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Good Policy, and Bad

—A special report on climate change
and the carbon economy
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subsidies. Governments generally like regulation (because it appears to be
cost-free), economists like carbon prices (because they are efficient) and
businesses like subsidies (because they get the handouts).

Buildings are rarely designed to save energy, because those who put
them up do mot usually pay the bills and those who occupy them choose

Some mitigation policies are effective, some are efficient, and some are neither.

Dec 3rd, 2009
The Economist

GREENHOUSE-GAS emissions' targets can be implemented through | Nome some of the

three sorts of policy instruments—regulation, carbon-pricing and | 9réenhouse  gases.
Do you really believe

global warming?
Regulation can be useful where the market is not working well

s

that greenhouse ga-
ses are to blame for
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them for their views or their looks, not their energy-efficiency. The same
goes for appliances, most of which do not use enough energy to affect
Small

consumption without distorting the market

consumers’  choices. regulatory changes can cut energy
much. According to
McKinsey’, around one-third of the required greenhouse-gas reductions
will actually save money.

Two-thirds, however, will not. They can be achieved only if
companies invest in more expensive, cleaner technology. That will
happen only if governments require them to do so, or tax dirty products
and processes (through a carbon price), or subsidise clean ones.

Carbon pricing keeps government out of management decisions and
allows managers to choose between different ways of cutting carbon.
According to a paper by Carolyn Fischer, of Resources for the Future’,
and Richard Newell, head of America’s

Administration®, a carbon price is around twice as efficient as a

Energy Information

renewable portfolio standard (which requires power companies to
generate a certain proportion of the power they sell from renewable
sources) and about two-and-a-half times as efficient as a renewable-
energy subsidy.

A carbon price can be set either by a tax or through a cap-and-trade
system. Europe already has such a system and America, Australia and
Japan are trying to set one up. Norway and Sweden have carbon taxes
and France soon will (though none of them covers much of those
countries’ economies). The European Commission is also now looking at
a tax. Both methods have advantages and drawbacks, but tax wins out
for simplicity and stability.

More important than the way the price is set, though, is its level. It
needs to be high enough to send an unmistakable signal to business.
According to Dimitri Zenghelis, one of the authors of the Stern Review’
and a senior adviser to Cisco® and the Grantham Research Institute, a $40
carbon price now, doubling by 2050, and combined with non-price
policies such as appliance standards and R&D support, is needed to hit
the 450ppm target.

The European Union's Emissions-Trading Scheme, which started up
in 2005, is the only large-scale attempt so far to set a carbon price. Under
the ETS, EU countries get national allocations which they then parcel out
to over 11,500 factories in five dirty industries. Companies can buy and

sell allocations amongst themselves, and can also buy “certified emission

What do you know
about McKinsey?

Do you think carbon
pricing can be really
effective? How?

How much do you
know about cap-and-
trade system? How

does it work?

Say something about
the Kyoto Protocol.
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reductions”™’ from developing countries to meet their caps through
Kyoto's “clean development mechanism”.”
Europe's flagship

8 The ETS makes up the vast bulk of the global carbon market, which
will be worth around $122 billion this year. It is the principal way of

What's China been do-
ing to reduce green-

) . . . X house gas emissions?
financing the shift from high-to low-carbon power and industrial ¢

processes in the developing world. A wind farm in India; a methane-
capture scheme for pig farms in Brazil; a forestry project in Indonesia;
equipment to capture industrial gases in China—the ETS can finance
them all.

9 Although it is still young, the ETS has had some impact on
emissions. According to a 2008 study at the Massachusetts Institute of
Technology, in its first three years it probably reduced them by 120m-
300m tonnes, or 2-5% a year, below what they would otherwise have
been.

10 Power companies and manufacturers factor a carbon price into
their investment decisions these days. At 15($22) a tonne the price is high
enough to induce power companies to switch some generation from coal
to gas at the margin, but not high enough to encourage much innovation.

11 Blame politics. The price is determined by the cap, which is set by

Why

blame for carbon pri-

the European Commission in consultation with member states. Initially, Is politics to

member states overestimated their emissions in order to get lots of | ~

permits, so the carbon price was lower than the commission had cina?
expected. For the second phase of allocations, from 2008, member states
fought vigorously to get more permits than their neighbours. Some sued
the commission and, in September 2009, won. The price dipped again.

12 Thanks to a combination of recession and lack of political will, most
estimates of the future level of Europe’s carbon price have been revised
sharply downwards this year. And if America gets a carbon price, it is
unlikely to be high enough to make much difference. According to
America’s Environmental Protection Agency, the legislation Congress is
now considering setting it at $12 a tonne in 2012, rising to $20 in 2020.
That, by itself, is unlikely to encourage much new investment, so if
America is to make a dent in its emissions, it will have to rely mostly on
subsidies.

13 There is an argument for some of those. Basic R&D in new energy ikl you ik it too

technologies—in carbon capture and storage, for instance, which would

allow the continued use of coal to generate electricity —is too risky for

risky for most com-

panies to undertake
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most companies to undertake on their own, and offers enough social
benefits to deserve government support. But the subsidies now on offer
go far beyond that.

Governments are spending heavily on encouraging the switch to
low-carbon technologies, especially wind and solar power. “ These
policies are not particularly efficient, but they have been quite effective,”
says Guy Turner, director of carbon markets at New Energy Finance.’
Some 50% of new power capacity added in the EU in 2000-06 was
renewable energy, compared with 29% in 1990-2000.

This sort of energy is expensive. The best indication of that is the
carbon price that would be required to make investment in renewables
worthwhile without subsidy. According to New Energy Finance, onshore
wind energy needs a carbon price of $38, offshore of $136 and solar
cells of $196. Europe’s target for generating 20% of its energy from
renewable sources therefore looks pricey. According to Richard Green,
director of the Institute for Energy Research and Policy at Birmingham
University, the implied marginal cost of carbon would be 129 a tonne—
which suggests that allocating such large resources to renewable-energy
subsidies is, as Mr Green says, “seriously sub-optimal”.

The worst example of a wasteful subsidy is America’'s support
programme for home-grown corn ethanol, which is coupled with tariffs
on cheaper sugar-cane ethanol from Brazil. The programme has raised
global food prices (and thus increased malnutrition among the world’s
poorest); lined the pockets of America’'s farmers; given policies to cut
carbon a bad name; and cut little, if any, carbon.

Solar flare

Europe has yet to devise a policy quite so disastrous, but Spain’s
solar subsidy comes a close second. Its feed-in tariff for solar energy,
established in 2007, offered generators 44 euro cents per kilowatt-hour.
Coal-fired power costs around 4 cents per kwh to generate. The tariff
was supposed to be for small-scale projects, of 100kw or less; but
generators found that they could get it for larger ones if they installed
banks of 100kw modules next to each other.

The resulting boom benefited manufacturers not just in Spain but
also in Germany and China, the biggest producers of solar cells. Last
year Spain accounted for 40% of world demand. The government had
planned for 400MW of solar capacity to be built by 2010. In the event,
3GW was built. Panicking about the commitments it was building up, the

basic R&D in new
energy technologies?

What is meant by
*onshore wind energy
needs a carbon price
of $38”7

How does subsidy
work in a negative

way?

Are those generators
unethical?

Are businesses really
concerned about

clean energy?
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government announced that rates would drop to 32 cents on September
29th 2008. “There were all sorts of abuses,” says Jenny Chase, solar
analyst at New Energy Finance. “If you connected a single module to the
grid before September 29th, your whole project got financed. So modules
were changing hands for vast sums of money.” After the deadline the
market collapsed.

19 The Spanish crash hit silicon-wafer producers, the manufacturers
of equipment for solar-cell producers and the makers of cells across the
world. Prices across the industry crashed by 30-40%, and solar
companies’ share prices fell by 50-75% in 2008, though they have
picked up a bit this year. Some 20,000 jobs have been lost in the solar
industry in Spain over the past year, and plenty more elsewhere.

20 Europe’s energy subsidies, unlike America’s, do not include nuclear,
largely because of German opposition (which may change, following | Find out why German
Angela Merkel's recent election victory). Nuclear power is more | 'S @9@nst nuclear
expensive than coal and gas, but probably cheaper than most PEVIEF SRR
renewables—though nobody is sure, since political opposition has
ensured that few plants have been built in the West in recent years.
Nuclear power does, however, have the virtue of scale. For renewables a
gigawatt of power is a massive amount; for nuclear power it is the basic
unit.

21 Thanks to stimulus money to combat the recession, subsidies are
now flooding into the renewable-energy business faster than ever before.
Governments across the world have trumpeted their stimulus packages
as a way of saving the world economy and the planet at the same time.
Green stimulus money globally adds up to around $163 billion, according
to New Energy Finance, of which more than $100 billion is being spent in
America and China. The biggest chunk, around a quarter, is going on
improving energy efficiency. Grid development is next, with a fifth.

22 The green stimulus money has been slow in coming. In America it
started to flow in the second half of this year, just as the economy began | How do tax credits
to recover. Some of it has been used to extend the tax credits for wind | °"9 9rants work dif-

and solar energy and to convert some of the tax-credit schemes into Tarentiyg
grants. As a result, wind developers in America now get a cheque for
30% of the cost of the project once they connect to the grid. That
scheme runs out at the end of next year.
23 Mr Clover is concerned about the likely effect. “We're expecting a | Vhat causes the sub-

stampede in 2010. The danger is that you just bring forward demand. | S'9 cveles?
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That's been a key feature of the US market. We've already seen several
subsidy cycles——very high installations followed by complete cessations
of activity. All anybody wants is long-term regulatory stability.” He
hopes that will come with the imposition of a federal renewable portfolio
standard on generators, which would require them to sell a certain

proportion of renewable electricity as part of the mix.

24 Globally, New Energy Finance reckons that only $24 billion of
green-stimulus money will be disbursed this year, with another $58 billion
to follow in 2010 and a further $56 billion in 2011. So it looks as though
the money will come too late to temper the recession of 2008-09, and

may instead fuel another inflationary boom in a couple of years’ time.

Part| Words, Expressions & Terms
Words & Expressions

mitigation  n. % fi sue vt
implement  v. R, AT, %58 dip vi.
subsidy n. AP AD B 4 recession  n.
handout n. KoL 6 BT A, revise downwards

A make a difference
appliances  n. CEAL.EALS make a dent
tax v. PRAL Ko e JEHL
subsidise V. Loeoeses ML R AN undertake  vr.
renewable  ad). T 5 6 onshore adj.
portfolio n. JE Sl A sub-optimal  adj.
win out R R
parcel out FE oo o B3R ethanol n.
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factor (into) vz. F e dee - YeH R &
consultation 7. TR in the event
initially adv. R R grid n.
overestimate vi. s
phase n. M- silicon-wafer

Why does the author
say the stimulus mon-
ey may fuel another
inflationary boom?
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crash vi. BEwkjEpk stampede  n. R L[240 R
pick up Ao kF 4% cessation . 4%k
have the virtue of LAy eeeees ¥ 4 (45,5 imposition  n. % A, 5% ) 5
gigawatt n. TR 4% reckon vi. itk
basic unit A AR$ disburse vt. F AT
trumpet vt. XKFEEE  XFEH temper vt. GAe AT
chunk n. CEFRSE S N P fuel vi. WAL IEH)
convert vt. T % inflationary  adj. 18 5% B Bk 44

Terms in This Unit
revise downwards ) F15iE, TR carbon pricing %M
marginal cost i1 R AR A

Related Terms

carbon market B W 3 sustainable development ¥ 44 & &
market trend WA e AT stagflation ik
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