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Analysis
Analyst: John Mason The OECD wades in
VM Group Another bucket of cold water was poured over the heads of biofuels last month,
Tel: +44 20 7487 3600 with the OECD publishing a report (to add to a growing list by other
Email: john@vmgroup.co.uk international agencies) questioning the direction in which the industry is
Analyst: Gary Mead developing. The report, Economic Assessment of Biofuel Support Policies, takes

VM Group
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a long look at both the benefits the industry provides and the costs to taxpayers
and consumers of supporting it.

Analyst: Matthew Turner

VM Group Its overall conclusion is sobering — the benefits are frequently disappointing and
Tel +44 20 7487 3600 much of the public’s money now supporting biofuels could often be far better
Email: matthew@vmgroup.co.uk spent elsewhere. In particular, it concludes that biofuels are an ineffective way

of tackling climate change and that governments should spend money more on
promoting energy efficiency programmes than developing ethanol or biodiesel
industries.

These sentiments will annoy many in the industry who are struggling with tough
commercial realities and confused political signals from governments that seem
to be having second thoughts. But before dismissing the report, it should be said
that the OECD has come up with something nuanced and which confirms much
current thought about biofuels, not least that the industry does have a future, so
long as it is carefully thought through and better aligned with long-term policy
goals such as increasing energy security and tackling climate change. For those
governments (and US Presidential candidates) who might be experiencing some
of the confusion about their own biofuels’ agendas, the OECD document is both
timely and helpful. For biofuel producers, it gives a clear insight into some of
the obstacles they need to overcome to ensure that they have a chance of long-
term commercial success.

According to the OECD, by and large the current generation of biofuels remains
economically disappointing and is heavily dependent upon the continuation of
large-scale public subsidies. The hope that biofuels would become more
competitive as the price of crude oil rose has turned out to be largely wrong,
with the price of ethanol proving to be closely linked to that of crude over the
past five years. The high prices of biofuel feedstocks, which are highly energy
intensive to grow, are the prime reason for this linkage. Within this, prices have
varied considerably on a per-litre basis, with Brazilian ethanol significantly
cheaper than crude, US ethanol prices at approximately the same level as crude
oil, and European ethanol consistently more expensive than crude. Expectations
that second-generation biofuel technologies that use non-food crops and thus
more efficient in their energy outputs are down-played. Despite considerable
government support for research programmes, particularly in the US, it is not
expected that any second-generation technologies will go into commercial
production before 2012, and they may not operate on any significant scale much
before 2018. To maintain and develop biofuels industries will therefore require
continued significant levels of subsidy. “Given the lack of economic viability of
biofuels generally due to high production costs compared to fossil based
alternatives and the need for modifications of existing logistics covering
infrastructure, transport and delivery equipment, renewable fuels are unlikely to
prosper in most countries in the absence of public support,” concludes the report.

The report cites the calculations of the Global Subsidies Initiative, body set up
by the International Institute for Sustainable Development to examine the
damage subsidies cause of the world economy, that the total financial support to
biofuels industries in the US, Canada and European Union was about $11bn in
2006, expected to rise to an average $25bn/year during 2013-2017. This support
comes in various forms including budgetary supports such as tax concessions,
and mandates which compel the use of biofuels in blends with conventional
petrol or diesel. The bottom line is higher prices to consumers, as well as import
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tariffs to protect domestic industries, which again result in higher prices to
consumers.

Justifying subsidies

So why are governments and consumers paying this money? The report
identifies the obvious and well-known reasons, such as energy security and the
need to reduce greenhouse gas emissions. It argues that policy priorities differ
from country to country — resource-rich Brazil is less concerned than the US
over energy security for example — but climate change is a major priority for
almost all countries. However, the achievements of biofuels in reducing
greenhouse gas emissions are, says the OECD, limited, and represent poor value
for money. In reaching this conclusion, it considers both the full life-cycle
analysis of biofuel production and consumption, together with the more recently
expressed concern that greenhouse gas emissions could actually increase, due to
land-use changes, as more land is turned over to biofuel production.

The next decade of expansion of biofuels, as expected in Brazil, the US and the
EU, will reduce greenhouse gas emissions, but the savings will be modest
indeed, the report said. The OECD calculates that the policies in these countries
will save between 15 Mt and 27 Mt of greenhouse gases each year between 2013
and 2017. This compares to current global emissions of about 27bn tonnes a
year, of which 3bn (rising to 3.3bn tonnes a year by 2015) derive from the
consumption of crude oil and its derivatives in the US and EU. This means that
current biofuel policies will cut greenhouse gas emissions by between 0.5% and
0.8% by 2015. These are not just disappointing figures in absolute terms; they
also mean that biofuels are an extremely expensive means of cutting greenhouse
gas emissions. Saving one tonne of CO, using biofuels will cost taxpayers and
consumers between $960-$1,700. The comparison with other means of reducing
emissions is salutary; within the European Emissions Trading Scheme CO,
futures for 2014 traded at around €31/t in May this year. The OECD stresses that
these figures are all somewhat rough and need to be treated with caution — the
environmental performance of biofuels could increase, for example.
Nonetheless, its point is that the gap between the two is huge and likely to
remain so.

The report also calculated what would happen if financial support for biofuels
were withdrawn and the industry had to survive without them. The answer is
predictable — the industry would shrink. Without subsidy, world production of
biodiesel, which is more costly to process and is therefore more dependent upon
subsidies, would be halved, while world ethanol production would fall by 14%.
Without government support, prices for biodiesel would fall by about 19% over
the period 2013-2017, although ethanol prices would rise by around 9% because
of the advantages of more open markets that would follow from the abolition of
import tariffs. However, such a shrinking of the nascent world biofuel industry
would have marginal impact on global greenhouse gas emissions, with fossil
fuel usage in the US, Canada and EU increasing by between 0.9% and 1.3% for
diesel and 0.1% and 0.4% for petrol.
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Impact of current biofuel support on fossil fuel savings through ethanol and biodiesel use, 2013 - 2017 average

Corresponding Biofuel use Fossil fuel replacement
fuel use, total

At pump Net rate, Net, absolute Net of total fuel use

Million litres (ML) per year % of at pump
Base No Difference From % To % From To ML/y From % To %

Support ML’y

USA Ethanol 603,652 55,091 49,748 5,343 3,580 7.7 23.0 274 823 0.05 0.14
Biodiesel 275,348 1,613 726 888 710 48.3 66.4 343 472 0.12 0.17
EU Ethanol 160,013 13,405 8,295 5,110 3,424 23.0 42.2 787 1,444 0.49 0.90
Biodiesel 231,408 13,931 1,762 12,169 9,736 48.3 66.4 4,702 6,466 2.03 2.79
Canada Ethanol 44,119 2,905 2,206 699 468 15.3 32.6 72 153 0.16 0.35
Biodiesel 18,687 521 760 (238) (191) 48.3 66.4 (92) (127) (0.50) (0.68)
Total Ethanol 807,785 71,401 60,249 11,152 7,472 n.a n.a 1,134 2,420 0.14 0.30
Biodiesel 525,343 16,066 3,247 12,819 10,255 n.a n.a 4,953 6,811 0.94 1.30
Source: Aglink/Cosimo Simulation Results, calculations by OECD Secretariat Notes: "Corresponding fuel use" represents total fuel use in spark-ignition engines

and compression-ignition engines in the countries' transport sectors respectively
"Fossil fuel replacement at pump" is calculated as the amount of biofuels

generated through support policies ("Biofuel use Difference"),

corrected for the lower energy content in biofuels compared to their fossil counterparts.
The net replacement rates are the net energy gains to be achieved from biofuels.

Rather than subsidising biofuels the report argues that it would be far better for
taxpayers’ money to be spent on encouraging greater energy efficiency. It offers
little evidence to support this suggestion, but it is now widely argued that
improving energy efficiency — be this over transport fuels or other forms of
energy consumption — is the quickest and cheapest means of addressing energy
shortage and climate change issues. The International Energy Agency, for
example, heavily lobbied the July 2008 G8 summit in Japan on the issue,
pressing home the point that energy efficiency achieves the quickest wins (the
chart below shows the cost of reducing emissions 50% from current levels by
2050 through various measures — ‘end use efficiency’ actually saves money,
hence the cost is negative, whereas a reduction of similar magnitude from the
power sector costs money. Reductions from industry fuel switching and
alternative transport fuels are much more expensive, with a great deal of cost
uncertainty depending on whether technological change is rapid or not). The
IEA backs the development of low-carbon biofuels, even though it
acknowledges that these are more expensive. Greater energy efficiency is a no-
brainer — it’s the Motherhood and apple pie argument of the energy world. But
energy efficiencies are not as easy to achieve as imagined and are sometimes
besides the point — the global growth in demand for road transport cannot be
satisfied simply by squeezing more kilometres per litre.
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North America

News

+ Aug 7™ The Environmental Protection Agency rejected calls to cut back
increases in the amount of ethanol blended into gasoline, saying there was no
evidence that increased corn-based ethanol production hurt the economy and
forced up food prices.

+ Aug 4™ Bipartisan legislation was introduced in the Senate to increase the
availability of biofuels across the US, by increasing tax incentives to service
station owners to install dispensing equipment.

* Aug 1*: Ford announced it will add four new flex-fuel vehicles to its model
range in 2009.

+ July 30" POET and the US Department of Energy announced the signing of
a cooperative deal to develop a cellulosic ethanol plant alongside an existing
corn-ethanol plant in Emmetsburg, lowa. The plants will open in 2011 and
25% of their production will be cellulosic ethanol.

« July 29" Massachusetts passed legislation that exempts cellulosic biofuels
from state taxes and requires the development of fuels that reduce greenhouse
gas emissions by 10%.

+ July 28" LiquidMaize announced it would delay construction of a $24m
ethanol plant in Colorado, blaming unfavourable economics.

« July 25" Some of the world’s biggest agri-business players, including Archer
Daniels Midland, Deere & Co., DuPont and Monsanto announced the
formation of the “Alliance for Abundant Food and Energy” to lobby for
biofuels.

Analysis

July and early August saw some respite for US ethanol manufacturers, although
the underlying conditions remain tough. The worst fears for the corn harvest,
following forecasts by the USDA of lower plantings and June’s floods in the
Mid West, have proved too pessimistic, and corn prices steadily fell, easing
conditions for the country’s previously hard-pressed ethanol producers.
Favourable weather conditions across most Mid-western states have meant
concerns over this year’s yields and overall production levels have now receded.
Moreover, in its latest estimate (August) the US Department of Agriculture
(USDA) projected average corn yields of 155 bushels/acre and a total harvest of
12.288bn bushels, against its July forecast of 148.4 bushels/acre and a harvest
of11.72bn bushels. These latest estimates put the US corn harvest on track to be
the second biggest ever. Paradoxically, US corn futures’ prices rallied on this
outlook — largely because the USDA substantially increased its estimate, by
150m bushels, for corn demand from ethanol producers. The USDA now
expects 4.1bn bushels — a third of the 2008 crop — will be consumed by ethanol.
Having slumped to as low as $5.08/bushel on the Chicago Board of Trade
(CBOT) on 5™ August, the September-dated contract rose 2% following
publication of the latest USDA estimates. Nevertheless, corn prices (front month
contract) have now lost more than 30% from their peak of $7.65/bushel in late
June, giving welcome breathing space for ethanol producers.

Ethanol producers were making about 25 cents a gallon profit in late July, falling
to about 15 cents a gallon in early August. Profitability levels should begin to
improve, although there is a remote chance that the delayed corn crop could be
subject to some last-minute nerves, if very early cold weather passed across the
Mid West in early September.

All this volatility in corn prices has delivered a real shock to US ethanol
distillers. Just as soaring crude oil prices have blitzed US consumers, American
ethanol distillers have been on the receiving end of a commodity market that
went haywire, and the more thoughtful ones will be only too well aware that
similar price shocks are likely in the future — their end-product is to a large
extent subject to the vagaries of Mother Nature. This is well-illustrated by a
view from the ratings agency Standard & Poor’s, which warned that, despite
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continued growth in production to meet Federal mandates, involvement in
ethanol production generally has a neutral to negative impact upon the credit
ratings of agri-businesses. The agency said: “Apart from the few large and
diversifying international players ethanol producers have to cope with shrinking
margins and upcoming consolidation.” This will require more capital
expenditure, particularly for converting production processes to second-
generation technologies such as cellulosic ethanol. The report noted that ADM
remains the US market leader, with an estimated market share as much as 20%.
However, ethanol is just one revenue earner for the company, allowing its
ethanol production to benefit from synergies and economies of scale. Plainly,
players such as ADM will continue to be in the driving seat as US ethanol
production continues to expand.

The International Energy Agency (IEA) forecast on 21% July that global biofuels
production would increase sharply in 2008 to the equivalent of 1.35m barrels of
oil a day, rising in 2009 to the equivalent of 1.69m barrels a day. Of this, it is
forecast that about half will come from the US and a quarter from Brazil. These
are heady amounts, but with many smaller producers set to struggle for the
foreseeable future, consolidation has to be the main way forward. The collapse
of the Doha-round of the World Trade Organisation’s (WTO) trade talks on 30"
July will enable US ethanol producers to benefit for some time to come from the
protection given by the 54 cents a gallon import tariff on Brazilian ethanol
imports. Brazil is now looking increasingly likely to bring a formal complaint to
the WTO, and there is also significant domestic US opposition to the tariff, not
least from Senator Jeff Bingaman, chairman of the Senate Energy and Natural
Resources Committee, and Ben Bernanke, chairman of the Federal Reserve.

Outlook

The up-turn in the fortunes of US ethanol manufacturers has to be placed
in context. Although welcome, it could turn out to be brief and emphasises
once more the underlying vulnerability of the industry to the corn price.
The building of domestic demand for ethanol, particularly from coastal
areas, will continue as more infrastructure is built to supply these markets.
However, ethanol companies are set to remain playing commercial “catch-
up” for some time. Longer term, a removal of the 54 cents/gallon import
duty on Brazilian ethanol would present a further serious challenge to US
operators. Many would find it almost impossible to compete on price terms
and for their survival would rely upon the limitations of Brazilian capacity
or be forced into consolidation.
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South America

News

+ Aug 6™ Brazil’s sugar harvest prospects have improved due to good weather,
with 176.36 Mt of sugarcane being harvested in the centre-south region up
until mid-July, according to Unica, the sugar industry association.

+ Aug 4™ Gevo Incorporated, a US second-generation biofuel developer,
unveiled plans to convert Brazilian ethanol plants to produce biobutanol. The
scheme, backed by the UK’s Virgin Fuels, would enable producers to export
biobutanol to the US without paying the 54 cents/gallon import duty applied
to ethanol.

+ Aug 4™ Brazil opened a fund to halt deforestation and promote sustainable
development in the Amazon. The fund is seeking $21bn from developed
countries.

+ July 23™: The Inter-American Development Bank approved a record $269m
loan to finance the development of three sugarcane-based ethanol plants in
Brazil, insisting they meet sustainability criteria.

Analysis

Brazil’s ethanol industry does only one thing — it continues to grow. The dry
weather of recent weeks has meant a good sugarcane harvest, according to
Unica. The 176.36 Mt centre-south harvest up until 16™ July during the 2008-
2009 season is a 5.7% increase on the 2007-2008 season and means the final
annual harvest for the region ought to be up substantially from the 420 Mt of last
year, although Unica added that its original forecast of a 15% rise to 498 Mt
could prove optimistic, given the rains at the start of the harvest. With global
sugar prices remaining fairly depressed, just over 60% of this sugarcane is
expected to go to ethanol production, compared with 55% last year. Brazil’s
ethanol industry looks well-placed to absorb this extra supply with Cosan, the
country’s biggest sugar and ethanol group, forecasting on 1* August that it
expected record exports this season (May 2008-April 2009). It predicted that
ethanol exports from the centre-south region would rise to Sbn litres compared
to 3.1bn litres last season. The main reason for this optimism is increased
demand from the US, despite the 54 cents/gallon import duty. Exports should
account for 25% of Cosan’s production this season compared to less than 20% in
recent years. Cosan’s commercial vice-president Marcos Lutz said: “This is a
structural shift. We are building relations with international partners in which we
guarantee constant supply, relations beyond the spot market.” The underlying
rationale for this is straightforward and convincing — ethanol producers in
neither the US nor the EU appear likely to be able to compete with Brazilian
rivals on price and will continue to need state supports and import tariffs to
continue to build capacity.

Which brings us onto the subject of the collapse of the Doha-round of World
Trade Organisation trade talks. Brazil had made opening up trade in ethanol one
of its key demands during the talks, but encountered differing degrees of
resistance from both the US and EU. The EU showed some flexibility, with
Trade Commissioner Peter Mandelson suggesting a new deal to allow increased
access to Brazilian ethanol, with an offer to exempt some 1.7bn litres from
higher tariffs. Talks on this eventually came to nothing, with Brazil insisting the
offer was insufficient. By contrast there appeared to be no potential for an
agreement between Brazil and the US, with the US displaying intransigence.
The outcome is that a formal complaint by Brazil to the WTO now seems
inevitable. This could come as early as September, although the timing might be
affected by the US Presidential election. With US domestic support for the 54
cents tariff appearing to erode and Republican candidate John McCain favouring
more open markets for biofuels, previously entrenched resistance within
Washington could melt away in the next few months, even though the farm-
lobby is sure to maintain intense pressure against any relaxation.
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Away from trade, the move by Gevo and Virgin Fuels to develop biobutanol
production in Brazil is fascinating. The technology involved is fairly
straightforward and converting current ethanol plants is neither difficult nor
expensive. The markets overseas for biobutanol are still undeveloped, but the
project has two obvious advantages — the 54 cent import duty does not apply to
biobutanol (and it seems unlikely the US administration could slap a new duty
on in this case) and biobutanol may have some potential as a replacement for
kerosene as an aviation fuel. Meanwhile, Petrobras, Brazil’s state-owned oil
giant, announced a substantial increase in its biofuel’s investment programme up
to 2012. The company announced it would invest in 22 “bioenergetic
complexes” which produce both ethanol and electricity from bagasse, the waste
by-product from crushing sugarcane. This investment would require about
$700m whilst plans to develop more biodiesel plants would require some
$435m.

Outlook

Brazil’s industry still faces the underlying risk that its rapid growth will
create a domestic ethanol glut, particularly if world sugar prices do not pick
up soon — but shrinking Indian sugar production is likely to ease sugar
prices higher by this time next year, and this in turn could see Brazilian
sugarcane once again more evenly split between sugar and ethanol
production. In the longer term Brazil remains ideally placed to capitalise
upon growing global demand for biofuels. The US import tax may have
survived (if not partly prompted) the collapse of the WTO talks and its
abolition will be fiercely opposed by the US farm lobby. But its days must
be numbered. Greater access to European Union markets for Brazilian
ethanol seems likely, particularly given growing pressure within the EU to
dispense with those biofuels that have relatively poorer environmental
credentials than sugar-based ethanol.
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Europe

News

* Aug 4™ The European Commission suggested a higher threshold of 50% for
greenhouse gas emissions savings for biofuels to qualify under the renewable
energy Directive.

« July 30" The WTO trade talks collapsed, ending the possibility of the EU
reducing import tariffs on Brazilian ethanol. The collapse was welcomed by
eBio, the European ethanol makers’ trade body.

« July 25" Cereal Docks, the Italian agriculture and energy group, said it will
double biodiesel production at its plant in Veneto to almost 80,000t/year
following the government’s decision to set a 2% target for biofuel blending.

« July 15" Abengoa, the Spanish ethanol producer, said it would restart
production at its biggest plant, in Salamanca, after the Spanish parliament
passed laws mandating compulsory blending.

Analysis

The ongoing debate over overall policy continues to hang over Europe’s biofuels
industry, as member states argue over the precise terms of the proposed
Directive on renewable energy, which currently stipulates that 10% of all
transport fuels will be made from biofuels by 2020. The suggestion (in a
consultation paper) by the European Commission to raise the greenhouse gas
emissions savings required of future biofuels to 50% raises several questions.
While it raises the bar in the attempt to tackle climate change, it leaves
vulnerable a number of biofuel feedstocks that producers had planned using.
Rapeseed oil, the main feedstock for Europe’s biodiesel industry, appears more
questionable since, according to figures produced by the Commission earlier this
year, the emissions savings when using this crop are about 36%. The proposed
threshold will therefore obviously deeply concern both rapeseed producers and
biodiesel manufacturers. However, according to the biodiesel industry, changes
to biodiesel manufacturing processes could improve the final figure, allowing
the crop to continue to be used.

The critical factor may well be from which date the 50% threshold is to be
applied. Up to now the minimum reduction of greenhouse gas emissions for
biofuels had been expected to be set at 35%. By raising it to 50% the net effect
will be to place increasing focus on second-generation technologies within the
EU. The Commission has suggested that the 50% figure should apply at some
point between 2015 and 2020. The earlier date would put considerable pressure
upon second-generation producers such as Choren of Germany. Whilst it is
likely the processes involved in producing second-generation biofuels could be
developed by 2015, it is unlikely that biofuel producers could scale-up
production to process commercially viable volumes by that date. The logic
would seem to be that imports, notably of palm-oil-based biodiesel produced in
Malaysia or Indonesia, would be expected to fill the demand gap until EU
biofuel companies are capable of producing sufficient volumes of biofuels that
meet the planned new and more stringent greenhouse gas minimal threshold.

There have also been suggestions that, in order to meet self-imposed greenhouse
gas emissions’ targets, the overall emphasis of European policy ought to move
beyond biofuels and towards energy efficiency, which is widely accepted to be
the area in which the quickest results can be achieved at the least financial cost.
However, this could prove politically tricky, as it would require stiffer controls
on the power generation industry at a time when consumers are already
struggling with record energy bills. The UK seems still to be wedded to the
biofuels target of 10% by 2020, despite the reservations expressed by the
Gallagher report, the government-sponsored review of biofuels policy which
called for a slow-down in biofuels development to allow more focus upon those
fuels with greater sustainability. It looks as though the UK remains hopeful that
the target can be met whilst still observing the strict sustainability criteria.
Ireland has also indicated that it supports a slow-down in the adoption of
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biofuels, having suspended attempts to reach the interim target of biofuels
comprising 5.75% of transport fuels by 2010. Eamon Ryan, Irish minister for
communications, energy and natural resources, said the fivefold increase
required would be difficult to achieve whilst meeting sustainability criteria.

While these discussions continue, the industry remains vulnerable to increasing
imports. EU biodiesel imports in April this year were 129,618T, up from
75,043T in March, with most coming from the US. Much of this trade would
have been in B99 biodiesel, which is now the subject of an official trade dispute
because of the level of subsidy it receives in the US. Ethanol imports were also
up, reaching 109,649m litres in April compared to 72,420m litres the previous
month. Such statistics trouble European biofuel producers, who continue to
complain that they need both clarity in policy and continued government support
if they are to increase their market share on their home ground. This explains the
reaction of eBio, the EU-wide ethanol manufacturer’s trade association to the
collapse of the WTO trade talks on 30" July. The collapse killed off suggestions
that the EU reduces import tariffs against Brazilian ethanol imports from its
current €0.19/litre, by creating a quota so that the first 1.4 Mt would be on a
lower tariff. Robert Vierhout, secretary-general of eBio, said of the Doha talks’
collapse: “We think it is an extremely good result. We had the impression that
ethanol was being used as a bargaining-chip and we have never been consulted
in this.”

In Italy, the biodiesel industry has trimmed its forecast for domestic sales this
year from 800,000t-900,000t to 500,000t-600,000t, blaming delays in passing
regulations enforcing the country’s 2% mandatory blend. However, Italian
biodiesel production capacity is still forecast to rise by about 800,000t, from 1.9
Mt over the next two years, with the main export markets being Spain, Germany
and France. The decision by Abengoa to restart production of ethanol at its
158,000t/year Salamanca plant, in response to legislation to introduce mandated
blending, demonstrates the industry is still ready to respond to positive signals
from government.

Outlook

Europe continues to muddle through, with its biofuels industry grimly
hanging on while governments try to sort out the complex details of a
comprehensive renewable energy policy. At least the direction that
politicians are moving in is slightly clearer — stronger sustainability criteria
and an increased focus on second-generation biofuels, with better
environmental credentials and less competition with food crops. The devil
remains in the detail; the decision over the threshold of greenhouse gas
emissions could have substantial implications for the European industry.
Underlying this is a decision concerning the extent to which first-generation
biofuels should be imported from producers in the tropics where, generally
speaking, biofuels can be produced more sustainable than in more
temperate climates. This will play a large part in determining how large a
biofuels industry Europe will eventually develop.
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Asia and Africa

News

+ Aug 5™ Indonesia and Malaysia announced plans to produce more biodiesel
in response to falls in the price of crude palm oil (CPO).

« July 28" The Round Table on Sustainable Palm Oil predicted that up to 1 Mt
of biodiesel meeting its certification will be produced by the end of 2008.

« July 23™: The Italian company Fri-el Green and the government of the
Republic of Congo agreed a 30-year deal to grow palm oil. The agreement
would see the Fri-el take control of state-owned companies under a
privatisation programme.

Analysis

The high price of CPO over the last year has left the Asian biofuels industry
stranded. With prices reaching record highs, there has been little incentive for
either the Indonesian or Malaysian governments to implement the measures
needed to develop their biodiesel industries. The failure of Malaysia, the world’s
second largest CPO producer, to set any mandatory domestic blend levels is
indicative of the low priority it has attached to building the industry. This makes
the country’s agreement with Indonesia to boost biodiesel production in the light
of recent falling prices all the more interesting.

CPO prices fell by some 19% between mid-July and early August on concerns
about a build-up of stocks and weaker commodity markets, as well as the retreat
in crude oil prices, threatening to damage the export earnings of both countries.
Details of the agreement have so far been sparse, but appear to include a
commitment to produce biodiesel that both countries could sell in their domestic
markets. Malaysia plans to use some 500,000t of its CPO stocks, which are now
at a record high of just over 2 Mt. Such an agreement, between the world’s two
biggest producers of CPO, is well overdue, given the uncompetitive position in
which high CPO prices have left biodiesel producers. Exactly what measures
Indonesia and Malaysia will take to promote domestic consumption remain a
little unclear. In Indonesia, state oil company Pertamina could increase the blend
in its diesel from 2.5% to 5%. In Malaysia, the CPO could be blended in diesel
to some extent but could also be used for other purposes such as a feedstock for
power stations or industry. One Malaysian company, Carotech, said on 28" July
it expected existing biodiesel production to pick up with lower CPO prices. The
company extracts vitamin E and carotene from CPO and produces biodiesel as a
side-product. However, it pointed out that the relationship between the prices of
CPO and crude oil were critical to commercial success. Managing director
David Ho said: “At current crude petroleum prices of about $126 a barrel, the
ideal CPO price would be around 2,800 ringgit a tonne to make palm biodiesel
competitive.”

Elsewhere in Asia, uncertainty has developed over India’s future biofuels policy.
The planned introduction of a mandatory E10 ethanol blend in October looks
likely to be delayed; the government has yet to confirm the move and no oil
company has yet tendered to buy any ethanol that might be produced. Higher
prices for industrial ethanol have also made fuel ethanol less attractive. India’s
biodiesel programme also appears to be in deep trouble, with reports that
ministers have decided to halt plans to continue expanding jatropha plantations
because of concerns about the need to conserve land for food production. Such a
decision will concern companies such as BP, which have identified India as a
prime location for establishing jatropha plantations and biodiesel plants.
Ministers’ concerns seem to centre on the possibility of inappropriate “land-
grabs” by foreign companies. This would appear to be a glitch rather than a fatal
blow to the biodiesel programme, which aims to see almost 4m hectares of
jatropha and sorghum under cultivation for biodiesel purposes. Several
companies said they would continue plans to invest in land for biodiesel crops.
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Outlook

The low CPO price has jolted Indonesia and Malaysia into long overdue
action to support their domestic biofuels markets. Although their biodiesel
producers will always remain in a tough environment, with strong
competition from the food industry for CPO, some measure of political
support to increase domestic biodiesel demand has always seemed sensible.
It has not happened previously, as both governments were happy to reap
the benefits of healthy export earnings whilst CPO prices were high. How
long-lived this current support for biofuels will prove remains to be seen.
However, in Indonesia, there are stronger reasons to suppose a programme
of mandatory blends will be maintained, as the country’s government seems
more willing to lend its weight to the whole biodiesel sector.
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Technology and science

News

+ Aug 6™ BP and the Verenium Corporation announced a strategic partnership
to commercialise cellulosic ethanol. BP will invest $90m over the next 18
months into the new joint venture company, which will focus on applying
cellulosic techniques to crops such as sugar cane and miscanthus.

+ Aug 5™ Neste Oil of Finland agreed to invest in an algae research project
being carried out at the University of Massey in New Zealand. The work
centres on developing commercial-scale bioreactors for land-based algae
production, most probably in tropical areas.

« July 30" Murdoch University in Western Australia received A$1.89m from
the federal government to research algae fuel production from large-scale
open ponds.

Analysis

Rice straw could have huge potential as a bioenergy feedstock for use in modern
biomass power stations, according to research from Indian scientists. Their
conclusions could have considerable impact upon efforts to tackle climate
change, both at technical and diplomatic levels. The work was carried out at the
Centre for the Study of Regional Development at Jawaharlal Nehru University
and the Indian Institute of Remote Sensing. Using satellite-imaging techniques,
they analysed how much rice straw throughout the state of Punjab was burnt by
farmers, simply to get rid of the waste material. The remote sensing techniques
used low and moderate resolution satellite data to identify “fire pixels” with a
high degree of accuracy. The results, published in Current Science magazine, are
thought-provoking. There are some 2.6m hectares of paddy fields used for rice
production in the Punjab. These produce about 100 Mt of rice straw each year,
of which the scientists found that three-quarters is burned. This represents an
energy resource of huge potential value, since the amount burned is equivalent
to 35 Mt-40 Mt of coal. This compares to India’s annual national coal
consumption which is currently some 400 Mt. India’s coal consumption is
expected to rise to 758 Mt/year by 2030, as the country becomes the second-
biggest coal consumer in the world after China.

Since the study looked at rice straw burning in just one state, the potential across
all India is plainly enormous. Rice straw currently has no economic value and is
burned, as the cheapest means of disposing of it — ploughing it back into the soil
is both time-consuming and expensive. Burning adds to greenhouse gas
emissions such as carbon dioxide, methane and nitrous oxide. It also creates
serious health risks, with the resultant pollution creating respiratory diseases.
The theoretical potential for using rice straw in this way has been acknowledged
for some time; what this work demonstrates is the scale of rice straw burning
which, until now, has been difficult to quantify. Given that the forecast
economic growth of India and China is still proving a major obstacle to reaching
a new climate change agreement to succeed the Kyoto Protocol, the implications
of this research are profound — changes in basic farming practice allied to
relatively simple and proven technology could make tackling the overall global
problem considerably easier with relatively little expense or effort. It might also
provide a whole new energy source for electricity generation.
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Prices

Crude oil, Nymex ($/b) RBOB gasoline, ICE Futures US ($/gallon)
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