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Economic cohesion and the rising costs of energy – the challenges
of keeping EU-11 economies competitive whilst mastering energy
transformation ("Bratislava Report")
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With the European Union (EU) economies starting to go from recession into
economic recovery, 2013 is a good time to look at the fundamental economic
forces that affect its member states and to ensure that EU policies in key areas
such as energy and climate are geared towards growth and economic cohesion.

In line with global trends, the European Commission is determined to increase
the share of industry in the EU's GDP in the upcoming years. This strategic goal
reflects a higher regard for industrial manufacturing as a driver of growth and a
source of economic stability and resilience during the crisis years. At the same
time, the EU has set itself ambitious targets with regard to energy and climate
change in its Europe 2020 strategy. The EU continues to be the front-runner
in global climate protection policies, and is pushing hard to reach its efficiency
and renewable energy targets. Striking a sustainable balance between these two
potentially conflicting strategic policy priorities will be one of the key challenges
for EU policymakers in the years ahead.
Aligning ambitious climate and energy system transformation targets with
economic competitiveness and strong growth will be particularly important
for ensuring a successful continuation of economic cohesion within the EU.
Cohesion across its member states has always been at the core of the European
Unions` values and represents one of the most fundamental objectives of
economic integration.
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The concept of cohesion is particularly important for the Central European
nations known as the EU-11. For these countries, the prospects of prosperity
and economic convergence with their EU-15 peers, facilitated by the benefits
of the common market, is one of the most essential drivers of European
integration.

What Growth?
Achieving economic growth and cohesion is one of the founding principles of
the European Union and a promise towards the citizens of Central Europe. The
development in Central Europe in recent years has not lived up to this promise
– re-energizing growth and closing the gap between Western and Central Europe
must once again become a priority for European politics. Energy and climate
policy on EU level has to reflect the role of Central Europe as manufacturing
and industrial production hub and ensure that policies strengthen growth rather
than weaken it.

Economic Cohesion has come to a halt in the last years
The past two decades have witnessed a process of economic convergence
between EU-11 and EU-15 countries, driven by dynamic growth in the EU-11
region. The strong economic development of GDP in the EU-11 in the aftermath
of the political and economic transformation has helped these countries to
considerably reduce the economic gap to their EU-15 peers. In 2011, GDP per
capita at market prices reached 33% of the level recorded in the EU-15, up
from only 14% in 1996. European integration has been a key driver of this
convergence, both through the benefits and opportunities of the internal
market and through targeted EU cohesion policies.
However, recent developments indicate that the successful continuation
of economic convergence is at risk. In fact, the strong positive momentum
observed during the first years after the EU-accession of eight Central European
countries in 2004 seems to have been lost. For the period from 2008 to 2011,
EU-11 GDP per capita stagnated at a level of 33% of EU-15 levels, marking
a serious slowdown in the process of convergence. While part of this recent
trend can certainly be attributed to the global economic crisis, the outlook for
a rebound of convergence in the future remains subdued as well. Recent growth
projections indicate that economic convergence between the EU-11 and the EU15 will continue at a much slower pace than in the initial strong convergence
period after the beginning of EU integration of the EU-11. This prospect
represents a threat to the successful realization of cohesion across the EU and
could be detrimental to the overall acceptance and political legitimacy of the
EU in the region.
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Industrial competitiveness will be vital for cohesion and growth
Preserving and improving the economic competitiveness of the EU-11 countries
is a crucial pre-requisite for strengthening growth and fostering and speeding
up convergence across the continent. For the EU-11, economic competitiveness
first and foremost means competitiveness in industrial manufacturing, as the
manufacturing sector continues to be the cornerstone of the EU-11 economies.
In 2011, manufacturing accounted for over 32% of GDP in the EU-11 compared
to only 24% in the EU-15. Within the industrial sector of the EU-11, energy
intensive industries play an important role and have recorded strong growth rates
in recent years, thus contributing to the overall resilience and stability of the
region's economies in the recent global economic crisis.
The importance of energy intensive industries for the region's overall economic
performance means that the EU-11 countries are particularly vulnerable to rising
costs of energy. Rising energy prices drive up production costs and put upward
pressure on prices – thus, global competitiveness of the region as a manufacturing
location is reduced via increasing energy prices. Recent trends indicate that this
question will become a pressing issue for the EU-11 in the years ahead. In the
USA, the availability of cheap energy from shale gas and unconventional oil has
fuelled an unprecedented rebound of industrial competitiveness. For the EU-11
as a manufacturing location, this means even tougher global competition.
Against this background, a drop in the region's economic competitiveness
triggered by rising energy prices would not only cause short-term damage by
slowing down growth. In the medium term it would also undermine the EU-11’s
efforts to modernize their economies. At the same time the negative impact of
reduced competitiveness due to high energy prices would not be confined to the
EU-11 countries. In the EU's common market, value chains in key manufacturing
industries, such as the automotive industry, cut across borders, reflecting a
sophisticated EU-wide division of labour. These close economic linkages and
interdependencies imply that EU-15 economies would share a loss of EU-11
competitiveness.

What ENERGY?
Central Europe features an energy system where fossil fuel from indigenous
sources plays an important role. While steps towards a stronger role of renewables
and more energy efficiency have to be taken, European leaders should reflect that
per capita emissions of CO2 in Central Europe are relatively low – a transition of
the energy system can and should be balanced with requirements for economic
growth and implemented over time. With regard to security of supply and the use
of indigenous sources of energy, more attention should be paid to bringing existing
generation of coal up to best available technology and exploring the potential of
unconventional gas.
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The EU's climate and energy targets are a big challenge for the EU-11
The 2020 strategy calls for a fundamental transformation of the EU's energy
system by setting quantitative targets for reducing GHG emissions, improving
energy efficiency and increasing the share of renewable sources in the energy
mix. Achieving these goals represents a particular challenge for the EU-11 due
to a number of specific characteristics of the region's current energy system.
Most importantly, carbon intensive fuels account for a much higher share of
the energy mix in the EU-11 compared to the EU-15. This is primarily due to a
considerably higher overall reliance on solid fuels. While solids account for only
12% of Gross Inland Energy Consumption in EU-15 countries, they represent
36% of the EU-11's energy mix. As a consequence, EU-11 countries emit
significantly larger amounts of greenhouse gases relative to the overall quantity
of energy consumed. It is important to note, however, that absolute energy
consumption per capita is still significantly lower in the EU-11 than in the EU-15.
As a result, Greenhouse Gas Emissions per capita still remain below EU-15 levels
in spite of the EU-11's higher carbon intensity.
Turning to the energy efficiency of production processes in the economy,
the EU-11 countries are characterized by significantly higher levels of energy
intensity in comparison with their EU-15 peers. On average, 206 kgoe are
consumed by the industry sector per EUR 1,000 of GDP generated in industry
in the EU-11, compared to only 131 kgoe in the EU-15. This reveals significant
energy efficiency shortcomings in the EU-11 industry sector.
Furthermore, transmission losses are significantly higher in the EU-11 than in
the EU-15, reflecting problems in the grid infrastructure. While transmission
losses amount to 9% of Total Net Production of electricity in the EU-11, they
only account for 6% in the EU-15 economies.
In sum, the high carbon intensity and relatively low energy efficiency of industrial
production and transmission make the energy system transformation required to
achieve the EU's 2020 targets a much bigger challenge for the EU-11 compared
to the EU-15.

What PRICE?
The price of energy is a crucial driver for competitiveness in Central Europe – and
a sensitive issue for the social balance. Keeping energy prices in line with economic
and social realities has to be a strong guiding principle for policy-makers in energy
and climate policies in the coming years.With the foreseeable need for investment
into the energy system and industrial efficiency, responsible EU policies need to
be developed to enable investment without increasing energy beyond sustainable
levels.
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Significant Investments will be needed for the energy system transformation
To successfully implement the fundamental overhaul of the energy system that
will be needed to comply with the 2020 targets; the EU-11 countries will have to
mobilize significant investments. These targeted investments will have to take place
in the areas of energy generation, energy transmission and the efficiency of energy
use. Based on official EU estimations referring to the EU as a whole, our analysis
derives a projection of total investment needs in the EU-11 of approximately EUR
400 to 460 bn. More specifically, our estimate puts required investments for energy
generation at EUR 100-140 bn and for infrastructure at EUR 80-100 bn. Together,
these two elements constitute the investment needs in the energy system, which
amount to a total of EUR 180-240 bn. In addition, EUR 220 bn will be needed
for efficiency measures in industry, transport and households.
Financing investments via energy prices would threaten growth and cohesion
These substantial investments needs represent a significant financial burden for the
EU-11 economies if the funds are to be mobilized solely from within their national
energy systems. One possible scenario for financing the investments would be
a surcharge on the electricity price to be paid equally by all consumers, private
households and industrial consumers alike. To calculate the surcharge, we focus on
necessary investments for energy generation and infrastructure using the amount of
energy system investment needs, hence EUR 180-240 billion. Our estimate yields a
surcharge of 5-7 EUR ct/kWh, which corresponds to an average projected mark-up
of 40-60% for industrial electricity consumers.
Such a substantial increase in the price of electricity can be expected to have a
negative impact on the outlook for the region's economy which is highly vulnerable
to rising energy costs. Given the importance of the energy intensive manufacturing
sector for the EU-11's economies, a loss in industrial competitiveness due to higher
energy prices would immediately translate into a weaker overall economic
performance. Such a slowdown in growth would represent a threat to the successful
continuation of economic convergence and hence a liability for the legitimacy of
European integration in the region. Furthermore, the close economic linkages within
the EU mean that a deterioration of EU-11 competitiveness would spill-over to the
EU-15 economies and undermine the competitive position of the EU-27 as a whole.

What Energy – Growth – Price?
The current set of European policies on cohesion, energy and climate do not add up.
Central European realities with regard to competitiveness, growth and social balance
call for a clear commitment to stronger growth – and affordable energy to facilitate
this. Investments into energy efficiency, renewable generation and upgrading of
existing generation need to be implemented over time and supported by European
funds to avoid that the industrial core of Central Europe looses its clout. Using
existing EU funds is a starting point – however, more needs to be done to provide
access to financing instruments, and to move a larger share of the EU budget into
funds to support the modernisation of the energy system.
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Energy System Transformation and growth have to be re-aligned
To preserve and strengthen the industrial competitiveness of the EU-11,
it will be crucial to mitigate the impact of the energy system transformation
on the cost of energy and keep EU-11 energy prices at internationally
competitive levels. Possible ways to balance competitiveness include
a review of carbon pricing for countries with relatively low per capita
emissions of CO2. In addition, such a re-alignment of climate policies
and economic growth will require targeted measures and improvements
by EU-policymakers in two specific areas.
First, it will be vital to bridge the gap between abstract policies and concrete
projects. To overcome existing shortcomings in the practical implementation
of energy projects on the ground, we recommend implementation roadmaps
which reflect high-level policies and translate such overall guidelines into
concrete actions.
In order to deduce and draft such roadmaps, it is essential that
relevant EU institutions enter into a dedicated dialogue with national
governments, industry players, business associations, NGOs and other
relevant stakeholders. On the one hand, such a dialogue ensures that the
implementation roadmaps are feasible from a practical point of view with
regard to budget, timeline, physical infrastructure and environmental
requirements. On the other hand, these round-tables are essential to
foster understanding and public acceptance of the measures proposed.
Second, it will be crucial to better facilitate, mobilize and leverage private
sector investments and flexible financing tools. We argue that to this end
it is necessary to create a reliable investment framework which ensures
the financial, economic, technical and legal feasibility of such projects.
We consider permitting issues, regulatory regimes, as well as a strategic
coordination of development and infrastructure banks and grant-making
institutions as the key topics to be addressed in such an enhanced
investment framework. Providing long-term financing for investments
into energy infrastructure and energy efficiency can contribute to balance
a reduction of energy use with slowly rising energy prices, so that share
of wallet (for private households) and competitiveness of industry are
not affected too strongly.
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