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In recent posts (see October 6 and November 2), we began exploring basic pricing relationships in the
energy markets. The first post examined crude oil and gasoline prices. The second post looked at the
relationship between crude oil and natural gas prices. Now we push on closer to agriculture and look at
the crucial relationship between gasoline and ethanol prices.

The red line in Figure 1 shows the weekly (Thursday) wholesale price of gasoline (RBOB) for Chicago,
the same series we used in our comparison of gasoline and crude oil prices. The blue line in Figure 1 is
the weekly (Thursday) wholesale price of ethanol in Chicago. Since ethanol is blended with other refined
products to produce gasoline it is no surprise that the price of ethanol tends to move with the price of
gasoline (and also with the price of crude oil to the extent gasoline and crude oil move together). The
correlation coefficient between the two series, 0.74, confirms this impression (correlation coefficients
range from -1 to +1).
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Figure 1. Weekly Bulk RBOB Gasoline Price and Bulk Ethanol
Price at Chicago, 01/27/07- 12/09/2011

4.00 - - 4.00
1 Gasoline (left scale)

3.50 4 3.50
-% 3.00
o ]
S 250 -
L ]
>~ 2.00
a B
o ] o
£ 150 ] 5
% 1.00 1 Ethanol (right scale) - 1.00 g
o ]

0.50 | - 0.50
0.00 - 0.00
'\ Q.'t 5 ‘b S Q0 00 Q NN

-1, q,q, 6\ f\, @@9 \@-\Q\Q\Q \Q'\
& n,\ \ «} S q>
Source: OPIS

While there is a general tendency for gasoline and ethanol prices to move together, there is also a good
bit of variability in the relationship. This is illustrated in Figure 2, which shows the difference between the
wholesale gasoline and ethanol prices in Chicago. The figure shows that gasoline prices have been as
much as $1.44 above ethanol and $0.78 below ethanol since 2007. However, the general tendency is for
gasoline prices to exceed ethanol prices. The average difference is $0.22 and the split is about 70/30.

Figure 2. Difference between Wholesale RBOB and Ethanol at
Chicago, 01/27/07- 12/09/2011
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Charts like Figure 2 are used to track the “blending margin” between gasoline and ethanol. A positive
difference means market blending economics favor ethanol and vice versa. In recent years it has been
profitable to blend ethanol in gasoline about 70% of the time. Since this computation does not account for
the added incentive to blend ethanol available in the form of the blenders’ tax credit, it has indeed been
profitable to blend ethanol in recent years. With the tax credit set to expire at the end of this month, the
difference between the market price of wholesale ethanol and gasoline will play an even more important
role in the valuation of ethanol.
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