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1 Introduction

The Italian Green Certificates scheme (GC) represents one of the four Italian basic mechanisms
implemented in 2002 after the liberalization of the electricity market, according the energy
market reform (legislative decree 79/99)!. In accordance with the Italian GC system, all suppliers
or distributors of electricity - that lay on the network more than 100 GWh year - are compelled
to produce a quota of renewable electricity in proportion to their extra sales: the quota is
represented by the 2% of the excess in total production of electricity?. In other words, producers
are obliged to produce or purchase a share of renewable electricity in proportion to their extra
sales when they exceed the annual quota®. The production of green electricity is certified by the
Italian Authority for the Energy Services (ESM) that emits the certificates, which represent the
green quality of each unit of renewable electricity generation?.

A green certificates (GC) market can be organized following two different schemes depending
on the identity of the agent that purchases the certificate property right. It might correspond
to the energy producer and/or distributor as well as the final consumer®. In both cases, since
every unit of renewable electricity generation is represented both by its physical output and
its associated green value, a new market will be established alongside the traditional physical
electricity market. A market where green certificates can be accumulated and eventually sold®.

The GC scheme aims to create a market where electricity from renewable sources can be sold
with high margins of profit so that traditional electricity producing industries are stimulated to
change their processes towards ways of production characterized by lower costs of production as
well as lower emissions of COs”.

As an incentive for the use of renewable energy sources (RES) in electricity production pro-
cesses, the GC scheme can be conceptually referred to the general issue concerning policy instru-
ments in markets affected by externalities. In presence of negative externalities, such as costs of

pollution, Government can restore economic efficiency using command-and-control regulations,

1The other mechanisms introduced after the liberalization of the market are respectively: energy account both for solar

photovoltaic and thermodynamic; grants form EU, National and Regional Governs; voluntary certification of quality.
2The quota has been incremented: +0.35% from 2004 to 2006 and +0.75% from 2007 to 2012.
3Many other reforms modified the Ttalian GC system during the last decade: financial law 2008, D.M. 18/12/2008 and law

99/09.
4 At present, the market of GC and its development represents a crucial tool in the recent European energy policy, which
fixed an ambitious goal: the increase of 20% in the energy production by renewable sources for the year 2020 (Telli et al.

2008).
5This mechanism supposes that energy consumers (households and firms) are responsible for environmental damage and

gives the possibility to consider the generation of electricity from renewable sources. This setting is adopted in Denmark
but it is also characterised by lofty transaction costs that make it unpopular within consumers judgment. According to the
first scheme energy producers and/or distributers receive green certificates equivalent to the amount of renewable electricity
produced. The policy maker imposes a quota of renewable electricity to suppliers in proportion to their sales. The operators
that are subjected to the quotas have two possibilities to respect their quota: producing themselves the quantity of renewable
electricity buying new technologies or, in alternative, buying each year the certificates corresponding to the quotas. The

choice between this two arrangements depends on the opportunities to get a revenue from the certificate trading.
6In this respect the GC mechanism facilitates trade of green electricity since the obligation may be fulfilled by buying GC

either together with electricity from renewable sources or separately.
"It is commonly known that the potential of renewable supply energy is very high. No resource constraints exist for solar,

wind, geothermal and wave, but the expansion of the hydro energy production is limited and there is no consensus as regards

the limits for sustainable bio energy (Stoutenborough and Beverlin 2008, Haug 2007).
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or in alternative, market-based polices (Parry 2002). These approaches include taxes on Green-
house Gas emissions by firms and subsidy programs that are known as policy instruments for
dealing with externalities (Baumol and Oates 1988). As an alternative to taxes and subsidies,
which usually are discouraged because of their potential consequences on income distribution
between Household groups, there exist many other market-based instruments such as GC system
that avoid the direct Government involvement (Goulder et al. 1999). Most European countries
adopted a set of economic instruments based on price regulation mechanisms (feed-in tariffs)®
or quantity regulation mechanisms (tradable energy quotas or green certificate)? to encourage
the production of RES electricity (Salerian et al. 2000, Carter et al. 2012). Nevertheless neither
the economic theory nor the practical experience in either the practice of green certificates and
that of feed-in tariffs can suggest a clear advantage of one instrument over the other even though
both are distinct in terms of cost-efficacy!".

Under this aspect, the element that becomes more prominent is represented by the interaction
between policy on RES and the climate change policy. It has to be stressed that the mechanisms
of GC do not directly determine an environmental benefit in terms of reducing C'O2 emissions
(Amundsen and Nese 2009, Vlachou et al. 1996). However, the promotion of RES can be justi-
fied by the environmental improvement obtained each time the production process of energy will
replace fossil fuels with renewable sources. Moreover the need of promoting renewable energy
sources in electricity generation allows considering the development of the market for GC as an
opportunity to achieve economic objectives as the positive change in total output (or GDP).
From that point of view, the policies designed to encourage RES usage through the green cer-
tificates system, might have major economic relevance in terms of positive impact on industrial
production because of the existence of multisectoral interdependency between all components of
total output. Since the level of demand for green certificates is imposed by Government through
the definition of a predetermined target, a policy establishing a higher target may lead both to a
positive change in industrial output and a better balance between renewable and non-renewable
energy.

In other words the use of the policy instrument GC with the aim of reaching a predetermined
environmental policy target, as a rise in output of energy from RES, poses a problem of economic
sustainability, as the evaluation of the impact on GDP, as well as a problem of neutrality with
respect to other policy instruments as for example the exogenous component of final demand.

Stimulating renewable energy output through the introduction of regulations establishing
shares for energy from RES on total energy output, without reference to the general economic

framework, i.e. without restructuring exogenous final demand, can compromise the expected

8Used in Germany, Spain, France and Portugal.
9United Kingdom, Italy, Belgium, Sweden, Netherlands and Denmark.
10Exchangeable quotas of green certificates were introduced in Netherlands, United Kingdom, Belgium, Italy, Denmark

and Sweden only in 2001 for the electricity market (McKibbin and Wilcoxen 2009). For an extended analysis focused on
institutional setting for green certificate in these countries see Schaeffer et al. (2000), Van Dijk (2003), Jensen and Skytte
(2002). Recently the European Commission has strongly encouraged the adoption of these instruments in an harmonised
way with the aim of limiting the cost of European policy by allowing the development of the renewable energy sources (EC
2004).
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result both from the environmental and the general economic policy viewpoint.

The consequences might in fact imply that environmental policies do not generate a satisfactory
result with respect to the resources involved and, furthermore, negative externalities could be
induced whose sterilization could require further policy effort.

In terms of policy we then deal with two relevant targets:

i) rise in energy output from renewable sources, that can be measured by the rise of the ratio
between RES and total energy, both evaluated in physical terms, or the rise in the number of
GC and of the exchange volume on the corresponding market.

ii) compatibility of environmental policy with the industry framework in the attempt of associ-
ating the environmental policy with a policy of final demand designed to dampen the possible
trade off between environmental and economic targets.

In this respect, the paper aims to quantify the economic impact of the GC market and the
change in the renewable and non-renewable energy balance (Gallagher et al. 2003, Chontanawat
et al. 2008). The object is to verify the effects of policies designed to promote energy from
RES by means of the Hybrid multisectoral approach, which evaluates both the interdependence
between all production processes and the relevance of each commodity in the whole system. The
Hybrid Input-Output (I-O) model is the suitable tool in order to analyze the energy commodity
that is characterized by non unitary pricings, which are ruled by regulation in primary and final
markets. This feature is inconsistent with traditional Input-Output approach which assumes
unitary pricing across all commodities (Dietzenbacher and Stage 2006)!!. In this case, since the
flows of energy commodity would be assessed in monetary terms the presence of administered
pricings would lead to ambiguous results (Lahr 1993). Furthermore, the hybrid I-O is particularly
useful in order to evaluate effects of policies designed for the GC market where the governmental
quota is expressed in physical terms (GWh year).

This approach allows expressing the flows in physical and monetary terms where the rows
include flows measured in energy units (GWh) corresponding to energy deliveries. Thus by
means of the hybrid I-O model it is possible to find the Leontief inverse, which can be used
to compare the results between the innovative approach of the Macro Multipliers (MM) and
the traditional analysis of multipliers (Ciaschini and Socci 2007). Through the MM approach
that is based on the decomposition of the inverse matrix of the model, the key structure of
the exogenous variable (final demand change) can be identified in order to obtain the expected
total output change or the expected renewable and non-renewable energy balance (Ciaschini
and Socci 2006). In fact, since the results of the traditional multipliers analysis are affected by
the unrealistic structure of the exogenous shock (Ciaschini et al. 2009), the Macro Multipliers
analysis overcomes this limit by the singular value decomposition (SVD) of the Leontief inverse.
Furthermore the MM approach allows for the identification and quantitative determination of
the aggregated Macro Multipliers (MM), which lead the economic interactions, and the key

structures of macroeconomic variables that either hide or activate these forces.

11 The hybrid Input-Output model is commonly applied to analyse the impact of environmental and energy policies because

it usually overcomes the limits of a monetary evaluation of the commodity flows (Miller and Blair 2009).
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For this purpose, section two of this paper illustrates the hybrid I-O model based on the Input-
Output table for Italian economy for the 2005 (EUROSTAT 2008, 2009) which is integrated with
data on energy demand from the RES demand in physical terms (GWh) (ISTAT 2007). The third
section describes the innovative MM approach based on the Singular Value Decomposition of the
inverse matrix of the Hybrid I-O model. In the fourth section the results of the policies are shown.
In particular we will implement the empirical simulation focusing on three different scenarios all
of them oriented towards the attainment of a complex target in which both the environmental
and the economic impact are jointly evaluated. In all scenarios the commitment to produce
energy from renewable sources is put together with the rearrangement of the policy control - the
exogenous final demand - to be evaluated on the target vector. This is given by total industry
outputs, which are expressed in value terms, and energy from renewable sources, expressed in
physical terms. The first scenario is based on an exogenous shock on final demand that has the
same structure of the demand vector observed in the IO table. The second scenario reproduces
an exogenous shock on final demand according to the dominating key structure suggested by
the MM approach. This type of policy, that is oriented to achieve the maximum output change,
might realize a more satisfactory result with reference to the balance between energy production
through fossil fuel and renewable electricity. The third one aims to quantify the impact on both
the balance between energy from renewable and non-renewable sources and output change when
the exogenous shock is modelled according to a policy control structure oriented to reach the

maximum change of RES production.

2 Hybrid Input-Output model

The Hybrid I-O model as well as the traditional I-O approach allows for the evaluation of the
effects of a final demand change on the economy as a whole, given the structural interrelations
among industries (Polenske 1976). The hybrid approach also allows evaluating the effects of a
policy of reform, but modelled in physical and monetary terms (Miller and Blair 2009).

The hybrid model is built putting together the economic variables describing the industry
production process, whose variables are traditionally quantified in terms of current values, with
those variables, that can be considered environmental, relating to the obtainment of energy,
evaluated in physical quantities. Correspondingly the model will simultaneously generate an
articulated policy that involves both an ”"economic” outcome, whose variables are determined in
value units, and an environmental outcome, whose results are determined in physical units.

The Hybrid I-O model then refers to n commodities where n = m+ k. The first m commodity
flows are evaluated in current prices euros, according the traditional I-O practice, while the
remaining k commodities are expressed in gigawatt hours (GWh). Thus, the total requirement of
energy by commodity, the ”energy intensity” in GWh, can be easily determined, simultaneously

with the industry outputs, by solving the Hybrid I-O model.
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The fundamental equation of the model is given by:
x" = A" + {7 (1)

vector x* is the output vector and its elements are all expressed in monetary terms (€) with the
exception of energy commodity, for which we get also an evaluation in physical terms (GWh).
The same detail is adopted for the elements of vector f* that is the vector of the hybrid final

demand. Moreover, A* is the matrix of the hybrid technical coefficients that can be defined as:
A* =B*(x*)! (2)

where matrix B* is the hybrid matrix of I-O intermediate flows. Matrix B* is nxn matrix and

. b},
B* =

where b}, is a block of commodity flows which is expressed in monetary values and block by, is

can be defined as the following:

the block of energy commodities which is expressed in physical quantities. Analogously the nx1

vectors of total output x* and final demand f* can be partitioned as:

N
! {f: ’ {

where blocks f;;, and x},, are also evaluated in monetary values and blocks f; and xj,, in physical
terms. The matrices blocks whose elements are expressed according their own measurement unit,

can be represented as follows:

€ €
GWh GWh

€
GWh

€
GWh

*

*

s =

* __

9

In this respect, according equation 2, blocks of matrix A* will result as ratios of flows quantified

as follows:

€/€  €/GWh
GWh/€ GWh/GWh

*

(3)

Therefore, the solution of the hybrid model is expressed by the equation:
Ax* = [I — A*]7LIAf (4)

that describes the relation between the change on policy control (final demand change, Af*) and

the resulting change in the objective variable (total output change, Ax*). The inverse matrix
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can be defined as:
R* =[I- A"} (5)

and represents the Leontief inverse of the hybrid model, which quantifies the direct and indirect

effects of final demand on total output.

3 Macro Multiplier approach

Traditional analysis, based on the inverse matrix R*, gives a complete picture of the economic
connections, both direct and indirect, between the variables represented in the model (Round
2003). However, the predetermined structure of the exogenous shock, which must be adopted
when the traditional multipliers and linkage analysis is performed, represents an important
shortcoming that has led a major part of the literature to advise against this approach (Skolka
1986).

In order to avoid the main criticisms associated to traditional analysis, in this paper we use
the Macro Multiplier (MM) for identifying the most convenient structure of the policy control
(final demand for renewable energy) through which the actual policy shock on the economy can
be modeled. The innovative MM approach that is based on the Singular Value Decomposition
of the Leontief inverse, can identify the most efficient structure (or a desired structure) of the
control variable that generates the highest effect (or the desired one) in the policy variable
(Ciaschini et al. 2009). All policies designed starting from matrix R are heavily characterized
by the structure of both the exogenous policy control vector, whose role is that of a policy
instrument, and the policy target vector, on which we observe the effects. In this respect, the
possibility of considering the scale effect of the whole policy control in conjunction with the its
composition effect becomes crucial in designing the actual policy variable (Ciaschini 1989).

Matrix R* can be decomposed through the Singular Value Decomposition (Lancaster and

Tiesmenetsky 1985) and rewritten as the product of three different matrices:
R* = ZMP”T (6)

Matrix Z = [z] ...2,,] is a unitary matrix of dimension mxm whose columns represent the
structures of the policy-target variable (i.e. total output) through which all the results are
observed and evaluated. For this reason we define these as the key-structures of the policy-
target. Matrix P = [p; ... py] is a unitary matrix of dimension nxn whose rows represent the
structures of the policy-control variable. Since these structures represent the composition of the
policy- controls we define them as key-structures of the policy-control. Finally matrix M is an
mxn diagonal matrix with all elements equal to zero outside the diagonal. The elements along
the diagonal represent aggregate multipliers, which are all real, positive and ordered according
their magnitude as: my > mo > ... > m, > 0.

The structures identified play a fundamental role in determining the potential behaviour of the
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economic system: we can in fact evaluate the different impacts on total output (target) of a final
demand vector (control) of predetermined unit scale, which however changes its inner structure.
This is done taking into account that matrix R hides the fundamental combinations of the policy
variables, the policy key structures. The unit control impact will be then determined multiplying
the corresponding combination of final demand, control key structure, by a predetermined scalar,
which plays in fact the role of aggregated multiplier (Ciaschini et al. 2009, 2010).

The decomposition of the inverse matrix of the Hybrid I-O model can be compacted as:

MyO| | PT
R = [Z.,Z 7
[Z,Z,)] [o o| [p1 (7)
that is
R =2Z,MPT (8)

where M is a rxr diagonal matrix where m are the non-zero Macro Multipliers. Z; mxr repre-
sents the first  columns of matrix Z and is the orthonormal base in the objective space Z (R).
In the same way Py (nxr) represents the first r columns of matrix P and corresponds to the
orthonormal base in the policy control space J(R).

From this considerations it is possible to emphasize some interesting features of the decom-
position proposed. If RTR = (ZMPT)T(ZMP”) = PM?P” Macro Multipliers are the square
root of RTR eigenvalues, that is m; = \/m . Moreover the policy controls key-structures
p; are obtained as eigenvectors of RTR.

Similarly, if we consider RR? = (ZMP7?)(Z - MPT)T = ZM?Z" Macro Multipliers can also
be calculated as square root of RR” eigenvalues, that is m; = \/W . Moreover the vectors
that represent the key structures of policy objective z; correspond to the eigenvectors of RR”.

It is worthwhile to mention that the key structures of policy objective are different from the
key structures of policy control since the matrix R is not symmetrical.

We can write:
Rp1 = miz; 9)

where p; corresponds to the dominating key structure of policy control and z; is the correspond-
ing key structure of the policy target'2.

Once determined the set of key structures both for the policy control variable and the policy
target variable, it is necessary to focus on some methodological aspects concerning the definition
of a suitable measure of the aggregate value of each policy variable. This is done for a correct
evaluation of the changes in the scale of these variables.

Given a vector that shows the value of the sectoral components of a macro variable, defining

both the scale and the structure of the sectoral components of this macro variable, a delicate

12 All methodological details about MM approach are defined in appendix B (Ciaschini and Socci 2007, Ciaschini et al. 2009,
2010, 2011).
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question arises of defining the scale of the policy variable as a whole.

The matrices of the key-structures P and Z, that operate on the policy control to transform
it into the policy target, have the ability to compress and expand vectors and this will result
in a change in the vector’s scale. The vector’s scale can be determined according various aggre-
gation criteria. Economists usually refer to the sum of the sectoral final demands in order to
determine the total final demand which represents the scale of the final demand. However the
axis rotation alters the vectors coordinates and the transformation is not uniform. Two vectors
whose elements’ sums are equal with reference to a system of coordinates (basis) will result into
two vectors with different sums in a new system of coordinates. This is the reason why we need
to refer also to a further aggregation criteria able to generate a set of vectors whose character-
istics are neutral with the respect to axes rotation. In this case all changes in the vectors’ scale
can be correctly attributed to changes in the vectors structure. An aggregation criterion that
overcomes these drawbacks is that of assigning to the vectors scale the value of its modulus:
modulus(p) = />, p?. All the policy vectors that have the same modulus, by describing a
circle whose radius corresponds to the modulus, are invariant with respect to rotations of the
axis.

As we mentioned in multisectoral economics the most immediate aggregation criterion is rep-
resented by the sum of sectoral elements. If we consider that every single component can assume
both positive or negative value - because they may represent the activity balances of some vari-
ables (foreign debt) or the modification of a pre-existing situation - we define this procedure
synthetically as sum(p) = >, p;. This aggregation procedure can be meaningful in simulation
to determine the net balance within the policy variable as, for example, the net final demand
change. One special case is the zero-sum policy where the aggregate change of the macro vari-
able, final demand in our case, remains unchanged since all sectoral demand changes compensate
within the same control-variable.

If the sum identifies the net balance it is however apparent that this criterion is unable to
capture the amount of change detected within the policy variable since two vectors of equal sum
may hide changes of relevant magnitude. An aggregation criterion that quantifies conveniently
the real amount of resources that have been activated is represented by the sum of the absolute
values of the vector components: abs change(p) = > |p;|. The absolute change of vector p
quantifies the amount of the policy maneuver in terms both of expansion and restraints imposed
to sectors. In the income redistribution process for example, this measure indicates the total
effort of higher revenues to maintain a certain level and the expansion of lower revenues. In the
illustration of the results we refer to the absolute change as the suitable and convenient measure
of the scale of a vector that shows the changes in sectoral components of either the output and

the final demand both in monetary and physical terms.
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4 Policies for electricity production from renewable energy sources: Italian case

The application that we propose aims to evaluate the impact of a policy that stimulates the
production of energy by means the production of energy from renewable sources. The analysis
is based on the Italian I-O table for the year 2005 (ISTAT 2007) that has a disaggregation
of 59x59 commodities. We integrated the I-O flows with data regarding the requirement of
renewable energy per commodity in physical terms. Our manipulation on the Italian I-O table
results in a 60x60 hybrid I-O table with 59 commodities and one commodity that represents the
renewable energy source good.

The first block of the data base represents the flows of intersectoral commodity flows expressed
in monetary terms apart from the flows of "renewable energy sources” that are expressed in euro
and GWh!3. The second block refers to final demand and the last row is headed to renewable
energy sources flows. The I-O table is closed by the value added block and the row of imports
which guarantee the correspondence between row and column totals. This new Hybrid I-O table
represents the consistent data set to implement the Hybrid I-O model.

The original problem of the I-O model lies in the search of the output vector consistent with
the final demand vector for I-O sectors, given the structural interrelation among commodities.
Such a vector faces both the predetermined final demand vector (f*) by commodity and the
induced commodity demand. From the I-O matrix it is possible to derive the constant technical
coefficients matrix (A*) and the inverse of the model, obtained according equation 4, which shows
the total requirements of commodity output per unit of final demand (exogenous variable).

In our case the policy target appears to be complex since it aims at the search of the com-
patibility between the environmental and the economic aspects. In particular it is necessary to
verify the effect in physical terms on the output of energy from renewable sources, considering
the corresponding trend of GC issued, and the induced changes in value added and GDP. This
target is realized not only through the introduction of an output share of energy from renew-
able source imposed to the energy producers, but also through the compatibility check with the
actual production structure. The incentive to be introduced has to be evaluated in a general
economic framework and then it has to be coordinated with the other policy instruments with
the aim of avoiding the possible negative externalities that may emerge. In the scenarios that
will be presented the environmental policy will always be associated with a policy based on the
restructuring of exogenous final demand, with exception of the first scenario. In this case we will
show an environmental policy associated not with a restructuring of final demand but with the
actually observed change in final demand.

In particular, the simulations experiments proposed are designed on three different scenarios:
i) in the first a shock in final demand of 0.10% of the observed final demand value in 2005 is

assumed in order to determine its impact on the balance between renewable and non-renewable

13The official statistics distinguish the total demand of energy from renewable energy sources expressed in GWh (ISTAT
2007), in intermediate consumption by commodity and final consumption. The total renewable energy sources production
is 59,600 GWh.
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electricity and total output. ii) in the second scenario the shock in final demand is kept at
the same scale of the first scenario but its structure is put equal to that implied by the key
structure in the dominating policy, put in evidence by the MM analysis. This scenario has
the aim of achieving an increase on the balance between renewable and non-renewable energy
with a maximum total output change. iii) in the third scenario the scale of the change in final
demand is kept at the level of the previous scenarios while its structure is assumed equal to
the key structure most favourable to renewable energy source production. This scenario has
the aim of maximizing the ratio between renewable and non-renewable energy. This ratio is

evaluated by the quotient between renewable energy output and total energy output (RNR ratio).

i) First scenario: observed structures policy control
The scale of the change in final demand for the first simulation amounts to of 1,683 million of

4. corresponding to the 1%o of the ”observed” final demand i.e. total final demand in the

Euros!
I-O table. From the point of view of its sectoral composition, the observed structure has been
imposed to a change of such a scale. This structure, even if the observed, is not the ”best” in
terms of its economic performance as we will see further on in this paper. However the sectoral
outcomes of the simulation experiment under the first scenario, displayed in figure 1, show a
general positive impact on all output sectors with most relevant effects on the service sectors
(sectors from 35 "Trade, maintenance and repair services of motor vehicles and motorcycles;

retail sale of automotive fuel” to 59 ”Private households with employed persons” ).

Figure 1. Sectoral impacts of a final demand change (scale: 1%o of the observed scale; structure: observed

structure f7_o)
200

DOfinal demand
Boutput

100 4

Gwh

J‘ . MIM il [l“.[ ULt Sy

123 456 7 8 910111213 14151617 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 |60

commodities

4 The total change in final demand is determined as the sum of the absolute values of the vector elements. This figure
represents the aggregate value of the policy.
15The classification of commodities is shown in appendix A, table Al.
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In aggregate figures the results of this simulation are summarized in Table 1. The main eco-
nomic and energetic indicators are shown in the second column of the table. The shock in final
demand generates an increase in total output and a consequent change in value added which
however remains still at 1,683 million of Euros, the same amount of the final demand policy
shock. Energy output from renewable sources raises in absolute terms of 12 GWh'®, but the
ratio between renewable and non-renewable energy does not change in percentage terms due to
a corresponding increase in non-renewable energy output. It remains in fact fixed at the level
16.89% before and after the policy shock. The final demand structure designed in this first sim-
ulation generates an increase in green certificates supply of 1.35%, and this can be interpreted
as a positive result even though, as we have pointed out, the policy on the whole is ”neutral”
in terms of the change in both value added (0.10%) and renewable and non-renewable energy
ratio.

The analysis performed under this first scenario provides policy recommendations for the
design of an environmental policy constrained by the observed structure of final demand. In this
case the impact on the policy target proves to be rather limited both from the environmental and
economic standpoint. The change in final demand designed according the observed structure,
i.e. according the structure of the observed data on final demand, as reported in the I-O table,
puts in evidence that the environmental target has no tight connection with a final demand
characterized by high demands towards the outputs of the services sectors. If relevant effects in
environmental terms have to be realized a policy has to be designed towards those commodities
that can generate relevant direct and indirect effects on the output of energy from renewable
sources.

We need then to investigate which sectoral rearrangement of final demand, subject to the
resources constraint of 1,683 million of euros, is able to generate the greatest effect on the
environmental target without neglecting that on Value Added (GDP). In this sense such an
effort is directed to the definition of a complex target where the traditional economic target
(sectoral output and GDP) is determined and evaluated simultaneously with the environmental
target (RNR ratio GC). In order to evaluate the relevance of the other policies that will be
designed we can assume this first scenario as a benchmark.

Other two simulation scenarios have been identified in which the policy variable structures
are oriented to a complex objective, as for example, the increase in total output or/and a better

ratio between renewable and non-renewable energy.

ii) Second scenario: policy control for economic target
For this purpose in the second application we used the Macro Multiplier approach in order to
design a more effective composition of the policy control according to the objective of the policy
maker. The singular value decomposition of the inverse matrix of the model reveals and quantifies
the key structures (m; - z;) among which choose the most favourable for the selected output.

Figure A1, in appendix A, illustrates all the 60 key structure. Only the first one, the dominating

161n figure 1 the change in energy production is circled.
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Table 1. Aggregate results: comparison among the results of three simulations under different
scenarios

POLICY CONTROL
Scale of the final demand change  1%o of the "observed”  1%o of the ”observed”  1%o of the ”observed”

vector’s scale vector’s scale vector’s scale
Structure of the final demand Observed Structure Computed: Computed:
change Key Structure 1 Key Structure 51
Multiplier change(®) 1.874 2.005 1.514
POLICY TARGET
RNR ratio(®) 16.89% 16.92% 17.05%
Green certificates variation 1.35% 3.32% 11.72%
Value added variation 0.10% 0.63% -0.03%
(4) Determined as the ratio abs change(x) / abs change(f) value.
(®)Ratio between renewable energy output and total energy output.

key structure, allows to achieve a policy objective as that of maximizing the change on total
output. This is the reason why the simulation scenario considers this structure while assuming
the same scale of simulation (i) for the policy shock on final demand (0.10% corresponding to
1.683 million of euro). Figure 2 puts in evidence a comparison between the final demand structure
adopted in simulation (i), the observed structure, and the structure chosen in simulation (ii),
key structure 1 of policy control.

Figure 3 shows the sectoral results for simulation (ii) whereas the relevant results in aggregate
terms are described by the third column of Table 1. According to key structure 1 of policy
control, the increase of final demand of 0.10% generates a multiple effect higher than the previous
scenario. Value added in fact rises of 0.63%. At the same time the ratio between renewable and
non-renewable energy registers a slight improvement and the percentage reaches the 16.92%.
This result depends on the increase in energy production from renewable sources that is equal
to 147 GWh and generates an increase in green certificates emission (+3.32%). As it can be seen
from table 1 key structure 1 on final demand generates the most favourable impact in terms
of total output and value added increases. Moreover this policy generates a more suitable ratio
between renewable and non-renewable energy.

The sectoral rearrangement of final demand suggested by this policy, involving the same
amount of resources, is able to induce an improvement both in the economic and in the
environmental performance with respect to the benchmark result. Here a first policy recom-
mendation emerges for which we need to associate to the introduction of an amount of GC to
associate a balanced arrangement of final demand, i.e. an arrangement that involves all types of
commodities. This feature could emerge from the weak linkage of service outputs with energy
output especially energy output from renewable sources. Moreover the adoption of the new
arrangement of final demand allows to exclude the presence of trade offs between environmental

and economic policy. In this case we can say that externalities are positive.
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Figure 2. Comparison between two final demand changes with same scale (scale: 1%o of the observed

scale; structure: observed, f;_p, and computed, p1)
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Figure 3. Sectoral impacts of a final demand change (scale: 1% of the observed scale; structure: computed

structure p1)
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iii) Third scenario: policy control for environmental target
Finally, the third scenario aims to identify the final demand composition suitable for the best
result in terms of ratio between renewable and non-renewable energy: in this case the policy
maker aims to reach the maximum level of the environmental indicator. For this purpose the
proper key structure of the policy control variable (final demand) among the 60 key structures

described in figure A1, is the one that is activated by the key structure of the policy variable
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that presents the highest effect on the production of renewable energy sources.

The structure consistent with this objective is the structure number 51'7. Once the key struc-
ture has been identified (ps1) the final demand shock of 1,683 million of euro, the 1%o of the
”observed” final demand, will be formatted accordingly and the results are shown in figure 4.
The environmental objective can be achieved only implementing a policy based on quite complex

changes in final demand.

Figure 4. Sectoral impacts of a final demand change (scale: 1% of the observed scale; structure: computed

structure ps1)
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The aggregate results of this application are summarised in the fourth column of table 1. Even if
the total value added decreases of -0.03%, the ratio between renewable and non-renewable energy
reaches the highest value: 17.05%. The production of renewable energy sources increases of 518
GWh and the supply of green certificates raises of 11.72%. This policy is then an environmental
oriented policy that requires a predetermined composition of the final demand change in order to
promote the production of renewable energy intensive commodities. This policy, in fact, generates
the best results in terms of balance between renewable and non-renewable energy with a slight
negative effect on the change of value added.

In this last case the sectoral rearrangement of final demand is designed in such a way to obtain
the greatest possible effect from environmental policy with the minimal effect on output change.
the rearrangement of final demand shows changes of alternating signs in order to stimulate those
outputs that show an intensive use of energy in particular energy from renewable sources: 3, 4
5, 8, 10, 17, 32, 33 and 59. Compared with the first policy we observe that the environmental
policy is highly oriented towards traditional outputs unlike the first policy which is unbalanced

towards services.

7In figure A1, appendix A, the structure 51 is different coloured with respect to the others.
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5 Conclusion

The promotion of renewable energy sources in electricity production have increased in the last 20
years following the recent consideration of the environmental question. The concern for climate
changes in fact led many countries to concentrate in designing optimal instruments to reduce
Greenhouse Gas Emissions and face the environmental damage and depleting. Among all envi-
ronmental policy instruments the promotion of renewable energy sources has received increasing
favor from the public authorities and a special suggestion from the European Union.

A set of measures focused on encouraging energy efficiency and promoting renewable en-
ergy sources in electricity generation has been activated by Governments from the ending of
Nineties. The liberalization of electricity market and the introduction of economic incentives
when renewable energy technology is employed, are some examples of these measures. Germany,
France, Spain and Portugal adopted policies based on feed-in tariffs while Italy, Belgium, Swe-
den, Netherlands, Denmark and United Kingdom implemented a system based on exchangeable
quotas and tradable green certificates.

Economic theory and practical experience do not confirm the advantage of one instrument on
the other, nevertheless the European Union has strongly promoted the adoption of exchangeable
quotas in order to harmonize all national support scheme. In Italy the green certificate market
has been introduced in recent times and there is no agreement on his effectiveness in terms of
environmental and economic benefits. The renewable energy technologies in fact have not reached
an adequate level of economic performance even though the production of energy from wind,
solar and geothermal sources has been growing according to the emission of green certificates.

In this paper an effort was made both to analyse the relevance of renewable energy sources
in electricity production and to find the convenient policy structure able to achieve different
targets of the policy maker both environmental and economic. For this purpose we integrate the
I-O data for the Italian economy with the statistics on renewable energy sources requirements
by goods in physical terms and we implemented a Hybrid I-O model which was used to simulate
three scenarios comparing the effects of a final demand change of the same amount using three
different structures of the exogenous shock.

The attainment of a complex target where trade-off between the target variables can be put in
evidence is a crucial feature for the policy maker. However the adoption of such an environmental
policy presents two orders of difficulties: i) it is not indifferent with respect to economic structure
on which it is activated, and ii) it can generate externalities that in some cases require sterilization
actions.

In the analysis we have performed emerges that the most relevant effect from the environmental
standpoint can be attained only through the search of a convenient restructuring of final demand
that must be oriented to traditional outputs, outputs that can be considered intensive in the
use of energy from renewable sources. This type of policy generates a weak negative externality
in terms of a negative, however negligible, change in GDP. Moreover this negative externality
disappears when in the evaluation we refer to GDP environment corrected.

If the actual level of GDP or total value added is taken as a target then a good balance between
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energy form renewable and non renewable sources can be attained with only a negligible loss in
GDP.

In particular, when supposing a change in final demand according the observed I-O structure
(first scenario) the increase in final demand generates an increase in energy production from
renewable sources and a consequent raise in green certificate emission. From environmental
point of view this policy can be considered neutral but on the economic side, there is a small
increase in value added.

A better economic and environmental performance takes place in the second scenario where
the macro multiplier approach is used. Focusing on the identification of the policy structure able
to reach the best results in terms of total output, the shock in final demand can be distributed
according the first key structure showing a positive impact on aggregate value added and on
balance between renewable and non-renewable energy. This is confirmed by an increase in green
certificate exchange.

When the policy maker focuses on the environmental target, the key structure 51 is the
most suitable policy for the production of renewable energy commodities. In this case (third
scenario) the final demand shock creates an improvement in environmental performance and an
increase in the supply of green certificates. This result is extremely significant if the aim of the
policymaker is to encourage the production of renewable energy through the green certificate
market. Nevertheless in this case a small negative impact on value added is detected which is of

limited size, compared with the increase in the renewable and non-renewable energy ratio.
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Appendix A: Tables and figures

Table Al. Commodity classification

1 Products of agriculture, hunting and related services

2 Products of forestry, logging and related services

3 Fish and other fishing products; services incidental of fishing

4 Coal and lignite; peat

5 Crude petroleum and natural gas; services incidental to oil and gas extraction excluding surveying
6 Uranium and thorium ores

7 Metal ores

8 Other mining and quarrying products

9 Food products and beverages
10 Tobacco products

11 Textiles

12 Wearing apparel; furs

13 Leather and leather products

14 Wood and products of wood and cork (except furniture); articles of straw and plaiting materials
15 Pulp, paper and paper products

16 Printed matter and recorded media

17 Coke, refined petroleum products and nuclear fuels

18 Chemicals, chemical products and man-made fibres

19 Rubber and plastic products
20 Other non-metallic mineral products

21 Basic metals

22 Fabricated metal products, except machinery and equipment

23 Machinery and equipment n.e.c.

24 Office machinery and computers

25 Electrical machinery and apparatus n.e.c.

26 Radio, television and communication equipment and apparatus

27 Medical, precision and optical instruments, watches and clocks

28 Motor vehicles, trailers and semi-trailers

29 Other transport equipment

30 Furniture; other manufactured goods n.e.c.

31 Secondary raw materials

32 Electrical energy, gas, steam and hot water

33 Collected and purified water, distribution services of water

34 Construction work

35 Trade, maintenance and repair services of motor vehicles and motorcycles; retail sale of automotive fuel
36 Wholesale trade and commission trade services, except of motor vehicles and motorcycles
37 Retail trade services, except of motor vehicles and motorcycles; repair services of personal and household goods
38 Hotel and restaurant services

39 Land transport; transport via pipeline services

40 Water transport services

41 Air transport services

42 Supporting and auxiliary transport services; travel agency services

43 Post and telecommunication services

44 Financial intermediation services, except insurance and pension funding services
45 Insurance and pension funding services, except compulsory social security services
46 Services auxiliary to financial intermediation

47 Real estate services

48 Renting services of machinery and equipment without operator and of personal and household goods
49 Computer and related services

50 Research and development services

51 Other business services

52 Public administration and defence services; compulsory social security services

53 Education services

54 Health and social work services

55 Sewage and refuse disposal services, sanitation and similar services

56 Membership organisation services n.e.c.

57 Recreational, cultural and sporting services

58 Other services

59 Private households with employed persons

60 Renewable energy
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Figure Al. Key structures for policy objective
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The decomposition proposed in section 3 can be applied both to square and non-square matrices.

Here the general case of square matrix R will be shown'®. Taking as example a 2x2 model, we

18The non-square matrix case is easily developed along the same lines.
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will show a Singular Values Decomposition and provide an interpretation of the results in terms
of multisectoral economic analysis for policy. Let us consider matrix W [2, 2], for example, the

square of matrix R:

W =R"R

Matrix W has a positive definite or semi definite square root. Given that W > 0 by construction,
its eigenvalues \; for i = 1,2 shall be all real non negative (Lancaster and Tiesmenetsky 1985).
The nonzero eigenvalues of matrices W and W7 coincide. The system of eigenvectors z; i = 1,2
for W and p; i = 1,2 for W7 are orthonormal basis.

We get then

R'z; =/ \p;i i=12
We can construct the two matrices

Z = [z122] P = [p1p2]

As defined above, the eigenvalues of W coincide with singular values of R hence m; = v/)\; and

we get,
R'Z = [mip1maps] = PM
Structural matrix R in equation 5 can be then decomposed as
x = ZMPTf (B1)

where P is an [2,2] unitary matrix whose columns define the 2 reference structures for final
demand:

P1 = [pn p12}

P2 = [pzl P22}

Z is a [2,2] unitary matrix whose columns define 2 reference structures for output:

211 Z12
Z] = y 42 =
Z21 222
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and M is a [2, 2] diagonal matrix of the type:

M — [ml 0 ]
0 meo
Scalars m; all real and positive and can be ordered as mj > mo. Now we have all the elements
to show that, in this decomposition, the singular values represent the MM that quantify the
aggregate scale effects of a shock in final demand on total output. We can also appreciate the
peculiar role played by the unit structures associated that we define as key-structures. In fact if

we express the actual vector f in terms of the key-structures specified by matrix P, we obtain

the final demand vector f°:
O = PTf (B2)

On the other hand we can also express total output in terms of the calculated key-structures of

total output:
x? = Zx (B3)
Through equations B2 and B3 equation B1 becomes:
x? = Mf° (B4)
which implies:
29 = m; f? (B5)
where i = 1, 2.

Figure B1. Macro Multipliers m; and key structures z;, p; in the Leontief inverse

e - A
z = =
B Z, Bimma, m, @,= P, Al P,
Ax =z8,+ 2,8, L AF
O
z, m, bt
zp, B m,a, o a=pAl p2 ar

We note that matrix R, the Leontief inverse, hides 2 fundamental compositions of the output
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vector, given by the unit-modulus output key structures z; and zo, which will shape the structure
of the outcome.

As shown in the diagram in figure B1 the inner structure of the resulting output is determined
by the combination of the key structures of total output ) 8;z;. The weights of these combi-
nations 3; are determined by the multipliers, m;, according the degree of activation of each of
them, ay.

It is interesting to note that the core of multisectoral interaction operation is determined by
multiplications of aggregated scalars 8; = m;q;.

The degree of activation, a; and aq respectively, of each multiplier is determined by the degree
at which the structure of final demand change Af is equal to the corresponding key structure
p:- In the extreme case where the structure of the final demand change is equal to one of the two
the key structures, for example p;, then only multiplier m will be activated!®. And the dotted
loop in fig 1B will be deactivated.

No other result can be obtained from matrix R (Ciaschini and Socci 2007)2°.

19Since p2Af = 0 due to the requisite of orthogonality of the key structures.
20This feature of consistently separating scale effects from structure effects through the MM is also relevant with reference

to the difficulties emerging with the aggregation in multisectoral models.





