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The New World of Biofuels

Robbin S. Johnson and C. Ford Runge

Recent rapid expansion in the ethanol and biodiesel industries has spawned a debate framed as “food versus fuel.”  Current biofuels policies exacerbate this conflict.  A policy orientation that moves beyond food versus fuel would enable the U.S. to reduce its reliance on imported fossil fuels without fracturing traditional agricultural uses, balancing food and fuel.    
An Alternative Policy Model:  Food and Fuel
There are both farm and energy policy components to this alternative policy model.

Farm policy:  Ethanol promotion has been accomplished primarily through a fixed, per-gallon subsidy, supplemented recently by usage mandates.  This enabled ethanol to compete with gasoline in a market that generally involved low gasoline prices and surplus corn supplies.  Neither holds today. Subsidies and escalating mandates risk over-stimulating growth in biofuels production capacity.  
Usage mandates are particularly disruptive to both food and fuel markets and should fade away. In addition, the United States should replace today’s fixed subsidy policy with a variable subsidy linked to corn supplies.  Low corn prices would prompt increases in the fuel subsidy. As corn prices rise, the subsidy would phase out.  This approach would provide an incentive to convert corn to energy when supplies are ample while allowing food and feed uses to compete on an equal footing when supplies are tight.  This variable subsidy has three advantages:  
1. It functions like a shock absorber for both corn producers and users whereas the fixed subsidy functions like a shock transmitter.  
2. It largely disarms the emerging “food vs. fuel” and “environment vs. fuel” debates.  

3. It preserves incentives for developing fuel uses in surplus markets that would encourage continued technological progress in breeding, production, processing and use of corn for ethanol.  Such developments should even improve corn-based ethanol’s competitive position.
Energy policy:  Current energy policy is too dependent on the political process picking winners.  Instead, policymakers should identify broadly shared social goals and then structure incentives that harness market forces to achieving those goals in the most cost-effective ways.  One approach would be to build on three principles:

Progressive conservation: rather than a first-dollar tax on carbon, construct a system of fees and rebates that discourages conspicuous consumption and rewards conserving consumption.  A tax on horsepower and rebates for hybrids would be an example.

Innovative production: set a price that society would be willing to pay for substitutes for imported oil and then guarantee a return equivalent to that price to producers who bring new supplies to market.  Competition would spur innovation and cost-effective solutions.  Premiums and discounts could be built in for social goals like reduced GHG emissions.  

Collaboration among users: energy-importing nations need to stop seeing themselves in a competitive race for scarce and exhaustible raw materials.  Rather, they are part of a common market, with a shared interest in making that market function well in the movement of goods, ideas and capital.  That means:

1. Eliminating trade barriers to promote growth by least-cost producers.
2. Keeping markets open so that “shocks” are broadly shared.

3. Regulating oligopolistic practices, like predatory pricing, and encouraging growth of a diverse energy supply, both geographically and in terms of raw materials used.
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