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Current commercial feedstocks for biofuels are predominantly agricultural crops. Feedstock costs comprise more than half the costs of producing (first-generation) ethanol and biodiesel. Despite remarkable reductions in production costs over the years in Brazil, the United States, and elsewhere, biofuels to date have been marginally economic under favorable conditions (high world oil prices and low feedstock prices) and only in a handful of circumstances, such as Brazil in recent years. More generally, biofuels have not been commercially viable without significant government support, even though the two leading producers of biofuels—Brazil and the United States—are among the world’s most efficient producers of biofuel feedstocks. As a result, all biofuel markets have been supported by government protection policies. Support policies for liquid biofuels fall into two general categories: (1) policies to replace consumption of petroleum fuels through such programs as mandating of biofuel use and comparative reductions in fuel tax for biofuel; and (2) policies to stimulate biofuel production domestically through—for example—producer subsidies, import tariffs to protect local producers and direct government support for all biofuels to local production, and research to develop new or improved technologies. 

Direct and indirect policy-induced price distortions greatly affect the financial attractiveness of ethanol and biodiesel production and trade. These price distortions are large, and the forward and backward links with other price-distorted markets (for example, sugar) are strong. Any effect on feedstock prices arising from agricultural or biofuel policies has an immediate effect upon the economics of biofuel production. Agricultural policies in industrial countries have tended to depress crop prices internationally—making, for example, ethanol from sugar cane more attractive financially than economically. These observations suggest that policy analysis should use economic values rather than rely only on financial or commercial prices, and that economic analysis needs to consider multiple markets in which many related prices are distorted by domestic and foreign government policies.

If government support for liquid biofuels is maintained or enhanced and global production of biofuels continues to rise, food prices are likely to be driven up. Higher food prices will benefit producers and harm consumers. Net sellers of food, including many of the poor engaged in agriculture in developing countries, will benefit. The welfare of urban workers and net buyers of food generally will decline. Most evidence suggests that poor farming households in rural areas are net buyers of food, even though they also produce agricultural crops. Because maize is the staple food in a number of developing countries, rapidly rising maize prices are a particular concern. 

Historically, relatively low world oil prices have made it difficult for biofuels to become commercially viable without government support. Higher world oil prices, however, do not necessarily make biofuels more economic. It has been suggested that increasing diversion of a crop to the biofuel market is beginning to link that crop’s price to the world petroleum market. Thus large-scale production of biofuel would not protect consumers against high petroleum prices for long, because feedstock prices would rise and reduce the price gap between petroleum and biofuel, as long as biofuels largely will continue to be price takers rather than drivers of transportation fuel prices. As such, biofuels are unlikely to become the answer to high crude oil prices. That said, if biofuels were to displace a mere 1–2 percent of global crude oil supply (2–7 percent of transport fuel demand), they might moderate future petroleum price increases.

