Draft Comments to the SRA and the DS

Financing Sub-Group
V2   

The Financing Sub-Group (FG) considers that the issue of financing, in particular the type of financial instruments necessary for the implementation of both the SRA and the DS, should be treated in a comprehensive manner in a specific chapter of the SRA and of the DS. Such a chapter (the same for both documents – or one chapter in a joint SRA-DS document) should include the following points. 
1. The fundamental assumption is that hydrogen and fuel cell technologies are by their very nature potentially disruptive technologies. From a purely financial perspective, the issue of policy credibility then becomes of particular significance. It is essential that both the SRA and the DS (or a SRA-DS joint document) manage to convince that there will be enough strong drivers for the industry and for the financial community to commit to the development of these technologies. If the European Union (EU) waits for market pushes to deploy the hydrogen energy system, it will take much longer for this to be achieved – and both energy security and environmental concerns may not give the EU that space. 
2. In this regard, a striking feature of EU policy statements so far, as they refer to hydrogen and fuel cells, is the absence of financial support for the industry outside of the regime of partial subsidies represented, in particular, by the EU Programs (Framework Program, regional funds, etc.). Leaving aside the issue of whether the EU, national and regional financing (subsidies) made available are sufficient or not, there is the more fundamental issue of whether such an instrument (subsidies/grants) can serve to promote an industry that by its very nature is incremental in its disruptive effects. More flexible, dynamic and innovative financial instruments are essential.
3. In this regard, the commitment of the industry, including of large corporations, would certainly be facilitated by additional mechanisms allowing them to deduct part of their costs/investments related to the development and deployment of this technology, including the participation by large corporations in financing schemes intended to support small companies financially (in order to support industry growth) (see below: creation of seed & early stage funds). 
4. Furthermore, the history of disruptive technologies shows that many of the major breakthroughs are made by companies that previously never existed. Large corporations recognize that for structural reasons, they are less well prepared to make major breakthroughs (or to exploit them even in cases where these were made in-house), as compared to small companies, Given this fact, it would be very worrisome to see the continuation of the existing situation in Europe, where small hydrogen and fuel cell developers have little voice at the EU level; and they do not receive enough EU financial support (grants), as no mechanisms exist to extend risk capital (equity) to them. 

5. Taking into consideration the above and having regard to the situation in the United States, in particular of the US equity market, the following suggestions are made. 

· The participation of the European Investment Fund in several (more than one) European-specific hydrogen-and-fuel-cell-specific seed & early stage funds (or in existing hydrogen-and-fuel-cell-specific funds in order to foster their early & seed stage activities) is essential. A commitment of €100 Million has initially been estimated in this regard (€20 Million/year for the next 5 years). Not only would this send a very strong signal to the private investment community, including business angels and venture capital firms (by lending the necessary credence to the many policy statements made at EU level), but it will also allow small companies to have access to the equity financing they need to survive and grow. Such equity financing in turn will allow small companies to have more access to EU financial support (grants), paving the way to industry growth in this sector. In general, it is essential to carefully examine the US and/or Canadian models, to well understand their specific success factors. The FG stresses that continuity in the financing process of seed and early stage developers is crucial. 
· Regarding policy credibility, moreover, clean conversion based upon hydrogen (regardless or not, depending on policy choices, of the primary energy source used for hydrogen production) and fuel cell technologies should receive the same treatment in the Member States in terms of subsidies/premium to electricity generation as renewable sources, at least for a transitional period. At the very least, hydrogen and fuel cell energy technologies should receive the same subsidies as any other energy technologies receive (see also bullet point on incentives below).

· Regarding the role of the European Investment Bank, EIB loans (or EIB supported loans) linked to specific projects, and supported by an appropriate guarantee scheme at EU level should already be widely available from the R&D stage (and then through the demonstration stage to the early market development stage). Such guaranteed loans would leverage the own capital of the companies participating in the different projects (see charts below).
· Regarding incentives in general, the EU and the Member States should create the necessary legal framework to at least extend to hydrogen and fuel cell technologies the subsidies, tax and other incentives enjoyed by the renewable energy industry.  The following measures should be considered in this regard:

i. Support (subsidies) for the purchase of hydrogen and fuel cell technology equipment
ii. Tax credits or tax deductions regarding social security costs related to R&D staff involved in the development of hydrogen and fuel cell technologies. This measure should apply in particular to small companies focusing on hydrogen and fuel cells technology development, as these companies cannot benefit at this stage from the general tax-deduction schemes for R&D activities existing in several Member States – given that they still do not have profits. 

iii. Tax incentives for (large) corporations participating in Europe-specific hydrogen-and-fuel-cell-specific seed & early stage funds (to leverage the contributions made by the European Investment Fund, see above). 
iv. The above incentives to promote the development of hydrogen and fuel cell technologies should be granted not only to companies but also to individuals, and not only through subsidies but by authorizing them to deduct a certain tax credit when investing in hydrogen and fuel cell funds.
On this issue, the FG would recommend a strong liaison with Member States administrations via the Mirror Group in order to foster possible commonly agreed fiscal incentives.
· Both the US Department of Defense (amongst other US government departments and agencies) and the Japanese Government have created contract programs to support their hydrogen and fuel cell industry. These actions should equally be launched in the European Union on the grounds that revenue generation is the most efficient method of financing support, in particular for early stage business, aligned to the fact that sales are needed to generate the volume required to get these new energy technologies down to the cost curve.

· The European Union currently provides support to hydrogen and fuel cell technology development via partial subsidies. At the moment there is too big an element of risk in this technology sector for EU venture capital, given the difficulty in exiting the investments in Europe as compared to North America. Therefore, measures should be adopted to facilitate an early listing of pure hydrogen and fuel cell companies in Europe (only 1 listing so far in Europe as compared to 20 being listed in North America in this sector; moreover, the average age of a newly-listing company in the US is some 8 years younger than a newly-listing European company). Such measures should include the possible creation of the “equivalent of a Nasdaq” at EU level, which would allow VC or investors to exit via Initial Public Offerings (IPOs).
· In this regard, at present, it would appear that institutional investor risk perception is shifting and becoming more positive (although the technology risks have not changed) within both North America and the European Union with regards to this technology sector. Evidence for this is the small though increasing IPO activity on the Uk AIM.  These steps, although small, are encouraging and feeding into the private start-ups and the private capital providers at large. Part of the driving force is capital providers looking for the "next big technology" and to some extent technology readiness, particularly in the portable power sector, where commercialization is earmarked for late 2005/2006.  UK AIM appears to be making a big push to grab the 'vacant spot' as the EU 'Nasdaq'. These small though encouraging steps should be highlighted and brought to the attention of institutions such as the European Investment Fund (see above). 
· In general regarding seed & early stage developers, these companies must be given a better chance to be heard at a policy level, since they often have different views, needs and opportunities as compared to established firms. Despite their small size their number is large and their pursuit of progress great, and their growth could be very significant, provided the necessary financial instruments to support their industry growth are created or strengthened. Both the European Union and the Member States should not spare any efforts in this direction.
· Moreover, it would be important that seed & early stage developers could profit from a system similar to the US "Small Business Administration" that prescribes that a certain share of public tenders (in the case of the European Union both from EU and national administrations) be allocated to SMEs. This has proved very successful in the United States to foster SMEs´ financial health and to promote their role regarding innovation.
· Having regard to the Lisbon and Barcelona objectives as well as to the European Growth Initiative, and in order to encourage the Member States to adopt the above-mentioned policy measures (in support of the development of hydrogen and fuel cell technologies as a necessary step for the eventual deployment of an integrated hydrogen energy system in Europe), the possibility could be explored not to take into consideration the Member States expenditures related to the support of these technologies for the purpose of budget deficit calculations pursuant to the provisions of the Stability Pact. The necessary development of hydrogen and fuel cell technologies could provide a basis to the proposal to withdraw the corresponding R&D budgets from the scope of the Stability Pact.
· Finally, regarding public-private-partnerships (PPPs) both in the form of an EU Joint Technology Initiative or a network of national/regional PPPs, the FG supports the creation of these structures in order to strengthen their respective members´ capabilities to tackle larger scale problems and to more adequately implement their R&D strategies. In this regard, the FG stresses the need for coordination between PPPs, in order to optimize possible synergies. The creation of PPPs should facilitate the involvement of financial institutions in the financing of projects in the fields of hydrogen and fuel cell technologies.  Besides the possible subsidy part of the financing of the projects undertaken by these partnerships, and the part covered by the Members´ own capital, financing instruments such as guaranteed loans should be considered (see chart below). 
· The following two charts show the financing timeline of projects in this field with indication of the timing of various financial instruments, leaving in blank the budget for the different actions (Chart 2). The last chart shows in a simplified way the financing engineering for various projects (IP, STREP, PPP, Joint Technology Initiative...), combining own funds (including equity financing such as venture capital) and grants as well as other sources of financing, in particular guaranteed loans. This combination of financing sources should be applicable from the R&D stage. 
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