing,” similar expressions and variations or negatives of these words. These statements are not guarantees of
future performance and are subject to risks, uncertainties and assumptions that are difficult to predict. Therefore, our
actual results could differ materially and adversely from those expressed in any forward-looking statements as a
result of various factors, some of which are listed under “Risk Factors” in Item 1A of this report. These
forward-looking statements speak only as of the date of this report. We undertake no obligation to revise or update
publicly any forward-looking statement for any reason, except as otherwise required by law.
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PART I

Item 1.	Business.

Business Overview

We are the leading producer and marketer of low-carbon renewable fuels in the Western United States.

We market all the ethanol produced by four ethanol production facilities located in California, Idaho and Oregon, or
the Pacific Ethanol Plants, all the ethanol produced by two other ethanol producers in the Western United States and
ethanol purchased from other third-party suppliers throughout the United States. We also market ethanol co-products,
including wet distillers grains, or WDG, and corn oil for the Pacific Ethanol Plants.

We have extensive customer relationships throughout the Western United States. Our ethanol customers are integrated
oil companies and gasoline marketers who blend ethanol into gasoline. We arrange for transportation, storage and
delivery of ethanol purchased by our customers through our agreements with third-party service providers in the
Western United States, primarily in California, Arizona, Nevada, Utah, Oregon, Colorado, Idaho and Washington.
Our WDG customers are dairies and feedlots located near the Pacific Ethanol Plants. Our corn oil is sold to poultry
and biodiesel customers.

We have extensive supplier relationships throughout the Western and Midwestern United States. In some cases, we
have marketing agreements with suppliers to market all of the output of their facilities.

We hold a 91% ownership interest in New PE Holdco LLC, or New PE Holdco, the owner of each of the plant
holding companies, or the Plant Owners, that collectively own the Pacific Ethanol Plants. We operate and maintain the
Pacific Ethanol Plants under the terms of an asset management agreement with New PE Holdco and the Plant Owners,
including supplying all goods and materials necessary to operate and maintain each Pacific Ethanol Plant. In operating
the Pacific Ethanol Plants, we direct the production process to obtain optimal production yields, lower costs by
leveraging our infrastructure, enter into risk management agreements such as insurance policies and manage
commodity risk practices. We also have responsibility for any idled Pacific Ethanol Plant, such as the Madera plant,
which has been idled since 2009, and is now in the process of being restarted.

We market ethanol and its co-products, including WDG and corn oil, produced by the Pacific Ethanol Plants under the
terms of separate marketing agreements with the Plant Owners. The marketing agreements provide us with the
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absolute discretion to solicit, negotiate, administer (including payment collection), enforce and execute ethanol and
co-product sales agreements with any third party.

The Pacific Ethanol Plants are comprised of the four facilities described immediately below and have an aggregate
annual production capacity of up to 200 million gallons. Three of the facilities are operational and one of the facilities
is in the process of restarting production. As market conditions change, we may increase, decrease or idle production
at one or more operational facilities or resume operations at any idled facility. We are restarting our facility in Madera,
California and expect to commence production in the second quarter of 2014.

-1-
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Facility Name Facility Location Estimated Annual Capacity
(gallons) Current Operating Status

Magic Valley Burley, ID 60,000,000 Operating
Columbia Boardman, OR 40,000,000 Operating
Stockton Stockton, CA 60,000,000 Operating
Madera Madera, CA 40,000,000 Restarting

Company History

We are a Delaware corporation formed in February 2005. Our main Internet address is http://www.pacificethanol.com.
Our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, amendments to those
reports and other Securities and Exchange Commission filings are available free of charge through our website as
soon as reasonably practicable after the reports are electronically filed with, or furnished to, the Securities and
Exchange Commission. Our common stock trades on The NASDAQ Capital Market under the symbol “PEIX.” The
inclusion of our Internet address in this report does not include or incorporate by reference into this report any
information contained on our website.

Business Strategy

Our primary goal is to advance our position as the leading marketer and producer of low-carbon renewable fuels in the
Western United States. The key elements of our business and growth strategy to achieve this objective include:

Ÿ

Expand ethanol production and marketing revenues, ethanol markets and distribution infrastructure. We plan to
increase our ethanol production and marketing revenues by restarting production at our Madera, California facility in
the second quarter of 2014, expanding our relationships with third-party ethanol producers and our ethanol customers
to increase sales volumes of ethanol throughout the Western United States at profitable margins. In addition, we plan
to maintain and increase sales to animal feed customers in the local markets we serve for WDG and corn oil. We also
plan to expand the market for ethanol by continuing to work with the federal government and state governments to
encourage the adoption of policies and standards that promote ethanol as a component in transportation fuels. In
addition, we plan to expand our distribution infrastructure by increasing our ability to provide transportation, storage
and related logistical services to our customers throughout the Western United States.

Ÿ
Focus on cost efficiencies. We operate the Pacific Ethanol Plants in markets where we believe local characteristics
create an opportunity to capture a significant production and shipping cost advantage over competing ethanol
production facilities. We believe a combination of factors will enable us to achieve this cost advantage, including:

o
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Locations near fuel blending facilities lower our ethanol transportation costs while providing timing and logistical
advantages over competing locations that require ethanol to be shipped over much longer distances, and in many
cases, require double-handling.

oLocations adjacent to major rail lines will enable the efficient delivery of corn in large unit trains from major
corn-producing regions.

-2-
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oLocations near large concentrations of dairy and/or beef cattle will enable delivery of WDG over short distances
without the need for costly drying processes.

In addition to these location-related efficiencies, we believe that we can continue to increase operating efficiencies by
incorporating advanced design elements into the Pacific Ethanol Plants to take advantage of state-of-the-art technical
and operational efficiencies.

Ÿ

Diversify revenue streams. We engage in corn oil separation at our Magic Valley and Stockton facilities. Corn oil
separation allows us to sell corn oil to poultry and biodiesel customers with little marginal cost, providing an
additional co-product revenue stream from the ethanol production process. We plan to install equipment to enable
corn oil separation at our Columbia and Madera facilities in the next twelve months.

Ÿ

Install new technologies and source new feedstocks. We have installed a number of technologies that we believe will
increase the efficiency of our ethanol production facilities, reduce our use of carbon-based fuels and allow us to
produce advanced biofuels. When available and cost-effective, we are using beet sugar and grain sorghum, also
known as milo, in our production process as an alternative to corn, and will continue to source different and
potentially abundant and cost-effective feedstocks, including cellulosic feedstock, to supplement corn as the raw
material used in the production of ethanol.

Ÿ

Evaluate and pursue acquisition opportunities. We intend to evaluate and pursue opportunities to acquire additional
ethanol production, storage and distribution facilities and related infrastructure as financial resources and business
prospects make the acquisition of these facilities advisable. In addition, we may also seek to acquire facility sites
under development.

Competitive Strengths

We believe that our competitive strengths include the following:

Ÿ

Our customer and supplier relationships. We have developed extensive business relationships with our customers and
suppliers. In particular, we have developed extensive business relationships with major and independent un-branded
gasoline suppliers who collectively control the majority of all gasoline sales in California and other Western states. In
addition, we have developed extensive business relationships with ethanol and grain suppliers throughout the Western
and Midwestern United States.

ŸOur ethanol distribution network. We believe that we have a competitive advantage due to our experience in
marketing to the segment of customers in major metropolitan and rural markets in the Western United States. We
have developed an ethanol distribution network for delivery of ethanol by truck to virtually every significant fuel
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terminal as well as to numerous smaller fuel terminals throughout California and other Western states. Fuel terminals
have limited storage capacity and we have been successful in securing storage tanks at many of the terminals we
service. In addition, we have an extensive network of third-party delivery trucks available to deliver ethanol
throughout the Western United States.

Ÿ
Our operational expertise. We began managing ethanol production facilities in 2006. We believe that we have
developed operational expertise and know-how that can be used to continue operating the Pacific Ethanol Plants and
provide operational services to third party facilities.

-3-
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Ÿ

Our strategic locations. We believe that our focus on operating ethanol production facilities in markets where local
characteristics create the opportunity to capture a significant production and shipping cost advantage over competing
ethanol production facilities provides us with competitive advantages, including transportation cost, delivery timing
and logistical advantages as well as higher margins associated with the local sale of WDG and other co-products.

Ÿ

Our low carbon-intensity ethanol. The California Air Resources Board has enacted a Low-Carbon Fuel Standard for
transportation fuels. According to the Low-Carbon Fuel Standard, carbon emission levels for ethanol produced in
California are lower than most ethanol plants located in other states. This is primarily because the plants in California,
including the Pacific Ethanol Plants, use less energy in their production process. The ethanol produced in California
by the Pacific Ethanol Plants and certain other California producers, all of which we market, has a lower
carbon-intensity rating than either gasoline or ethanol produced in the mid-west. The lower carbon-intensity rating of
ethanol we produce or resell is valued in the market by our customers and has enabled us to capture premium prices
for our ethanol.

Ÿ

Modern technologies. The Pacific Ethanol Plants use the latest production technologies to take advantage of
state-of-the-art technical and operational efficiencies in order to achieve lower operating costs, higher
yields and more efficient production of ethanol and its co-products and reduce our use of carbon-based
fuels.

Ÿ

Our experienced management. Neil M. Koehler, our President and Chief Executive Officer, has over 30 years of
experience in the ethanol production, sales and marketing industry. Mr. Koehler is a Director of the Renewable Fuels
Association, or RFA, and is a frequent speaker on the issue of renewable fuels and ethanol marketing, production and
policy. In addition to Mr. Koehler, we have seasoned managers with many years of experience in the ethanol, fuel and
energy industries leading our various departments. We believe that the experience of our management over the past
two decades and our ethanol marketing operations have enabled us to establish valuable relationships in the ethanol
industry and understand the business of marketing and producing ethanol and its co-products.

We believe that these advantages will allow us to capture an increasing share of the total market for ethanol and its
co-products.

Industry Overview and Market Opportunity

Overview of Ethanol Market

The primary applications for fuel-grade ethanol in the United States include:
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Ÿ

Octane enhancer. On average, regular unleaded gasoline has an octane rating of 87 and premium unleaded gasoline
has an octane rating of 91. In contrast, pure ethanol has an average octane rating of 113. Adding ethanol to gasoline
enables refiners to produce greater quantities of lower octane blend stock with an octane rating of less than 87 before
blending. In addition, ethanol is commonly added to finished regular grade gasoline as a means of producing higher
octane mid-grade and premium gasoline.

Ÿ
Renewable fuels. Ethanol is blended with gasoline in order to enable gasoline refiners to comply with a variety of
governmental programs, in particular, the national Renewable Fuel Standard, or national RFS, which was enacted to
promote alternatives to fossil fuels. See “—Governmental Regulation.”

-4-
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Ÿ

Fuel blending. In addition to its performance and environmental benefits, ethanol is used to extend fuel supplies. As
the need for automotive fuel in the United States increases and the dependence on foreign crude oil and refined
products grows, the United States is increasingly seeking domestic sources of fuel. Much of the ethanol blending
throughout the United States is done for the purpose of extending the volume of fuel sold at the gasoline pump.

The United States ethanol industry is supported by federal and state legislation and regulation. For example, the
Energy Independence and Security Act of 2007, which was signed into law in December 2007, significantly increased
the prior national RFS. Under the national RFS, the mandated use of all renewable fuels rises incrementally in
succeeding years and peaks at 36.0 billion gallons by 2022. Under the national RFS, approximately 13.8 billion
gallons in 2013 and 14.4 billion gallons in 2014 are required from conventional, or corn-based, ethanol, which also
rises incrementally in succeeding years and peaks at 15.0 billion gallons by 2015. The national RFS allows the
Environmental Protection Agency, or EPA, to adjust the annual requirement based on certain facts. The EPA is
reviewing the mandated amounts for 2014 and has released a draft proposal for a total of 15.2 billion gallons for all
renewable fuels, including 13.0 billion gallons for conventional renewable fuels in 2014. We believe that the national
RFS provides long-term support for increasing the demand for ethanol and other biofuels.

According to the RFA, the domestic ethanol industry produced approximately 13.3 billion gallons of ethanol in 2013.
We believe that the ethanol market in California alone represented approximately 10% of the national market.
However, the Western United States has relatively few ethanol facilities and local ethanol production levels are
substantially below the local demand for ethanol. The balance of ethanol is shipped via rail from the Midwest to the
Western United States. Gasoline and diesel fuel that supply the major fuel terminals are shipped in pipelines
throughout portions of the Western United States. Unlike gasoline and diesel fuel, however, ethanol is not shipped in
these types of pipelines because ethanol has an affinity for mixing with water already present in the pipelines. When
mixed, water dilutes ethanol and creates significant quality control issues. Therefore, ethanol must be trucked from
rail terminals to regional fuel terminals, or blending racks. Ethanol prices in the Western United States have typically
been $0.20 per gallon higher than in the Midwest due to the freight costs of delivering ethanol from Midwest
production facilities. From October 2013 through March 2014, however, ethanol prices in the Western United States
have averaged $0.40 per gallon higher than ethanol prices in the Midwest due to rail logistics challenges.

We believe that approximately 90% of the ethanol produced in the United States is made in the Midwest from corn.
According to the Department of Energy, or DOE, ethanol is generally blended at 10% by volume, but is also blended
at up to 85% by volume for vehicles designed to operate on 85% ethanol. The EPA has increased the allowable blend
of ethanol in gasoline from 10% to 15% for model year 2001 and newer automobiles, pending final approvals by
certain state regulatory authorities. Some retailers have begun blending at higher rates in states that have approved
higher blend rates.

Compared to gasoline, ethanol is generally considered to be cleaner burning and contains higher octane. We anticipate
that the increasing demand for renewable transportation fuels coupled with limited opportunities for gasoline refinery
expansions and the growing importance of reducing CO2 emissions through the use of renewable fuels will generate
additional growth in the demand for ethanol in the Western United States.
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According to the DOE, total annual gasoline consumption in the United States is approximately 134 billion gallons
and total annual ethanol consumption represented approximately 10% of this amount in 2013. The domestic ethanol
industry has substantially reached the initial 10% blend ratio, and we believe the industry has significant potential for
growth as the industry migrates to an up to 15% blend ratio, which equals an annual demand of between 13.4 billion
and 20.1 billion gallons of ethanol. Furthermore, the national RFS requires an increase of up to 36.0 billion gallons of
ethanol annually by 2022, subject to an annual EPA review to adjust targets based on availability of commercially
produced advanced and cellulose biofuels.

Overview of Ethanol Production Process

The production of ethanol from starch- or sugar-based feedstock has been refined considerably in recent years, leading
to a highly-efficient process that we believe now yields substantially more energy from ethanol and its co-products
than is required to make the products. The modern production of ethanol requires large amounts of corn, or other
high-starch grains, and water as well as chemicals, enzymes and yeast, and denaturants including unleaded gasoline or
liquid natural gas, in addition to natural gas and electricity.

In the dry milling process, corn or other high-starch grains are first ground into meal and then slurried with water to
form a mash. Enzymes are then added to the mash to convert the starch into the simple sugar, dextrose. Ammonia is
also added for acidic (pH) control and as a nutrient for the yeast. The mash is processed through a high temperature
cooking procedure, which reduces bacteria levels prior to fermentation. The mash is then cooled and transferred to
fermenters, where yeast is added and the conversion of sugar to ethanol and CO2 begins.

After fermentation, the resulting “beer” is transferred to distillation, where the ethanol is separated from the residual
“stillage.” The ethanol is concentrated to 190 proof using conventional distillation methods and then is dehydrated to
approximately 200 proof, representing 100% alcohol levels, in a molecular sieve system. The resulting anhydrous
ethanol is then blended with about 2.5% denaturant, which is usually gasoline, and is then ready for shipment to
market.

The residual stillage is separated into a coarse grain portion and a liquid portion through a centrifugation process. The
soluble liquid portion is concentrated to about 40% dissolved solids by an evaporation process. This intermediate state
is called condensed distillers solubles, or syrup. The coarse grain and syrup portions are then mixed to produce WDG
or can be mixed and dried to produce dried distillers grains with solubles, or DDGS. Both WDG and DDGS are
high-protein animal feed products.

Overview of Distillers Grains Market
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Most distillers grains are produced in the Midwest, where producers dry the grains before shipping in order to lower
their shipping costs and extend the life of the product. Successful and profitable delivery of DDGS from the Midwest
to markets in the Western United States faces a number of challenges, including drying of distiller grains which may
increase the energy cost to dry the grains and reduce the quality of the feed product, and longer distance to market,
which may increase the handling and transportation costs to deliver the grains to market. By not drying the distillers
grains and by shipping WDG locally, we believe that we will be able to better preserve the feed value of this product,
as the WDG retains a higher percentage of nutrients than DDGS.

Historically, the market price for distillers grains has generally tracked the value of corn. We believe that the market
price of DDGS is determined by a number of factors, including the market value of corn, soybean meal and other
competitive ingredients, the performance or value of DDGS in a particular feed formulation and general market forces
of supply and demand. The market price of distillers grains is also often influenced by nutritional models that
calculate the feed value of distillers grains by nutritional content, as well as reliability of consistent supply.

-6-
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Customers

We sell ethanol produced by the Pacific Ethanol Plants and other third-parties to various customers in the Western
United States. We also arrange for transportation, storage and delivery of ethanol purchased by our customers through
our agreements with third-party service providers. In addition, we sell WDG and corn oil produced by the Pacific
Ethanol Plants to customers comprised of dairies and feedlots located near the Pacific Ethanol Plants.

During 2013 and 2012, we produced or purchased ethanol from third parties and resold an aggregate of approximately
302 million and 285 million gallons of fuel-grade ethanol to approximately 37 and 52 customers, respectively. Sales to
our three largest customers, Chevron Products USA, Valero Energy Corporation and Sinclair Oil Corporation in 2013
and 2012 represented an aggregate of approximately 52% and 49%, of our net sales, respectively. Sales to each of our
other customers represented less than 10% of our net sales in each of 2013 and 2012.

Most of the largest metropolitan areas in the Western United States have fuel terminals served by rail, but other major
metropolitan areas and more remote smaller cities and rural areas do not. We believe that we have a competitive
advantage due to our experience in marketing to the segment of customers in major metropolitan and rural markets in
the Western United States. We manage the complicated logistics of shipping ethanol purchased from third-parties
from the Midwest by rail to intermediate storage locations throughout the Western United States and trucking the
ethanol from these storage locations to blending racks where the ethanol is blended with gasoline. We believe that by
establishing an efficient service for truck deliveries to these more remote locations, we have differentiated ourselves
from our competitors. In addition, by producing ethanol in the Western United States, we believe that we will benefit
from our ability to increase spot sales of ethanol from this additional supply following ethanol price spikes caused
from time to time by rail delays in delivering ethanol from the Midwest to the Western United States. In addition to
producing ethanol, we produce ethanol co-products, including WDG. We endeavor to position WDG as the protein
feed of choice for cattle based on its nutritional composition, consistency of quality and delivery, ease of handling and
its mixing ability with other feed ingredients. We are one of the few WDG producers with production facilities located
in the Western United States and we primarily sell our WDG to dairy farmers in close proximity to the Pacific Ethanol
Plants.

Suppliers

Our marketing operations are dependent upon various third-party producers of fuel-grade ethanol. In addition, we
provide ethanol transportation, storage and delivery services through third-party service providers with whom we have
contracted to receive ethanol at agreed upon locations from our suppliers and to store and/or deliver the ethanol to
agreed-upon locations on behalf of our customers. These contracts generally run from year-to-year, subject to
termination by either party upon advance written notice before the end of the then current annual term.
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During 2013 and 2012, we purchased fuel-grade ethanol and corn, the largest component in producing ethanol, from
our suppliers. Purchases from our two largest suppliers represented an aggregate of approximately 51% and 54% of
our total ethanol and corn purchases for 2013 and 2012, respectively. Purchases from each of our other suppliers
represented less than 10% of total ethanol and corn purchases in each of 2013 and 2012.

The ethanol production operations of the Pacific Ethanol Plants are dependent upon various raw materials suppliers,
including suppliers of corn, natural gas, electricity and water. The cost of corn is the most important variable cost
associated with the production of ethanol. An ethanol facility must be able to efficiently ship corn from the Midwest
via rail and cheaply and reliably truck ethanol to local markets. We believe that our existing grain receiving facilities
at the Pacific Ethanol Plants are some of the most efficient grain receiving facilities in the United States. We source
corn for the Pacific Ethanol Plants using standard contracts, including spot purchase, forward purchase and basis
contracts. When resources are available to do so, we seek to limit the exposure of the Pacific Ethanol Plants to raw
material price fluctuations by purchasing forward a portion of their corn requirements on a fixed price basis and by
purchasing corn and other raw materials futures contracts.

-7-
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Pacific Ethanol Plants

The table below provides an overview of the Pacific Ethanol Plants owned by New PE Holdco and operated by us.
Three of the Pacific Ethanol Plants are operational and one of the facilities is in the process of restarting production.
As market conditions change, we may increase, decrease or idle production at one or more operational facilities or
resume operations at any idled facility. We are restarting our Madera facility and expect to commence production in
the second quarter of 2014.

Madera
Facility

Columbia
Facility

Magic
Valley
Facility

Stockton
Facility

Location Madera, CA Boardman, OR Burley, ID Stockton, CA

Quarter/Year operations began 4th Qtr.,
2006 3rd Qtr., 2007 2nd Qtr.,

2008 3rd Qtr., 2008

Operating status Restarting Operating Operating Operating
Approximate maximum annual ethanol production capacity
(in millions of gallons) 40 40 60 60

Ownership by New PE Holdco 100% 100% 100% 100%
Primary energy source Natural Gas Natural Gas Natural Gas Natural Gas
Estimated annual WDG production capacity (in thousands of
tons) 293 293 418 418

Commodity Risk Management

We employ various risk mitigation techniques. For example, we may seek to mitigate our exposure to commodity
price fluctuations by purchasing forward a portion of our corn and natural gas requirements through fixed-price or
variable-price contracts with our suppliers, as well as entering into derivative contracts for ethanol, corn and natural
gas. To mitigate ethanol inventory price risks, we may sell a portion of our production forward under fixed- or
index-price contracts, or both. We may hedge a portion of the price risks by selling exchange-traded futures contracts.
Proper execution of these risk mitigation strategies can reduce the volatility of our gross profit margins. However,
given the nature of our business, we cannot effectively hedge against extreme volatility or certain market conditions.
For example, ethanol prices, as reported by the Chicago Board of Trade, or CBOT, ranged from $1.61 to $2.74 per
gallon during 2013 and corn prices, as reported by the CBOT, ranged from $4.12 to $7.41 per bushel during 2013.

Marketing Arrangements

Edgar Filing: Pacific Ethanol, Inc. - Form 10-K

20



In addition to our marketing agreements with the Plant Owners to market all of the ethanol produced at those Pacific
Ethanol Plants, we have exclusive ethanol marketing agreements with third-party ethanol producers, including
Calgren Renewable Fuels, LLC and AE Advanced Fuels Keyes, Inc. to market and sell their entire ethanol production
volumes. Calgren Renewable Fuels, LLC owns and operates an ethanol production facility in Pixley, California with
annual production capacity of 55 million gallons. AE Advanced Fuels Keyes, Inc. owns and operates an ethanol
production facility in Keyes, California with annual production capacity of 55 million gallons. We intend to evaluate
and pursue opportunities to enter into marketing arrangements with other ethanol producers as business prospects
make these marketing arrangements advisable.

-8-
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Competition

We operate in the highly competitive ethanol marketing and production industry. The largest ethanol producers in the
United States are Archer Daniels Midland Company and Valero Energy Corporation, collectively with over 20% of
the total installed capacity of ethanol in the United States. In addition, there are many mid-size producers with several
plants under ownership, smaller producers with one or two plants, and several ethanol marketers that create significant
competition. Overall, we believe there are over 200 ethanol facilities in the United States with an installed operating
capacity of approximately 14.9 billion gallons and many brokers and marketers with whom we compete for sales of
ethanol and its co-products.

We believe that our competitive strengths include our strategic locations in the Western United States, our extensive
ethanol distribution network, our extensive customer and supplier relationships, our use of modern technologies at our
production facilities and our experienced management. We believe that these advantages will allow us to capture an
increasing share of the total market for ethanol and its co-products and earn favorable margins on ethanol and its
co-products that we produce.

Our strategic focus on particular geographic locations designed to capitalize on cost efficiencies may nevertheless
result in higher than expected costs as a result of more expensive raw materials and related shipping costs, including
corn, which generally must be transported from the Midwest. If the costs of producing and shipping ethanol and its
co-products over short distances are not advantageous relative to the costs of obtaining raw materials from the
Midwest, then the planned benefits of our strategic locations may not be realized.

Governmental Regulation

Our business is subject to federal, state and local laws and regulations relating to the production of renewable fuels,
the protection of the environment and in support of the corn and ethanol industries. These laws, their underlying
regulatory requirements and their enforcement, some of which are described below, impact, or may impact, our
existing and proposed business operations by imposing:

Ÿrestrictions on our existing and proposed business operations and/or the need to install enhanced or additional
controls;

Ÿ the need to obtain and comply with permits and authorizations;
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Ÿ
liability for exceeding applicable permit limits or legal requirements, in some cases for the remediation of
contaminated soil and groundwater at our facilities, contiguous and adjacent properties and other properties owned
and/or operated by third parties; and

Ÿ specifications for the ethanol we market and produce.

In addition, some governmental regulations are helpful to our ethanol marketing and production business. The ethanol
fuel industry is greatly dependent upon mandates and environmental regulations that favor the use of ethanol in motor
fuel blends in North America. Some of the governmental regulations applicable to our ethanol marketing and
production business are briefly described below.

National Energy Legislation

The Energy Independence and Security Act of 2007, which was signed into law in December 2007, significantly
increased the prior national RFS. The national RFS significantly increases the mandated use of renewable fuels, rising
incrementally each year, to 36.0 billion gallons by 2022.
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Under the provisions of the Energy Independence and Security Act of 2007, the EPA has the authority to waive the
mandated national RFS requirements in whole or in part. To grant the waiver, the EPA administrator must determine,
in consultation with the Secretaries of Agriculture and Energy, that there is inadequate domestic renewable fuel supply
or implementation of the requirement would severely harm the economy or environment of a state, region or the
United States.

On November 15, 2013, the EPA released its Notice of Proposed Rulemaking for the 2014 national RFS. The proposal
discusses a variety of approaches for setting the 2014 standards, and includes a number of production and
consumption ranges for key categories of biofuel covered by the national RFS. The proposal seeks comment on a
range of total renewable fuel volumes for 2014 and proposes a level within that range of 15.2 billion gallons,
including approximately 13.0 billion gallons of corn-derived renewable fuel.

Legislation aimed at reducing or eliminating the renewable fuel use required by the national RFS has been introduced
in Congress. On April 10, 2013 the Renewable Fuel Standard Elimination Act was introduced as H.R. 1461. The bill
is targeted to repeal the national RFS. Also introduced on April 10, 2013 was the RFS Reform Bill, H.R. 1462, which
would prohibit more than ten percent ethanol in gasoline and reduce the national RFS mandated volume of renewable
fuel. On May 14, 2013, the Domestic Alternatives Fuels Act of 2013 was introduced in the U.S. House of
Representatives as H.R. 1959 to allow ethanol produced from natural gas to be used to meet the national RFS
mandate. These bills were assigned to a congressional committee, which will consider them before possibly sending
any on to the House or Senate as a whole.

E15 (a Blend of Gasoline and Ethanol)

The EPA has allowed fuel and fuel additive manufacturers to introduce into commercial gasoline that contains greater
than 10 volume percent of ethanol, up to 15 volume percent of ethanol, or E15, for vehicles from model year 2001 and
beyond. Additional changes to some states’ laws to allow for the use of E15 are still required, however, commercial
sale of E15 has begun in some states.

State Energy Legislation and Regulations

In January 2007, California’s Governor signed an executive order directing the California Air Resources Board to
implement California’s Low-Carbon Fuel Standard for transportation fuels. The Governor’s office estimates that the
standard will have the effect of increasing current renewable fuels use in California by three to five times by 2020.

Edgar Filing: Pacific Ethanol, Inc. - Form 10-K

24



The State of California established a policy in 2010 to support ethanol produced in California with the California
Ethanol Producer Incentive Program, or CEPIP, a producer incentive which offered up to $0.25 per gallon when
ethanol production profitability was less than prescribed levels determined by the California Energy Commission, or
CEC. Our Stockton facility participated in the program in 2010 and 2011 and received $2.0 million under the
program. Although the program is no longer funded or available for future incentives, we have an obligation to repay
the $2.0 million received from the program, if margins exceed prescribed levels.

Additional Environmental Regulations

In addition to the governmental regulations applicable to the ethanol marketing and production industries described
above, our business is subject to additional federal, state and local environmental regulations, including regulations
established by the EPA, the San Joaquin Valley Regional Water Quality Control Board, the San Joaquin Valley Air
Pollution Control District and the California Air Resources Board. We cannot predict the manner or extent to which
these regulations will harm or help our business or the ethanol production and marketing industry in general.

Employees

As of March 28, 2014, we had approximately 160 full-time employees. We believe that our employees are
highly-skilled, and our success will depend in part upon our ability to retain our employees and attract new qualified
employees, many of whom are in great demand. We have never had a work stoppage or strike, and no employees are
presently represented by a labor union or covered by a collective bargaining agreement. We consider our relations
with our employees to be good.
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Item 1A.	Risk Factors.

Risks Related to our Business

We have incurred significant losses and negative operating cash flow in the past and we may incur losses and
negative operating cash flow in the future, which may hamper our operations and impede us from expanding our
business.

We have incurred significant losses and negative operating cash flow in the past. For 2013 and 2012, we incurred
consolidated net losses of approximately $1.2 million and $43.4 million, respectively, and in 2012 incurred negative
operating cash flow of negative $20.8 million. We may incur losses and negative operating cash flow in the future.
We expect to rely on cash on hand and cash, if any, generated from our operations and from future financing
activities, to fund all of the cash requirements of our business. Continued losses and negative operating cash flow may
hamper our operations and impede us from expanding our business.

Our results of operations and our ability to operate at a profit is largely dependent on managing the costs of corn
and natural gas and the prices of ethanol, WDG and other ethanol co-products, all of which are subject to
significant volatility and uncertainty.

Our results of operations are highly impacted by commodity prices, including the cost of corn and natural gas that we
must purchase, and the prices of ethanol, WDG and other ethanol co-products that we sell. Prices and supplies are
subject to and determined by market and other forces over which we have no control, such as weather, domestic and
global demand, supply shortages, export prices and various governmental policies in the United States and around the
world.

As a result of price volatility of corn, natural gas, ethanol, WDG and other ethanol co-products, our results of
operations may fluctuate substantially. In addition, increases in corn or natural gas prices or decreases in ethanol,
WDG or other ethanol co-product prices may make it unprofitable to operate. In fact, some of our marketing activities
will likely be unprofitable in a market of generally declining ethanol prices due to the nature of our business. For
example, to satisfy customer demands, we maintain certain quantities of ethanol inventory for subsequent resale.
Moreover, we procure much of our inventory outside the context of a marketing arrangement and therefore must buy
ethanol at a price established at the time of purchase and sell ethanol at an index price established later at the time of
sale that is generally reflective of movements in the market price of ethanol. As a result, our margins for ethanol sold
in these transactions generally decline and may turn negative as the market price of ethanol declines.
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No assurance can be given that corn or natural gas can be purchased at, or near, current or any particular prices or that
ethanol, WDG or other ethanol co-products will sell at, or near, current or any particular prices. Consequently, our
results of operations and financial position may be adversely affected by increases in the price of corn or natural gas or
decreases in the price of ethanol, WDG or other ethanol co-products.

Over the past several years, the spread between ethanol and corn prices has fluctuated significantly. Fluctuations are
likely to continue to occur. A sustained narrow spread, whether as a result of sustained high or increased corn prices or
sustained low or decreased ethanol prices, would adversely affect our results of operations and financial position.
Further, combined revenues from sales of ethanol, WDG and other ethanol co-products could decline below the
marginal cost of production, which may force us to suspend production of ethanol, WDG and ethanol co-products at
some or all of the Pacific Ethanol Plants.

Increased ethanol production may cause a decline in ethanol prices or prevent ethanol prices from rising, and may
have other negative effects, adversely impacting our results of operations, cash flows and financial condition.

We believe that the most significant factor influencing the price of ethanol has been the substantial increase in ethanol
production in recent years. Domestic ethanol production capacity has increased steadily from an annualized rate of 1.5
billion gallons per year in January 1999 to 14.9 billion gallons in 2013 according to the RFA. See
“Business—Governmental Regulation.” In addition, due to significantly improved ethanol production margins, we
anticipate that owners of idle ethanol production facilities, many of which were idled due to poor production margins,
will restart operations, thereby resulting more abundant ethanol supplies and inventories. Any increase in the demand
for ethanol may not be commensurate with increases in the supply of ethanol, thus leading to lower ethanol prices.
Also, demand for ethanol could be impaired due to a number of factors, including regulatory developments and
reduced United States gasoline consumption. Reduced gasoline consumption has occurred in the past and could occur
in the future as a result of increased gasoline or oil prices. Any of these outcomes could have a material adverse effect
on our results of operations, cash flows and financial condition.

The market price of ethanol is volatile and subject to large fluctuations, which may cause our profitability or losses
to fluctuate significantly.

The market price of ethanol is volatile and subject to large fluctuations. The market price of ethanol is dependent upon
many factors, including the supply of ethanol and the price of gasoline, which is in turn dependent upon the price of
petroleum which is highly volatile and difficult to forecast. For example, the ethanol prices, as reported by the CBOT,
ranged from $1.61 to $2.74 per gallon during 2013 and corn prices, as reported by the CBOT, ranged from $4.12 to
$7.41 per bushel during 2013. Fluctuations in the market price of ethanol may cause our profitability or losses to
fluctuate significantly.
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Some of our marketing activities will likely be unprofitable in a market of generally declining ethanol prices due to
the nature of our business.

Some of our marketing activities will likely be unprofitable in a market of generally declining ethanol prices due to
the nature of our business. For example, to satisfy customer demands, we maintain certain quantities of ethanol
inventory for subsequent resale. Moreover, we procure much of our inventory outside the context of a marketing
arrangement and therefore must buy ethanol at a price established at the time of purchase and sell ethanol at an index
price established later at the time of sale that is generally reflective of movements in the market price of ethanol. As a
result, our margins for ethanol sold in these transactions generally decline and may turn negative as the market price
of ethanol declines.
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Disruptions in ethanol production infrastructure may adversely affect our business, results of operations and
financial condition.

Our business depends on the continuing availability of rail, road, port, storage and distribution infrastructure. In
particular, due to limited storage capacity at the Pacific Ethanol Plants and other considerations related to production
efficiencies, the Pacific Ethanol Plants depend on just-in-time delivery of corn. The production of ethanol also
requires a significant and uninterrupted supply of other raw materials and energy, primarily water, electricity and
natural gas. The prices of electricity and natural gas have fluctuated significantly in the past and may fluctuate
significantly in the future. Local water, electricity and gas utilities may not be able to reliably supply the water,
electricity and natural gas that the Pacific Ethanol Plants will need or may not be able to supply those resources on
acceptable terms. Any disruptions in the ethanol production infrastructure, whether caused by labor difficulties,
earthquakes, storms, other natural disasters or human error or malfeasance or other reasons, could prevent timely
deliveries of corn or other raw materials and energy and may require the Pacific Ethanol Plants to halt production
which could have a material adverse effect on our business, results of operations and financial condition.

We may be unable to timely restart production at our Madera, California plant.

We plan to restart production in the second quarter of 2014 at our 40 million gallon per year facility in Madera,
California. Restarting production at our Madera facility will require, among other things, permit renewals, significant
capital and successful testing and start-up activities. We may be unable to timely renew or obtain the necessary
permits or conduct successful testing and start-up activities to restart our Madera facility as planned, which may
adversely impact our results of operations, cash flows and financial condition.

We and the Pacific Ethanol Plants may engage in hedging transactions and other risk mitigation strategies that
could harm our results of operations.

In an attempt to partially offset the effects of volatility of ethanol prices and corn and natural gas costs, the Pacific
Ethanol Plants may enter into contracts to fix the price of a portion of their ethanol production or purchase a portion of
their corn or natural gas requirements on a forward basis. In addition, we may engage in other hedging transactions
involving exchange-traded futures contracts for corn, natural gas and unleaded gasoline from time to time. The
financial statement impact of these activities is dependent upon, among other things, the prices involved and our
ability to sell sufficient products to use all of the corn and natural gas for which forward commitments have been
made. Hedging arrangements also expose us to the risk of financial loss in situations where the other party to the
hedging contract defaults on its contract or, in the case of exchange-traded contracts, where there is a change in the
expected differential between the underlying price in the hedging agreement and the actual prices paid or received by
us. As a result, our results of operations and financial condition may be adversely affected by fluctuations in the price
of corn, natural gas, ethanol and unleaded gasoline.
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Operational difficulties at the Pacific Ethanol Plants could negatively impact sales volumes and could cause us to
incur substantial losses.

Operations at the Pacific Ethanol Plants are subject to labor disruptions, unscheduled downtimes and other operational
hazards inherent in the ethanol production industry, including equipment failures, fires, explosions, abnormal
pressures, blowouts, pipeline ruptures, transportation accidents and natural disasters. Some of these operational
hazards may cause personal injury or loss of life, severe damage to or destruction of property and equipment or
environmental damage, and may result in suspension of operations and the imposition of civil or criminal penalties.
Insurance obtained by the Pacific Ethanol Plants may not be adequate to fully cover the potential operational hazards
described above or the Pacific Ethanol Plants may not be able to renew this insurance on commercially reasonable
terms or at all.
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Moreover, the production facilities at the Pacific Ethanol Plants may not operate as planned or expected. All of these
facilities are designed to operate at or above a specified production capacity. The operation of these facilities is and
will be, however, subject to various uncertainties. As a result, these facilities may not produce ethanol and its
co-products at expected levels. In the event any of these facilities do not run at their expected capacity levels, our
business, results of operations and financial condition may be materially and adversely affected.

The
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