European Economic and Social Committee

NAT/496
Pro-climate investments
after the crisis

Brussels, 27 October 2011

OPINION

of the
European Economic and Social Committee
on
The impact of the crisis on the ability of Europearfirms to undertake pro-climate investments
(Exploratory opinion)

RapporteurMr Zbo ¥il

NAT/496 - CESE 1601/2011 EN/o

Rue Belliard/Belliardstraat 99 — 1040 Bruxelles/Brissel — BELGIQUE/BELGIE
Tel. +32 25469011 — Fax +32 25134893 — Internéttp://www.eesc.europa.eu

EN



-1-

On 30 November 2010, the future Polish EU Presigelecided to consult the European Economic
and Social Committee, under Article 304 of the Tyemn the Functioning of the European Union, on

The impact of the crisis on the ability of European firms to undertake pro-climate
investments
(exploratory opinion).

The Section for Agriculture, Rural Development ghd Environment, which was responsible for
preparing the Committee's work on the subject, tatbips opinion on 6 October 2011.

At its 475th plenary session, held on 26 and 270kmt 2011 (meeting of 27 October), the European
Economic and Social Committee adopted the follovdpiion by 75 votes in favour, 3 votes against
and 3 abstentions.
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Conclusions and recommendations

In late November 2010 — when the upcoming Polishggésidency decided to consult the
EESC on the impact of the crisis on the abilityfnfropean firms to undertake pro-climate
investments, the question was aimed primarily &t ¢ffects of the European Emissions
Trading System (EU ETS). Had the EU ETS — as thérakpillar of the EU’s climate change
policy — functioned adequately during the economicession that the EU went through in
2009 after the financial crisis beginning in [a@©&?

As the GHG and CPemission data for 2009 and 2010 clearly show,as the decline of
business activity in 2009 that caused the redudtioemissions. Likewise, the economic
recovery that set in during 2010 was accompanieda tsurge in emissions. This would
suggest that the price signals of the ETS areufitent to provide strong enough incentives
to avoid carbon intensive processes and encoucagetérm investments into more climate
friendly technologies. Fortunately, the ETS waggte=d to be sensitive to such problems and
is capable of being modified and revised to enfaacearbon price which will deliver
reductions whilst compensating industries lease abladjust. In order to move towards a
low-carbon economy, investments in green and reseeificient technologies are required,
instead of a decrease in industrial production.

The ETS was initially designed to optimise the sasft the mitigation process and is still
considered the major emissions reduction instrumérte scheme requires urgent
improvements in order to restore its effectiveraass environmental integrity.
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Evidence is mounting that modifying the ETS canmotitself ensure the successful
implementation of a climate change policy that reges the transition to lower or no-
carbon energy sources and sustains robust ecorgymith at the same time. By contrast,
support for upfront investments in green and resseifficient technologies in the European
manufacturing industry and energy sector deserwehmtronger public financial support. For
instance the European Strategic Energy Technolégy (SET Plan) and the EU’s Cohesion
Policy should deliver more support for developmemd deployment.

The EESC therefore recommends providing the negefisance to ensure a significant and
meaningful technology push. The funds required khdne raised by using the EU ETS
auctioning revenues of Member States. Furthermbiee EESC welcomes the Commission
proposal to harmonise energy and carbon taxatiathenEU. The EESC calls on Member
States to dedicate the majority of additional rexsnof carbon and energy taxation to
industrial clean tech innovation.

Energy prices have been very volatile recently tu¢he ongoing turmoil in some of the
OPEC countries. This development, together withitttygact of the Japanese nuclear reactor
accidents at Fukushima, has triggered a new tuthdndebate on energy issues. Unilateral
steps taken very recently by some Member States spedulative development in the
commodity markets may have serious implicationstha development of the EU energy
sector and ought to be analysed in depth.

Impact assessment models used by the CommissiofMEER etc.) in the accompanying

staff working document arrive at very optimistisu#is at the macroeconomic level which are
at variance — if not in contrast — with findings msearch at the microeconomic, i.e.
operations/sector level. Macro assessments shduddefore be reviewed and made
compatible with bottom-up research before politaaiclusions are drawn.

The Committee urges Council, Commission and Padr@rto ensure the full implementation
of all existing carbon-related targets for 2020 amdeconsider tightening the 2020 GHG
target to a 25% reduction based on achieved pregnéshe COP 17 negotiations and
expected Community economic development on the twafie agreed 80-95% reduction by
2050. The Committee considers it essential to ramintoughly comparable economic
conditions for global players. For such a deal twkyvother developed countries would have
to make comparable, parallel efforts, and other fayers — mainly emerging economies —
would have to agree on voluntary, higher emissieduction targets as part of a global,
legally binding and comprehensive agreement opdisé-Kyoto regime.

In the wake of the COP 15 and 16 it is more or kdear, that the climate change global
negotiations have been changing course, openinghnmicre room for the bottom-up
approach. The EU Low Carbon Roadmap 2050 (COM(2012) recognises this important
change from setting new binding targets towardssones. It initiates a debate with the EU

NAT/496 - CESE 1601/2011 EN/o ol



1.10

1.11

2.1

2.2

-3-

member states, deciding if new targets have toebeos not. Both top-down targets and
bottom-up technology innovation policy will haveae to play. The EU should not lose this
opportunity for real progress and needs to ses#ipe example.

The post-crisis investment environment varies asrsibly across the EU and the situation is
already getting worse with the foreseen secondodlihe crisis. Public funding generally
seems to be getting scarcer due to the ongoing chidis which calls for greater fiscal
restraint. The SME sector will be more vulnerablsuch changes as it depends more heavily
on bank financings than larger corporations, winatie access to the capital markets.

A new and vital wave of investment in infrastruetiras not happened so far. Power and gas
infrastructures should receive considerably motentibn, especially in view of the single
European energy market and require more extensi@ployment of RES. Without fully
functional and interconnected grids, the chancgfogress will be seriously impaired.

Introduction, background

The European Commission Communication Anaelyss of options to move beyond 20%
greenhouse gas emission reductions and assessing the risk of carbon Ieakage1 sets out the
various options for achieving the new 30% targethimi the ETS (in sectors covered by
the EU Emissions Trading Scheme) and other se(pairsarily transport, built environment
and agriculture). As the European Commission's Conication does not analyse the impact
of the economic crisis on the ability of Europearsihesses to undertake additional pro-
climate investments, the Polish presidency hasgsen this issue as the subject of an EESC
opinion.

It is widely recognised that mitigating G@missions will not be an easy task and that there
will be no quick solutions given continued popuatigrowth and high levels of energy
scarcity in developing countries. Another key faésothe transition process away from fossil
fuel-based power, given supply security issuescolild be argued that the Copenhagen
Accord and its successor the Cancun agreementsi@ahe concept of “legally binding
targets”, — reducing the likelihood for global capd-trade — in that they shift the time
horizon to 2050 and stress the importance of tdolgieal developments and innovation
processes. The Cancun agreement lists a numbemmdriant objectives, including the
following three key aims:

* to establish clear objectives for reducing humamegated greenhouse gas emissions over
time, to keep the global average temperature gfmabtwo degrees;

* to encourage the participation of all countriesaducing these emissions, in accordance
with each country’s different responsibilities azapabilities to do so;

COM(2010) 265 final.
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» to ensure the international transparency of thmmstwhich are taken by countries and
ensure that global progress towards the long-terahig reviewed in a timely way.

There is a broad consensus that setting an apptepgenerally accepted price on carbon is
key to a successful climate change policy (Willi@&n Nordhaus, Economic Issues in a
Designing a Global Agreement on Global Warming).tHé price of carbon is not set

appropriately and is not generally accepted, inocamave an incentivising effect. A realistic

regulatory framework is required: incentivising rhanisms must work in practice to ensure
that political decisions are effective. Therefdie EESC calls on the European Commission
to present options to strengthen the EU ETS, andistent measures in the non-ETS sectors.

There has been some success (at relatively low @aoseducing greenhouse gas (GHG)
emissions by improving energy/fuel efficiency, bethnological reorientation and progress is
the only way to sustain a gradual transition taa-fossil fuel era. Even efficiency measures
require the large-scale deployment of existing metbgies and the development of
innovative solutions (McKinsey Global Institute: @hCarbon Productivity Challenge:

Curbing Climate Change and Sustaining Economic &rpw

Energy-intensive industries have increased endifgpiemcy as a result of constant efforts to
reduce operational costs. No operators will emitbea dioxide just because they have
free/abundant emission allowances. The consequesfcpersonal consumption efficiency
measures are less straightforward, due to the Urabeffect’, which refers to
the psychological phenomenon that leads people pend their saving as a benefit,
e.g. increased domestic heating temperature adtgnd) taken effective efficiency measures.
This effect can easily derail even the most dagiffigrts to improve efficiency.

Renewable sources of energy will certainly contebto the emission reduction process,
though possibly to a lesser extent than is ofteleved. Physical, spatial and socio-
environmental constraints of currently availablaewable technologies are sometimes not
fully taken into account and overcoming them thtotgchnological innovation has financial
implications. Improving the operational and codtcefncy of currently known renewables
also constitutes a financial challenge which isigeiddressed in some member states, though
not in others.

Three aspects must definitely be resolved and nbtieem is likely to be satisfactorily settled
before 2020. Firstly, intermittent resources neddllg integrated EU-wide smart grid with
limited capability to integrate power from interteitt renewable energy sources (RES) above
the expected 35-40% share. However, it should bedrtbat the German decision to rapidly
phase out its nuclear generating capacity haslgrstitnulated action in this area. Secondly,
such integration needs considerable accumulatiopadity. Thirdly, a mature CCS
technology is needed for wide implementation inltdreer term should fossil fuels continue
to be widely used as an energy source. Beforerspltiese three critical issues, necessary
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traditional back-up power with accompanying emissi@re indispensable for the wider
deployment of existing RES.

Improving efficiency in the electricity/heat gentmg processes is so costly that it is unlikely
that it can be achieved in the current climate, idated by fiscal restraint. Therefore
breakthrough inventions will play an important paldbngside the wide scale adoption and
improvement of existing RES technologiesin achigvine expected 80-90% reduction by
2050 (International Energy Agency; Energy TechnplBgrspective 2010).

Further energy efficiency improvements to manufactutechnologies would also play an

important role. Both incremental and radical inntawas are therefore required across the full
spectrum of low-carbon technology options. Withsuth innovation and improvement, the
rapid pace and massive scale of low-carbon enegplogment required to meet global

energy demand and avert potentially catastropimeaté risks will prove all but impossible to

achieve. This central innovation challenge mudibkled directly and proactively.

Analysis of EU emissions data results; impact of #hcrisis

The Commission document presents a collection gfiraents which, assessed in isolation,
suggest that meeting the ambitious mitigation tangeuld be difficult but, achievable.
Empirical EU emissions data from recent years rbastet alongside the fact that renewables
accounted for 61% of new electricity generatingacdiy in the EU in 2009. In reality, the
variability of some RES sources make achievingaargebase load supply quite challenging
in the short-term.

The Commission's assumptions are based on optneisgfiectations of deliverables from the
RES directive and from the action plans of indiabdMember States. Furthermore, the 20%
increase in energy efficiency is taken for grantthough information from the Member
States indicates substantially slower progressinescases. When the key element of energy
efficiency in power and heat generation is congider which could be referred to as carbon
intensity — delays and postponements of power pletmnofits are likely to become a serious
problem and could lead to energy shortages. IntiaddilEA analyses show that 80% of
emissions from the global power sector are, in, femtked in until 2020.Therefore, also
investments in the next decade, especially in G&8nologies, are critical to a low-carbon
future.

Expert analysts have estimated that in 2010, GHiSsims increased by 4% and the installations
under the EU ETS reported an increase of 3.2%009,2global emissions dropped by 1.1% in
comparison with the year 2008: the EU (-6.4%), tH& (-6.5%) and Japan (-11.8% without
emissions trading) all reported decreases, whileaCleported an increase of 9.1% (Richard N.
Cooper, Harvard University, Europe's Emission Tradbystem, June 2010; Christian Egenhofer,
CEPS, Brussels, The EU ETS and Climate Policy Tdsva050, January 2011). It is obvious that
the drop in emissions in developed countries bet2808 and 2009 was primarily the result of the
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economic recession. The preliminary results frod028nfirm that emissions levels rise and fall in
tandem with the level of business activity.

The most troubling finding from a careful review tife EU ETS, the world’s largest
cap-and-trade system, is its failure to reduce tanbially CQ or GHG emissions. Total
European C@and GHG industrial emissions had already been omoderately declining
trend since 1990, and extrapolating this trend @882indicates that the ETS has reduced
emissions by just two percent compared to projeleteels without the EU ETS. Moreover, if
the effects of the 2008-2009 financial meltdown es@kssion are taken into account, the data
shows that the EU ETS has had little — if any —epehdent effect on European GHG
emissions.

All in all, the drop in emissions in the 4th quartd 2008 and throughout the year 2009,
together with the increase in emissions which ethin the 2nd quarter of 2010, must clearly
be attributed to the onset (in late 2008) and @ndh{d-2010) of the economic crisis. There is
scant evidence that system changes had led toiemigsluctions in that period of time.

It is also important to note the fact that the sidial sectors have already taken outstanding,
exemplary action: steadily reducing emissions bigching to more carbon-efficient fuels and
taking effective measures to improve energy-efficie This process can be accelerated in the
next trading period until 2020 if breakthrough nighnologies in nearly all sectors under the
EU ETS are developed and employed.

Some energy-intensive industries, such as stemle land cement for example, are
approaching their physical limits of carbon effitdg and larger emission reductions in the
near future may only be achieved through reducirgdyction (Sustainable steelmaking,
Boston Consulting Group, 2009).

It should be noted that carbon leakage is assaciatdh specific levels of employment in
industries subject to this phenomenon. The exaetl l®f employment is different in
the various Member States — the EU average is asdrat 3%, while in Poland, for example,
the level of employment in these energy intensaet@s reaches 9.5%.

As set out above in point 2.4, technology develamno& a wide scale and the deployment of
new technologies are the key elements to ensure @GHii@ation. All documents on this
subject point to the unresolved issue of obtainhreynecessary finance. The proceeds from
the ETS are a possible, albeit distant and insecsan@rce of funding, but otherwise there is
nothing tangible on the horizon. Even the curre&DRand deployment programmes in the
EU are insufficient; this is also true for the SEI&n initiative, including carbon capture and
storage (CCS) activities.

As a result of the recent turmoil and continuedeshiin several OPEC countries, together
with the Fukushima nuclear plant accident, attitudewards global climate change
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negotiations have clearly changed. These changg®wem present a window of opportunity
for a meaningful international agreement. The EQu#th also take note of the recent, very
ambitious US innovation plan (The White House: ®gg for American Innovation:
http://www.slideshare.net/whitehouse/a-strategyaimerican-innovation

All these indicators point to the urgent need tmsider structural changes that would
facilitate and accelerate the transition to an eomn based on new, low-carbon energy
sources. Although some experts and politicians wistixplore gradually moving away from
the cap-and-trade concept towards a carbon congamtpk the feasibility of introducing any
new form of taxation hypothecated to pro-climateestment at a meaningful level across the
EU (let alone globally) seems remote, it shoulctlosely investigated in preparation for the
next steps of the climate change negotiations.HUW&TS therefore is considered as the best
option in the EU but will require significant anadical reforms.

The post-crisis investment environment varies a®graibly across the EU and the situation is
already getting worse with the foreseen secondodlihe crisis. Public funding generally
seems to be getting scarcer due to the ongoing clebs which calls for greater fiscal
restraint. In the private sector, the availabilal corporate finance has so far remained
relatively stable, particularly for export-orientdddustries. But the ongoing crisis of
the European Monetary System, pending regulati@s€BIIl and Solvency 1) and a possible
clouding of the economic outlook might well impaivre availability of bank loans before
long. The SME sector will be more vulnerable torsabanges as it depends more heavily on
bank financings than larger corporations, whichehaecess to the capital markets.

Some specific renewables have recently experieagather dynamic development. Whether
this boom is healthy and sustainable is anothestgqpreworthy of detailed examination EU-

wide and in the Member States. The financial imgdgjuaranteed tariffs on energy prices
may lead to longer-term distortions. Furthermoles sudden surge in RES will certainly
require significant investment in transmission astructure to maintain the grid's reliability

and safety.
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3.14 This new and vital wave of investment in infrastuwe has not happened to a sufficient
extent so far. Power and gas infrastructures shoedeive considerably more attention,
especially in view of the recent decisions in Gannto phase out nuclear energy by 2022.

Without fully functional and interconnected gridee chance for progress will be seriously
impaired.

Brussels, 27 October 2011.
The President

of the
European Economic and Social Committee

Staffan Nilsson
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