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HAS GERMANY'S BOOMING
BIODIESEL MARKET REACHED
ITS PEAK?

by Dieter Bockey

The danges to the law on the min-
eral oil tax which contained new tax
incentives for biofuels came into effed
in January 2004 The new rules trig-
gered a wave of investment in the bio-
diesd industry so that, by the end of
2005 an additional 740,000 tonnes of
production capacity will have mme
online bringing the total to around 2
min tonnes. Further industrial-scale
faciliti es are ather being built or in the
concrete planning stage with the result
that total capacity by the end of 2006
or 2007 at the latest, could rise to ap-
proximately 3 min tonnes a year. If al
the plants currently being constructed
or in the planning stage were to ke
built by 200607, the share of biodiesal
in the nventional diesel market
would reach as much as 9%. Taking
acoount of current German fuel ethanol
production capacity of around 500000
tonnes, the overall market share of
biofuels could reach 5.75% by the end
of 2006 four years ahead of the time-
table laid down in the European Un-
ion's (EU) Biofud Diredive. These
figures confirm that Germany is the
leading producer and user of biodiesel
in the EU by a large margin.

" Consultant, Union zur Férderung von
Ol- und Proteinpflanzen e.V. (UFOP)

Booming biodiesel sales in
Germany

Biodiesd salesin 2005are forecast to
rise to between 400000 and 50Q000
tonnes to reach a total 1.5 min tonnes,
a new record.

The distribution of biodiesdl in Ger-
many is via three channels:

* blending with conventional diesdl
EN 590 (up to a maximum of 5%)

» sales to captive fleets

» sales of B-100 (pure biodiesdl)
through 1,900 @soline stations
with dedicated pumps.

It isimpossble to determine the exact
split between the various channels due
to the lack of statistical data. However,
it is estimated that the minera oil
industry will use a total of 500,000
tonnes of biodiesel for blending in
2005 Of the 1,900 gsoline stations
offering pue biodiesdl (B-100), around
1,400 are taking part in the Quality
Asarance System of the Arbeitsge-
meinschaft Qualit&tsmanagement Bio-
diesd eV. (AGQM). In 2004 the
AGQM performed an analysis of bio-
diesdl sales differentiating between
pasenger vehicles and commercial
vehicles. Acoording to this survey, total
biodiesdd sales in 2004 were up
100,000 tonnes at 420,000 tonnes, a
rise of 32% year-on-year. Federal states
with a particularly high sales volume
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through dedicated pumps were
Bavaria, Nordrhein-Westfalia, Baden-
Wirttemberg and Lower Saxony. The
increase in sales was primarily the
result of take up by new customers in
the transport business (40% of total
sales).

Overcompensation

Given the rapid increase in capacity,
the risks associated with a posshle
change in the arrent beneficial tax
regime have to be analysed. The pres-
ent tax incentives are due to expire by
the end of 2009 However, there is the
option for them to be etended for a
maximum of a further six years. In
addition, these incentives have to be
reviewed annually in order to establish
whether or not there is overcompensa-
tion. Under this rule, the incentives
must not be more than the additi onal
costs of the production of biofuels
compared with conventional fuels.
Investorsin the sedor have to be aware
of this risk because the
‘overcompensation rule’ can result in a
stuation where the advantages of
cheaper fealstocks supgies can be
completely eaten up by higher tax
payments. This dilemma can only be
avoided if the biofuel industry primar-
ily processes domestic feedstocks.

At end of June 2005 the Finance
Ministry sent its first report on the
isaie of overcompensation to the Ger-
man Bundestag. The report only cov-
ered biodiesdl because the quantiti es of
bioethanol being used were too small.
However, given the rising importance
of biofuels on the market, it may well
be that the next report, due on March
31, 2006 will aso investigate this
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guestion as it relates to bioethanol and
rapeseed oil fuel.

The basis for this review processis a
comparison between the average e-
works prices for conventional die-
sel/biodiesel and the wsts of produc-
tion. For the year 2005 the German
government has calculated the over-
compensation for B-100at 5 euro cents
alitre and for biodiesd in blends at 10
cents per litre.

Partial taxation at this time has been
reeded as a solution for a number of
reasons.

1. The production of biofuels from
domestic feedstocks contributes to
a lower dependence on imports
and lower emissons of green-
house gases.

2. The increase in the area under
rapeseal reduces surplus produc-
tion in grains and helps to lower
grain intevention stocks.

3. Partial taxation would bocst costs
for biodiesdl manufacturers and

would result in higher producer
prices, which could lead to a
higher incorporation of imported
vegetable ails. In turn, this would
undermine dforts at reducing de-
pendency on imports and at creat-
ing alternative outlets for the agri-
cultural sector.

4. The biodiesd industry is a very
young sedor which faces enor-
mous challenges in bath the feed-
stock market and the fuel market
where it sdls its end products.
The producas have to invest
heavily in research and develop-
ment in order to be able to sl
biodiesd in its pure form. The
sale of B-100 in particular offers
the opportunity to passon the st
savings made possble by the
beneficial tax regime to the final
customer. The airrent price dif-
ferential between biodiesel and
conventional diesd is proof of
that. Rising sales of B-100 will
also help to raise the profile and
the acceptance of biodiesal in gen-

Calculation of Overcompensation eral.

The table_ below refers tq th_e report of the Federal Government. It lists all factors which have to be 5. For many independent fuel retail -
checked in the case of biodiesel e ers, biodiesd has bemme an im-
Prices (Euro Cents/I) B100 in blends portant alternative source of in-
Rape seed oil (ex mill) 29 29 come in the fiercdy competitive
Refining 2 2 fuel market.

Esterification minus glycerine credits 7 7 6. Only the marketing of B-100 of-
Blending costs 0 3 fers the opportunity to run feed-
Logistics 8 8 stock-related  advertising cam-
Additional technical costs 3 0 paigns which help raise the envi-
Higher consumption 5 0 ronmental awareness of consum-
Total (excl. VAT) 76 14! ers.

Average Diesel price (2004) 81 81

Overcompensation 5 10

Source: Deutscher Bundestag Drucksache 15/5816
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Action is needed

Given the fact that production ca-
pacities for bath biodiesel and bioetha-
nol are rising rapidly, there is a grow-
ing nedl to discuss future fiscal poli-
cies and dtrategies. This debate is be-
coming even more urgent as there are
risng imports from third countries
such as Brazl, the US or Malaysia of
either finished products or feelstocks
for the production of biofuels. Such
developments are placing the national
tax rules for biofuels under increasing
scrutiny.

At a Community level, the volume
target laid down in the EU Biofues
Dirediveis not binding. Therefore, the
political will to boat biofuel usage is
being refleded in national tax laws. In
addition to the differing reduced excise
regimes, there are also disparities be-
tween member states regarding the
blending targets for 2005 which the
national governments have reported to
the EU Commisson. Since much is left
to the discretion of the governments of
the member states, there is a wide
range of policies in the individual
countries. A common market for
biofuels does not exist; there must
therefore be wncern that the finance
ministers of the member states will
focus primarily on the harmonisation
of the various legal frameworks.

Diverging tax policies have resulted
in higher biodiesel imports into Ger-
many and, as a result, some quality
probems. The Union zur Férderung
von Ol- und Proteinpflanzen (UFOP)

and the Deutscher Bauernverband
(DBV ) are therefore recmmmending
that biodiesal purchases be made solely
from members of the Working Group
on Quality Management Biodiesd
(AGQM). In the erent of engine dam-
age due to faulty products, the one
necessary prerequisite for filing claims
is traceability.

Need for action - WTO

It has been necessary to list biofuels
as a sendtive product in the WTO
negotiations and the MERCOSUR
talks in relation to import quotas for
fuel ethanol have highlighted the neel
for action. Fue ethanol is being im-
ported duy-free from countries which
are not party to the preferential trade
agreements via third countries and
through “carousel” trades. The direc
tive on energy taxes already provides
for a differentiation of incentives on
the basis of the feadstocks use. The
General Diredorate "Tax" which the
EU Commisson is already proposing
cals for the introduction of a basic
level of tax reductions coupled with
additional incentives depending on
which feedstocks are being used for the
manufaturer of the biofuels.

The dfeds of this proposal would be
basically positive because it would help
achieve all the targets asociated with
the market introduction of biofuels
(such as the minimisation of import
dependence reduction of greenhouse
gases and creation of alternative outlets
for agriculture) at the same time. Im-
ports from third countries, no matter

EU-25: Volume targets according to
directive 2003/30/EU

EU member state Market share %
Belgium 2.0a)
Denmark 0.0
Germany 2.0
Finland 0.1
France 2.0
Greece 0.7
United Kingdom 0.3
Ireland 0.1
ltaly n.a. a)
Netherlands 1.2
Austria 2.5
Portugal 1.2
Sweden 3.0
Spain 2.0
Estonia 0.0
Latvia 2.0
Lithuania 2.0
Malta 0.2
Poland n.a. a)
(Czech Republic 2.6"
Hungary 0.6
Slovenia n.a. a)
Slovakia 2.0
Cyprus n.a.
Luxembourg n.a. a)
EU-25 1.4
a) No official report to the Commission yet

* Increase until 2009 2.9%

Source: EU-Commission, 03/2005

whether in the form of biofuds or
feadstocks for production, would un-

dermine at least some of these targets.

Need for action at national
level

The board of the German Farmers
Union has asked the Federal Govern-
ment for a permanent exemption from
the mineral ail tax for bath the agricul-
tural and public transport use of bio-
diesd and rape oil fud. After all, it
would be absurd if German farmers
had to pay a higher mineral oil tax for
biofuels than their competitors pay for
their purchases of conventional diesdl.
Public transport plays an important
role in the promotion of biofuels as it
offers an alternative for mohility, par-
ticularly in times of rising fuel prices.

Biofuel production in
Germany at the crossroads?

The announcement by the ‘Grand
Caoadlition’ of the replacement of the tax
exemption for biofuels by mandatory
blending targets ent shock waves
through the entire biofuel sedor in-
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cluding agriculture, the oil producers
and biodiesel manufacturers and trad-
ers. However, very shortly after the
publication of the agreement setting up
the Coaliti on, the vice president of the
German Farmers' Union and member
of the budget commisdon of the Ger-
man Bundestag, Norbert Schindler,
was able at least partly to allay these
fears by pointing out that the new pol-
icy would only apply to hofuels in
blends. Nevertheless the debate on this
topic between the @alition partners is
clearly not yet over. It is obvious that
the Federal Government has to make
deep cuts in its budget and therefore
tax incentives for various sdors, in-
cluding biofuels, have to be reduced.
The discusson of where the axe should
fal is currently in full swing and as
yet, the biofuel sedor cannot be given a
final ‘all-clear’.

UFOP is therefore recmmmending
that no further investments be made in
biodiesd in Germany given that ca-
pacity will riseto over 3 min tonnes of
biodiesal in 2007 with bioethanol con-
tributing another 500000 tonnes. On
the basis of a full tax exemption, these
guantities would be euivalent to a
gross tax revenue loss to the Federal
Government of over EUR2 bin. Given
the precrious gate of the federal
budget, this is an untenable situation.
Under the Federal Government's con-
solidation programme, biofuels are
seen helping to reduce the budget
deficit in the years 2007 and 2008to
the tune of at least EUR1.7-1.8 bin.

The introduction of a biofuel mandate
is an important political signal which
underlines the fact that the strategic
diredion of energy supgy in the fuel
sedor cannot be left solely to the min-
eral oil industry.

This policy provides agriculture with
the opportunity to produce renewable,
value-added feadstocks for biofuel
producers. However, as a study by the

IFO Institute (www.ufop.de) has
shown, the tax incentives and the fi-
nancial lossto state wffers are being
substantially compensated for, some-
thing which the Federal Government is
not taking into acocount. This compen-
sation effed is not a factor in the @ase
of imported biofuels or imported feed-
stocks used for biofuel production. On
the mntrary, there is the risk that na-
tional incentives may result in a con-
siderable distortion of competition with
negative mnsequences for the envi-
ronment and soety.

The following proposals are arrrently
being discussed:

1. Introduction of a biofud mandate
without tax incentives for ‘green
fuels at the refinery stage i.e. the
mineral oil industry, in line with
the volume targets of the EU
Biofuel Directive.

2. Revision of the tax incentives for
biofuels in accordance with the
rules relating to
"overcompensation".

3. Introduction of a minimum tax
rate which could offset revenue
losses from the minera oil tax and
could calm markets particularly in
resped of biofud imports. Con-
versaly, the introduction of a na-
tional minimum tax rate would re-
sult in a "harmonisation” of the
tax incentives a Community
level. The epedation is that the
export of biofuels to aher member
states may bemme an interesting
aternative, particularly given the
substantial growth in Germany’'s
biodiesel capaity.

4. Introduction of a permanent tax
incentive for agriculture to com-
pensate for rising fud prices and
to all eviate the ampetitive disad-
vantages with regard to the tax
rates for conventional diese ap-
plied in other member states.

5. In order to create a level playing
field, biofuels producers have to
report feedstocks and quantities
used. On the basis of the different
feadstocks and their prices, the
level of overcompensation is
worked out. The alculation is
therefore based on the feedstocks
actually utilised and their values.
The prices used in the first report
on overcompensation for the Fed-
eral Government will result in
distortions in the @se of mixed
feadstock usage. This will be to
the detriment of those @mmpanies
which exclusively use rapesed ol
as a raw material. The additional
costs of administering the scheme
are mnsidered relatively minor.
Imports may be treated in the
same way and, in the @ase of bio-
diesd, this can easily be done us-
ing the composition of fatty acids.

The result is that feedstock-related
distortions can be avoided. (NB: The
US Energy Bill states that the tax in-
centive for biodiesel produced from
waste @dking oil is only half the rate
of biodiesel produced from virgin soya-
bean oil).

In addition, the ontinued calculation
of overcompensation on the basis of
more expensive rapeseal oil cannot be

justified when, in fact, arising share of

the feadstock market is being taken by
cheap vegetable oil imports.

Fixing the overcompensation level
has to be done very carefully, because
fuel markets are highly volatile. In the
event of falling fossl fuel prices, par-
tial taxation (as a result of the over-
compensation revision) may make the
use of biofuels in blends or in ther
pure form unemnomic. Mandatory
blending as well as the mntinuing
usage of biodiesel as a pure fue in
agriculture provide a safety net for
national and EU biofuel production.

Vol.4, No.7 / 02.12.2005

[J2006 F.0.Licht GmbH

157



