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Role and importance of EU ETS

Cap & trade system for major emitters (>10.500 installations)
Cornerstone for EU’s strategy to implement Kyoto

Major structural element for post 2012 climate strategy
& EU Heads of State have confirmed need to limit global increase to 2° C

% This requires industrialised countries to reduce GHG by 30% below 1990 levels
by 2020, domestically or through emissions trading mechanisms, increasing to
60-80% reductions by 2050

Main driver for the global carbon market currently involving over 170
countries and transactions valued at €30 billion in 2006

%, Member States: pledged to invest €2.9 bin into CDM/JI projects (107.5
Mt/CO2yr)

%, Operator level: expected market for JI/CDM in the EU ETS of up to 1.4 bin tons

., Linking: with EEA countries and potentially with Non EU countries



-Stages of development of EU ETS

* 2005-7: Start-up period
% Allowances mostly allocated for free (auctioning limited to 5%)
% Sound market development

%> Thanks to experience gathered in 1st trading period, companies and
authorities are much better prepared

% However, insufficiently ambitious levels for emission reductions

%, Windfall profits in some sectors

* 2008-12
> Auctioning possible up to 10%
% Linking to Norway and other Kyoto ratifiers
% Fair and equal treatment being given to all Member States

%, Approved cap is 6.5% below the 2005 verified emissions for the ETS
sector (10% below requested amount)

* Legislative review underway: Building a global carbon market



EU ETS Price Development
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Preliminary Outcome
of the NAP2 process

* Assessment of National Allocation
MtCO2 Plans for 2008 — 2012 completed:
L EU-15:
Reduction of 144 Mt CO,/yr vs. 2005
limit of JI/CDM of 227 Mt CO,/yr

L EU-27:
Reduction of 134 Mt CO,/yr vs. 2005
limit of JI/CDM of 278 Mt CO,/yr.

* The total approved cap is 6.5% below
the 2005 verified emissions for the
ETS sector

* Cap approved by the Commission
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Some regulatory changes
in 2008 to 2012

* Fine-tuning and improvement of the infrastructure

% Increased harmonisation of the coverage of combustion
installations (e.g. chemical crackers)

% Revised monitoring and reporting rules entailing
simplification for small installations

% Revised registries regulation

* More auctioning, Germany (8.8%), UK (7%), Netherlands
(>4%), Ireland, Hungary, Lithuania, Austria, Belgium, Poland,

* Opt-in of the first non-CO, emissions
% N,O emissions from fertiliser industry (NL)

* Aviation to be integrated as of 2011 — Commission
proposal of December 2006



The EU ETS Review
Post 2012




Timeline for ETS review

Review report ,Building a global carbon market
released in November 2006

Stakeholder consultation in a dedicated group
under the ECCP umbrella — up to June 2007

Commission prepares a proposal to amend the
Dire ary 2008




Objectives of the review

* Fully exploit the potential of the EU ETS to
contribute to the EU’s overall GHG reduction
commitments

* Refine and improve the EU ETS in the light of
experience

* Contributing to transforming Europe into a low
GHG emitting economy

%> Reinforcing a clear, undistorted and long-term carbon
price signal

% Incentives for forward looking low-carbon investment
decisions




Outcome of the ECCP process

Four meetings held between March and June 2007
on the four main subjects:

* Scope
Monitoring, reporting, verification

* Further harmonisation and increased predictability (cap
setting, allocation, commitment periods)

* Linking with ETS in third countries and appropriate means to
involve developing countries and countries in economic
transition (JI/CDM)

) o

Four reports devoted to the respective meetings have been
published on the EU ETS review website:

http://ec.europa.eu/environment/climat/emission/review en.
htm
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http://ec.europa.eu/environment/climat/emission/review_en.htm

Scope

* Clarify the scope: improved definition of combustion

Installation (codification of current practice)

* Define more clearly which small installations not

covered

* Include new sectors (ammonia, alu) / gases (N20,
CH4)

* Including CCS might be necessary

* Road transport and shipping not likely to be included
in the EU ETS (at this stage)
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Monitoring, reporting and verification

Outcome ECCP

* Need for further harmonisation acknowledged by most
stakeholders.

* Special attention needed for accreditation of verifiers
and |T-systems

Considerations

* Level playing field is necessary
* Stronger legal basis

* Reinforced role of other bodies like CEN working group
on verification and accreditation or framework for
European cooperation on accreditation?
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Cap-setting & predictability

Outcome ECCP

* Cap-setting should be improved and harmonised

* Predictability must be increased for long-term
Investments. E.g. longer trading periods

Considerations

* EU-wide cap defined in Directive vs. more stringent
rules for national caps? Other alternatives?

* How determine level of cap? Efficiency, equal
burden...

* European Council: “differentiated approach reflecting

fairness and transparency”
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Allocation methods

Outcome ECCP:

* More harmonisation needed : level playing field

* Divergent rules for new entrants and closure are
particularly distortive and inefficient

* NGOs, academics and many MS advocate auctioning
as much as possible



Auctioning vs. benchmarking

Auctioning Benchmarking
undistorted carbon price signal _ ,
Fairer than grandfathering
But more difficult
Confidentiality and data availability
How much differentiation? For which
very significant state revenues reasons?

Considerations:

dynamic efficiency

* % % %

avoids “windfall profits”

more simple and transparent

* Practicability and simplicity, avoid
respects ppp micro-management
* Avoid regulatory capture, how to

Il‘l ‘_l‘l__
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Competitiveness, carbon leakage

How to measure “competitiveness”

* Impact on costs is for most sectors relatively small

* Major exceptions: primary steel, cement, primary non-
ferrous metals, certain chemicals like ammonia

* Openness to trade, e.g. import/export penetration

* Macro-economic modelling, includes:
% Impacts on relative demand and supply
%, Impacts on terms of trade

% Impact from use of revenue from auctioning, e.g. lower labour
cost reduces unemployment and boosts demand

* Net carbon leakage: production outside the EU may
entail lower emissions
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Main outcome: linking

* Before linking to 3" party scheme, more EU ETS
harmonisation needed

* Linking may increase cost-effectiveness
* But caution and flexibility is needed (e.g. pilot period?)

* Trust is essential: ensure correct design elements,
e.g.

%, stringent caps




JI/CDM

Worries about

* QOver-supply (unilateral vs. multilateral case)
* Additionality

* Too low (SD) quality

* Predictability post 2012

Possible solutions of problems at EU level, if UN can’t deliver

* Restrictive quantitative limits?
* Negative or positive list of qualitative project criteria?



Carbon prices in 2020:
multi- vs. uni-lateral case

Broad global | Autonomous domestic emissions reductions
participation (EU-27)
EU-27 emissions target -31 % -21% - 31 %
WithCDM | NoCDM | With | NoCDM | With
CDM CDM
Domestic emissions -21% -21% +4% -31% -7 %
Carbon price [€] 31 44.2 42 77.6 9.4
Global emission reduction -24% -3.5% - 4.6 %
(compared to baseline)




Conclusions

Looking back

* The EU ETS is working and delivers first results

* It is followed closely across the world and a
successful, simple scheme is therefore of strategic
Importance for the post-2012 climate architecture

* |t is important to keep in mind that the first period of
the EU ETS was established as a learning period for
regulators and companies alike

* The second trading period will see improvements in
many areas
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Conclusions

Looking forwards

* The review of the EU ETS is aimed at further
improvements and extension of the scheme
(economically, environmentally but also socially)

* EU ETS important instrument in achieving domestic
reduction targets at minimal costs

%> Under a unilateral EU-only post-2012 scenario access to
JI/CDM will have to be limited

% Under a multilateral post-2012 scenario more flexibility is
needed to achieve the more ambitious targets

* Maintaining simplicity is vital for the EU ETS to fulfil
its promise and provide blueprint for other systems

21



* ¥ %

* % %
* % %

* 4 *

YOU CONTROL
CLIMATE CHANGE.

TURN DOWN. SWITCH OFF. RECYCLE. WALK. CHANG

More information on EU climate policy:
http://leuropa.eu.int/comm/environment/climat/home_en.htn




Highlights in the ETS review

* Harmonise cap-setting: EU-wide cap or stricter rules
for national caps

* Harmonise allocation: increased (mandatory) use of
auctioning, benchmarking in some sectors

* Harmonise new entrants: establishment of an EU-
wide reserve or no reserve

* Extended periods for cap-setting and allocation
* Expand coverage: N,O, CH,, CCS

* Increase efficiency for small installations

* Rules for use of JI/CDM

* Link to emerging schemes (RGGI, California, Norway,
Australia etc., US federal scheme?)
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Including Aviation

apid growth in aviation
4 issions (87% over 1990):

% At current growth rate
aviation will be min. 6.5%
of total EU GHG in 2020 100,0%

Development of EU-25 GHG emissions

2012: flights to/from EU

4 arriving flights excluded if
3rd country takes
equivalent measures

60,0%

—=— International aviation GHG
emissions % over 1990

Total GHG (without LUCF) %
over 1990

40,0%

Growth over 1990




How much auctioning?

Auctioning

* undistorted carbon price signal,
* dynamic efficiency,

* avoids “windfall profits”

* very significant State revenues,
* more simple and transparent

* respects “polluter pays principle”
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