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Analysis
Analysts Food versus fuel - crisis point for the politicians
John Mason The apparently relentless rise in food prices is beginning to alarm governments
Tel: +44 20 7487 3600 around the world. A basic rule of politics is that while there are few votes ever to
Email: john@vmgroup.co.uk be won by ensuring a country’s citizenry is getting enough to eat, governments
Gary Mead can easily topple if their people start going hungry. The price rises in basic foods
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, such as rice, wheat and corn over the last is having profound social, economic
Email: gary@vmgroup.co.uk

and — in some cases — political effects in many countries.
Matthew Turner

Tel +44 20 7487 3600

Ermail: matthew@vmgroup.co.uk There is a dawning realisation that the current high prices for staple food

commodities are here to stay, signalling the end of the era of cheap food in
developed economies. This has led to unprecedented levels of critical attention
switching to the biofuels industry that, rightly or wrongly, is being roundly
blamed for being at least partly responsible for the current crisis. The “food
versus fuel” debate has intensified considerably since the start of the year and is
now at the very top of the international agenda. Countries which are developing
indigenous biofuels industries — notably the US and European Union — remain
adamant that these alternative fuels have an essential role in meeting future
energy needs. Underlying this is the recognition that oil and other energy
sources are becoming scarcer. But the fight over biofuels is now on and there is
a good chance that the future of the industry may be significantly reshaped by
the current crisis over food prices. In the view of Oil World, the Hamburg-based
oilseed analysts: “The biofuels targets are too ambitious and cannot be achieved
without severe repercussions on tightening food supplies and skyrocketing
prices — to the disadvantage of consumers in developing countries. A fight for
acres is underway between energy crops and food crops.”
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According to the FAO, the rapid climb in food prices in recent months has been
felt most acutely by the “bottom billion” of the world’s poorest people,
subsisting on a dollar a day or less. These people typically spend around 60% of
their incomes on food, and rapid increases in prices force them to make difficult
choices between consumption of more nutritious foods and expenditures on
other necessities. In January 2008, the FAO Food Price Index jumped by 47%
from one year ago, led by increases in cereals (62%), dairy (69%) and vegetable
oils (85%). The situation has worsened since then. The global benchmark for
rice, Thai rice, has risen since January this year from below $400/t to over
$1,000/t; in the past year corn has jumped from about $3.70 to $6/bushel; wheat
from about $5 to $8/bushel; and soybeans from $7.50 to $13/bushel.
Unsurprisingly, rises on this scale have had serious consequences. Riots in Haiti
toppled the government, and there have been outbreaks of civil disorder in
Indonesia and several African countries. Worryingly, the crisis has led to some
countries, including China, placing restrictions on exports of grains to ensure
sufficient supplies to meet domestic needs.
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Nevertheless, amidst this gloom there can be some unexpectedly good news —
for instance high grain prices have meant many farmers in Afghanistan are now
abandoning the growing of poppies that supplied the international drug trade in
favour of cultivating wheat. However, the overwhelming response to biofuels
has been one of increasing alarm, with world leaders making recent public
pronouncements to the effect that high food prices are all the fault of biofuels.
On 29th April, UN Secretary-General Ban Ki-moon launched a task force of
international agencies such as the World Bank, International Monetary Fund,
World Trade Organisation and various UN agencies to draft both short and long
term responses to the food inflation crisis.

The blame game

Taking pot-shots at biofuels for their alleged responsibility for food price rises
worldwide has become a cottage industry among politicians. Some of this has
been moral and perhaps over-simplistic. According to the Bolivian President
Evo Morales: “This is serious. Cars come first, not human beings. But, for us,
how important is life and how important are cars? So I say life comes first and
cars second.” This kind of trite quip is unarguable but lacks analytical rigour.
Much more threatening for the nascent biofuels industry are more sober
comments from senior international figures such as Dominique Strauss-Kahn,
head of the IMF, who said recently: “When we make biofuels from agricultural
products not used for food, that is fine. But when they are made from food
products, this poses a major moral problem.” Strauss-Kahn was downbeat about
the immediate future, saying the situation could worsen, both in terms of food
prices and possible riots. A moratorium on using food-crops for biofuel
feedstocks might be justified, he suggested. Likewise, the deputy-director of the
International Energy Agency, William Ramsay, conceded that the
interrelationship between food, prices and fuel has caught governments by
surprise: “Maybe we should have anticipated them better, but when you have a
combination of things happening at the same time — increasing demand for
energy-intensive food, terrific droughts, things like that — then add to that the
competition in certain markets for food and fuel, the preconditions are there.”
Even Condoleezza Rice, US Secretary of State, has got in on the act. “There has
been apparently some effect, unintended consequence, from the alternative fuel
effort. Although we believe that while biofuels continue to be an extremely
important piece of the alternative energy picture, obviously we want to make
sure that it is not having an adverse effect. We think that it is not a large part of
the problem, the ethanol debate,” she told the Peace Corps in April.

Untangling the precise causes of the current food price rises, the role played by
biofuels, and the appropriate policy responses, remains a difficult business and,
as ever, economists differ over their conclusions. However, there is common
agreement that the main drivers are: higher crude oil prices, which have raised
costs all along the food production chain; changes in developing world diets,
particularly in China and India, where increased demand for meat has driven up
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the prices of grains used for animal feed; and recent poor harvests, particularly
Australia’s last wheat crop. The exact role biofuels has played in all this is hard
to quantify, however. Figures for 2006 plantings of food crops seem to indicate
that the contribution made to the crisis by biofuels is relatively small, if judged
by the proportion of global crops that go towards producing biofuels rather than
food. That year, just 14% of sugarcane, 10% of rapeseed, 7% of corn, and 1% of
both wheat and soybean crops went into producing biofuels.

However, these proportions will have increased significantly since then. Most
notably, the US ethanol industry is currently consuming one quarter of the
country’s total corn output — and this is set to rise to about one-third this year as
government plans to scale up the ethanol industry are implemented. One
sobering assessment recently came from the Washington-based International
Food Policy Research Institute (IFPRI), which suggested that a moratorium
introduced this year on the use of grains and oilseeds for biofuels would reduce
corn prices by 20% and wheat prices by 10% by 2009-2010. Joachim von Braun,
its head, restated what many now argue — that biofuels from waste materials and
sugarcane can be produced without impacting upon food prices, whilst others
would have a significantly negative affect. Against this can be considered the
argument, albeit perhaps slightly circular, mounted by the Renewable Fuels
Association (RFA), the US ethanol industry lobby group. The RFA argues that,
without ethanol, the US petrol price would now be some 15% higher at some
$4.14/gallon, a rise that would naturally have fed into further food price
increases. A similar point was made by the National Corn Growers Association,
which colourfully argued that “the real axe-murderer” was petrol at over
$4/gallon. Perhaps one of the most reliable assessments of the impact of biofuels
on food prices comes from the American Farm Bureau Federation (AFBF),
which has calculated that between 15%-20% of the increases were down to the
new fuels, while fossil fuel price rises were responsible for 44%. The AFBF was
also cautiously optimistic about the future, forecasting that the current food price
rises would begin to tail off. Bob Stallman, president of the AFBF, said on 30™
April: “We are sort of anticipating that we have seen a good part of the highs
and that while prices may not drop rapidly during 2008, we do expect these
increases that we have seen will probably not continue.”

The politics of empty gestures

A cynic might suggest that such calculations rather depend upon one’s choice of
economist. Certainly, more detailed analysis of biofuels’ contribution to rising
food prices will be both needed and forthcoming in future. However, what is
beyond doubt right now is that the price rises are already having an impact upon
policy-making and implementation. The US, unsurprisingly, remains firmly
committed to its biofuels expansion programme. President George Bush firmly
restated this on 29™ April, stressing the programme’s primary aim of achieving
energy security: “The truth of the matter is, it’s in our national interest that we,
our farmers, grow energy, as opposed to us purchasing energy from parts of the
world that are unstable or may not like us.”

This flag-waving is, however, running into mounting opposition within the US.
Specific farming lobbies, such as cattle-ranchers, are complaining about the
impact of rising corn prices, which have driven up the cost of feed. Last month,
Texas — a big player in both cattle and oil — took a step further, demanding a
slowing down of the ethanol expansion programme. Texas governor Rick Perry
requested the state be given a 50% waiver from implementing the Renewable
Fuel Standard (RFS), the federal mandate that is driving ethanol expansion. “We
appreciate the good intentions behind the push for renewable fuels. In fact we’re
diversifying our state’s energy portfolio at a rapid rate, but this misguided
mandate is significantly affecting Texans’ family food bill. There are multiple
factors contributing to our skyrocketing grocery prices, but a waiver of RFS
levels is the best, quickest way to reduce those costs before permanent damage is
done,” he insisted. The Environmental Protection Agency, which has the power
to issue such waivers, has until late July to respond. On 19" May, another Texan
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North America

News

+ May 14™: The US Congress agreed a tax package as part of the Farm Bill that
cuts support for ethanol producers from 51 cents/gallon to 45 cents/gallon
whilst increasing help for developers of cellulosic ethanol technologies.
However, the Bill is likely to be vetoed by President Bush on the grounds that
overall it means too much spending whilst imposing too little reform on
farmers.

+ May 9" The US ethanol industry will consume 4bn bushels of corn, one-third
of the projected corn crop in 2008-2009, the US Department of Agriculture
(USDA) estimated.

+ May 7" World Bank President Robert Zoellick said the US should consider
the impact its biofuels programme is having on world food prices. This
follows a series of calls by senior US politicians for the biofuels programme
to be restrained to lessen its contribution to rising food prices.

+ May 7" Aventine Renewable Energy, the ethanol producer, said it is seeking
new funding to avoid cutting back its $265m investment programme. The
company has suffered from the global credit crisis. It made a loss of $10.8m
in Q1 2008.

» May 1* General Motors and the Mascoma Corporation announced a joint
venture to develop cellulosic ethanol.

Analysis

The “food vs. fuel” debate has reached new heights in the US. Robert Zoellick,
the World Bank President, asserted that the US should consider the humanitarian
impacts of its biofuels policy; his remarks were carefully chosen, as one would
expect from a George Bush loyalist. But similar comments from IMF head
Dominique Strauss-Kahn indicate the level of concern over the impacts of both
current and future levels of US ethanol production on international food prices.
On the domestic front, calls for a reining-in of ethanol expansion plans have
grown, with Texas governor Rick Perry asking for the state to be given a 50%
waiver from the provisions of the five-month old Energy Act, which mandates a
five-fold expansion of ethanol production by 2022. An informal coalition of
cattle-ranchers, poultry farmers and senior food industry executives is now
arguing that biofuels are pushing up food bills for the typical American family.
Their cause has been taken up by 22 Republican senators, including presidential
candidate John McCain, who called upon the Environmental Protection Agency
to consider waiving the mandate of the Energy Act. Joe Barton, the most senior
Republican on the House Energy and Commerce Committee, said: “No one on
either side of the aisle likes the unintended consequences of what the proponents
(of the Bill) passed last December with the best of intentions. If we do nothing
we’re going to have the chaos we have now.” Such attitudes are hardening on
the probability that the US corn harvest will be lower this year than in 2007 — by
maybe as much as 8% - as a result of wet weather in early 2008 and some
farmers switching to planting soybeans to chase bigger returns. The USDA
forecast that the ethanol industry will consume one-third of the total corn harvest
this year will not help the industry in this increasingly hostile propaganda battle.

So far, however, there are no signs of any climb-down by the White House.
President George Bush has repeated that ethanol remains a cornerstone of his
policy for achieving energy security. “It makes sense for America to be growing
energy,” he told a crowd in St Louis on 2" May. The biofuels industry has been
mounting a vigorous counter-attack, insisting that the main cause of rising food
bills is not ethanol but the rise in the price of crude oil. The industry is correct on
this point, but the targets set for the future by the Energy Act will inevitably
exacerbate the problem in future.

So what does this mean? It seems unlikely that this, or any future, administration
will seriously curtail ethanol expansion — too much rides on it in terms of
achieving greater energy self-sufficiency in energy. The political importance of
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the Corn Belt states in the current Presidential election process should also not
be underestimated. But some trimming of the policy may take place once the
White House has a new occupant. The targets set by the Energy Act — to produce
36bn gallons of biofuels a year by 2022 — were ambitious, even before the
current food crisis. It looks increasingly likely that the US may ultimately turn to
its southern neighbour, Brazil, for help. The Brazilian ethanol industry has the
capacity to increase its exports to the US and would dearly love to do so. For the
US, which has protected itself against Brazilian imports with a 54 cents/gallon
tariff, which the current Farm Bill will extend for a further two years, this might
be a painful move. It might require movement on the tariff issue — which Brazil
is threatening to take to the World Trade Organisation (WTO) anyway. It would
also certainly antagonise many in the US biofuel industry, which is still
struggling to find its feet in the face of high feedstock prices and limited
demand. But it might be the only long-term political compromise.

Away from the big politics of “food versus fuel”, the biofuels industry remains
stretched. Average profits of ethanol producers fell in April as corn prices
passed the $6/bushel barrier, but over-capacity and limited demand kept the
ethanol price largely unchanged at around $2.53/gallon, despite the price of
crude oil topping $120/barrel. Average margins of ethanol producers fell about
15 cents, to 5-15 cents/gallon. The prospects for this year’s corn harvest remain
the industry’s biggest concern. The wet-weather during the planting season has
prompted some farmers to switch from corn to soybeans and the USDA is now
reckoning on an 8% fall in corn production. In its May supply/demand report,
the USDA corn stocks at the end of this marketing year (2008-2009) would fall
to 763m bushels, almost half this year’s level of 1.383m bushels. These figures
assume both a 14% drop in the amount of corn used for cattle feed and a 16%
fall in exports. Which brings us back to global food prices once again. Corn
stocks can be released to help lower world prices — but the room for manoeuvre
will be much less.

Outlook

The industry had already prepared itself for a tough year, waiting for the
mandates in the Energy Act to kick in and increase demand, but things are
turning out tougher than many first thought. The price of ethanol appears
to be almost fixed at around $2.50/gallon, whilst the price of corn remains
the industry’s Achilles’ heel. Much will depend upon this year’s corn
harvest. If the USDA predictions of an 8% fall in US corn production turn
out to be true, then the supply situation could become serious and margins
will be squeezed even further. The ethanol industry will have to continue
sweating it out — hoping that the USDA will be proved wrong.
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South America

News
Brazil, BM&F ethanol prices (8/m) + May 9": Brazil announced it will contest any environmental measures
510 imposed on biofuels by the European Union if it considers them trade
500 4 distorting.
100 + May 8" Brazil might complain to the World Trade Organisation if the US

extends its 54 cents/gallon tariff on imports of ethanol, the country’s chief

480 + trade negotiator said.
470 | L «  April 30" The Brazilian government angered its ethanol industry by lowering

the tax on petrol, in response to the 10% increase in prices announced by
Petrobras, the state-owned oil company.

«  April 30" Brazil-based Integrated Biodiesel Industries (IBI) is to set up a
third plant in Argentina. It will produce biodiesel from feedstocks including
soybeans, sunflower seeds and jatropha, and bring IBI’s total production
capacity in Argentina to 135,000t/year.

Source: Reuters Ecowin « April 25™: BP expects to take a 50% stake in an ethanol refinery in Edeia,

Brazil, in a joint venture with Santelisa Vale and Maeda Group. BP will pay

just under $60m for its stake, making it the largest foreign investment in the

Brazilian ethanol industry.

460 -

450 , ,
18-Apr  28-Apr  08-May  18-May

=1 st position 2nd position

Sugar, ICE Futures US (c/Ib)

13.5
13.0 | Analysis
125 | The Brazilian ethanol industry continues to experience its longstanding growth
120 problems, with excess capacity leading to low prices and thin margins for
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1051 rising cost of crude oil would lead to better times with increased margins, were
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was a milestone event, since the last petrol price rise in Brazil was in 2005,

when oil was trading at around $60-65/barrel, and the government, which

Source: Reuters Ecowin controls Petrobras, has followed a policy of subsidising petrol prices to protect
consumers. However, the decision to intervene by off-setting the latest price rise
by tax cuts prompted an indignant response from the ethanol industry. Antonio
de Padua Rodrigues, technical director of the Brazilian Cane Industry
Association said: “The government preferred to lose millions of reais in
revenues from the Cide fuel tax to not expand the ethanol market.”

o1 st position 2nd position

Given the Brazilian government’s long-standing support for its ethanol industry,
the shrillness of this reaction might surprise some. However, the petrol price rise
was probably the one move that could have eased things for producers. The
underlying problem is that, while domestic demand for ethanol continues to
grow with drivers buying more and more flex-fuel cars, the future of the ever-
growing capacity of the ethanol industry depends upon opening up new markets
internationally. This explains the current tough talk by the government towards
the positions being taken by both the US and EU on ethanol imports. The US is
set to continue with its 54 cents/gallon import tariff which has successfully
limited imports from Brazil. Brazil’s chief trade negotiator, Roberto Azevedo,
said on 8™ May that the country might take the issue to the WTO if necessary.
“In the light of the WTO rules, the tariff is questionable. We have been studying
its compatibility with WTO rules. The result of these studies and talks with the
private sector will determine out conduct, which does not rule out challenging it
at the WTO,” he said. The language here suggests the government is not close to
launching an action at the WTO and could simply be sabre-rattling. But a
complaint cannot be ruled out given the pressure the ethanol industry is under.
Such a move would certainly win the backing of the industry, which considers
more conciliatory approaches to the US government have got it nowhere.

The Brazilian government’s attitude to the EU’s current revision of its
sustainability criteria is more curious. The head of the Foreign Ministry’s energy
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department, Andre Aranha Correa do Lago, said Brazil would contest any new
environmental restrictions which it considered would distort trade. The current
discussions within the European Commission centre on increasing the 35%
threshold for greenhouse gas emissions savings that biofuels must achieve to
qualify for meeting proposed European targets. Since Brazilian ethanol saves
considerably more than 35% (about 60%), this cannot be the main issue. The
argument appears to be wider — the contentious one of deforestation of the
Amazon. This is a complex issue which the EU has not until now got deeply
involved with. Undoubtedly, there are mounting concerns over the rate of
deforestation in Brazil, with some questioning whether the expansion of sugar-
cane plantations for ethanol is displacing other farmers who then resort to
clearing fresh land for food production. The extent to which this is happening is
debatable. However, deforestation is undoubtedly happening — the Amazon
forest has shrunk by 20% since the 1970s. It also appears to track global food
prices closely, which is why Blairo Maggi, the governor of Mato Grosso, one the
country’s biggest farming areas, put it baldy last month: “There is no way to
produce more food without occupying more land and taking down more trees.”

Put simply, the EU’s calculations for greenhouse gas emissions look at the
processes involved in producing individual biofuels but stop short of considering
all land use implications. However, both climate change and the current food
price crisis are at the top of the European agenda at the moment. Squaring the
three priorities of energy security, climate change and food security is plainly
difficult. New criteria, including a consideration of the impact of deforestation,
would be exceptionally difficult to draw up, given the uncertainty about what is
happening and why. A more likely outcome is the stepping-up of efforts to
ensure ethanol production is sustainably achieved — a route advocated by
German environment minister Sigmar Gabriel on 6™ May. But such a solution
would appear to leave the deforestation issue unaddressed. What we could be
seeing is the first skirmish in a battle that cuts to the heart of the biofuels
revolution — big consumers of ethanol such as the EU and US may be forced to
increase imports from Brazil to meet their domestic targets for renewable fuels.
This could become a bigger and more acrimonious issue.

Outlook

Brazil’s ethanol industry has to access new markets internationally if its
increasing production is not to swamp local markets and force a price
collapse. There is scope for increased exports to both the US and EU,
although this would result in shrieks of protest from both their domestic
biofuel industries. The needs to comply with the targets set in the US
Energy Bill and those being drafted by the European Commission on
renewable energy will be powerful drivers. There will be plenty of room for
political fudges, but some increases in Brazilian exports to both the US and
EU - accompanied by growing protests over deforestation — seem a
plausible scenario.
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Europe

News

« May 12™: Europe’s largest ethanol refinery should be operational within a
year, UK biofuels company Ensus said. The plant, to be built in the north-east
of England, should annually produce 330,000t of ethanol, using British wheat
as a feedstock.

+ May 11™: Alistair Darling, the UK Chancellor of the Exchequer, urged the
European Union to review its biofuels policy to help ease rising food prices.

+ May 7" European Union member states began talks on toughening the
sustainability criteria to accompany new targets for increasing biofuel usage.

+ May 6™ German Environment Minister Sigmar Gabriel dismissed calls from
the country’s domestic ethanol industry for a halt to Brazilian ethanol imports
on environmental grounds.

+ May 6" Neste Oil, the Finnish company, launched a green diesel fuel in
Finland using 10% of the company’s NExBTL renewable diesel.

+  April 30" Emerald Biodiesel Holdings (EBG) of Germany filed for
insolvency, blaming “taxation and regulator” changes in the German
biodiesel market for making profitability impossible.

Analysis

The politics of biofuels have continued to heat up in Europe, with the food price
crises fanning the fire. The question of where to set the minimum savings of
greenhouse gas emissions for biofuels to qualify for European Union subsidies
was already a vexed one, with the European Commission under pressure to
increase the threshold from the 35% it proposed earlier this year. However,
alarm over rising food prices has taken the controversy to a different plane.
Gordon Brown and Alistair Darling, the British prime minister and finance
minister respectively, called for a revision of biofuels targets — the main one
being 10% of transport fuels being met by biofuels by 2020 — if this was a means
of holding food prices steady.

This follows a barrage of criticism — not always well informed — against biofuels
for their alleged contribution to rising food prices. The current high temperature
surrounding this debate has left European leaders in a nasty dilemma, as they try
to resolve three urgent, but often competing, political priorities — achieving
energy security, tackling climate change and slowing the rate of food price
increases. This has prompted European Agriculture Commissioner Mariann
Fischer Boel — normally a fairly low-key personality on the European stage — to
be unusually blunt and defiant on her defence of EU biofuels policy. The current
storm over biofuels was unprecedented, she said. But to scapegoat them for the
food price rises was wrong. Insisting that the biofuel policy was a rational
response, she said: “Developing our biofuels policy is neither a stroke of genius
nor an act of madness. Biofuels won’t solve all our problems, but nor will they
swallow the world’s food supply. Used correctly, they can be a weapon in the
fight against climate change and an insurance policy against fuel supply
problems — working in balance with our food needs. We will not use them
correctly if we make them a scapegoat. The problem with a scapegoat is that it’s
only a symbolic solution. You send the goat into the wilderness, but the real
problems remain.”

The Commission is therefore trying to stick by its guns and retain the balanced
approach it has adopted so far. This may prove difficult, and the 10% target
could be trimmed. Although a reduction from 10% or an extension of the
deadline would be an unmistakeable climb-down, a modest trimming would still
enable European leaders to claim — with some truth — that they were still ahead
of other countries in their efforts to combat climate change. A working group
has been set up to review the 35% threshold for greenhouse gas emission
savings and other sustainability criteria. Some movement on the 35% figure
seems possible, although it would be a surprise if it were tightened up much,
since this would exclude many European farmers from growing the rapeseed
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needed for Europe’s biodiesel industry. A two stage solution is now being talked
about — keeping the threshold at 35% for now but extending it in the relatively
near future when better-performing second-generation biofuels with better
environmental profiles start to come on-stream. This appears a neat fix to the
problem although the devil will, as ever, be in the detail. More vexed are the
questions of how the EU should respond to other sustainability matters. The
Commission is under pressure to address a whole range of other issues, ranging
from the indirect impacts of imported Brazilian ethanol on the Amazon
rainforest to the social conditions of plantation workers. The outcome of these
discussions remains hard to judge, not least because they are taking place against
a background of increasing unease over food prices.

Unsurprisingly, the commercial side of biofuel production has largely been
frozen in aspic, while the politicians try to thrash out policy. The European
Biodiesel Board (EBB) pointed out on 9™ May that Europe may have the
world’s largest biodiesel industry in terms of capacity, but only 40% of this is
now in use. The reasons for this remain the competition (unfair, argues the EBB)
from US imports, which are now the subject of an official complaint to the
European Commission. The EBB also blamed lack of incentives across the EU
for the failure to develop a genuine European market. Abengoa, the Spanish
ethanol company, made a similar point, when it said the Spanish government’s
failure to introduce legislation mandating the blending of ethanol into petrol (in
line with European targets) was one reason for the failure to develop a market.

In this atmosphere, new start-ups are understandably rare, whether in ethanol or
biodiesel. However, the UK should see three large-scale ethanol plants start
operations within the next two years. The first will be the ethanol and animal
feed plant now being built in Wilton, in north-east England. This will use some
of the UK’s wheat surplus of about 2.5 Mt to produce around 330,000t of
ethanol and 350,000t of cattle feed. All the ethanol produced will be sold to
Royal Dutch Shell. Ensus has insisted it remains a producer of “good” biofuels,
since its greenhouse gas savings (compared to fossil fuels) should be in the
region of 70%. The two other large ethanol plants are planned by British Sugar,
BP and Dupont in Hull — a 330,000t/year plant that should be working by late
2009 — and that planned by Spanish energy group Abengoa to be built in
Immingham, with an annual capacity of 315,000t/year. This should be up and
running by around June 2010. Both will also use wheat as a feedstock.

Outlook

The fevered temperature in Brussels is unlikely to diminish over the next
few months, as member states try to agree a common position on both the
overall targets for biofuels use, and the sustainability criteria to be applied.
Member states are not quite making up their policy from scratch, but the
issues are fundamental and far-reaching. And that is just the broad policy
framework. For the industry to develop, it will need the market incentives
organisations such as the EBB are calling for. In the meantime, both the
biodiesel and ethanol industries are left in a state of suspended animation.
This will continue for some time. Those developing second-generation
technologies are less affected. They, and their backers, can continue the
research and development programmes with some promise that the
fundamentals of climate change and restricted land use are only making
their case stronger.
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Asia

News

+ May 7™ China Clean Energy halted biodiesel production because rising
feedstock prices and price controls on diesel fuel have eroded profitability.

+ May 7" India’s Naturol Bioenergy said it will buy palm oil plantations in
Indonesia and crushing units in East Africa as part of a $130m expansion
programme.

+ May 7" Thailand will make E85 (ethanol-petrol fuel) available in 2009.

« May 7™ Mission Biofuels, an Australian company, will extend its jatropha
growing activities by expanding into an un-named south-east Asian country.
The company has already established jatropha plantations in India.

Analysis

Asia’s biofuels operators are as badly affected by the problems of the food price
crisis and high feedstock cost as anyone else. Companies and government
programmes associated with first generation biofuels are therefore experiencing
a particularly tough time across the region. China Clean Energy’s decision to
stop producing biodiesel comes as no surprise. It shut its 10,000 tonne/year plant
(which uses waste cooking oil) because feedstock prices rose by 40% last year,
destroying its margins. The local problem is that the Chinese government,
perhaps worried about inflation causing social unrest ahead of the Olympic
Games this August, has pegged the price of diesel, despite the recent steep
increases in the price of oil. This has made it impossible for biodiesel producers
to make profits when the price of waste oil has risen — partly due to the rising
cost of cooking oils forcing many small restaurants to use cheaper waste oil
instead, so increasing its cost to biofuel companies. With the country’s small and
unsubsidised biodiesel operators struggling, it is difficult to see them making
much of a contribution towards the government’s target of using 200,000t of
biodiesel by 2010 and 2 Mt by 2020.

In Malaysia and Indonesia, the world’s biggest palm oil producers, the biofuels
industries continue to struggle as a result of high palm oil prices. Although these
have recently plunged by more than 20% since the record highs of 4,486 ringgits
($1,386/t) on 28™ April on the Malaysian Derivatives Exchange, concern over
food supplies has seen demand from biofuel producers remain low, according to
Michael Dosim Lunjew, secretary-general of the Malaysia Ministry of Plantation
Industries and Commodities. “We might see increased restrictions and
regulations on the use of biofuels because of surging food prices,” he said. This
means it is unlikely that Malaysia will provide more incentives to encourage
biofuel usage, he added. The country had intended introducing a 5% biodiesel
blend to encourage national production, but rising palm oil prices have forced
the government to postpone the move.

A similar story is to be found in Indonesia, where rising palm oil prices and a
lack of government incentives are squeezing the industry. Since last year, PT
Pertamina, the state-owned oil company, has gradually cut back the proportion
of biodiesel in its blends from 5% to 2.5% and now to just 1%. Five out of the
country’s nine biodiesel producing companies are now operating at less than
10% capacity or have ceased production altogether, according to Paulus
Tjakrawan, secretary-general of the Association of Indonesian Biofuel
Producers. “The biofuel industry in the country is declining due to a lack of
government incentives,” he said. The Philippines industry is having significant
problems too. Only a handful of ethanol plants are now expected to come on
stream this year, despite the government passing a Biofuels Act mandating a 5%
blend using locally-produced ethanol by 2009, to be increased to 10% by 2011.
One reason is investors’ concern that the Act may be suspended to prevent food
crops from being diverted into biofuels production. In addition, construction of a
125,000 litre/year plant to be built by San Carlos Bioenergy has been delayed.
This prompted Nicasio Alcatara, the chairman of Petron Corporation, the
country’s biggest oil refiner, to suggest that the only way the Biofuels Act
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targets can be met will be through importing ethanol rather than producing it
locally.

Against all this gloom and doom there is a sign of hope for biofuel proponents in
Asia, as in other parts of the world — the move towards non-food crops. Jatropha,
the hardy if toxic bush that grows well on marginal land, is proving a popular
bet, since it competes far less with food crops than other current feedstocks and
is available now, unlike second-generation technologies such as cellulosic
ethanol. Mission Biofuels of Australia has already established 40,000 hectares of
jatropha plantations in India which, when mature, should produce more than 2
Mt/year of crude jatropha oil. This would be a six-fold increase on the
350,000t/year in biodiesel refining capacity that the company will have by the
end of this year.

Outlook

The politics of the food price crisis are so fast-moving that it is difficult to
second-guess government intentions. However, the broad trend appears to
be one of governments currently placing more importance upon keeping
food price rises in check rather than defending the region’s nascent
biofuels’ industries. Biofuels programmes are increasingly likely to be
delayed or scaled down and, without a proper framework of incentives,
industries cannot grow much beyond current levels. This is not good for
current players, who are generally struggling to operate profitably.
Exceptions can be found with vertically-integrated operators who own palm
oil plantations as well as refineries, but even these have to be very cost-
effective to be successful. The exception to this gloom appears to be those
players moving into jatropha cultivation. Although the technology and
economics of jatropha cultivation are still not fully developed, the bush’s
potential yields and lack of competition with food crops can only enhance its
long-term appeal.
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Technology and science

News

« May 7" Marathon, the US oil company, and General Motors have invested in
Mascoma, the cellulosic ethanol producer. The $10m from Marathon and an
undisclosed sum from GM takes Mascoma’s total equity investment to about
$100m. The company hopes to begin production of ethanol from non-food
crops using a single-step process later this year. This is the second investment
by GM in second-generation biofuels, having teamed up with rival company
Coskata in a similar project to develop cellulosic ethanol. GM has committed
to making half of its cars capable of running on 85% ethanol blends (85%
ethanol and 15% gasoline) by 2012.

+ May 6" German engineering companies Sud-Chemie AG and Linde Group
announced a joint venture to develop second-generation biofuels.

« April 29" Royal Dutch Shell and technology developer Virent Energy
Systems are stepping up their collaboration to produce conventional petrol
from plant sugars. The Bioforming technology uses catalysts to convert
sugars from biomass into the same molecules as petrol, giving the final fuel a
greater energy content than either ethanol or butanol. They hope to build a
demonstration plant within two years.

Analysis

A fungus with a reputation for destroying canvas tents has the potential to speed
up and improve the cost-effectiveness of the production of cellulosic ethanol,
according to researchers at the Los Alamos National Laboratory in New Mexico,
US.

One of the main problems standing in the way of the introduction of second-
generation biofuels (such as cellulosic ethanol) remains the difficulty of
breaking down plant fibres into the sugars which can then be processed into the
fuels. However, research into the genome of the fungus Trichoderma reesei has
shown it could be a particularly effective agent in this process, the researchers
reported in Nature Biotechnology. Analysis of the genome of the fungus showed
fewer genes are involved in producing the enzymes that convert cellulose into
sugars than other fungi. Diego Martinez of the Los Alamos National Laboratory
said: “We were aware of T. reesei’s reputation as a producer of massive
quantities of degrading enzymes. However, we were surprised by how few
enzyme types it produces, which suggested to us that its protein secretion system
is exceptionally efficient.”

The usefulness of the T. reesei fungus is already well known; it has been used
for industrial enzyme production for some time. However, its effectiveness in
converting cellulose into monosaccharide, the simplest form of sugar, means that
it could significantly improve the speed and hence cost-effectiveness of
cellulosic ethanol production. Joel Cherry of Novozymes, the Danish
biotechnology company that took part in the research, said: “The information
contained in its genome will allow us to better understand how this organism
degrades cellulose so efficiently and to understand how it produces the required
enzymes so prodigiously. Using this information, it may be possible to improve
both of these properties, decreasing the cost of converting cellulosic biomass to
fuels and chemicals.”
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Disclaimer and copyright

The information and opinions in this report were prepared by Virtual Energy, a
subdivision of VM Group. Virtual Energy has made all reasonable efforts to
ensure that all information provided in this report is accurate and reliable at the
time of inclusion (the 1st of this month otherwise stated), however, there may be
inadvertent and occasional errors and lack of accuracy or correctness, for which
Virtual Energy cannot be held responsible. Virtual Energy and its employees
have no obligation to inform the reader when opinions and information
contained in this report change.

Virtual Energy makes no representation or warranty, express or implicit, as to
the accuracy or completeness of contents of this report. This report is not and
cannot be construed as an offer to sell, buy or trade any securities, equities,
commodities or related derivative products and the report in no way offers
investment advice. Therefore Virtual Energy and VM Group employees accept
no liability for any direct, special, indirect, or consequential losses or damages,
or any other losses or damages of whatsoever kind, resulting from whatever
cause through the use of any information obtained either directly or indirectly
from this report.

The contents of this report, all the information, opinions and conclusions
contained is protected by copyright. This complete report may not be reproduced
without the express consent of VM Group. Short extracts may be reproduced but
only with the full and appropriate citing of the original source.
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About VM Group

VM Group
85 Albany Street
London NW1 4BT

Tel: +44 20 7487 3600
Fax: +44 (0)870 051 2261

Virtual Energy is a subsidiary of VM Group, a commodities research
consultancy. The VM Group, which through its other subsidiary Virtual Metals
covers precious and base metals, comprises a uniquely skilled team, with a
collective 50 years’ experience in the analysis of the fundamentals of
commodities and their geopolitical impact and contexts.

VM Group work excels in macro-economic analysis, the generation of supply
and demand scenarios, costs analysis, derivative research and price forecasting.
Confidentiality, experience and independence are key elements of such advisory
roles. Our aim is to assist those in need of external expertise, as well as those
who wish to supplement their own in-house resources. With our extensive
international contacts, we are able to broaden our services through links with
experienced associates in related fields worldwide.

To see further how we can meet your research and consulting requirements,
please email info@vmgroup.co.uk or call or fax on the numbers above.
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