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Mr. Chairman and members of the Committee, thank you for the opportunity to testify on behalf of the Agricultural and Food Policy Center at Texas A&M University on our research regarding the relationship between U.S. renewable fuels policy and food prices.  For more than 25 years we have worked with the Agricultural Committees in the U.S. Senate and House of Representatives providing Members and committee staff objective research regarding the potential affects of agricultural policy changes.   
Due to the growing interdependence of agriculture and energy, over the past 5 years our Center has been focusing a considerable amount of research toward renewable energy policy and the likely consequences for U.S. agricultural producers, consumers, and renewable energy industry participants.
My testimony today summarizes the results from a number of our reports and analyses that evaluate the potential impacts of changes to U.S. renewable fuels policies.  The most recent study, which I have provided for the record, is entitled “The Effects of Ethanol on Texas Food and Feed”.  This report included an analysis of the impacts of farm level corn prices on the retail prices of selected food products at the national level and alternative RFS levels.
Over the past few years, the U.S. ethanol industry has been expanding as fast as plants could feasibly be built.  Currently, as corn prices have increased, some of the proposed ethanol plants have dropped their plans and/or put them on hold.  Most industry observers realize the Renewable Fuels Standard (RFS) contained in the Energy Policy Act of 2005 was never binding.  However, this may not be the case with the RFS of 15 billion gallons of grain based ethanol mandated in the Energy Independence and Security Act of 2007.  Depending on corn and ethanol prices, the higher mandate will likely encourage the expansion of ethanol capacity to, at least, the 15 billion gallon per year level.  
Governments around the world have enacted policies designed to encourage biofuels production, use, and protect biofuel producers from international competition.  The U.S. has chosen to utilize a combination of the three:  1) the volumetric ethanol excise tax credit that is generally referred to as the “blender’s credit”, 2) the ethanol import tariff, and 3) the renewable fuels standard (RFS).   There is no question that these three policy tools have influenced the amount of ethanol produced and consumed in the United States, as well as the level of ethanol imports.  
In the short-run, it can be argued that economic encouragement is needed to develop a new industry through government policies.  However, in the long run, the cost of production will determine whether biofuels are a viable energy alternative.  The answer as to whether the corn based ethanol industry will be viable over the long-run is – it depends.  The price of oil and the cost of ethanol feedstocks, both more than double where they were only last year, will determine ethanol viability.  With or without government support, there will likely be combinations of low and high oil prices and feedstock costs that result in profits or losses for the ethanol sector.

Table 1 illustrates that the net returns for a typical ethanol plant varies substantially depending on feedstock (corn) costs and the ethanol price. Currently, the corn price in the U.S. is around $6.00 per bushel, and the ethanol price is slightly under $2.50 per gallon. With this combination, a typical ethanol plant would be expected to realize $0.06 per gallon in net income.  While positive, these profit levels are not as likely to spur additional investment.  Clearly, this is the reason why some proposed ethanol plants have put their plans on hold.  However, for those plants already built, it is in their best interest to continue to produce as long as they can cover their variable costs increasing the amount a plant could pay for corn.  There are a large number of ethanol and corn price combinations that result in negative net returns for a plant.  While these numbers are typical of a 100 million gallon per year plant, each plant location has attributes or drawbacks that could tilt (both positively and negatively) the economic picture for that plant location.
Recent requests for a waiver to the RFS inspired research looking at whether a waiver, if granted, would have a significant impact.  The initial RFS, instituted under the energy bill of 2005, always had a limited probability of binding or needing to insure the mandated level of ethanol blending given the powerful market incentives for ethanol production that prevailed in the two years following its establishment. The new RFS, instituted under the 2007 energy bill, requires significantly higher levels of blending.  
We analyzed the possible market outcomes under the RFS, and under partial waivers of one-quarter and one-half of the conventional biofuel RFS. The waivers are assumed to be immediate and permanent.  The results presented below reflect the averages for selected market variables over 500 realizations of possible future states of the world.  In all scenarios, the tax credits for ethanol and biodiesel blending are assumed to continue. The high levels of fossil energy prices expected over the next few years result in powerful market incentives for ethanol production, in the absence of a supply-related spike in corn prices. 
As indicated in Table 2,  the expected national average wholesale market prices for ethanol are likely to remain in the mid-$2.00 per gallon range, with expected prices being somewhat lower if the RFS is relaxed by one-quarter, and even lower still if the RFS is relaxed by one-half.  Under all scenarios these expected levels of ethanol production are above the RFS by a billion gallons or more, except for 2008 when the margin is much smaller. This again reflects the fact that high fossil energy prices will result in high demand for ethanol as a fuel extender. Partial relaxation of the conventional biofuel RFS would result in somewhat lower expected levels of production, as production would be lower if unfavorable market conditions were realized.  
Like ethanol prices, expected corn prices are fairly steady near current levels under all scenarios. Expected prices across scenarios gradually diverge, with the one-quarter RFS waiver price falling about $0.30 per bushel below the full RFS price a few years out, and the one-half RFS waiver price falling about $0.50 to $0.60 per bushel below the full RFS expected price.
To summarize our results, a sustained reduction in the RFS by one-quarter to one-half of the RFS would not significantly reduce ethanol production or prices.  These policy changes would be expected to result in corn prices that are 5 to 10 percent lower than those under current policies. 

The boom in corn-based ethanol production in the United States has led to sharply higher corn prices and, by extension, higher soybean and other crop prices as farmers have shifted acres between crops.  High prices for some crops like wheat and rice and other commodities such as milk have been higher due to other causes. The ethanol, or biofuel, revolution has, in turn, been caused by rapidly increasing oil prices, aided by government policies and the desire for cleaner burning fuels to ease global warming fears.  The overall effect on agriculture and the economy, as a whole, is complex.  While corn prices have increased, crop producers also face higher fertilizer and fuel prices.  Higher feed costs have caused large increases in production costs for livestock producers.  These rising production costs are being felt by producers, and to a lesser extent, consumers throughout the economy.

In our opinion the current discussion in the media about ethanol causing high food prices is overly simplistic.  There is no doubt that higher corn prices are being transferred throughout the rest of the economy just as higher petroleum prices are impacting the economy.  In the United States unlike most of the countries in the world, consumers spend a relatively small amount of their incomes on food – around 11 percent.  The farmer’s share of retail food prices is around $0.19 per dollar spend on food.  Obviously for some products the share is higher – especially retail food products such as fresh vegetables that have not undergone significant transformation and further processing.  That is not the case for corn in the United States.  Corn is typically used as feed in livestock and poultry production or it generally undergoes significant processing before it ends up as one of many food ingredients such as HFCS in soft drinks.


Our report identifies a number of other factors that have contributed to higher corn prices such as increased exports.  The declining value of the dollar makes U.S. corn relatively cheaper to the rest of the world even with the highest corn prices on record.  Another factor that has to be noted when discussing corn prices is the competition for land among commodities.  Across the United States, not all land is suitable for producing every crop we grow.  When farmers do have choices among crops, relative returns that consider relative prices and costs of production across crops cause crops with higher returns to bid land away from crops with lower returns.  At planting time this year, the returns for soybeans relative to corn created an estimated 7 billion acre shift from corn acres to soybean acres from 2007.  This happened even though corn prices were relatively high by historical standards.  Soybean prices were also high for a variety of reasons such as the increased demand for soybean oil in biodiesel production and higher export demand for soybeans as a food and feed protein.     

And finally, the average person probably does not understand the degree to which the weather both in the U.S. and abroad impacts food prices.  As indicated earlier, weather problems across the world contributed to lower wheat availability worldwide, leading to higher wheat prices that led to higher bread prices.  U.S. retail prices of rice and milk have been impacted similarly.
In an attempt to quantify the impact of key economic variables on selected retail food prices, we examined the dynamic interrelationships among retail food prices and the prices of labor, crude oil, and corn.  Using data from January 1990 to February 2008, the results indicate that higher corn prices can be passed through to consumers relatively quickly for: bread, milk, and eggs; with retail prices of those products rising by amounts commensurate with the quantities of grains used in their production.  We also find, however, that the contribution of higher corn prices to recent increases in the retail prices of bread, milk, and eggs are smaller than the contributions of other factors, such as national and international weather variability and production cycles.  Labor cost increases have also contributed to increased retail prices of these commodities, but the effects of increased energy prices have been minimal through February 2008.

By contrast, we detected no statistically significant effect of corn on retail meat prices, to date.  Taken as a whole, this evidence suggests that over the short-term (less than two years), livestock producers have been unable to pass higher feed costs to consumers, due to their industry structure and competitive pressures.  There is no doubt, however, that these industries are experiencing dramatic financial losses due to increases in their costs of production.  If current market conditions persist, meat supplies will eventually decline due to producer attrition and capacity reduction, which will lead to higher retail prices for meats.  In short, retail meat prices must eventually adjust to reflect increased feed costs, the only uncertainty is the timing and duration of the adjustment period.

Mr. Chairman, that completes my statement.
Table 1.  Net Returns Per Gallon for a Typical 100 Million Gallon per Year Ethanol Plant at Various Ethanol and Corn Prices.

	                                                             
	Corn Price ($/bu, FOB Plant)

	Ethanol

Price ($/gal)
	3.00
	3.50
	4.00
	4.50
	5.00
	5.50
	6.00

	1.50
	(0.17)
	(0.30)
	(0.43)
	(0.55)
	(0.68)
	(0.81)
	(0.94)

	1.75
	0.08
	(0.05)
	(0.18)
	(0.30)
	(0.43)
	(0.56)
	(0.69)

	2.00
	0.33
	0.20
	0.07
	(0.05)
	(0.18)
	(0.31)
	(0.44)

	2.25
	0.58
	0.45
	0.32
	0.20
	0.07
	(0.06)
	(0.19)

	2.50
	0.83
	0.70
	0.57
	0.45
	0.32
	0.19
	0.06

	2.75
	1.08
	0.95
	0.82
	0.70
	0.57
	0.44
	0.31

	3.00
	1.33
	1.20
	1.07
	0.95
	0.82
	0.69
	0.56


Table 2.  Estimated Effects of Alternative RFS Waiver Levels.
	Corn Price

($/bu.)
	08/09
	09/10
	10/11
	11/12
	12/13

	No Waiver
	4.90
	4.57
	5.00
	4.95
	5.28

	Three-quarter RFS
	4.88
	4.47
	4.80
	4.74
	4.99

	Half RFS
	4.88
	4.43
	4.72
	4.61
	4.82

	
	
	
	
	
	

	Ethanol Price ($/gal.)
	2008
	2009
	2010
	2011
	2012

	No Waiver
	2.45
	2.46
	2.38
	2.41
	2.43

	Three-quarter RFS
	2.45
	2.44
	2.34
	2.35
	2.36

	Half RFS
	2.45
	2.44
	2.33
	2.33
	2.33

	
	
	
	
	
	

	Ethanol Production (billion gal.)
	2008
	2009
	2010
	2011
	2012

	No Waiver
	9.3
	12.1
	13.9
	15.3
	16.7

	Three-quarter RFS
	9.3
	12.0
	13.4
	14.6
	15.7

	Half RFS
	9.3
	11.9
	13.3
	14.2
	15.2


