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Germany is facing a particularly complex equation: how to manage the halt of Russian pipeline
gas supplies coupled with a strong increase in end-user gas prices for residential, commercial, and
industrial consumers. The German regulator announced that a reduction of at least 20 percent

of natural gas consumption would be needed to get through the winter;' this is higher than the
EU’s voluntary target of 15 percent gas demand reduction over the period between August 2022
and March 2023.2 In order to reduce Germany’s energy consumption while shielding consumers
from high energy prices, the government announced in September 2022 a “protective shield” for
which up to €200 billion (bn) would be available.? This commentary sheds light on the policy’s key
measures for natural gas, exploring their strengths, shortcomings, and potential consequences.

Gas Consumption and Price Shocks

As the largest European gas consumer (91 billion cubic meters in 2021) and the largest importer of
Russian gas (52 percent of its gas supply), Germany has been particularly impacted by the drop in
Russian gas deliveries. Since the halt of Russian gas flows on August 31, 2022, daily gross gas imports
are about one-third lower than the average during the first half of 2022.4

High prices have already affected Germany’s gas consumption, which dropped by an estimated
17.6 percent in 2022°> compared to 2021 (or by 14 percent, temperature-adjusted, against a 2018—
2021 average). While this overall decline is well below the 20 percent target, the drop has been
substantial since September, reaching 21 percent on average from September 2022 to December
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2022 compared to the same period in 2021.6 Industrial gas consumption’ has dropped by 15 percent
in 2022 and by 22 percent since early September, driven by energy efficiency, switching to cheaper
oil products, and demand destruction.? Residential and commercial demand dropped by 12 percent
in 2022, in part helped by a mild October (with a 39 percent drop in demand year over year), but
also because consumers cut demand in response to high gas prices.®

In contrast, gas-fired power generation in Germany increased by only 2 percent in 2022.° The loss
of German nuclear generation due to the decommissioning of three power plants at the end of
2021 was almost offset by an increase in coal-fired, solar, and wind generation, leading to a small
increase in gas-fired generation in Germany. Gas-fired generation increased in the European Union
(EU) as a whole.

Almost half of German households used gas in 2019." About half of Germany’s population lives in
apartments with an average of around 45 square meters of living space and an average annual
gas consumption of around 6,300 kilowatt-hour (kWh) per person.? Meanwhile around one-third
of the population lives in single-family homes (Einfamilienhaus), which have an average annual
gas consumption of 20,000 kWh (roughly consistent with three to four people living in the house).?
The Bundesverband der Energie- und Wasserwirtschaft (BDEW) estimates that the average price
of gas for a single-family home rose from 7.06 euro cents (c€)/kWh in 2021 to 20.04 c€/kWh as of
Q4 2022 (see Figure 1). This means an individual living in an apartment went from paying around
€450 for natural gas in 2021 to paying around €1,260 based on prices at the end of 2022, while the
single-family home’s gas bill increased from around €1,400 to €4,000 over the same period. In this
environment of high gas prices, there are also concerns about the future of the industrial sector:
German chemical giant BASF announced it will permanently downsize its presence in Europe due
to high energy prices. These dramatic gas price increases and their consequences have attracted
substantial political attention.
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Figure 1: German natural gas prices for the average household
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Note: This figure lists the average gas price for a single-family house (Einfamilienhaus) consuming 20,000
kWh per year (heating and hot water), including standing monthly charges. The network charge includes
a constant 0.03 c€/kWh concession fee; the network charge in Q4 2022 also includes a 0.059 c€/kWh gas
storage surcharge. *Data are from November 2022.

Source: BDEW, “BDEW-Gaspreisanalyse Dezember 2022,” December 7, 2022, https://www.bdew.de/service/
daten-und-grafiken/bdew-gaspreisanalyse/.

The Double Target: Reducing Gas Demand and
Protecting Gas Users

In September 2022, the German government promised a controversial® relief package that would
cost €200 bn. Its aim, among other goals, was to shield consumers from high gas, power, and
district heating prices while incentivizing energy consumption reduction.

This set of policies followed a variety of measures adopted by the German government since early
2022; however, the earlier measures, which are not part of the €200 bn package, cost less. These
first interventions include the following:™®

° Removal of the Erneuerbare-Energien Gesetz surcharge on power prices (€6.6 bn in 2022)"

e Anincrease in the basic allowance to all taxpayers, lump sum for all employees
(€4.46 bnin 2022)"®

e Allowances to help low-income households and students (€190 million)®
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e  Reduction of the VAT for gas from 19 percent to 7 percent for the period of October 2022 to the
end of March 2024 (€11.265 bn over the whole period)?

To quickly identify measures that would provide relief to gas and district heating consumers beyond
those first interventions, the government created an independent expert commission for gas and
district heating (Expertinnen-Kommission Gas Wdrme) on September 23, 2022. This 21-member
committee? published two reports in October 2022, detailing measures to shield consumers and
reduce gas consumption, as well as key topics, shortcomings, and additional policies needed to
address the energy crisis.?? The government used these reports to write a law, which was approved
by the Bundesrat on November 14 and by the Bundestag on December 15.

The measures set out in the law are planned to last until the end of April 2024 and target household,
commercial, and industrial users. Gas-fired power plants are excluded in order to avoid subsidizing
gas-fired generation, which could result in a gas demand increase for power.2 (Measures for

power users will be implemented, but they are not described in this commentary.?* Consumers
using heating oil or pellets for heating are excluded.) The elements of the law meant to assist gas
consumers have two main components:

Relief for residential and commercial consumers? in 2022 (Natural Gas Heat
Emergency Aid Act): The German government paid the monthly gas and district
heating bill for these users for the month of December 2022. Energy providers did not
charge consumers. Instead, the government paid that month’s bill based on annual gas
consumption as of September 2022 but adjusted for the December 2022 gas price.?® For
a single-family home, this was estimated to reduce the family’s annual gas cost by 8
percent (€350) based on Verivox data.?’

Cap on gas prices (the Gaspreisbremse) that also incentivizes lower consumption:
The policy puts a price cap of 12 c€/kWh on 80 percent of the average gas consumption
profile from the previous year for residential and commercial consumers. Although the
cap officially began in January 2023, consumers will only start seeing the effect on their
gas bills in March, when they’ll receive a rebate on their January and February bills. The
policy extends until April 30, 2024. The difference between the cap and the market price
is borne by the government and paid to the gas supplier. For anything above 80 percent
of the previous year’s consumption, the consumer pays the relevant and much higher
market price in their contract.

Industry—around 24,000 to 25,000 companies with a gas consumption above 1.5 million
kWh/y—will also be given relief with a price cap of 7 c€/kWh on 70 percent of their
2021-level gas consumption. The policy started in January 2023 and ends on April 30, 2024.
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There are various estimates on how much elements of the gas price cap will cost given the
uncertainty on price evolution. The government quotes €56 bn for the gas and district heating
measures for residential users in 2023 and 2024. Another €8 bn will be given to health structures to
help them face higher gas and power prices.?®

Strings Attached: EU and German Conditions for Aid
to Industry

Adhering to the European Union’s Temporary Crisis Framework (TCF) adds conditions to aid for
industrial consumers. Maximum assistance is fixed at €150 million per “undertaking,” in line with
the limit set by the EU’s Temporary Crisis Framework for energy-intensive industries in Annex 1.2°

It is worth noting that the TCF makes a distinction between several categories of companies
regarding the aid given to compensate for additional costs due to exceptionally high natural

gas and electricity prices; the aid is also proportional to the increase in energy costs, but the aid
intensity and the maximum amount depend on the type of company.*° To receive the full amount,
a company must also have a decrease in the EBITDA (earnings before interest, taxes, depreciation,
and amortization) in the eligible period by more than 40 percent relative to 2021 or a negative
EBITDA without the relief. Moreover, its EBITDA in the eligible period, including the total aid received,
must not exceed 70 percent of its EBITDA in 2021.%

Depending on the level of relief received, companies must also meet domestically mandated
conditions intended to support social objectives. For companies to receive more than €2 million of
relief for electricity, gas, and heating, they must maintain 90 percent of the number of employees
on January 2023’s payroll through April 2025. This commitment can be achieved through a
union-negotiated collective agreement (Tarifvertrag), a works council-negotiated agreement
(Betriebsvereinbarung), or a written agreement.> The agreement must be delivered to the verifying
authority (Prifbehdérde, not nominated as of mid-January 2023) by July 15, 2023. Companies

are allowed to reduce their January 2023 workforce by up to 50 percent if 50 percent of the aid
received flows toward long-term investment in the areas of energy transition or energy security
meeting either the conditions of the EU Temporary Crisis Framework or the framework for the
European Parliament’s sustainable investments.?

Finally, if a company receives between €25 and €50 million, its management may not receive

new bonuses in the coming year.3* If a company receives more than €50 million, neither bonuses

nor dividends are permitted.?®> These controversial measures are a step down from the originally
proposed blanket ban on bonuses and dividends, which intend to disincentivize dependence on aid.*®
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Advantages and Potential Shortcomings

It is still too early to gauge the real impact of these measures in terms of consumption and whether
all consumers will play their part to achieve the needed 20 percent reduction. But such a package
of measures was designed by the expert commission to protect consumers and also economically
incentivize demand reduction by making consumption above 80 percent of the previous year’s
level more expensive. Similar measures can be found in Austria® and in the Netherlands.38 This
package of measures might have better outcomes in terms of energy savings than reduced tariffs
covering all consumption, as a blanket tariff reduction shields consumers but does not incentivize
demand reduction. It might similarly have better outcomes than requiring commercial entities and
recommending households to keep the indoor temperature at 19°C during winter, especially if there
is no monitoring and financial sanction in case of a breach.

But one of the biggest flaws of this policy is that a wealthy family with a massive home and
historically excessive energy consumption will be a greater recipient of government funds in
absolute terms than a family at the edge of poverty who is consuming the bare minimum to begin
with. In other words, subsidizing energy consumption for all consumers creates a poorly targeted
policy, as less money flows to the lower-income households whose burden from rising energy costs
as a percentage of disposable income is greater. Such flaws are commmon among EU countries’
policies that are rolled out quickly to all consumers in the name of relief.>

Governments may also lack the data and/or state infrastructure to implement socially
differentiated direct payments that couple revenues with heating methods and consumption. To
add a socially differentiated element to relief measures, policy makers would need to link assistance
to income thresholds. This type of strategy is similar to Germany’s already existing solidarity
surcharge, which, as of 2019, is only paid by the top 10 percent of earners.*° Some governments may
argue, however, that the administrative burden of these types of measures is high.

Additionally, the gas price of 12 c€/kWh for households is still well above 7.06 c€/kWh, the price in
2021. To put things in perspective, the German gas import price in Q3 2022 was 12.7 c€/kWh,* and
current forward prices point to a tight situation until 2026.42 This means that households will still
experience a significant increase in their gas bills, which might not be fully compensated by other
allowances that the government put in place earlier in 2022. Meanwhile, the one-time payment in
December will have helped those who had not yet seen their tariffs increase.

These measures have tried to capture various cases across the German population, from

homeowners to tenants, from those living in houses to flats in large buildings. It foresees that
those living in buildings where the owner pays the energy bills will get a rebate on their rental
bills. However, the rebate may only be given in 2023 when the accounts for 2022 are finalized.
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Also, whether the tenant gets the one-time payment depends on whether the homeowner has
already increased the gas or district heating costs in the monthly charges. Additionally, many
buildings with several flats (Mehrfamilienhaus) do not have individual meters. Only the supplier
and the landlord know the consumption of the entire building, making the landlord responsible for
splitting the cost among tenants. Given that tenants do not know the details of their consumption
or the gas contracts, there might be a lack of transparency in this process, which would require
monitoring to make sure tenants get the rebate. There is also the issue of whether the landlord
transfers the rebate quickly or through the annual settling of accounts of additional costs between
the tenant and landlord that must occur within 12 months after the end of the calendar year.*?
Finally, individual users are not rewarded for reducing their consumption if other residents do not
share the burden. Such an issue could be tackled by a mandatory installation of (smart) individual
meters in each flat, which the government could subsidize.* The government could also incentivize
transformational investments that reduce demand (e.g., insulation and heat pumps).

The recently approved policies only provide support until April 2024, while forward prices point to a
difficult situation until 2026. Therefore, the measures may have to be extended by at least another
year, at a significant cost for the German budget. But while €200 bn is equivalent to around 5
percent of Germany’s gross domestic product and the country has a debt ratio of around 69
percent, not all European countries (some of which already boast a high fiscal deficit) may be able
to support their households and industries in a similar fashion. This is why a few European countries,
such as Italy and France, protested when Germany announced the plan, as their fiscal situation
does not enable them to replicate similar measures. The fact that Germany has recently been
trying to relax state aid rules further worries many European countries.*®

The EU industrial sector is facing unique challenges due to this energy crisis while trying to
decarbonize, which may require a new industrial master plan at an EU level rather than a country
level.*¢ The German industrial sector is a key part of the country’s economy: according to the Federal
Ministry for Economic Affairs and Climate Action, it “plays a much stronger role as a driver of growth,
prosperity, and employment in Germany than in other countries that share many characteristics
with Germany.*” Not all parts of German industry (or EU industry in general) have been hit equally.
Differences depend on whether contracts already reflect higher costs in addition to sectoral activity.
Some industrial users are facing competition from other regions with lower energy costs, which has
prompted a few companies (such as BASF) to consider relocating their businesses to these regions.
The higher the proportion of energy costs in the cost of the final product, the more at risk these
industries may be. This is why fertilizer producers, for example, have been dramatically reducing their
operations.* Other industrial users, including small and medium enterprises, may serve more local
markets and face the choice of either increasing the price of their products or stopping activities if
they cannot pass on these costs or reduce their energy consumption significantly.
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Conclusion

Germany’s gas supply problems are unique given the sheer amount of Russian pipeline gas that
needs to be replaced. The “protective shield” put in place by the German government stands out
in terms of the amount of money involved, which is greater than what any other EU country has
announced and reflects the government’s will to protect all consumers, including industrial users,
but remain within the EU’s Temporary Crisis Framework. These measures provide important relief;
however, they are not designed to focus efforts on low-income consumers.

Germany has to be successful in significantly reducing its gas demand and protecting its industry
or risks additional domestic and regional challenges. A failure to reduce gas demand would have
ripple effects on other EU countries’ gas balances, while a failure to protect the industry would have
strong economic implications given its importance to Germany’s economy. Germany has more
financial means to protect its consumers than any other European country, but its success will be a
double-edged sword: Germany might be able to protect its consumers and economy, but other EU
countries may not have the financial strength to replicate this effort.
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