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Chapter 5

Economic incentives to encourage greening of EaP SMEs

This chapter examines some of the economic tools that governments can use to
support the greening of SMEs. This includes tax privileges such as incentives and
exemptions. The chapter also examines the role of direct subsidies for consulting
services, which can help increase SMEs’ awareness and secure their initial
engagement in green practices. At the same time, to both ensure the sustainability of
practice, as well as the perceived value of the assistance, the chapter also points to
the need to gradually shift to a fee-based system for technical assistance. Greening
public procurement is also a powerful tool that governments can deploy. The
chapter explores how it can impact entire value chains and provide an important
lever to support greening. The chapter also notes that while public financial
institutions are an important piece of the puzzle, it is also important to enhance
the role of private banks and insurance companies in providing incentives for
good environmental performance of SMEs, through better loan or insurance policy
conditions to businesses with green credentials.
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Introduction

Governments have a range of economic tools at their disposal that can be deployed
to encourage green practices in SMEs, and support their uptake. These include providing
incentives through the tax code to make investing in green technology and more energy
efficient equipment financially attractive, creating grants for environmental consulting
services and simplified EMS certification, and greening government procurement to
encourage supply chain transformation and create a market for green products. This chapter
explores those tools and looks at how they have been deployed so far in OECD countries,
and what that means for their use in EaP countries.

Tax privileges

Tax privileges are a powerful tool to encourage SMEs to enhance their environmental
practices, as well as to support the development of new green enterprises. In many OECD
countries, entrepreneurs are allowed to take tax exemptions and deduct certain categories
of environment-related investments from their taxable corporate income. These exemptions
are intended to encourage going beyond environmental compliance, and expire after a
clearly defined period of time. Often, they are developed in the context of economic policy
aimed at promoting innovation, research and development. Similarly, the government may
offer tax incentives — accelerated depreciation, reduced property or corporate taxes —
for the purchase of new environmental technologies and other environmental investments.
Tax reductions or exemptions can also be differentiated based on the actual environmental
impact of the investment.

Box 5.1. Financial incentives for environmental investments in the Netherlands

MIA and VAMIL are two separate measures to promote the use of environmental
technologies by Dutch companies. Although MIA and VAMIL have been introduced separately
in the Netherlands, these measures have many similarities.

VAMIL is a measure enabling a company to freely determine the depreciation period of up
to 75% of the cost of the invested environmental technology that is on an official environment
ministry listing. Consequently, VAMIL can offer entrepreneurs a financial advantage, as
technologies can be depreciated more quickly. Although it is difficult to determine the precise
advantage that is gained by using a VAMIL technology — the benefits depend largely on the
specific conditions under which the entrepreneurs apply for VAMIL — generally the advantage
is estimated between 3 to 8% of the investments made.

MIA enables companies to deduct environmental investments up to 36% of the investment
cost. The benefits that can be gained via the MIA scheme depend on the investment and the
applied tax scheme (corporate tax or income tax). The percentages of the investment that can
be deducted from taxes are explicitly determined and mentioned in the “Environment list”.
Depending on the investment and applied technology, entrepreneurs can deduct 15, 30 or 40%.

Both schemes are accessible for all business. Yet, 93% of applicants are SMEs, and most of
them work in the agricultural sector, as trade associations in this sector are particularly active
in encouraging businesses to use this fiscal instrument.

Sources : Lindblom and Delgado (2007), Promoting Environmental Technologies in SMEs: Barriers and
Measures, http://publications.jrc.ec.europa.eu/repository/bitstream/JRC37214/eur22769en.pdf; ECAP
(2011), Environmental Compliance Assistance Programme for SMEs, Case studies, http://ec.europa.eu/
environment/archives/sme/cases/case_study en.htm.
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For example, the Netherlands has been operating two tax reduction schemes to promote
the purchase of new environmental technologies (Box 5.1): the Arbitrary Depreciation of
Environmental Investments (VAMIL) allows accelerated depreciation of newly purchased
environmental technologies listed by the government, and the Environmental Investment
Allowance (MIA) allows a partial write-off of an investment in environmental technology
against tax.

The French government uses accelerated depreciation and reduced property and
professional taxes to stimulate purchases of renewable energy and energy efficient equipment.
The Japanese government provides industry with tax preferences (e.g. reductions in the
local corporate tax) for cleaner and climate-friendly technologies (OECD, 2009). However,
environmental tax incentive schemes tend to benefit larger companies, which are better
informed about the existence of such instruments.

These tax reduction instruments should be complemented by the taxation of negative
environmental impacts. Taxes on environmentally harmful products clearly dominate
environmentally related taxation in OECD countries (OECD 2014a) and should provide
an additional stimulus for SME greening. At the same time, pollution taxes only have an
incentive impact if the real pollution is monitored at the source (while under simplified
regulation SMEs usually do not have self-monitoring requirements); and the administrative
cost of collecting environmental taxes from the multitude of small companies is excessive.

Grants and free consultancy services

Grants may be offered by public agencies for the purchase of environmental technologies
(Box 5.2), but more often they subsidise a share of consultancy costs for the identification
and implementation of resource efficiency and other environmentally oriented measures.
Sometimes the government reimburses SMEs the full cost of an initial environmental audit.

Box 5.2. Subsidies for environmental technology investments in Belgium

The Ecology Premium programme in Flanders, Belgium is a subsidy provided to enterprises
that invest in environmental technologies. Investments that are considered environmentally
friendly are eligible for support as long as they concern purchases from third parties under
market conditions.

The size of the subsidy depends on the environmental performance of the technology,
measured by an environmental performance factor. This performance factor is a qualitative
indication that ranges between 0.6 and 1. The Flemish Department of Economic Support
Policy has composed a list of environmental technologies and their performance factors. When
a company applies for a subsidy to finance a technology that is not on the list, its potential
environmental impact must be assessed.

SMEs can receive a subsidy with a maximum of 35% of the investments made (it can
be higher if the company is certified according to ISO 14001 or EMAS) but cannot exceed
EUR 3.6 million.

Source : Lindblom and Delgado (2007), Promoting Environmental Technologies in SMEs: Barriers and
Measures, http://publications.jrc.ec.europa.eu/repository/bitstream/JRC37214/eur22769en.pdf.
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For example, Enterprise Ireland, a public industrial development agency, provides
grants to SMEs as a percentage (up to 50%) of consultancy costs for the identification and
implementation of resource efficiency and other environmentally oriented measures (as
long as they go beyond compliance with legal requirements). One enterprise can get up to
EUR 200 000 over three years. Grants are associated with compliance audits, which also
serve as a compliance assistance tool. France’s Environment and Energy Management Agency
(ADEME) subsidises up to 50% of the costs of environmental audits, which cover both
compliance and resource efficiency. The German public bank Kreditanstalt fiir Wiederaufbau
(KfW) has a “Special Fund for Energy Efficiency in SMEs” which covers up to 80% of costs
for SMEs to receive professional advice on energy efficiency improvements (Miller, 2011).

In the late 1990s and the early 2000s, many OECD governments provided direct
financial support and extensive technical assistance to businesses, especially SMEs, for
the establishment and certification of an EMS. For example, the Bavarian Environmental
Agreement, launched in 1995 between the linder (state) government and industry, allowed
SME:s to receive subsidies for an audit by an environmental consultant and the establishment
of an EMS (SNIFFER, 2008). Some of these support programmes have now been phased
out (e.g. in the Netherlands) as their primary mission to jump-start the market demand
for corporate environmental management has been accomplished. Others, like the Green
Offer by Enterprise Ireland (Box 4.3), have made the increased competitiveness of national
industry an explicit focus of their EMS promotion activities.

Direct subsidies and free technical assistance to SMEs helps to increase their awareness
and secure their initial engagement in green practices. However, given the limited
availability of public funding for promoting compliance and green business practices, a
gradual transition toward a fee-based system for technical assistance would improve
its long-term sustainability. This transition would also mean transferring the delivery of
technical assistance to trade associations which often charge businesses cost recovery fees
for compliance audits, assistance with EMS implementation, training of environmental
managers and similar services (see also Section 4.1.4). The dilemma with having small
businesses pay for technical assistance is that they may not be able to afford the fees (and
often feel that the provision of environmental help and support should be free). At the
same time, charging for a fee for services helps alleviate the distrust of free services that
businesses have, particularly when they are provided by government agencies.

Role of supply chain management and public procurement

Supply chain pressure offers a valuable means of influencing the environmental
behaviour of SMEs. Environmental awareness in global supply chains also affects which
suppliers a firm is willing to use, so suppliers receive pressure from buyers to reduce
impact. Meeting green quality standards can be challenging for SMEs which face growing
pressures to reduce costs, but they also offer SMEs access to environmentally conscious
large firms, knowledge flows and global markets.

There are several motivations for large companies to engage in greening the supply
chain. Firms with global supply chains and outsourcing strategies are forced to monitor
environmental impact to reduce risk: a supplier closed down for poor environmental
performance could both disrupt the supply chain and cause serious reputational damage.
In addition, better “upstream” environmental performance generates cost savings for larger
firms from more efficient production practices.
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Increasingly complex supply chains make it difficult to implement and sustain green
practices because production is increasingly dispersed across multiple sites and autonomous
partnerships. So the whole supply chain needs to engage in green initiatives to gain
competitive advantage. Supply chain pressure is particularly important and effective in
sectors dominated by business-to-business transactions.

Larger firms often not only require good environmental performance from their suppliers
but also work with them to facilitate the improvements. They invest in the environmental
capacity of smaller suppliers because without it their own environmental goals cannot be
met. The examples include Wal-Mart in the US and Marks & Spencer in the UK. Big Korean
companies sign “voluntary green purchasing pacts” with smaller suppliers. Larger companies
may also audit their suppliers for resource and energy efficiency, this being primarily a cost-
driven measure.

Less formally, sustainable supply chain management may serve to influence suppliers
in a more indirect way, if these suppliers improve their production processes in anticipation
of gaining new business from a different or broader set of customers demanding sustainable
products. Buyers’ pressure and support are especially important for small suppliers who
lack internal capabilities to proactively define their own greening strategy (OECD, 2012).

The government should encourage larger firms to form partnerships with smaller
suppliers and provide public recognition to those who do so. For example, a Business-to-
Business Green Mentor Programme was launched in 2003 by the Limerick/Clare/Kerry
Regional Waste Management Office in Ireland. It urges larger good practice companies
to provide guidance on waste prevention to SMEs. Programme activities include an
informational visit by SMEs to a volunteer “mentor”” company, with follow-up guidance for
individual SMEs on how to identify and implement ways of reducing waste generation or
energy or water consumption. In another example, Zero Waste Scotland concludes voluntary
agreements with retail companies that then pass on the resource efficiency requirements
down the supply chain.

Governments can exert its own supply chain pressure through its procurement
policies. Green public procurement (GPP) can play a significant role in creating demand
for green products and services and boosting the market where private consumer demand
for them is insufficient. By using their purchasing power to choose goods and services
with lower environmental impact, public authorities can help to drive down the costs of
such purchases and make them more affordable generally. Green public procurement also
increases market acceptance of green products (e.g. by demonstrating their commercial
feasibility). Countries increasingly recognise that GPP can also be a major driver for
innovation, providing industry with incentives for developing green products and services,
particularly in sectors where public purchasers represent a large share of the market
(e.g. construction, health services and public transport).

GPP makes it a condition of tendering for government contracts that the applicant
commit to maintaining specified environmental standards up and down the supply chain.
Green procurement may also take the form of exclusion criteria, where only firms certified
to a recognised environmental standard are allowed to be considered, or assessment
criteria, where a firm’s environmental performance is scored on a scale, and the result if
part of the procurement decision.

GPP guidelines often require that particular products contain a minimum amount of
recycled content or achieve specified levels of energy efficiency. Purchasing guidelines
may also favour — through price preferences, explicit set-asides, or other mechanisms —
suppliers who comply with environmental requirements, obtain green certification, qualify
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for environmental labels, or otherwise demonstrate their environmental credentials. GPP
most often covers areas such as the purchase of energy-efficient computers and appliances,
environmentally-designed buildings, recycled paper, electric cars, and electricity from
renewable energy sources. Irish EPA’s Green Procurement Guidance for the Public Sector
went even further and targeted several additional areas: food and catering services,
cleaning products and services, and uniforms and other textiles (EPA, 2014).

OECD governments at the national, regional and local levels increasingly include
environmental criteria in their purchasing decisions. The 2002 OECD Council recommendation
to improve the environmental performance of public procurement (Box 5.3) reflected their
commitment to such practices. The European Commission has proposed that 50% of all
public tenders in the member states be “green”, i.e. compliant with common core Green
Public Procurement criteria.! The 2010 OECD Survey on Public Procurement found that
26 out of 34 OECD member countries have introduced practical guides on green public
procurement, and 19 countries have developed training materials for public officials on
green procurement (OECD, 2014b).

Box 5.3. OECD recommendation on the environmental performance in public
procurement

As part of the Recommendation on the Environmental Performance in Public Procurement,
OECD countries committed taking steps to:

» provide the appropriate policy framework to incorporate environmental criteria into
public procurement of products and services, along with price and performance criteria

* introduce financial, budgeting, and accounting measures to ensure that public procurement
policies and practices consider the environmental costs of products and services

» provide information, training and technical assistance to officials involved in the public
procurement and use chain, including those who set the performance criteria of products
and services, those who are responsible for procurement, and those who use the products
and services

* make information and tools that facilitate greener public purchasing available to all
levels of government

» disseminate the information needed to facilitate and encourage greener public purchasing
decisions, as well as the results and benefits derived from their adoption

» Establish procedures for the identification of products and services which meet the
objectives of greener public purchasing policies

» encourage the development of indicators to measure and monitor progress made in
greener public purchasing

» assess and evaluate greener public purchasing policies in order to ensure that they are
economically efficient and environmentally effective.

Source : OECD (2002), Council Recommendation on Improving the Environmental Performance of
Public Procurement, https://legalinstruments.oecd.org/Instruments/ShowInstrumentView.aspx?Instru
mentID=46&Lang=en&Book=False.
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For example, the Scottish Government’s “Public Procurement and Sustainable
Development: Guidelines for Public Purchasers”? states that “those who fail to comply with
environmental legislation may be excluded from selling to the Scottish Government” and
that “development of environmentally preferable goods and services and use of recycled/
renewable materials is likely to offer a competitive advantage”. The Scottish Government
also seeks evidence that suppliers have in place appropriate environmental management
policies and systems. In addition, suppliers are encouraged to take advantage of eco-
labelling schemes to be able to provide evidence of their good environmental practices.
UK Defra has gone even further, encouraging suppliers to provide product-level lifecycle
greenhouse gas data using emission factors from relevant inventory databases.

The US Federal Government requires that 95% of all government contracts meet
sustainability requirements. Its ambition is that environmental considerations become part
of normal procurement practice along with such traditional factors as product safety, price,
performance and availability (OECD, 2013).

Procurement policies co-ordinated across all levels of government may directly affect, on
average, up to 20% of purchases in a targeted market (OECD, 2003). As shown in Figure 5.1,
public purchasing of environmentally-friendly goods and services in Korea helped jump-start
the private sector market for them, whose growth rate has quickly outstripped the expansion
of green public procurement.

Figure 5.1. Size of the green product market and public procurement in Korea

—— Size of the green product market, KRW billion — — — Public procurement of green products, KRW billion
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Note: EUR 1 equalled approximately KRW 1 480 in February 2012.

Source: Ministry of Environment of Korea, responses to the OECD questionnaire, February 2012.

Although the vast majority of public sector contracts go to large firms, public procurement
is a big issue for SMEs because for many of them public contracts represent a significant share
of business. Several OECD countries (e.g. Australia, France, Korea and the US) give preference
to SME:s in public procurement (OECD, 2011). Still, only one out of ten EU SMEs bid for public
procurement contracts that include environmental requirements versus 16% of large companies
(EC, 2012). In a recent Eurobarometer SME survey, just 12% of SMEs in the EU report to have
bid for a public procurement tender that included environmental requirements. More than half
of SMEs have never been confronted with such a tender (EC, 2013).
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To reach SMEs, governments should communicate their green purchasing policy to
a wide range of stakeholders, including present and future suppliers, service providers
or contractors, so that they can take account of the new requirements. They should also
educate procurement officials on how to implement these policies. The target group for
educational activities can be contracting authorities of central administration bodies and
their subordinated organisations, at the level of regional governments and local authorities.
These activities should include dissemination of technical information on GPP and related
issues, such as eco-labelling, environmental management systems and energy labelling.

Conclusion

The government has a range of tools at its disposal to create economic incentives
for SMEs to go beyond the minimum environmental compliance requirements. At their
base, they all come down to the same thing: ensuring that it makes economic sense for
SMEs to undertake changes to improve their environmental performance. Tax exemptions
and incentives lessen the short-term costs of investing in greener practices. Grants and
subsidisation of consultancy costs helps SMEs identify and implement more resource
efficient and environmentally practices. Putting green requirements into government
procurement helps create market incentives for greener practices, both for SMEs who are
directly participating in government procurement, and those who are participating in the
supply chain of larger companies. This supply chain pressure is particularly important in
industries that are business-to-business, rather than customer facing.
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