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Finding: Crops June 05, 2012

Ethanol Strengthens the Link Between Agriculture and Energy
Markets

by  and Xiaodong Du

PRINT PDF EMAIL

Lihong McPhail

The growing role of  the ethanol industry as a supplier to the U.S. motor fuels market has reshaped the relat ionship between agriculture and
energy markets. Historically, the correlat ion between agricultural prices and energy prices was weak and primarily ref lected the role of  energy
as an input in agricultural product ion. However, the growing use of  corn to produce energy has strengthened the link between these two
markets. A recent study by an ERS economist  found that price relat ionships between the U.S. corn and gasoline markets strengthened
signif icant ly af ter March 2008 and cont inue to be highly correlated. From March 2008 to March 2011, ethanol supply and demand accounted
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for about 23 percent of  the variat ion in the price of  corn, while corn market condit ions accounted for about 27 percent of  ethanol's price
variat ion. At the same t ime, about 16 and 17 percent of  gasoline price variat ion can be at t ributed to shocks to ethanol and corn markets,
respect ively. The impacts of  corn and ethanol prices on gasoline price volat ility are surprisingly large given that ethanol is only a small port ion
of the overall energy market. The related price dynamics and market adjustment warrant further study.

With the growing share of  corn used in ethanol product ion, the corn market is increasingly exposed to demand-side shif ts in the petroleum
market based on ethanol's role as a gasoline subst itute. U.S. corn-based ethanol product ion was 13.2 billion gallons in 2010, account ing for
almost 40 percent of  total U.S. corn use in the 2010 crop year. In the same period, ethanol was blended into over 90 percent of  the Nat ion's
gasoline supply, replacing about 445 million barrels of  imported oil. As gasoline prices rise, ethanol's appeal as a blend increases as does the
prof itability of  ethanol product ion and the demand for corn.

While the agriculture and energy markets become more closely correlated, so, too, does the degree of  price volat ility between these
markets. Energy markets are notoriously volat ile, and this ef fect  can now more easily pass onto agricultural commodity markets.
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This article is drawn f rom...
"Inside the Black Box: The Price Linkage and Transmission Between Energy and Agricultural Markets", by Xiaodong Du and Lihong Lu
McPhail, Energy Journal, February 2012, "Inside the Black Box: The Price Linkage and Transmission Between Energy and Agricultural
Markets," by Xiaodong Du and Lihong Lu McPhail, in Energy Journal, Vol. 33, No. 2, 2012, pp. 171-194.
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