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Much has been written in recent years about the linkages between the agricultural and energy markets.
Energy prices have always had an impact on agricultural prices indirectly through their effect oninput
costs. What's new is their direct impact on output prices forged via biofuel production. In particular, corn
prices are now inextricably linked with crude oil and gasoline prices. With that background in mind, this is
the first of a series of posts that will explore basic pricing relationships in the energy markets and
between energy and agricultural markets.

It is no surprise that crude oil prices are the major driver of transportation fuel prices. Figure 1 shows one
benchmark for the price of crude oil in the U.S.—the nearby price of NYMEX crude oil futures prices on a
weekly (Thursday) basis since early 2007. The roller coaster ride of the last five years is obvious, with
crude rising to over $145 per barrel in the summer of 2008, dropping precipitously to under $40 during the
financial meltdown during the fall of 2008, and then beginning a steady rise back to a peak over $110 this
spring. Prices have recently fallen rather sharply again to around $80.

We request all readers, electronic media and others follow our citation guidelines when re-posting articles from farmdoc daily.
Guidelines are available here. The farmdoc daily website falls under University of lllinois copyright and intellectual property
rights. For a detailed statement, please see the University of lllinois Copyright Information and Policies here.

1 farmdoc daily October 6, 2011


http://www.farmdoc.illinois.edu/irwin/
http://www.farmdoc.illinois.edu/good/
http://farmdocdaily.illinois.edu/2011/10/trends-in-crude-oil-and-gasoli-1.html
http://farmdocdaily.illinois.edu/2011/10/trends-in-crude-oil-and-gasoli-1.html
http://www.farmdocdaily.illinois.edu/2011/06/anhydrous_ammonia_prices_conti.html
http://www.farmdocdaily.illinois.edu/2011/06/anhydrous_ammonia_prices_conti.html
http://farmdocdaily.illinois.edu/citationguide.html
https://techservices.illinois.edu/office-cio

Figure 1. Weekly NYMEX Crude Oil Futures Price and Bulk
RBOB Gasoline Price at Chicago, 01/27/07- 09/30/2011
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The second line charted in Figure 1 is the weekly (Thursday) wholesale price of gasoline (RBOB) for
Chicago. Since one of the major products of refining crude oil is gasoline, it is no surprise that crude and
gasoline prices tend to follow one another closely. However, the relationship is far from perfect, which is
evident in divergences during early 2007 and in recent months. A simple way to track the relationship is
shown in Figure 2. It presents the ratio of crude oil to gasoline prices. The average ratio is about 36 for
this period, meaning it usually takes about 36 gallons of gasoline to purchase one barrel of crude oil. This
relationship is quite volatile, though, with a low of about 25 and a high of about 55. The sources of the
variation are complex but basically have to do with changing refining margins and supply and demand
conditions in the crude market versus the retail gasoline market. Notice that the ratio has recently trended
down to around 30, likely reflecting a relative surplus of the type of crude represented by the NYMEX
futures contract (west Texas intermediate, or WTI) and some recovery in miles driven in the U.S.
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Figure 2. Weekly Ratio of NYMEX Crude Oil Futures Price to
Bulk RBOB Price, 01/27/07- 09/30/2011
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Figure 3 presents the next link in the chain—the difference between wholesale Chicago and U.S. average
retail (at the pump) gasoline prices. This difference reflects transportation costs, markup, and taxes. It
has averaged about 70 cents per gallon but with a great deal of variation over time. The difference has
been very high recently, likely reflecting the ability of retailers to reduce pump prices more slowly than the
fall in crude oil prices. History suggests this will not last and margins will fairly quickly return to levels
closer to the average.

Figure 3. Difference between Weekly U.S. Average Retail
Gasoline Price and Bulk RBOB Price at Chicago, 01/27/07-
09/30/2011
1.10 5
1.00 -
0.90 1
0.80 -
0.70 -
0.60 -
0.50 -
0.40 -
0.30 -
0.20 -
'\ '\ { Q& o ‘b
'O § Q 3
'P Q O ‘\',‘}Qﬁ\"\' O ‘b Q
o w,‘g\?

4;\ N
\\"’ ""\\ \'19'":\"'6'\

Retail minus wholesale ($/gal.)

SR STOTN
e"o 0\0@.0\ q'
,{} ,\\q\ q>b- Q:\,\Q\‘\>

3 farmdoc daily October 6, 2011



One can use the information presented here to make a simple forecast for where retail gasoline prices
are headed in the near future. Let's assume a crude oil price of $80 and a crude/gasoline ratio of 30. This
implies a wholesale gasoline price of $2.67 per gallon. Tack on a 70 cent retail-wholesale gasoline
margin and the result is a national average retail price of $3.37. This suggests retail gasoline prices may
decline 10-15 cents in coming weeks.
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