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|[ETA position paper on BU ETS mark et functioning

IETA oonsiders that the EU ETS has had a sucaessful first 21 months of operation
dthough significant improvements can be made. This paper will first identify how

auccess may be defined and how it has been achieved in practice and will go on to
identify areas in which improvements can bemade for the remainder of phase | and going
into phase 1.

a) Metrics of success

The basc precepts agpinst which IETA judges the success of the ETS as agreed in the
March 2006 pgoer on “The Emissions Trading Scheme” are:

e Environmenta delivery

e Adherenceto the Lisbon agendafor competitiveness

e Promoting technological and innovation deployment particularly in devdoping
oountries

e Changein corporate cuture

e Hfective marka functioning

Section b) of this pape will discuss to what degreethese precepts have been achieved to
dete.

The IETA pasition paper on EU Emissions Trading Implementation, Linking and
Review, July 2005, and subsequent ad hoc discussons hichlight the following practical
additional criteria needed to achieve the abovesuccess metrics:

1. Phase Il NAPS to danonstrate how each membe state will reach its Kyoto
Target.

2. Phase |l Nationa Allocation Plans to be presented inamoretimely and consistent

manner, to include consistent definition of an installation, consistert trestment of

new entrants, dosures and transfers and alow de minimise threshold for small

instalations. Encouragement to alow full and free use of approved Kyoto Units

for compliance

Linking of the Community Transaction Logwith the ITL and implementaion of

Article 17

WEell organised release or cancdlation of Phasel reserves

Finalised Romanian and Bulgarian NAPs for phase |

Central and coordinated releaseof all ommeraaly sensitiveinformaion

Transposition of Linking Diredive by al member staes

Clarification of tax and accounting tresments

Competitiveness impads of theEU ETS
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Section ¢) of this pger will examine these pragical aiteria and identify areas of
improvement that may be applied for Phaselll.

b) Tracking the success of the EU ETS

Environmenta Delivery is the ultimate dbjective of the EU ETS and its ability to
ahieve this has been questioned on the basis of the April 2006 verification reports,
which showed thetotd alocated alowances in many membe statesto be geater than the
verified emissions. When prgections are used to set targds it is ineviteble tha these
projections will differ from the actud emissons. The fact that the difference in Phase |
was downward may reflect the prudence of regulators given the projection uncertainties.
In Phasell, uniform, verified data can be usad as the basis of projectionsand therisk of
dgnificant deviations from projection will be reduced hence giving reguators and the
Commission more confidence when setting targets to bring member states in line with
their Kyoto commitments. Asa counterpoint to the ebove, it has been proposed that some
of the excess in dlowances in 2006 may have been caused by red emisson reductions
were. By someoptimigic caaulations, up to 100 million tonnes CO, werereduced dueto
the increased effective cost of power generation from coal, which led to the use of more
s for power generation during certain periods of 2005.

The Lishon agenda for competitiveness. A result of the BU ET Shas bean the negative
impact on companies exposed to gobd competition as well a on the potential security of
energy supply. However, the eimination of this negative impadt can and should be
accomplished through measures (such as alowing unrestrided use of CERs and ERUS)
ather than changes to the EU ET S that could detrad from the effident functioningof the
market and introduce new uncatainties.

It is clear that the EU ETS has been the driving force behind the current extraordinary
gowth in the CDM markd, which is promoting technological and innovation
deployment in developing countries. The project-based carbon market represented
transactions of some 193 million tonnes CO.e in the first half of 2006 and 374 million
tonnes CO.e in 2005. The CDM, driven by the ETS is aso speeding up technology
transfer. Issues such as waste management in cities in the devdoping world, totaly
ignored in the past, ae now being addressed. The EU ETS through its linkages with
CDM and JI has the potentid to alow the BU to teke the lead in dimate change while at
the same time, through the use of cost effective credits from CDM and JI, kegps EU
industry gobally competitive. To fulfil this potentid it is imperativethat the ITL, which
dlows CDM and JI credits to enter the EU ET S become operationa as soon as possible
and that there should be no limitations on the use of CERs and ERUs by instalations
oovered under theEU ETS,

The ETS has led to a change in corporate culture. The price of emitting CO, is being
factored into the everyday operations of around 13,000 ingallations across Europe, and
provides monegary rewards for those companies innovating to reduce emissions. The
extensive work of monitoring, reporting and verifying each instalation throughout
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Europewas caried out with little fanfare ye the results were mostly submitted in time
for the March 2006 reconciliation — atruly impressive achievement.

Efective market functioning has been achieved. Even during highly volatile trading
periods. Bids and offea's have been consistertly avalable aocoss many trading plaforms
and market paticipants have mostly been able to get in and out of modest trading
positions quickly and easily. The participaion of large financid institutions such as
banks and hedge funds in the carbon markets is critical for contributing to maintaning a
liquid well fundioning market and contributes to theincressing credibility of the market.
Trading has been dynamic, with at least 780 million European alowances traded to date
and the market has largely reected in alogicd manner to changes in underlying supply /
demand fundamentals. Inconsistencies in these reactions are likely to reduce with
increasing matuwrity. The linking of the National Regstries with the CTL was carried out
in a timely manner for the mgority of M ember States and the robustness of the registry
system was successfully tested on Decembe 1% 2005 when the mgjority of transactions
from theprevious y ear were settled.

0 Areasof improvement going forward

The Phase 11 NAPs should fecilitate a material contribution to thelegally bindingtargets
under the first Commitment Period of the Kyoto Protocol and demonstrate how each
member state will reach its Kyoto Target in the context of their wider climatechange

policies. This should include addressing sectars that are not covered by theEU ETSwith
the same level of ambition in terms of emission reductions & thosein the trading scheme.

It should aso ensure that countries on track to med their Kyoto Targetsdo not dlocate
more than thar instdlations are redisticaly likely to need. Any perceived lack of
environmenta ddivery will cause a serious crisis of marke confidence in the BU ETS
gproach.

In April 2006 the market was made noteworthy by two phenomena: a rgid price drop
and hich voldtility. The drop in price danonstraed the market reaction when the
requlator is nat percaved to have been strict about the environmental objective and
emission reductions. At this juncturethe perception of an excess of alowances in Phase |

caused a rapid collapse in market confidence in the inteyity of the scheme (which
inherently requires an initia short position of alocated alowances vasus expected
emissions in order to meet its environmenta objectives) and hence market prices. Policy
mekers need to give the market the confidence not only that thesetargets are sufficient
but alsothat thetargetswill bemet and enforced.

The vdatility in the marke price was largdy caused by the irreguar relesse of
incomplete infarmation into the market, which also needs to be improved in subsequent
sessions (see bdow).
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Another lesson of Phasel isthat National Allocation Plans needto be submittedin a
timely manner to sustain the credbility of the system and for participants to have
aufficient time to prepare their emission reduction and trading srategies. As of mid-
September 2006 only 9 out of 25 M ember Sates have officially outlined their plans for
phase Il. NAPs should be presented more consistently than in Phase | and include

overal national emissions targets and offsas from Kyoto credits, current business as
usua projections, assumptions for reductionsin ET Sand non-ET Ssectors and detail new

entrant reserves, auctioning and banking provisions. In addition, Commission decisions
regarding the NAPs should be published showing clear reference to the relevant rules
used to make these dedsions.

Efort should be madeto improve theconsistency amongst M ember States regarding their
definitions for an ingallation sincethe current differences cause installation exceptions
where there should be none. Furthermore, thetreatment of new entrants, closures and
transfers requires significant scrutiny in the new NAPs as each of these procedures can
cause embedded optiondity for the M emba State regarding the number of alowances
they actually rdease into the market which subsequently causes supply uncertainties and
a lack of confidence in the market. A strong review, in particular, of the anticipated
treatment of unused new entrant reserve pools should be compleged. A de minimise
threshdd for gnall installations should beencouraged asthis measure, as implemented
in The Netherlands in Phase I, signficantly reduces the adminigrative burden of the
scheme without significantly harming environmental delivery. Finaly, Member States
should be encouraged to alow the full and free use of approved Kyoto Units for
compliance. This alows real emission reductions to occur while keeping European
industry operating competitively. The use of these units should be supported by EU
governments to provide developing countries and courtries in transition with the
technology for the abatement of GHG emissions.

The linking of the CTL with the ITL needsto happen nolater than April 2007 in order
to start the process of the trading of seconday CERS and ERUs inthe market aswell as
assuring the continued ease of transfe of EUA s entainginto the Ky oto peiod. M ember
Sates dso nedd to implement Article 17 in order for trading to continue smoothly and
the Commissionwill nead to enforce this activity as 2008 approaches.

For theremainder of Phase |, Member Sate governments should beencouraged to
releaseor cancel Phase | reserves in an organised and well publicised manner. Thereis
now little need for themwith the end of thefirst period in sight.

Furthermore, the NAPsfor Bulgarian and Romanian entry in 2007 needto be

finalised so that these countries can benefit from theabatement potential and expeience
caining offered before the start of Phase |1.

The data and decisions held by the commission are of a commerdally sensitive nature.
To ensure the market is uniformly informed IET A recommends that there is a central
and coordinated release of al commercially sengtive information. The publicationof
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Commission decisions, includng NAP rulings, must be made available on a formal
notified date, with fair and equal access, deailing the dedsions made in a transparent
manner and with relevant supporting documernts translated into English.

In order to facilitate unrestricted trade of al approved Kyato unitsthe transposition of
the Linking Directive needs to be competed by all EU Member States and be
rigoroudy enforced by the Commission. The deadline for transpodtion has aready been
passed (13 November 2005) and alarge number of courtries have not yet complied.
Furthermore, the M ember Stae status with this implementation process should be more
transparent and the naional legislation should be easly accessible using, for instance, the
Eurlex internet portal.

Very little inteanationd clarification of tax and accounting treatment has been achieved
and IETA enoourages the Commisson to cdl for these changes so & to dleviate
uncertainty which still causes problems for companies when devdopingtheir reduction
and trading straegies.

Discussons centred onthe competitiveness impacts of the BU ET Sinevitabdly tend

towardsthe competitiveimpaa of rising power prices on large end users of power.
Energy prices (ood, oil and gas) are key drivers of power prices. EU Allowances are now

dso an integral part of power pricing and thedegree to which the cogs for these are
passed through to consumers is inhomogeneous throughout Europe. Crucial for
improving the consistency of this passthroudh is theworking of a competitive market,
which will provide theright synergeswith EU ETS.

13 October 2006
For more informeation, please contact M artinaPriebe, priebe@ieta.org



