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Executive Summary:

In view of the large amount of attention that ethanol has been getting these days, we thought it
would be a useful to look at the potential of this budding sector, discuss its role as an alternative energy
source, and of most interest to our readers, evaluate the kind of hedging applications that exist for those
invalved in this space.

In summary, our analysis suggests that despite a surge in US ethanol production in the past few
years, there are significant impediments standing in the way of making this sector contribute signifi-
cantly to reducing US gasoline consumption. This is due mainly to a variety of physical and policy
constraints, coupled with an over-reliance on an odd mix of policy provisions operating outside of any
coordinated national energy plan. Unless some of these problems are dealt with -- and that is a big if--
ethanol should remain, at best, a niche market, with little chance of providing meaningful energy relief to
the US as envisioned by the Bush administration.

Ironically, ethanol futures contracts, now traded on the CBOT, have not kept up either in volume or
liguidity with the pace of physical expansion going on in the physical sector itself. An OTC contract ex-
ists alongside the futures contract and has had more success, but it is of relatively shorter duration, and
unlike the futures markets, (where a market will always be made), one may not always have a counter-
party to trade with on the OTC markets. For now, ethanol exposure is being hedged largely by bypass-
ing the futures and OTC markets altogether, as participants use alternative means to hedge price risk.
We will look at these and other strategies and highlight some factors to incorporate when designing an
ethanol-hedging program later in the report.

Background:

By way of background, ethanol is primarily used as a blend component for gasoline. It can be mixed
with gasoline up to 10%, (referred to as E10), and used in all vehicles without any engine modifications.
As a result, 99% of U.S. ethanol demand comes from gasoline blends. Today's ethanol is used in about
40% of the U.S. gasoline supply in blends of about 5.7-10%, with the exact mix determined by chemis-
try issues and local specs.

On a general level, ethanol seems to have something for everybody. Refiners and blenders can up-
grade low-octane fuels while also expanding the total volume of fuel they can potentially sell. Addition-
ally, the additional oxygen in ethanol (35% by weight) results in more complete combustion, which leads
to 30% reduced tailpipe emissions. Finally, if priced cheaper than gasoline, (net of the subsidy), ethanol
can be used as a stand-alone fuel in the form of E85, which is 85% ethanol and 15% gasoline. This is
the type of product now widely used in Brazil.
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