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Conclusions and recommendations

Introduction

The EU ETS is the cornerstone of UK and EU climate change policy

1.

The Government has made it clear that the EU Emissions Trading Scheme (ETYS) is
“the cornerstone of the Government’s policy framework to tackle climate change.”
Given that the Prime Minister has repeatedly emphasised that, as he puts it, “climate
change is probably the greatest long-term challenge facing the human race,” and that
tackling it is thus “a top priority for this government, at home and internationally,” it
would seem no exaggeration to say that the Government has more staked on the
success of this one policy instrument than perhaps any other. (Paragraph 1)

Within a matter of months the European Commission is set to have reached
decisions on the next two phases of the EU ETS which will be vitally important, not
just to the success of this Scheme, but to the establishment of carbon trading
worldwide. The EU ETS has received serious criticism for its design to date,
concerning the efficiency and effectiveness with which it sets carbon allocations, and
the way in which it relates to countries outside the EU, both in terms of dealing with
international competition and of funding offsetting projects in developing
economies. These challenges must be addressed if the EU ETS is to prove the
credibility of emissions trading as the foremost mechanism for tackling greenhouse
gas emissions worldwide. In meeting these challenges, and making a success of
emissions trading, Europe would be in the position to mould a global carbon market,
something which only underlines the importance of getting the design of the Scheme
right. The converse risk, if Member States and the European Commission get the
terms of Phases II and III wrong, is that the credibility and potential effectiveness of
emissions trading is fatally and permanently undermined. (Paragraph 10)

An assessment of the Scheme’s impacts to 2012

The record of Phase |

3.

Two years into the operation of the EU ETS, there is much to applaud. The very
existence of such a complex system, involving hundreds of firms and thousands of
installations in 25 countries, is an impressive achievement in its own right, especially
considering the tight timetable under which it was set up. In operation, the Scheme
has shown itself so far to be an administrative success, with the overwhelming
majority of installations reporting their independently verified CO, emissions, and
surrendering the appropriate number of allowances to cover them, to the required
deadlines. (Paragraph 15)

While the Scheme so far has been an administrative success, its record in reducing
carbon emissions is far less impressive. It appears to us that Phase I will have very
little impact on carbon emissions across the EU. Allocations of allowances to emit
carbon were too generous, and the market price of them consequently too low, to



drive a transformation in business strategies and technical processes. Overall, the
emissions projections appear to have been inaccurate and inflated, and the national
caps derived from them too unambitious. There is some excuse for this in Phase I,
given the difficulties in collecting accurate baseline data and the compromises
needed to achieve speedy implementation of the initial phase of the Scheme; and for
these reasons it has always been characterised as a “learning by doing” phase. But
lessons must actually be learnt, and things radically improved, in Phase II and
beyond. (Paragraph 26)

While this view is contradicted by the study by academics from the Massachusetts
Institute of Technology and Fondazione Eni Enrico Mattei, we have some doubts as
to the strength of its conclusions. In view of the reliance which the Minister is now
placing on this one piece of research to argue that Phase I has significantly reduced
emissions in the EU, the Government should commission an independent review of
the study’s findings. Overall, we would welcome more research into the effects of the
Scheme on participating companies. Where there is strong evidence that the EU ETS
is driving behavioural change that cuts emissions in absolute terms, this ought to be
given significant publicity, both to spread the lessons of good practice and to bolster
domestic and international support for emissions trading. (Paragraph 27)

Overall, the extent to which the EU ETS, and any other trading schemes, is judged a
success should depend on two main things: the extent to which emissions are
reduced, and the extent to which a stable and effective carbon price is generated. To
date, the EU ETS has had very questionable effects on both measures. In particular, it
has been undermined by weak caps and inaccurate and unsatisfactory methods of
allocating allowances to individual sectors and installations. Both shortcomings have
been exacerbated, if not wholly caused, by the instrumental role of a multiplicity of
national bureaucracies, which have set caps and allocations through a methodology
which was not just cumbersome, but prone to being influenced by industrial
lobbying. (Paragraph 29)

The prospects for Phase Il

7.

The Government ought to be commended for its leading contribution to the
robustness of Phase II, and future strength of the EU ETS, in proposing a more
stringent NAP than many other Member States; as well as submitting it to the
Commission on time, unlike many others. That the United Kingdom had the only
national cap (in the initial batch of 10 to be reviewed) that was accepted by the
Commission as submitted, and without being revised downwards, clearly highlights
the fact that in terms of setting limits to emissions the Government is leading the way
in Europe. (Paragraph 31)

That most of the draft National Allocation Plans originally proposed by Member
States for Phase II were so inadequate suggests a worrying lack of public and political
understanding of the dangers of climate change, and of the need to tackle it, across
the EU as a whole. This highlights the vital role which must be played by the
Commission, given its ability to operate at one remove from the competitive national
interests of individual Member States, to impose the cutbacks in allocations required
by the Scheme as a whole. A corollary of this is that the UK Government must do its



10.

11.

utmost both to persuade other EU states of the need for greater action, and to bolster
the position of the Commission in guiding Member States in the right direction.
(Paragraph 33)

The European Commission’s decisions on the National Allocation Plans for Phase II
are encouraging not just in terms of making it more likely that the EU ETS will begin
to drive real carbon abatement in its Second Phase, but in terms of increasing
confidence in the entire viability and future development of the Scheme. (Paragraph
35)

While the Commission’s decisions on the Phase II NAPs are encouraging, it is
important to keep the potential impacts of Phase II in perspective. Its effectiveness in
driving carbon reductions depends on several variables, not all of which can be
known with certainty at this stage. And while it looks likely that it will put the EU
roughly on course to meet its Kyoto commitments, this cannot yet be known for
sure. Furthermore, in order to meet UK and EU climate change targets beyond 2012,
much greater action both within the EU ETS and in the form of complementary
policies will be needed, and soon. (Paragraph 39)

One decision on the shape of Phase II, which will have a profound effect on its
efficiency and effectiveness, and with which we are signally disappointed, was taken
long in advance: the maximum limit of allowances which can be auctioned. Under
the ETS Directive, a maximum of only 10% of allowances can be reserved for auction
in Phase II, rather than being allocated to firms for free. We believe it was wrong of
Member States and the Commission to impose such a restrictive limit on auctioning
in Phase II. In our view, auctioning allowances should lead to more accurate
allocations, reduced public costs and bureaucracy, and greater internalisation of
environmental costs in business decisions. In sectors where there are not strong
concerns as to the effects on competitiveness of requiring firms to purchase their
allocations upfront, we strongly support 100% auctioning. In auctioning 7% of its
Phase II NAP, the Government is doing far more than any other Member State in
this Phase, but this level is still far less than the participants could withstand and
which would be good for the Scheme as a whole. (Paragraph 40)

Impacts on firms in the UK

12.

The Government has been right to impose cutbacks on the power sector’s
allocations, and to put a proportion of its Phase II allocation up for auction. The
power sector has no grounds for complaint about this, given both that it is effectively
earning windfall profits from those allocations it is receiving for free, and that it is
broadly holding onto its profits rather than investing them in low carbon energy
generation. Revenue raised by auctioning these allowances must not be subsumed
into general spending commitments, but should be used demonstrably to assist
measures to address climate change. The Government should also examine the
benefits of recycling a proportion of this revenue in the form of reductions in other
taxes. In the interim before Phase III (which we hope will set a higher limit on
auctioning), the Government should examine the case for some form of windfall tax
on power companies, where they are continuing to earn windfall profits and not
investing them in low carbon generation. (Paragraph 48)



13.

14.

15.

16.

The Government is also right to reject calls by the Clean Coal Task Group to promise
new coal-fired power stations more favourable allocations, since this would be to go
against the central point of the EU ETS, which is to put a price on carbon. Moreover,
it should maintain subsidies for renewables alongside the pricing mechanism of the
EU ETS. At the same time, given the power sector’s own admission that policy
uncertainty is impeding the flow of investment, the Government must provide
clearer and perhaps more prescriptive guidance as to the kind of energy investments
that the UK will need if it is to meet both its UK Climate Change Programme and
energy strategy objectives. This must certainly be incorporated into the forthcoming
Energy White Paper. (Paragraph 49)

The impact of the Scheme so far on UK industrial firms is largely indirect, in the
form of higher energy costs. Most of the recent rises in energy prices have come from
other factors; and to the extent that the EU ETS is responsible, Defra’s case that this
is to be welcomed, as it ensures energy users pay more of their carbon costs. We
recognise that for some firms this represents a genuine challenge. Overall, however,
industrial sectors should themselves acknowledge the need to pay external costs.
Even more importantly, they must accept that they will soon have to be given some
cutbacks in ETS allocations, and make some real reductions in their emissions, in
order to play their important role in the UK and EU Climate Change Programmes.
In any case, even if they were to avoid future cutbacks, the cutbacks given to the
power sector would then have to be proportionately bigger if we were still to achieve
our emissions targets, which would in turn result in higher energy prices; thus they
would still not be able to escape from the rising costs of carbon. (Paragraph 54)

This does not necessarily mean that the concerns expressed by industrial groups are
not genuine. The Government should analyse and consult on the extent to which the
economy needs greater support and guidance in terms potentially of R&D
investment, skills training, and trade agreements in order both to realise the
necessary carbon savings in the timescale required, and to do so without incurring
the “carbon leakage” of firms relocating to countries with lesser carbon constraints.
(Paragraph 55)

Above all, however, where there are genuine concerns as to “carbon leakage”, the
emphasis of both Government and industrial lobbies should be firmly on developing
trade agreement or protection measures, rather than seeking to water down the
carbon caps on the UK and EU. (Paragraph 56)

The EU ETS and the UK Climate Change Programme

17.

Without the expected contribution of Phase II of the EU ETS, UK carbon emissions
in 2010 are projected to be only just over halfway to the 20% target, a very significant
shortfall. Treating Phase II as though it will deliver actual savings of 8MtC in full,
and then treating this as though all 8 million tonnes of carbon reductions are going
to take place within the UK, therefore makes a very significant difference to the
credibility of this target. (Paragraph 60)



Setting cutbacks from Business As Usual projections

18.

19.

Calculating cutbacks in emissions caps with reference to Business As Usual
projections lacks certainty and effectiveness. As the Government has implemented it,
it means making a specific cutback from a moving target; and if BAU projections are
revised upwards, so the cap and the number of allowances to emit carbon moves up
with it. In other words, if emissions are projected to be worse than expected, then
rather than the cap becoming tighter to redress this extra upward pressure on
emissions, in effect it is made looser to make it easier for participating firms to
accommodate it. Both within the UK and across the EU ETS, allocations ought to be
set with reference to a declining budget of absolute carbon emissions. (Paragraph 66)

In addition to this lack of certainty, the practice of setting cutbacks from the moving
target of BAU projections creates an obvious lack of transparency. When Defra
announced last June that the UK’s national cap for Phase II “is expected to deliver
additional savings of 8 million tonnes of carbon each year, roughly equivalent to the
emissions of 4 % million households”, the likelihood is that most people including
MPs, civil servants, and journalists would have assumed that this meant it would
reduce the UK’s actual carbon emissions by 8 million tonnes a year. They would
surely not have imagined that this same 8MtC was in practice worth less, in terms of
real reductions in emissions, than only three months before! This underlines the
need to set reductions from an absolute level of emissions, rather than a baseline of
BAU projections which may vary significantly according to the differing
assumptions that are fed into them. (Paragraph 68)

Phase Il will not reduce UK CO; emissions by the amount stated

20.

21.

22.

Because this is an emissions trading scheme, it is impossible to be sure that reducing
the allocation of allowances given to UK installations will translate into emissions
reductions within the UK. If all those UK installations which exceed their allocations
in Phase II buy surplus ETS allowances on the market in order to make up their
shortfall in allowances, it is theoretically possible the EU ETS might not be
responsible for any emissions reductions within the UK at all. (Paragraph 69)

A natural concern which arises from this relates to the transparency of Government
reporting of progress against its 2010 target. By automatically ascribing all the
savings projected to be generated by the UK’s Phase II NAP as though they were
being made within the UK, it is quite possible the Government might help to give a
falsely reassuring picture of progress against its domestic CO, target within the UK.
(Paragraph 70)

Yet another concern here is that it is not just that the Government is prepared to
count CO, reductions that take place in other countries against its domestic target for
CO; reductions in the UK, but that it is prepared to count reductions of other
greenhouse gases, the global warming potential of which can be converted by
mathematical formula into CO,-equivalent, against its target for reducing emissions
of carbon dioxide. Our concern here is not just regarding transparency, but that
many of the projects to reduce exotic gases may be more dubious in terms of their



23.

24.

25.

transparency and impact on Business As Usual investment decisions and industrial
processes. (Paragraph 71)

The Minister was keen to point out that the Government was limiting the use of
CDM and JI credits within the UK NAP. Indeed, their use will be limited, to 8% of
the UK’s total cap. However, this is still a significant amount, representing some
5.3MtC; and this figure has been worked out by the Government specifically because
it corresponds to two-thirds of what it describes as “the effort in Phase II”, or in other
words the cutback of 8MtC from BAU projections. To be clear, then, the
Government is allowing for, and expecting, two-thirds of the headline carbon savings
it has announced as resulting from Phase II to take place, not just outside the UK, but
outside the EU and probably in the form, not of carbon dioxide, but of carbon-
equivalent greenhouse gases. (Paragraph 73)

It is essential, for transparency’s sake, that in all its communications the Government
from now on differentiates between reductions in emissions taking place within the
UK, and reductions in emissions funded by the UK. Moreover, where it is referring
specifically to reductions in carbon dioxide, it must differentiate between reductions
in CO; and reductions in CO,-equivalent. Where it refers to progress towards UK
carbon reduction targets, it ought to give two separate figures: one referring to
reductions solely of carbon dioxide and solely within the UK, and one including also
the estimated reductions of GHG emissions financed abroad. Above all, it must
ensure that whenever it publishes graphs depicting historic UK emissions and
plotting their projected progress in future years, this always shows historic and
projected emissions from the UK only, and never incorporates, in the same line,
estimated reductions funded abroad. (Paragraph 74)

Another reason to treat the Government’s statements as to the carbon savings to
come from Phase II with caution is its record on reporting the savings to come from
Phase I. Despite the lack of evidence that Phase I is driving any actual reductions in
carbon emissions, the Government continues to make high profile statements that it
is reducing emissions in the UK by some 4.6MtC a year. Given his personal and
explicit endorsement of this figure before the Committee, the Minister must urgently
tell us why, if this is the case, these “savings” of 4.6MtC do not feature anywhere in
Government calculations of contributions to the 20% reduction target by 2010. If it is
indeed the case that these “savings” are entirely notional—in other words, that they
simply reflect a cutback from Business As Usual projections, and have not actually
made any impact on UK emissions in reality—the Minister must explain why he
failed to make this clear in his evidence to us; and the Government should
immediately stop using this figure, and issue corrections to all official uses of it.
(Paragraph 79)

Implications for the UK’s CO; targets

26.

Given how instrumental the Government’s projections of savings from the EU ETS
are to its target for reducing CO, emissions by 2010, and given the profound lack of
certainty surrounding these projections, the Government’s record in meeting or even
getting close to its 2010 target must surely be in severe doubt. The Government must
provide an updated assessment of progress towards the 2010 target at the earliest



27.

28.

29.

opportunity, and look to revise its climate change policies in this light. This
experience also highlights the need for the forthcoming Climate Change Bill to set
out statutory arrangements for the Government to report to Parliament at least
annually on national progress in reducing UK CO, emissions. (Paragraph 81)

Furthermore, considering the political capital that the Government has made out of
its 2010 target, and the fact that it has featured as a repeated manifesto commitment,
the Government has a democratic duty to be more transparent in its reporting of
progress against this and future targets. As it stands, presentation of the UK’s
progress towards its carbon reduction targets is apt to mislead. (Paragraph 82)

While it is undoubtedly true that the carbon-intensity of economic growth in the UK
has declined markedly in recent years, this is not on its own a guarantee of the
success of the Government’s Climate Change Programme, nor should it be a cause
for complacency. It does not matter to atmospheric concentrations of carbon dioxide
whether there has been a reduction in the carbon-intensity of economic production,
but only whether absolute levels of carbon emissions are continuing to grow. The
fact is that carbon emissions in the UK are higher now than they were in 1997, and
while they are projected to be reduced by 2010, this reduction is set to fall some way
short of the UK target. The Government must acknowledge that the UK Climate
Change Programme is in some important respects failing to cut emissions in the UK
as originally planned, implement the lessons as soon as possible, and share them
widely with other governments. (Paragraph 84)

The difficulties experienced in meeting the 2010 target, and the complications caused
by allowing equivalent reductions in other greenhouse gases in other parts of the
world to count against a domestic target for reducing CO,, raise further concerns
about the Government’s target for reducing UK CO, by 60% by 2050. It is vital that
the Government does not rely on buying emissions reductions abroad to make up
anything more than an insignificant amount of its 2050 target. In putting this target
into statute as part of the Climate Change Bill, the Government must specify the
minimum proportion of reductions that are to come in the form of CO, and take
place within the UK. (Paragraph 85)

Recommendations for Phase Il and the European Commission Review

Increasing the effectiveness of emissions caps

30.

In the interests of making the EU ETS more effective post-2012, the Government
should argue for the introduction of a single EU-wide cap to replace the current
system of National Allocation Plans. To complement this, it is vital that the EU
adopts a series of future carbon-reduction targets. Future ETS caps should be
reduced in line with these targets, according to a robust and transparent formula
which should be specified in an amended ETS Directive. The Government should
also evaluate a range of proposed mechanisms for effectively modifying caps and
allowance prices within phases, in order to ensure that the Scheme is able to respond
promptly to new circumstances, and to give further certainty as to the long term level
and trend of carbon prices. (Paragraph 93)
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31.

The Government should be commended for pressing the case for such EU-wide
emissions targets for 2020 and 2050. However, given that it has described these as
targets for “greenhouse gases” as a whole, and has explicitly referred to the use of
Clean Development Mechanism credits as a means of meeting them, we are unsure
as to the stringency and effectiveness of these proposals. In particular, we note that
the proposed target for 2050 would appear much weaker than the Government’s
own target for the UK, which refers solely to carbon dioxide. The Government
should rephrase these proposals, specifying the minimum amounts by which carbon
dioxide should be reduced from within the EU itself. (Paragraph 94)

Improving the allocation of allowances

32.

33.

The Government should be commended for auctioning a higher percentage of
allowances in Phase II than any other Member State. Moreover, it is right to press for
full auctioning of allowances throughout the Scheme in the future. In Phase III it
should auction 100% of the power sector’s allocation, as such firms should be able to
pass these costs through without fear of international competition; indeed, this will
stop them from making windfall profits. For exactly the same reasons, it should also
press hard for the aviation sector to be subject to a 100% auction across the EU from
the time it enters the Scheme. For all other sectors, the Government should
introduce at least a significant proportion of auctioning, with a commitment to
increasing this proportion in successive phases; and with the remainder of their
allocations being made on the basis of best available benchmarks. (Paragraph 98)

The Government should carry out and publish detailed reviews of the best uses of
auction revenue, based around the principle of speeding the development and take-
up of new low carbon technologies, but also around the benefits gained by recycling
revenues to businesses and individuals in the form of reductions in other taxes-
especially where this is with the explicit design of shifting consumption patterns to a
more sustainable basis, for instance by reducing VAT and VED on low carbon cars.
More specifically, with only a year to its scheduled commencement, the Government
should urgently clarify the funding and objectives of the new Environmental
Transformation Fund. Among other matters, this should feature detailed evaluations
both of where its funding will be most effective, and of what the impacts of incurring
these costs will be to contributing firms (including to their potential investment in
new low carbon technology) and how this might best be mitigated. (Paragraph 99)

Streamlining and harmonising the running of the Scheme

34.

It is imperative that the Government presses not only for a single EU-wide cap, but
for harmonisation of the way in which this is broken down into national and sectoral
allocations. Chief amongst these priorities should be harmonisation of: i) the
proportions of allocations to be auctioned; and ii) to be made up by CDM and ]I
credits. The Government should also engage stakeholders, within the UK and
abroad, as to the potential benefits and practicalities of introducing EU-wide sectoral
caps, which might automatically harmonise such aspects across the Scheme.
(Paragraph 101)



35.

1

We welcome the Government’s leadership on lessening the burdens faced by smaller
emitters, not least because the Government is consulting on introducing the Energy
Performance Commitment (EPC), a separate regime into which they will
presumably be transferred; this suggests to us that they will not fully escape an
emissions reduction regime, but that its administrative demands will be made
proportionate to their capacity and impact on emissions. In addition, we sympathise
with the concerns expressed as to the possible complications and administrative
burdens experienced by firms which may find themselves subject to both the EU ETS
and EPC, as well as the Climate Change Levy regime. Calls for such firms to be
exempted from all but one regime, however, must be treated with a great deal of
caution, considering the potential impact on both the finances and emissions not just
of those firms in question, but of their competitors. We will investigate these issues
in detail in a future consideration of the Climate Change Levy, and may also look in
further detail at some point at the EPC. (Paragraph 104)

Protecting firms subject to the EU ETS from International Competition

36.

The Government should consult widely in the UK and abroad as to the benefits and
practicality of the Carbon Trust’s three proposals for protecting vulnerable industries
against international competition from firms not subject to the EU ETS or equivalent
carbon constraints. In view of the potential difficulties of two of these options, it
appears that the use of a border tax adjustment might have the most potential;
however, the Government must urgently clarify whether this would indeed pass
WTO criteria. (Paragraph 107)

Expanding the Scheme and linking it with others

37.

38.

39.

While we would broadly welcome the Government’s efforts to expand the EU ETS
towards forming a global carbon market, we do so with some caution given the
potential to weaken the Scheme by changing its terms. Our first concern is with the
use within the Scheme of CDM and JI credits. Limits on the use of such credits
should not just be harmonised across the EU ETS, but the Government should also
press for a qualitative limit to be imposed on the use of these credits, to ensure that
they are funding genuinely additional emissions reductions, and that they make a
contribution towards sustainable development. (Paragraph 109)

We are not sure about the Government’s argument that expanding the EU ETS will
necessarily “bring about emissions reductions at lower cost”. The Government
should clarify its own understanding of the range of carbon prices required to
stimulate the necessary level of investments in carbon abatement within the EU ETS,
and seek to form a consensus on this across the EU. Considerations of the terms on
which other sectors, gases, and trading schemes could be linked or encompassed by
the EU ETS could then be made with reference to the projected impacts on this
model price. (Paragraph 111)

While we support the principle of including aviation in the EU ETS, this will only be
effective if the terms of its inclusion are such to constrain and ultimately reverse the
rise in aviation emissions. However, we have severe doubts as to its effectiveness
under current proposals. Notably, the impact on airfares, and hence demand for
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40.

41.

42.

flying, is projected to be relatively minor. Meanwhile, a proportion of what increase
in prices there will be is expected to lead to windfall profits for airlines, given that
their initial allocation of allowances will be given to them almost entirely for free, and
as they, like power companies, will be able to pass on the market value of their
allowances to customers. Moreover, there are still no concrete proposals for
reflecting the total contributions of aviation to global warming, considered in most
estimates to be between two and four times that from CO, alone. (Paragraph 115)

It is essential, therefore, that the terms of aviation’s inclusion are considerably
strengthened in Phase III. Notably, lessons should be learned from the way in which
the power sector has earned windfall profits in Phase I; as airlines similarly should be
able to pass these costs through without fear of international competition, so their
allocations should be 100% auctioned. Not only will this lead to a more efficient
allocation process and prevent them making windfall profits from the Scheme, it
should also focus their attention more on the costs of carbon, and raise valuable
revenue. The proportion of auction revenue corresponding to flights within the EU
could be earmarked for spending on rail alternatives to short haul flying within
Europe. As for the remaining revenues, relating to long haul journeys, the
Government and the Commission should make comparative studies of the benefits
of the different ways in which these can be used, including using them to fund
reductions in other taxes. Equally, the Commission must not waver in pressing for all
arrivals and departures, not just intra-EU flights, to be included in the Scheme. The
Government must maintain its voluble campaign in support of this principle.
(Paragraph 116)

Even if the terms on which aviation is included under the Scheme are toughened in
Phase III, we still have severe doubts that the Scheme itself will be responsible for any
significant improvements in the carbon efficiency of the overall fleets of aircraft
affected, given the costs and technological difficulties in doing so. Rather, the chief
potential contributions of the EU ETS regarding aviation would appear to lie more in
simply increasing the costs of emitting carbon within the Scheme. But this depends
on there being a strong cap on aviation emissions. If the cap is too weak, then its
impacts—on airfares and demand for flights, and on the wider price of allowances—
may be equally undermined. (Paragraph 117)

Under current proposals, the allocation given to the aviation sector will be capped at
its average level of emissions in 2004-06. In discussions regarding the level of the cap
set for aviation emissions in Phase III, it would not be a surprise if airlines argued
strongly that the initial allocation should be updated, and set at a baseline taken from
years closer to 2012. It is vital for the integrity of the cap on aviation, and with it the
integrity of the Scheme as a whole, that the Commission resists such calls.
Furthermore, the Commission should put in place a clear commitment to
reducing— even if gradually—the allocation set aside for aviation from its initial
level. It would risk fatally undermining the effectiveness of the EU ETS—both
directly, and indirectly through provoking opposition from other sectors—if the
overall cap set by the Scheme was reduced in each phase, but the sectoral cap given to
aviation was allowed to rise or even simply stay the same. (Paragraph 118)
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However the terms of aviation’s inclusion in the Scheme are reformed and
strengthened, complementary measures will be needed and must be introduced or
intensified, aimed at constraining the growth in air travel and reflecting its full
external costs, including all its non-CO2 contributions to global warming. In
addition to the “upstream” focus of the EU ETS—that is, directly affecting the
airlines—the Government, and other Member States, should continue and increase
their focus on “downstream” measures, designed to affect private and business
decisions as whether or not to fly. Moreover, the Government must work to progress
the development of an EU-wide measure to tackle NOx emissions, and should also
lead the way in developing measures that reflect the remaining non-CO, effects.
(Paragraph 119)

Finally, now the Commission has published its proposal on aviation, there is no
excuse not to include the greenhouse gas emissions of EU flights within the proposed
targets for EU emissions reductions to 2020 and 2050. The Government must clarify
that its proposed EU targets include aviation emissions, and should also revisit its
UK target for 2050 to include the emissions of all flights arriving at and departing
UK airports. (Paragraph 120)

As yet we have not been convinced by the case for the inclusion of surface transport
within future phases of the Scheme. The emissions from this sector can more
effectively be tackled through other measures, such as motoring taxes, road charging,
and mandatory fuel efficiency agreements with car manufacturers. Moreover, in view
of the practical difficulties involved, we believe that it is not just less preferable that
surface transport is covered by the EU ETS but conceivably quite unlikely that it ever
would be. There is a danger, then, in the Government’s mooting it as a possibility,
that it may function as a red herring, and confuse or retard debate on other means of
reducing emissions from road transport. At the very least, the Government must
finally publish some details of its proposal, and show how it might deal with these
reservations. (Paragraph 122)

The maritime sector is responsible for 4% of the EU’s CO, emissions. Despite this,
there is little discussion regarding the inclusion of European shipping, in stark
contrast to other transport sectors. We now urge the Government to explore with
European partners the potential of including the maritime sector within a future
phase of the EU ETS. As a first step, the Government should press the European
Commission to commission a detailed study to quantify the emissions and assess the
practicalities involved. (Paragraph 123)

Increasing the transparency and accountability of the Scheme

47.

To aid public understanding of the workings and progress of the Scheme,
accountability of individual firms, and parliamentary scrutiny of the roles of national
governments and European institutions, there ought to be published a high-profile
annual report of the EU ETS. This report should set out the allocations and actual
verified emissions in that year, broken down both by Member States and by
individual installations. In addition, and in much the same way as a departmental or
commercial annual report, it should feature a commentary on important aspects of
the Scheme’s operation in that year. (Paragraph 126)
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Putting the EU ETS into perspective

48.

49.

50.

51.

52.

The EU ETS is already a hugely significant development in the global effort to tackle
climate change. Although its record so far in actually driving carbon reductions is
unproven, it is far and away the largest and most sophisticated mechanism
potentially capable of capping international emissions; and, as the Commission’s
decisions on the Phase II NAPs show, it is moving slowly in the right direction. As
such it is providing the inspiration and template for the construction of emissions
trading schemes in other countries, and, as the Stern Review notes, has the potential
to become the nucleus of a single global carbon market. In this respect, it must aim to
become the “gold standard” for all other emissions trading schemes to emulate and
be brought through market forces to comply with. (Paragraph 127)

From pioneering the early UK Emissions Trading Scheme, to setting tougher
National Allocation Plans than other Member States in the EU ETS, to leading the
debate on expansion of the Scheme to take in other sectors and countries, the
Government has consistently showed international leadership in helping to establish
the Scheme and see it fulfil its potential. In its commissioning of the Stern Review, we
also hope that it has played an ultimately significant role in persuading other
countries, notably the United States, Canada, and Australia, to link to or join the
Scheme as soon as practically possible. (Paragraph 128)

At the same time, the contribution to be made by the EU ETS on its own ought to be
kept in perspective. A strong theme to emerge from our inquiry was of the need to
supplement the market mechanism of the EU ETS with other measures in order to
ensure it delivers desired outcomes. Appeals for such extra measures came from a
wide variety of groups: investors, economists, power companies, industrial lobbies,
trade unions, and environmental NGOs. What united these appeals was the concern
for certainty and security—over the long term price of carbon, over the fit between
the EU ETS and energy policy, over protection from international competition not
subject to similar carbon constraints, and over the R&D required to deliver step
changes in low carbon technology. Uncertainty over all these issues is clearly
impeding investment and the transition to a low carbon economy. The Government
must look again at what it can do on its own, and what it can do to influence action
at the EU level, to provide the certainty, assistance, and protection required to
complement the bare workings of the Scheme itself. (Paragraph 129)

Overall, there are perhaps two main and related weaknesses in the Government’s
statements on emissions trading which it needs to recognise and resolve. The first is
the contradiction between the Government’s reliance on the EU ETS all by itself to
set a price on carbon high enough to incentivise investment in low carbon
infrastructure, and its enthusiasm for expanding the Scheme in order to lower the
price (and resulting cost impacts on business and consumers), and thus make it
more politically and economically acceptable. (Paragraph 130)

The second concerns the Government’s ambition for relatively tough carbon
reduction targets for the UK and EU, which themselves depend on global targets in
which the whole of the developed world makes steep cuts, while the whole of the
developing world has to meet challenging caps on its growth. The contradiction here
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lies in the Government’s endorsement of and reliance on making up shortfalls in
such national targets by buying carbon credits from other countries: if everyone
thinks like this, then nobody will reduce any emissions, and nor will there be any
surplus credits to buy. Exactly the same applies between different economic sectors.
The Government must face up to the fact—and start challenging the British
population, other governments, and global businesses to do likewise—that ultimately
neither the UK, nor any country, nor any industry, can simply buy its way out of
meeting its carbon commitments. (Paragraph 131)

Above all, the Government must ensure that it is not investing a magical belief in
emissions trading as a miracle cure for global warming — something which will, all by
itself, necessarily reduce carbon emissions, necessarily lead to a step change in
technology, and necessarily achieve this at low cost and without harming
productivity. The most important role for emissions trading is to add a cost to
carbon. This can help to incentivise low carbon technological development and
market transformation, but in doing so it is likely to raise costs and impinge on
economic activities in some areas, even if the trading element will help to constrain
these costs. Moreover, it cannot guarantee sufficient progress in the timescale
required; and if new technologies cannot deliver enough reductions in time, then
ultimately we will have to reduce the volume of our carbon-related activities.
Emissions trading will not spare us from making difficult decisions and personal or
collective sacrifices on the road towards meeting our global carbon reduction targets.
(Paragraph 132)
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Introduction

The EU ETS is the cornerstone of UK and EU climate change policy

1. The Government has made it clear that the EU Emissions Trading Scheme (ETS) is
“the cornerstone of the Government’s policy framework to tackle climate change.”
Given that the Prime Minister has repeatedly emphasised that, as he puts it, “climate
change is probably the greatest long-term challenge facing the human race,” and that
tackling it is thus “a top priority for this government, at home and internationally,” it
would seem no exaggeration to say that the Government has more staked on the success
of this one policy instrument than perhaps any other.

2. The EU ETS began operation on 1 January 2005. It originated as a recommendation in
the initial report (June 2001) of the European Climate Change Programme (ECCP),
established by the European Commission (the Commission) in March 2000 “to help
identify the most environmentally and cost effective additional measures enabling the EU
to meet its target under the Kyoto Protocol, namely an 8% reduction in greenhouse gas
emissions from 1990 levels by 2008-2012.”> The importance of the Scheme in the context
of the ECCP is underlined by the current European Commissioner for Environment,
Stavros Dimas, who describes the EU ETS as “the European Union's single most important
measure for reducing greenhouse gas emissions”.*

3. The EU ETS currently covers around 11,000 power stations and industrial installations
across all 25 Member States of the European Union (including over 1,000 sites in the UK),
together responsible for approximately 45% of the EU’s carbon dioxide emissions
(including a similar proportion of the UK’s carbon emissions). Under the Scheme, each
Member State sets a national cap (referred to as a National Allocation Plan, or NAP) on
carbon emissions from its power and industrial sectors, dividing allowances to emit CO,,
equal in aggregate to this overall cap, among each individual installation.(One ETS
allowance covers one tonne of carbon dioxide.) As the Government’s 2006 Energy Review
explains, in order to make this design effective in cutting carbon emissions, “The overall
number of allowances allocated should be set below industry’s normal emissions levels”.
This ensures that “each company with a shortfall must either reduce its own carbon
emissions or buy allowances from other companies.” This in turn “enables companies who
can easily lower their carbon emissions to make large cuts in emissions and sell their
allowances to those who find it harder to do so.™

1 Ev 91

2 Department for the Environment, Food and Rural Affairs (Defra), Climate Change: The UK Programme 2006, Cm
6764, March 2006, p iii

3 "EU can affordably reach Kyoto target according to new report”, European Commission press release IP/01/816, 11
June 2001

4  “The EU and the fight against climate change”, European Commission press release SPEECH/06/276, 4 May 2006
5  Department of Trade and Industry (DTI), The Energy Challenge, Cm 6887, July 2006, p 28
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4. The additional rationale for the Scheme, beyond the simple objective of leading to
emissions reductions, is that it will achieve these carbon savings “in a cost-effective and
economically efficient manner,” in the language of Article 1 of the European Directive
which established the Scheme in law (henceforth the ETS Directive). ¢ Indeed, the
Commission has estimated that: “The scheme should allow the EU to achieve its Kyoto
target at a cost of between €2.9 billion and €3.7 billion annually. This is less than 0.1 % of
the EU’s GDP. Without the scheme, compliance costs could reach up to €6.8 billion a
year.”” As the Department for the Environment, Food and Rural Affairs (Defra) explains,
this cost-effectiveness is expected to follow from the way in which the Scheme allows for
permits to emit carbon to be traded:

The Scheme is cost-effective for the economy because emissions reductions are likely
to take place at the point of least cost. Most emissions abatement will be carried out
by operators with the lowest abatement costs, since these operators will be able to
bring the cheapest allowances to the market. Thus emissions trading keeps down the
overall cost to the economy of tackling climate change relative to less flexible
instruments.

The Department further explains: “This type of scheme is also ideally suited to regulating
greenhouse gas emissions, since the nature of greenhouse gases means that emissions make
the same contribution to the greenhouse effect wherever they are made. The corollary is
that emissions savings have the same environmental benefit wherever savings are made.”

5. Doubts have been raised, however, as to the extent to which the Scheme has begun to
deliver these objectives in practice since it commenced operation two years ago. Notably,
in April-May 2006 the price of carbon allowances collapsed (see Figure 1), following the
release of provisional figures which indicated that emissions in 2005 were lower than
expected, leaving the Scheme with a surplus of some 44 million allowances after year one.
This prompted fears that Member States had as a whole erred on the side of caution, or
generosity, in giving their industries an over-allocation of allowances; and that the whole of
Phase I of the Scheme (running 2005-2007) would therefore be ineffectual, failing to
provide participating companies with the challenging caps, and accompanying financial
incentives, to drive changes in behaviour and a reduction in emissions. Further concerns
have been raised as to the prospects of the Scheme in Phase II (2008-2012), and even about
its future existence beyond that.

6  Council Directive 2003/87/EC

7  "EU action against climate change”, European Commission brochure, September 2005,
http://ec.europa.eu/environment/climat/emission.htm, p 8

8 EvIl
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Figure 2 The price of Phase I carbon allowances collapsed in April-May 2006
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6. In addition, some observers have made more wide-ranging criticisms of the EU ETS,
based on their reservations towards all emissions trading schemes. One set of such
criticisms focuses on the practical difficulties facing an international trading scheme,
involving the inter-relationships of many different governments and thousands of
competing companies. For instance, the think tank Open Europe has argued that the aims
of the EU ETS have been undermined by the way in which carbon allowances have been
decided by a multiplicity of national bureaucracies; it argues that this has led to allocations
which are both ineffective and inefficient, and that the Scheme places too great an
administrative burden on participating installations.” Another major doubt which has been
expressed about the Scheme concerns the fact that it is not a truly global scheme, meaning
that those firms which are covered by it are not able to compete on a level playing field
with international competitors based outside the EU. This has raised the fear that if the EU
ETS imposes emissions caps which are truly challenging, the result will be some degree of
“carbon leakage™: the relocation of economic activity to other countries not subject to the
same carbon constraints. The obverse fear is that, if this outcome looks likely, political
lobbying will lead to weaker caps, protecting the competitiveness of EU firms, but
undermining the effectiveness of the Scheme in driving down carbon emissions.

7. Another set of criticisms objects to emissions trading in principle, or at least an aspect of
it: the mechanisms by which participating companies are partly allowed to buy their way
out of their emissions targets by funding greenhouse gas abatement projects in other,
essentially poorer, countries. The first argument here, notably as put by the campaigning

9  The high price of hot air: Why the EU Emissions Trading Scheme is an environmental and economic failure, Open
Europe, July 2006
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group the Corner House, is that the extent to which such projects actually lead to the
greenhouse gas reductions claimed for them is dubious, and that it is far better not to emit
a tonne of carbon in the first place, rather than to emit the carbon and seek to buy an
offsetting reduction elsewhere. A development of this argument is that allowing the use of
offsets within the EU ETS reduces the investment that might otherwise go into low carbon
technology within the EU, thus delaying its transition to a low carbon economy, and
making its required emissions reduction path still steeper. Meanwhile, as we focus on in
greater detail later in this report, unless subject to stringent and deliberate controls,
investment in offsetting projects will tend to go towards projects devoted to abating
“exotic” greenhouse gases (because these are easier to achieve and provide a much greater
financial return), thereby failing to reduce the growth in carbon-intensive growth in
developing economies.

8. In November 2006 the European Commission delivered a progress report on the
functioning of the Scheme to the European Council and European Parliament. This
concluded that the First Phase of the EU ETS “has proved to be a valuable learning period”,
but outlined a number of issues for further review in respect of the Scheme’s design post-
2012." These and other issues will now be reviewed by a Working Group on the EU ETS,
operating under the European Climate Change Programme, which is scheduled to report
by June 2007."

9. What is at stake, in this ECCP review specifically and in the performance of the EU ETS
in its Second Phase more generally, is underlined by the Stern Review on the Economics of
Climate Change. Commissioned jointly by the Prime Minister and the Chancellor, the
Stern Review finds that, to mitigate the risks of dangerous climate change and the possibly
irreversible social and economic disruptions which could accompany it—on a par with
“the great wars and the economic depression of the first half of the 20" century”—three
main policies are required. Carbon pricing, “through taxation, emissions trading or
regulation, so that people are faced with the full social costs of their actions”,'* is the first of
these three key recommendations. (The others are: i) enhanced support for new
technology; and ii) education and incentives to overcome the behavioural and institutional
barriers to radically improving energy efficiency.) While Stern highlights the potential of
three different means of imposing a price on carbon, it is emissions trading which has thus
far made the most international progress, and which offers the most potential for
establishing a global carbon price in the short to medium term future. Fledgling emissions
trading schemes are beginning to emerge in other countries, but the EU ETS is by far the
biggest, most ambitious, and most established of these. The development of the EU ETS
will thus be instrumental in influencing the development of emissions trading worldwide;
and thus the EU ETS should be regarded as the mechanism for putting a price on carbon
internationally. Still more pointedly, as Stern puts it: “Decisions made now on the third

10 “Building a global carbon market — Report pursuant to Article 30 of Directive 2003/87/EC”, European Commission
COM(2006)676,13 November 2006, http://ec.europa.eu/environment/climat/emission.htm,, p 10

11 "ETS Review"”, European Commission update, http://ec.europa.eu/environment/climat/emission.htm

12 “Publication of the Stern Review on the Economics of Climate change”, HM Treasury press release, 30 October 2006
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phase of the EU Emissions Trading Scheme pose an opportunity for the scheme to
influence, and be the nucleus of, future global carbon markets.”?

10. Within a matter of months the European Commission is set to have reached
decisions on the next two phases of the EU ETS which will be vitally important, not just
to the success of this Scheme, but to the establishment of carbon trading worldwide.
The EU ETS has received serious criticism for its design to date, concerning the
efficiency and effectiveness with which it sets carbon allocations, and the way in which
it relates to countries outside the EU, both in terms of dealing with international
competition and of funding offsetting projects in developing economies. These
challenges must be addressed if the EU ETS is to prove the credibility of emissions
trading as the foremost mechanism for tackling greenhouse gas emissions worldwide.
In meeting these challenges, and making a success of emissions trading, Europe would
be in the position to mould a global carbon market, something which only underlines
the importance of getting the design of the Scheme right. The converse risk, if Member
States and the European Commission get the terms of Phases II and III wrong, is that
the credibility and potential effectiveness of emissions trading is fatally and
permanently undermined.

Focus of this inquiry

11. The Environmental Audit Committee (EAC) has substantively looked at the EU ETS in
one previous report, The International Challenge of Climate Change: UK Leadership in the
G8 & EU, which also looked at the Kyoto Protocol and the post-2012 framework. In this
report, our predecessor Committee found that Phase I of the Scheme was unlikely to yield
any significant carbon savings and that far tougher targets would be needed in Phase II. Its
overall conclusion was that: “emissions trading will only work effectively if it results in an
increase in the price of energy for industry, business and even domestic consumers. Only
then will the necessary incentives to prompt behavioural change and investment in low-
carbon technologies arise.”™* In this new report, and with the benefit of data from the first
year of Phase I and information on the National Allocation Plans for Phase II, we examine
the evidence on how much progress the Scheme is making towards these ends.

12. We launched this inquiry in July 2006, with evidence being taken in November and
December. There were three reasons for this timing. First, the start of the inquiry came
shortly after publication of end of year figures for the first year of the Scheme, and with that
the collapse in the carbon trading market, allowing for an informed review of Phase I in its
entirety. Second, with the publication in the summer of most of the proposed National
Allocation Plans for Phase II, including the UK’s, and the Commission’s decisions on them
by the end of the year, it allowed for a relatively confident appraisal of the Scheme’s
effectiveness throughout the whole of the Second Phase. Third, it allowed for publication

13 Stern Review: The Economics of Climate Change, HM Treasury, October 2006, p 324

14 Environmental Audit Committee, Fourth Report of Session 2004-05, The International Challenge of Climate Change:
UK Leadership in the G8 & EU, HC 105, p 22
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of this report to come in time to make recommendations to the Government regarding its
input into the ECCP review of the Scheme, looking forward to Phase III and beyond.

13. In the course of our inquiry we received memos from 26 organisations, taking oral
evidence from the Environment Agency, WWEF, RSPB, the Association of Electricity
Producers, the TUC, EEF, Climate Change Capital, and the Carbon Trust, culminating in a
session with the Minister for Climate Change, Ian Pearson MP. In addition we travelled to
Brussels for wuseful discussions with Commission officials, and pan-European
environmental groups. We would like to thank all involved for their assistance.

14. Throughout our inquiry we have had dual objectives in mind. The first has been to
assess the effectiveness of the EU ETS overall, and to identify the main issues relating to its
future success. The second has been to focus in particular on the UK, reviewing the
effectiveness of Government policy, assessing the impacts of the Scheme on UK
participants and carbon emissions, and making recommendations to the Government on
its future policy, notably its input into the ECCP review.

An assessment of the Scheme’s impacts to
2012

The record of Phase |

15. Two years into the operation of the EU ETS, there is much to applaud. The very
existence of such a complex system, involving hundreds of firms and thousands of
installations in 25 countries, is an impressive achievement in its own right, especially
considering the tight timetable under which it was set up.'” In operation, the Scheme
has shown itself so far to be an administrative success, with the overwhelming majority
of installations reporting their independently verified CO, emissions, and surrendering
the appropriate number of allowances to cover them, to the required deadlines. In the
UK, for example, over 99% of installations submitted their verified emissions reports and
surrendered the correct amount of allowances within the deadlines or shortly thereafter.'®
Only a very small number of UK operators have been shown to have had excess emissions
over their total of allowances, and firms without sufficient allowances to cover their
emissions have been prosecuted and fined.”” More widely, the systems for trading

15 Asthe memo from Defra put it: “The EU ETS has been developed and implemented against a very tight timetable. The
Emissions Trading Directive was finalised by the Council and the European Parliament in October 2003 and gave Member
States just two months to transpose the Directive into national law. Member States then had just twelve months to prepare
National Allocation Plans and to implement the Scheme only 12 months later. Although not all, Member States were able to
meet this challenging timetable, the Scheme was operational across the majority of the EU by early 2005, demonstrating
that it is possible to take swift and decisive action to implement measures to combat climate change.” Ev 91

16 Ev1

17  “Civil penalties issued today under EU Emissions Trading Scheme”, Environment Agency press release , 6 December
2006
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allowances have also proved to work effectively, with some 350 million allowances (worth
an estimated €9 billion) being traded internationally during 2005."

16. In reviewing the effectiveness of the EU ETS, however, our main interest is in assessing
the extent to which it is driving significant cuts in carbon emissions. Here, the record of
Phase I is much more dubious. The key issue is the size of the caps on emissions imposed
by Member States’ National Allocation Plans, and the resulting aggregate cap across the
entire EU to which they add up. The fear expressed by many observers when these Phase I
NAPs were first published was that most were far too unchallenging, meaning that little
progress would be made in driving down EU carbon emissions. This was certainly the
view of our predecessor Committee who, in examining the prospects for Phase I at its
outset in early 2005, observed that “relatively few countries have set target reductions of
more than 3%, even when they are very far from achieving their Kyoto target; while
Portugal and the Netherlands have actually set caps above their business-as-usual
forecasts.””® This led them to conclude: “Phase 1 of the EU ETS has rightly been described
as a "race to the bottom" in terms of the target caps set by individual member states. Asa
result, there is little prospect that it will yield any significant carbon reductions and this is
reflected in the low price at which carbon is trading.”*

17. If this was the view which many held at the outset of Phase I, what happened in May
2006, when first year figures for the number of allowances surrendered in each Member
State were published, seemed only to increase the doubts. Emissions for 2005 were revealed
to have been considerably lower than the number of allowances allocated, leaving a surplus
of some 44 million allowances after the first year of the Scheme. The conclusion which
many drew was that most Member States had allocated allowances to installations in excess
of their ordinary needs. If true this would mean that Phase I will be even less effective than
our predecessor Committee thought. It would suggest that most of the Business As Usual
(BAU) emissions projections, used by Member States as a basis from which to calculate the
size of the cut to be imposed by their National Allocation Plans, were seriously inflated and
inaccurate. In this way, it would not just be that most Member States were cutting too little
from their Business As Usual emissions; they would be cutting too little from a projected
level actually above their BAU emissions. This in turn would mean that the majority of
installations would have been given sufficient allowances to meet their ordinary needs in
full and would not therefore be directly affected by participation in the Scheme.
Meanwhile, the weak aggregate cap would lead to a low market price for traded allowances,
meaning that those firms which did end up with a shortfall in allowances would be faced
with only a weak financial incentive to strive for emissions reductions.

18. The majority of evidence we examined backed up this interpretation. While sounding
a note of caution given that only one year’s emissions figures had been published, the

18 Emissions Trading and the City of London, City of London, September 2006, p 4

19 Environmental Audit Committee, The International Challenge of Climate Change: UK Leadership in the G8 & EU,
para 27

20 Environmental Audit Committee, The International Challenge of Climate Change: UK Leadership in the G8 & EU,
para 30
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memo we received from Defra implied the belief that Phase I as a whole had over-allocated
allowances: “Industry should have to take some action to achieve surpluses that can be
sold, they should not receive more allowances than they need in the first place. However, it
is evident from 2005 emissions results that more allowances were available than were
required for compliance with the Scheme, hence deflating the value of allowances, and,
consequently, diminishing the financial incentive to reduce emissions over buying
allowances.”™ The Environment Agency was slightly more forthright, stating: “During the
first year of the scheme, most Member States emitted less than their 2005 allocations. [...]
This suggests that most Member States have allocated allowances to industry above
business as usual”.** In the view of RSPB, “In Phase I, all member states have been afraid
of placing their countries at a competitive disadvantage, and they have consequently
overallocated allowances”, with WWF concluding that the EU ETS “is currently failing to
deliver real cuts in greenhouse gas emissions.” A recent report by the Institute for Public
Policy Research (IPPR) stated baldly: “In the first year of trading, 2005, the EU ETS did not
yield any emissions reductions. [...] Member states themselves decide the emissions
reductions they will take. Many are anxious to avoid making more effort then their
neighbours. Such a ‘race to the bottom’ can only lead to failure.” To the Carbon Trust,
“The overarching lesson is that the market and verification has worked, but the initial
allocation didn’t”.?* (On this latter observation, that the verification system has worked, we
would add a note of caution by observing that it has not yet been tested under the more
difficult circumstances that would accompany genuinely challenging emissions caps and
their resulting scarcity of allowances, a situation which might provide greater incentives to
falsify emissions records.)

19. The situation in the United Kingdom stands slightly apart. While Phase I appears to
have a surfeit of allowances, not every Member State has contributed to this over-
allocation. In the figures for 2005, the UK is shown to be one of five Member States whose
emissions exceeded their allocations; the UK’s shortfall in allowances is far greater than any
other country’s. While this suggests that the UK has set a more challenging NAP than
other Member States, it does not necessarily follow that this more stringent national cap
has led to more - or indeed any significant — carbon reductions, whether in the UK or the
EU as a whole. This is by virtue of the Scheme’s multi-state trading nature. Given that there
is a net surplus of allowances across the system as a whole, and that this appears to be the
result of a general over-allocation, then not only will it have been cheaper for those UK
firms with an under-allocation to make up their shortfall by purchasing allowances on the
market rather than changing their production processes, but this money will have tended
not to subsidise carbon abatement in other countries, rather to have simply bought an
unneeded proportion of their excessive allocations. In a report published in July 2006, the
think tank Open Europe estimated that the first year of Phase I could have seen a net
outflow from UK participants of approximately £470 million to “companies in other

21 Ev92

22 Ev2

23 Trading Up: Reforming the EU Emissions Trading Scheme, IPPR, December 2006, p 6

24  Allocations and competitiveness in the EU ETS: Options for Phase Il and beyond, Carbon Trust, June 2006, p 7
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member states which can then make windfall profits” without decreasing their emissions;*
in other words, as the report put it, this money had bought nothing but “hot air”. Neither
the Environment Agency nor the Carbon Trust could confirm these figures; and Professor
Grubb of the Carbon Trust did stress that, even in Phase I, “the UK could end up as a net
seller still and make money out of the system” if, for instance, declining gas prices in the
next year led to a switch away from more carbon-intensive coal burning in the UK.
However, he also suggested that if UK emissions stayed at current levels, UK operators
would need to purchase around 20 million allowances net per year in Phase I. (At the
current allowance price of around €5, this would represent a sum of around £67 million.)*

20. We did receive some evidence to suggest, on the contrary, that Phase I was leading to
some genuine carbon abatement. Appearing before us, the Climate Change Minister stated
that “there will be a number of companies within the United Kingdom and in other
countries that have reduced their carbon emissions directly as a result of the scheme”, and
drew our attention to a study by academics from the Massachusetts Institute of Technology
(MIT) and Fondazione Eni Enrico Mattei (FEEM) that suggested that “emissions
reductions across the EU resulting from implementation of the ETS in 2005 could be
somewhere in the region of 50 million tonnes of carbon dioxide to 200 million tonnes of
carbon dioxide”.””

21. The study in question® begins from the starting point that it is impossible to tell, simply
from the fact that 2005 emissions were below allocation levels, the extent to which it was
the allocations that were too high or the emissions that were lower than forecast — and if
the latter, the extent to which this reflected active carbon abatement. In setting out to find
the answer, the study starts with the average historical baseline emissions data for the years
2001-03, gathered by Member States as the basis for their BAU projections for the years
2005-07 (in turn the basis of their caps from these levels represented by their Phase I
National Allocation Plans). It then does its own calculations of what Business As Usual
emissions would have been in 2005 in the absence of the EU ETS. By applying rates of
rising economic output and declining improvements in carbon intensity since 2002 to
these historic baselines, it projects that, if the EU ETS had not existed, the emissions for
2005 would have been between 50 million tonnes of carbon dioxide (MtCO,) and
200MtCO; higher than the actual verified emissions for that year. It concludes that the EU
ETS must have driven carbon efficiency improvements, equal to these figures, in its first
year.

22. The MIT/FEEM study contains some interesting analysis and argument. Given that it
was only published in November 2006, and only raised by the Minister in our final
evidence session, we have been unable to study its methodology in great depth, nor gain

25 The high price of hot air: Why the EU Emissions Trading Scheme is an environmental and economic failure, Open
Europe, July 2006, p 3

26 Based on an exchange rate, as of 5 January 2007, of £0.673 to 1 Euro. http://www.sussex.ac.uk/Units/currency/
27 Q250

28 D Ellerman and B Buchner, Over-Allocation or Abatement? A Preliminary Analysis of the Eu Ets Based on the 2005
Emissions Data, Fondazione Eni Enrico Mattei, November 2006
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the views of other witnesses and observers on its conclusions. However, we would make
the following main observations as to the Minister’s use of its findings. The first is that its
stated carbon savings are from a BAU projection, rather than an estimate of absolute
reductions from historical levels, and are therefore less impressive in terms of progress
towards Kyoto targets, and further absolute reductions in carbon beyond that, than might
at first appear. In other words, the cited figure of a 50-200MtCO, reduction does not mean
that emissions from those installations in the EU ETS went down by a net figure of 50-200
million tonnes in 2005 compared to emissions in 2004 or some previous year; rather, it is
that they are projected to have emitted this amount less than they might otherwise have
emitted, had their emissions grown in line with (this study’s) BAU forecasts. Secondly, the
size of even these relative carbon reductions should be subject to some doubt, given that, as
the authors themselves point out, their calculations “can never be determined with
certainty because the counterfactual is not observed and never will be”*—in that such
calculations depend on both the accuracy of historical baselines and the applicability of the
modelled assumptions as to their BAU growth, none of which can be known for sure.
Finally, in dwelling on the high-level plane of macroeconomics, the study neither cites any
examples of a firm which has reduced its carbon emissions, nor offers a definite scenario
for how firms might have reduced their emissions even in theory. Its portrayal of the
means by which its projected carbon savings have arisen is vague: it imagines simply “the
small, incremental changes in production and production processes that managers of
existing facilities make in adjusting to new economic realities.” This is not to imply that
its findings are necessarily wrong; but it is to suggest that they ought to be supplemented by
further evidence before they can be relied on to state conclusively that Phase I has indeed
had such effects on installations in practice.

23.In supplementary evidence, the Minister also referred to Defra analysis which
suggested that:

[Clomparing 2003 and 2005 emissions in the UK from incumbent installations in
the EU ETS shows a reduction of around 10MtCO; (4%). A number of new
installations commenced operation and entered the Scheme in 2004 and 2005,
emitting a total of around 5MtCO, in 2005. Therefore, the net total reduction in
emissions from UK installations (incumbent and new) in the EU ETS was
approximately 5MtCO, between 2003 and 2005.”!

As we received this evidence at the end of our inquiry we are unable to assess the strength
of its conclusions.

24. Other witnesses also suggested that Phase I was leading to some carbon reductions.
Both the Carbon Trust”” and the TUC® suggested that there was some evidence of

29 Ellerman and Buchner, p 17
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resulting carbon reductions, though here again we did not hear any specific examples of
individual installations. The Association of Electricity Producers (AEP), meanwhile,
suggested that: “Putting a value on carbon has also aided the economics of achieving
emissions reductions through the co-firing of biomass with coal or oil, and in 2005 this
resulted in the sector generating about 3 TWh that were eligible for Renewable Obligation
Certificates.” In addition, they mentioned “one plant in the Sector” was converted from a
Combined Cycle Gas Turbine (CCGT) to a Combined Heat and Power (CHP) plant “with
significantly improved efficiency.”*

25. The Environment Agency appeared to at least partially contradict this, however,
suggesting that there had been no documented cases of businesses reducing their emissions
as a result of participation in the Scheme, and in particular suggesting: “What we have seen
is some companies, for example, Drax, has invested time and money in putting in facilities
for the burning of biofuels, but, because of the low carbon price, at the moment I
understand that has actually almost stopped because there is little incentive to burn other
than coal.™ Indeed, AEP themselves admitted that overall the first year of the Scheme had
had essentially no effect on emissions from UK power generation: “In fact [...] there was
no change in emissions as such in 2005, but then, equally, one has to recognise that if you
look at gas prices during that period the level of the carbon allowance price was not
sufficient to drive coal to gas switching”.*®

26. While the Scheme so far has been an administrative success, its record in reducing
carbon emissions is far less impressive. It appears to us that Phase I will have very little
impact on carbon emissions across the EU. Allocations of allowances to emit carbon
were too generous, and the market price of them consequently too low, to drive a
transformation in business strategies and technical processes. Overall, the emissions
projections appear to have been inaccurate and inflated, and the national caps derived
from them too unambitious. There is some excuse for this in Phase I, given the
difficulties in collecting accurate baseline data and the compromises needed to achieve
speedy implementation of the initial phase of the Scheme; and for these reasons it has
always been characterised as a “learning by doing” phase. But lessons must actually be
learnt, and things radically improved, in Phase IT and beyond.

27. While this view is contradicted by the study by academics from the Massachusetts
Institute of Technology and Fondazione Eni Enrico Mattei, we have some doubts as to
the strength of its conclusions, particularly as it does not provide a single concrete
example of an installation which has actually reduced its carbon emissions as a result of the
EU ETS. In view of the reliance which the Minister is now placing on this one piece of
research to argue that Phase I has significantly reduced emissions in the EU, the
Government should commission an independent review of the study’s findings.
Overall, we would welcome more research into the effects of the Scheme on
participating companies. Where there is strong evidence that the EU ETS is driving
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behavioural change that cuts emissions in absolute terms, this ought to be given
significant publicity, both to spread the lessons of good practice and to bolster domestic
and international support for emissions trading.

28. The UK stands slightly apart in Phase I in that it has set itself a more challenging
national cap than other Member States. But owing to the general over-allocation of
allowances across the EU ETS as a whole, it does not appear that the UK’s shortfall of
allowances has driven any significant carbon reductions either in the UK or in the EU
overall. In other words, the UK has been a net buyer of allowances from the Scheme, and
thus a net financial contributor to it, without necessarily funding any carbon abatement.
This does not mean that the UK was wrong to impose a more stringent national cap, nor
that the EU ETS is a failure, nor that the UK would always be disadvantaged within it.
What it underlines, however, is the need for the European institutions to ensure that all
National Allocation Plans are in future both stringent and equally stringent, so that the
Scheme as a whole is effective, and so that all Member States are competing on a level
playing field.

29. Overall, the extent to which the EU ETS, and any other trading schemes, is judged a
success should depend on two main things: the extent to which emissions are reduced,
and the extent to which a stable and effective carbon price is generated. To date, the EU
ETS has had very questionable effects on both measures. In particular, it has been
undermined by weak caps and inaccurate and unsatisfactory methods of allocating
allowances to individual sectors and installations. Both shortcomings have been
exacerbated, if not wholly caused, by the instrumental role of a multiplicity of national
bureaucracies, which have set caps and allocations through a methodology which was
not just cumbersome, but prone to being influenced by industrial lobbying.

The prospects for Phase Il

30. Phase II of the EU ETS will run from 1 January 2008 to 31 December 2012. Prior to its
operational start in January 2008, Member States had first to submit their proposed
National Allocation Plans by 20 June 2006, and the European Commission had then to
assess, amend if necessary, and approve them by 31 December 2006.”” The Commission
published its decisions on the first 10 NAPs (those of Germany, Greece, Ireland, Latvia,
Lithuania, Luxembourg, Malta, Slovakia, Sweden and the UK), together accounting for
42% of the allowances allocated in Phase I, on 29 November 2006. In this first wave of
decisions, the Commission revised the national caps in question downwards by an average
of nearly 7% from the allocations as originally proposed by the Member States concerned, a
cut equating also to around a 7% cut in absolute terms from verified emissions from the
installations in these Member States in 2005. The United Kingdom was the only one of
these 10 Member States whose proposed NAP was accepted as it stood, and not revised
downwards. As Professor Grubb of the Carbon Trust understood it, the reason “the
Commission did not challenge the UK Allocation Plan is firstly because it was actually the
only one [...] which involved any significant cut-back in aggregate from current levels, and

37 In practice these deadlines were missed in the case of a number of Member States.
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also the UK is on track to meet or exceed its Kyoto commitment.”® (On 5 February 2007,
the Commission published its decision on the 11" Phase II NAP, that of Slovenia, which
had proposed a 9% reduction on its Phase I NAP. The Commission approved this without
downward revision, making Slovenia only the second Member State, after the UK, to have
its NAP approved as proposed.)*

31. The Government ought to be commended for its leading contribution to the
robustness of Phase II, and future strength of the EU ETS, in proposing a more
stringent NAP than many other Member States; as well as submitting it to the
Commission on time, unlike many others. That the United Kingdom had the only
national cap (in the initial batch of 10 to be reviewed) that was accepted by the
Commission as submitted, and without being revised downwards, clearly highlights the
fact that in terms of setting limits to emissions the Government is leading the way in
Europe.

32. In view of the timings involved, most of the written and oral evidence we received
reviewed the National Allocation Plans for Phase II as originally proposed by Member
States, rather than as revised by the Commission. The consensus of opinion was that,
overall, Member States had again refrained from imposing stringent cuts, and that thus the
aggregate cap across the entire Scheme risked being too weak to drive significant carbon
abatement within Europe. Diplomatically, the memo from Defra commented that: “The
UK has worked with counterparts in other Member States, at the highest level, calling on
caps to be set in line with the requirements of the Directive, and to ensure real scarcity in
the market. It is inevitable that there will be some Member States who do not set
sufficiently tight caps. The UK will therefore support the Commission in their
consideration and rejection of such caps.” The Environment Agency was slightly more
direct: “For Phase II, our indication, based on the published draft National Allocation
Plans (NAPs), is that the same situation [of over-allocations as in Phase I] could be
repeated.” According to the Carbon Trust’s analysis, the collective impact of the proposed
NAPs “was going to be too weak to sustain a credible carbon price during the 2012
period”.** Climate Change Capital found that: “Domestic agendas have seen some Member
States set caps in their Phase 2 NAPs that are far higher than those requested by the
European Commission or that their verified data merits, putting the integrity of Phase 2 of
the EU ETS at risk.”” The verdict of RSPB, meanwhile, was that “the Phase II cap is lax
across Europe”.* To WWE, the proposed NAPs “suggest minimal level of effort beyond
Business as Usual (BAU) for a number of countries”, leading them to conclude that
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“collectively across Europe [...] the cap for phase II could be very weak”, and even that
“potentially zero abatement could take place within the EU.”*

33. That most of the draft National Allocation Plans originally proposed by Member
States for Phase II were so inadequate suggests a worrying lack of public and political
understanding of the dangers of climate change, and of the need to tackle it, across the
EU as a whole. This highlights the vital role which must be played by the Commission,
given its ability to operate at one remove from the competitive national interests of
individual Member States, to impose the cutbacks in allocations required by the
Scheme as a whole. A corollary of this is that the UK Government must do its utmost
both to persuade other EU states of the need for greater action, and to bolster the
position of the Commission in guiding Member States in the right direction.

34. Following the Commission’s decisions on the first 10 National Allocation Plans, we
took oral evidence from the Carbon Trust and from the Minister for Climate Change. On
the basis of these initial decisions, the Carbon Trust estimated that the cutbacks imposed
on all 25 Phase II NAPs in aggregate would be around 10%,* which they stated was the
minimum figure required in order to generate a robust carbon price signal in Phase I1.¥
For his part, the Minister welcomed the Commission’s decisions, arguing that, as a result,
“Phase II will be a significant improvement on Phase I in terms of the CO, reductions that
will be seen as a result of it.” He further commented that: “I would like to think that the UK
and our approach in setting our own NAP and getting it in early to the Commission
influenced their thinking and maybe facilitated them in taking a robust approach to Phase
.

35. The European Commission’s decisions on the National Allocation Plans for Phase
IT are encouraging—not just in terms of making it more likely that the EU ETS will
begin to drive real carbon abatement in its Second Phase, but in terms of increasing
confidence in the entire viability and future development of the Scheme.

36. While the Commission’s decisions on these National Allocation Plans are indeed
encouraging, they do not necessarily mean that Phase II of the EU ETS will in itself make
an instrumental difference to the rise in global carbon emissions towards levels that may
trigger dangerous and irreversible climate change. First, as the Carbon Trust submission
argued, there are other variables beyond the simple aggregate cap on allowances that could
affect the carbon price in Phase II. One is the expected reverse in the recent upward trend
in gas prices as new gas supply infrastructure comes on stream; this could incentivise a
switch back from coal to gas in electricity generation, which, as gas is less carbon-intensive
than coal, would tend to lower emissions and with them demand for ETS allowances.
(While lowering emissions in this way would be a good thing in the short term, it would

45 “Use of CDM/JI project credits by participants in phase Il of the EU Emissions Trading Scheme — A WWF summary of
the preliminary findings from the Ecofys UK report”, WWF memo to the Environmental Audit Committee, 6 October
2006, p 3 (unpublished)
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also, by reducing the carbon price, reduce the financial incentive to seek energy efficiencies
and invest in low carbon technologies.) Another is the use and plentiful supply of credits
from Clean Development Mechanism (CDM) projects in the developing world (about
which more will be said in a later section); given that in Phase II these can be used within
the Scheme, in addition to and instead of ETS permits, their use will in effect inflate the cap
on emissions within the EU to a certain degree.*” The Minister himself argued that, even
though the Government now had an idea of the size of cuts from BAU levels imposed by
Phase II NAPs following the Commission’s decisions, it was still very difficult to assess
what the average carbon price would be in the next Phase.”

37. Secondly, as the Carbon Trust stressed to us, since the EU ETS only covers around 45%
of the EU’s carbon emissions, and only around a third of the EU’s total greenhouse gas
emissions, it is impossible to state simply from the cutbacks imposed by Phase II caps
whether the EU as a whole and individual Member States within it will meet their Kyoto
commitments. In amending the proposed NAPs for Phase II, the Commission has had a
mandate to ensure these allocations give a broadly proportionate cutback to the sectors
covered by the Scheme. However, it is possible Member States might not make sufficient
progress in cutting emissions from the rest of their economies by 2012, the end of the first
Kyoto period; in order to comply, they would then have to fund equivalent greenhouse gas
reductions in other countries, for instance via CDM projects.”*

38. Thirdly, it ought to be kept in mind that these Kyoto targets themselves are only a first
step, and that much steeper cuts in greenhouse gas emissions will have to take place very
soon after 2012 in order to meet UK and EU targets, and minimise the effects of global
warming. Thus, as Professor Grubb outlined, while the Commission’s decisions on the
Phase II NAPs could be described as relatively tough within their own context, “The
Commission’s job formally is to enforce the agreement which exists in the form of the
Emissions Trading Directive, not to impose tougher cuts per se. [...] I think going beyond
that would have been very difficult, both legally and politically, to be honest, for the
Commission itself.”*

39. While the Commission’s decisions on the Phase II NAPs are encouraging, it is
important to keep the potential impacts of Phase II in perspective. Its effectiveness in
driving carbon reductions depends on several variables, not all of which can be known
with certainty at this stage. And while it looks likely that it will put the EU roughly on
course to meet its Kyoto commitments, this cannot yet be known for sure.
Furthermore, in order to meet UK and EU climate change targets beyond 2012, much
greater action—both within the EU ETS and in the form of complementary policies—
will be needed, and soon.

49 Allocations and competitiveness in the EU ETS: Options for Phase Il and beyond, Carbon Trust, p 9
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40. One decision on the shape of Phase II, which will have a profound effect on its
efficiency and effectiveness, and with which we are signally disappointed, was taken
long in advance: the maximum limit of allowances which can be auctioned. Under the
ETS Directive, a maximum of only 10% of allowances can be reserved for auction in
Phase II, rather than being allocated to firms for free. We believe it was wrong of
Member States and the Commission to impose such a restrictive limit on auctioning in
Phase II. In our view, auctioning allowances should lead to more accurate allocations,
reduced public costs and bureaucracy, and greater internalisation of environmental
costs in business decisions. In sectors where there are not strong concerns as to the
effects on competitiveness of requiring firms to purchase their allocations upfront, we
strongly support 100% auctioning. In auctioning 7% of its Phase II NAP, the
Government is doing far more than any other Member State in this Phase, but this level
is still far less than the participants could withstand and which would be good for the
Scheme as a whole. We look in greater detail at the mechanics of auctioning, and its
advantages over other methods of allocating allowances to individual firms, in the section
of the report where we make recommendations for Phase III.

Impacts on firms in the UK

41. The firms subject to the EU ETS in the first two phases can be broadly divided into two
groups: power companies, on the one hand; and energy intensive manufacturing
industries, such as steel, glass, paper, and ceramics firms, on the other. While there are
certainly notable differences within these broad sectors,” overall we can talk about the
power sector being differentiated from the industrial sectors in three main ways: i) it is
more capable, at least in principle, of reducing carbon emissions fairly substantially in the
short term (through fuel switching from coal to gas); ii) it does not suffer from the same
exposure to international competition; and, following on from this latter point, iii) it is
generally more able to pass on the costs of the Scheme to its customers.

42. In keeping with these broad definitions, the Government has treated these two types of
firms differently in the first two phases of the Scheme: the power sector has been given
cutbacks in allocations from its BAU emissions; and in Phase II is having to buy around
15% of its allocation of allowances (equating to 7% of the whole UK NAP) at auction. The
industrial sectors, meanwhile, have overall been given all the allowances they need in line
with BAU projections, and are also receiving all of their allocations in both Phases I and II
for free. Throughout our inquiry we considered a large amount of evidence regarding the
Government’s treatment of these sectors, concentrating on their differing needs and
capacity for carbon reductions, and the resulting economic impacts on them. In looking at
these questions, we have taken an interest not just in how these sectors are responding to
the Scheme in terms of carbon abatement, but also how they are being affected
economically—both in the context of UK jobs and competitiveness, and in terms of the

53 Among power companies, for instance, there are differences according to how carbon-intensive their portfolio of
generating installations is, and to what extent they are generators or distributors of energy. Within the industrial
sector, as the Carbon Trust has analysed in some detail, different subsectors face differing levels of exposure to
energy costs and international competition, while differing firms within these subsectors will face differing impacts
according to the type and location of their plants.
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dangers of “carbon leakage” (in other words, the relocation of firms to other countries
which are not subject to the same carbon constraints). We have also looked at how well the
EU ETS appears to be working with other domestic policies designed to move these sectors
towards a low carbon future.

43. The question of the impact of the EU ETS on the power sector is dominated by the
issue of windfall profits. In November 2005, the DTI published a study which estimated
that the UK power sector stood to earn an extra £800 million a year (net) throughout Phase
I, as a result of its participation in the Scheme.* A June 2006 report by the Carbon Trust,
meanwhile, gave a figure of €1 billion (£673 million) for the year 2005.> While the size of
these figures was contested by the Association of Electricity Producers in their session with
us, they did not contest the fact that the power sector was making a financial gain.”® These
profits have arisen because power companies have raised their prices to incorporate the
market value of all the ETS allowances they have used to cover their emissions, even
though the majority of these allowances were not purchased on the market but given to
them, in their original allocations, entirely for free. Economists explain that the reason for
this is that prices are set with reference to marginal producers, where the impact on
profitability of allowance prices — not just in terms of those they might have to buy, but of
those already allocated to them which they could choose to sell to the market rather than
use up in producing electricity - is greatest. The other, crucially enabling, factor is that UK
power companies essentially do not face any international competition, which might
otherwise restrain price rises. For its part, the memo from Defra describes this as “a natural
pricing response from the industry”, and indeed welcomes it as reflecting the cost of
carbon in the price of electricity.”” The Government estimates that the EU ETS is
responsible for a quarter of the rise in wholesale electricity prices (by 72%) between 2004
and 2005 (the remainder being due to wider rises in fuel prices).*®

44. The Association of Electricity Producers were keen to point out that the power sector
was the only sector to be given a cutback in allocations from Business As Usual projections
in both Phases I and II, and was therefore the only sector bearing a direct cost from the
Scheme. Indeed, we received several submissions from power companies which argued
that their sector had been unfairly singled out by the Government in this respect, while
arguing in addition that the resulting increases in power companies’ costs was also hurting
industry and consumers through raising electricity prices. A typical example came from
Drax:

All effort on CO, reduction in Phase I and II has been allocated to the power sector
on the assumption that fuel switching was fairly easy and possible. In reality, the
sector did not respond in the manner that had been assumed and little switching

54 Implications of the EU Emissions Trading Scheme for the UK Power Generation Sector, IPA Consulting, 11 November
2005, http://www.dti.gov.uk/files/file33199.pdf , p 1

55 Based on an exchange rate, as of 5 January 2007, of £0.673 to 1 Euro. http://www.sussex.ac.uk/Units/currency/
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occurred from coal to gas. Indeed, over the last few years the sector has seen an
increase in coal burn. By setting a range of emissions reduction beyond what is
technically and economically feasible for the sector, operators have had to purchase
additional allowances in the market, leading to a considerably higher than
anticipated cost of EU ETS compliance which in turn has fed through to increased
electricity prices for the UK consumer.”

45. We find this argument rather odd. In effect, the power sector is arguing that the reason
it is failing to reduce its emissions is that the price of allowances is too low to incentivise
fuel switching from coal to gas; but then complaining of the cost of having to buy
allowances instead of reducing emissions. What is more, it is hard to see how the cutback
in its allocation is in itself having an impact on energy prices and thus on business and
consumers. Given that the power sector is effectively charging for the market value of all
the allowances it uses anyway, whether it receives these for free or has to buy them, it is
hard to see how giving it a larger allocation of free allowances would reduce electricity
prices. The only effect this would be sure to have would be to increase the power
companies’ windfall profits.

46. We were interested to find out how power companies were using these profits; in
particular, whether they were investing it in low carbon energy generation. However, as
Professor Grubb of the Carbon Trust observed to us, while the power sector

claims it is not getting enough revenue really to fund new investment [,...] we now
have an instrument which is certainly giving it a significant amount of revenue. It is
still not investing. Why? Partly because of uncertainty, and if you are faced with big
uncertainty very often your ration choice is actually to sit there and wait, and I think
that is what the power companies are doing. [...] They might invest in renewables to
the extent that the renewables support mechanism helps it, but basically the
fundamental response of the power sector is to sit there transfixed while the number
of uncertainties stare them in the face. Until we resolve that uncertainty and we
resolve it in a low carbon direction and in a way which enables the sector to have
enough resources to risk a few billion pounds here and there in new stations, we will
continue to have problems in the power sector.®

47. This analysis is essentially supported by the memos we received from power companies
themselves, which repeatedly stressed that there would need to be greater certainty
regarding long term carbon pricing and policy before large scale investment in abatement
would be forthcoming. The wider question raised in this context concerns the extent to
which the EU ETS fits together with UK energy policy, as well as how both of these fit
together with the UK Climate Change Programme. The main issue raised in this respect
was made by members of the Clean Coal Task Group, who argued for favourable
allocations to be given to new entrant coal-fired power stations in order to encourage their
construction, along with extra support for Carbon Capture and Storage to mitigate their
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extra impact on emissions over gas. British Energy, meanwhile, argued that by maintaining
subsidies for renewable energy in addition to the EU ETS there was a danger of providing
renewables with a double benefit, at the expense of other low carbon options; they also
called explicitly for the Climate Change Levy to be phased out “since it tackles the same
issue” as the EU ETS.%!

48. The Government has been right to impose cutbacks on the power sector’s
allocations, and to put a proportion of its Phase II allocation up for auction. The power
sector has no grounds for complaint about this, given both that it is effectively earning
windfall profits from those allocations it is receiving for free, and that it is broadly
holding onto its profits rather than investing them in low carbon energy generation.
Revenue raised by auctioning these allowances must not be subsumed into general
spending commitments, but should be used demonstrably to assist measures to address
climate change. The Government should also examine the benefits of recycling a
proportion of this revenue in the form of reductions in other taxes. We outline our
recommendations for the use of auction revenue in greater detail in the later section of this
report, on Phase III and the ECCP Review. In the interim before Phase III (which we
hope will set a higher limit on auctioning), the Government should examine the case
for some form of windfall tax on power companies, where they are continuing to earn
windfall profits and not investing them in low carbon generation.

49. The Government is also right to reject calls by the Clean Coal Task Group to
promise new coal-fired power stations more favourable allocations, since this would be
to go against the central point of the EU ETS, which is to put a price on carbon.
Moreover, it should maintain subsidies for renewables alongside the pricing
mechanism of the EU ETS. At the same time, given the power sector’s own admission
that policy uncertainty is impeding the flow of investment, the Government must
provide clearer and perhaps more prescriptive guidance as to the kind of energy
investments that the UK will need if it is to meet both its UK Climate Change
Programme and energy strategy objectives. This must certainly be incorporated into
the forthcoming Energy White Paper.

50. Regarding the Government’s treatment of the industrial sectors within the Scheme, we
heard strong calls from power companies and environmental NGOs for the industrial
sectors to have been given a degree of cutbacks from BAU projections in their allocations
for Phase II, and for a percentage of their allocation to be auctioned. One of the main
arguments made was that industry would soon have to start making cuts in its carbon
emissions in order for the UK Climate Change Programme to remain viable. As AEP
remarked of the industrial sectors’ allocations, “A BAU approach is not sustainable if the
UK is to achieve a 60% reduction in CO2 emissions by 2050”,°* while Scottish Power
argued that if electricity generators were to bear all of the CO, reductions needed to meet
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the trajectory set out in the 2003 Energy White Paper, the power sector would have to be
carbon-free by 2020.%

51. EEF, meanwhile, argued strongly against such calls, on the grounds both that industry
would find it very difficult to pass on resulting increases in costs, and that, in the short to
medium term at least, the actual abatement potential in many industrial sectors was in fact
very small. As they put it:

for an energy intensive sector, such as steel, energy price has been a significant driver
for very many years. The steel industry has improved its energy efficiency by 40 per
cent over about a 20-year period. Unfortunately, we have today reached the point, I
suppose, where the law of diminishing returns has stepped in. On today's technology
there is very little more carbon efficiency, energy efficiency, that we can drive out of
the system.**

To achieve significant further reductions of emissions, they suggested, would in many cases
require a step change in technology; aside from being complex and costly, this could only
yield savings in the long term.® Professor Grubb’s view of this argument, however, was
that, while these sectors had already paid attention to their energy costs, “Carbon costs will
make them pay more attention. They have thought of a lot, but they have not thought of
everything”.® In the Carbon Trust’s view, all sectors should receive some cutback in their
allocations, albeit these should be differentiated by sector, according to their competitive
exposure and ability to pass costs through.®

52. As to the economic impacts of the Scheme on industrial firms, representative bodies
such as the TUC and EEF argued that the EU ETS was already having a real and
detrimental effect on the competitiveness of UK firms.®® NGOs and power companies
again took a much more sceptical line. They pointed to the fact that not only were
industrial firms being given allocations in line with BAU projections, they in fact ended
2005 with significant surpluses of allowances—ranging from 34% in the pulp and paper
sector to 6% in the iron and steel sector.” While both EEF and CBI stressed that these
surpluses might have been exaggerated by a downturn in production in 2005, UK Steel
confirmed that the steel sector’s Phase I allocation “allows us to produce the volume of steel
that we expect to produce during the three-year period.”” Indeed, the main argument
made to us by manufacturing groups themselves was that the impact of the EU ETS on
industrial firms was coming not directly from its sectoral caps on allowances but from its
contribution to already rising energy prices. This reinforces the conclusion made, following
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detailed analysis, by the Carbon Trust, that overall “competitiveness is not a serious
concern in terms of the direct impact of Phase II EU ETS costs.””*

53. One of the questions this raises is the extent to which the concerns expressed by
industrial firms relate to wider economic circumstances, rather than their direct
participation in the EU ETS. AEP, for instance, suggested that because of the weakness of
the overall ETS cap, “the transfer of industry to developing countries will be driven by
factors other than EU ETS, if it occurs at all.””* Even if this is the case, however, as the
Carbon Trust observed to us in passing, UK industry is generally more exposed to
competition from outside the EU than its European competitors. This suggests the
possibility that firms in the UK could potentially suffer a double disadvantage from
inclusion in the Scheme: companies outside the EU might enjoy a cost advantage through
not being affected by the EU ETS and its impact on energy prices, with companies in other
EU states being less exposed to competition from them. Certainly, according to EEF the
recent increases in energy costs, to which the EU ETS has contributed, have “contributed
to the squeeze on profitability in manufacturing. If you look at the figures of net rates of
return on capital employed, it is at its lowest level for 14 years.””* For its part, the TUC was
at pains to stress that in order successfully to deliver the transition towards a low carbon
economy in the UK, without undermining competitiveness in the process, significant
investment, workforce planning and skills issues will need to be addressed; and that to this
end there should be greater co-ordination between Government, industry, and unions,
including participation in the forthcoming Carbon Committee.”* The view of the Carbon
Trust was that, while concerns over competitiveness may be exaggerated in the short term,
certain industrial sectors will be more vulnerable to competition than others—and that
competitiveness could well become a significant issue in Phase III and beyond, as
emissions caps begin to tighten on all sectors. (We discuss its proposals for protecting firms
covered by the EU ETS in our section containing recommendations for Phase III.)

54. The impact of the Scheme so far on UK industrial firms is largely indirect, in the
form of higher energy costs. Most of the recent rises in energy prices have come from
other factors; and to the extent that the EU ETS is responsible, Defra’s case that this is
to be welcomed, as it ensures energy users pay more of their carbon costs.”” We
recognise that for some firms this represents a genuine challenge. Overall, however,
industrial sectors should themselves acknowledge the need to pay external costs. Even
more importantly, they must accept that they will soon have to be given some cutbacks
in ETS allocations, and make some real reductions in their emissions, in order to play
their important role in the UK and EU Climate Change Programmes. In any case, even
if they were to avoid future cutbacks, the cutbacks given to the power sector would then
have to be proportionately bigger if we were still to achieve our emissions targets, which
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would in turn result in higher energy prices; thus they would still not be able to escape
from the rising costs of carbon.

55. This does not necessarily mean that the concerns expressed by industrial groups—
about increased vulnerability to international competition, and about a limited immediate
potential for rapid carbon abatement—are not genuine. There would indeed appear to be
an assumption, built into the design of the Scheme and shared by the Government, that
progressively reducing an emissions cap will just as smoothly reduce the carbon
intensiveness of the European economy, and thus begin to reduce absolute emissions
without a reduction in economic activity. This in turn appears to depend on a willingness
to believe that there a number of step changes in technology that lie just around the corner,
and that they can be discovered and can transform the market in a short timescale, simply
through increasing the costs of carbon-intensive activities. But in reality, even if such step
changes are possible, the market may in practice be too “sticky” for them to achieve rapid
and widespread take-up. The Government should analyse and consult on the extent to
which the economy needs greater support and guidance—in terms potentially of R&D
investment, skills training, and trade agreements—in order both to realise the
necessary carbon savings in the timescale required, and to do so without incurring the
“carbon leakage” of firms relocating to countries with lesser carbon constraints.

56. Above all, however, where there are genuine concerns as to “carbon leakage”, the
emphasis of both Government and industrial lobbies should be firmly on developing
trade agreement or protection measures, rather than seeking to water down the carbon
caps on the UK and EU.

The EU ETS and the UK Climate Change
Programme

57. The UK currently has three main climate change targets, all for reductions from a
baseline of 1990 emissions levels. One of these is an internationally agreed target, under the
Kyoto Protocol, for the UK to reduce its greenhouse gas emissions by 12.5% by 2012. The
other two are self-imposed targets which the current Government has set for the UK, one
(adopted in 1997) to move towards a reduction of carbon dioxide emissions by 20% by
2010, the other (adopted in 2003) to reduce CO, emissions by 60% by 2050, with real
progress by 2020. In addition, the Government has recently published a “UK Vision for
Emissions Trading”, which has called for the EU as a whole to formally adopt a target of
reducing its greenhouse gas emissions by at least 60% by 2050, with an interim target of
reducing them by 30% by 2020.7°

58. The UK is currently on course comfortably to meet and exceed its Kyoto target for
greenhouse gas (GHG) emissions. In 2004, GHG emissions were down by 15.1%, already
in excess of the UK’s Kyoto target, and latest Government projections are that this will

76  "Emissions Trading: UK Government Vision”, Defra, DTI, & HM Treasury, 30 October 2006, http://www.hm-
treasury.gov.uk/media/98D/4B/environment_emissionstrading301006.pdf, pp 2-3
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extend to a 23-25% reduction by 2010. Progress on the other of the UK’s short term targets,
the 20% reduction in CO; only by 2010, has proved more difficult. In 2004, CO, emissions
were approximately 6.3% down on 1990 levels, just over a quarter of the way to the target
for 2010”7 What is more, emissions were at their lowest back in 1999, when they stood
some 8.1% lower than 1990 levels.”® The Government’s latest projections are, however, for
CO; emissions to fall rapidly, so that by 2010 they will be some 16.2% below 1990 levels,
short of the 20% target but a dramatic improvement from current levels.

59. The Government is relying heavily on Phase II of the EU ETS to achieve this progress.
As the Secretary of State for Environment announced to the House on 29 June, the UK’s
Phase II NAP will impose a cap equal to a cutback of 8MtC on projected Business As Usual
emissions. Furthermore, the latest issue of the DTT’s “UK Energy and CO, Emissions
Projections”, published in July 2006, confirms that the Government is treating this stated
cutback from BAU levels as though it will indeed reduce actual UK emissions by a full
8MtC by 2010.” This makes it by far the largest single carbon saving measure in the entire
UK Climate Change Programme, as shown in Figure 2.

Figure 2 - Phase II of the EU ETS is the largest measure in the UK Climate Change
Programme

UK CCP measure Estimated annual reduction
(Top 10 in order of size of reductions) in 2010 (MtC)

Phase II of the EU ETS 8
Climate Change Levy 3.7
Climate Change Agreements 2.9
Renewables Obligation 2.5
Voluntary Agreement package (including reform of company car tax and graduated 2.3
Vehicle Excise Duty)

Fuel duty escalator 1.9

EEC 2002-11 (including Decent Homes) 1.6
Renewable Transport Fuel Obligation 1.6°
Carbon Trust 1.1
Wider transport measures 0.8

Notes: 'DTI incorporates the CCL into its model baseline projection of UK emissions, and does not publish a separate analysis of the effect of this
individual policy measure. The estimated savings from the CCL given here (taken from an evaluation by Cambridge Econometrics) are higher than
that included in DTT’s projections because they include an assumption of an “announcement effect”, supplementary to the actual impacts of the
policy in practice, which is not replicated in the DTI model.

* The Government has compared the impact that the fuel duty escalator between 1993-99 had on demand to the impact on demand that simple
revalorisations (rises in line with inflation) in fuel duty between 1993-99 would have had. Using this as a basis, it found that because of the ongoing
higher fuel price due to the fuel duty escalator, demand for fuel in 2010 will be lower, and that this lower demand equates to a carbon saving of
around 1.9MTC in 2010.

*Climate Change: The UK Programme 2006: This figure follows the internationally agreed methodology for allocating emissions to individual states,
which prevents global double counting of emissions. As such it does not take into account the carbon emitted during the production of biofuels
produced abroad but consumed in the UK. When this is taken into consideration the net global reduction in carbon dioxide emissions is IMtC.

Sources: Climate Change: The UK Programme 2006, Defra, March 2006; “UK Energy and CO. Emissions Projections”, DTI, July 2006

77 "UK Emissions of Greenhouse Gases”, Defra, 31 January 2007,
http://www.defra.gov.uk/environment/statistics/globatmos/gagccukem.htm

78 Our Energy Future - Creating a Low Carbon Economy, DTI, Energy White Paper, February 2003, Cm 5761, p 25,
footnote 6

79 See also Q302
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60. The importance of the UK Phase II NAP to the Government’s 2010 target is further
underlined by breaking down projected progress towards that target, as follows. According
to the DTT’s “UK Energy and CO, Emissions Projections”, published in July 2006:

* The 1990 baseline figure for UK CO; is 161.5MtC.
» The 2010 target figure (equating to a 20% reduction) is 129.2MtC.
* In 2004, UK carbon emissions stood at 152.5MtC, a reduction of 5.6% from 1990.%

* Emissions in 2010—in the absence of the new measures announced in the updated
Climate Change Programme published in March 2006 (CCP 2006), and in the absence
of the EU ETS—are projected to be 147.4MtC, a reduction of 8.7%.

* Adding in the new measures in CCP 2006 brings the projection down to 143.4MtC; but
that is still only an 11.2% reduction from 1990 levels.

* Adding in the projected 8MtC saving from the UK’s Phase II NAP brings the
projection down further to 135.4MtC, a reduction of 16.2% from 1990.

In other words, without the expected contribution of Phase II of the EU ETS, UK carbon
emissions in 2010 are projected to be only just over halfway to the 20% target, a very
significant shortfall. Treating Phase II as though it will deliver actual savings of 8MtC
in full, and then treating this as though all 8 million tonnes of carbon reductions are
going to take place within the UK, therefore makes a very significant difference to the
credibility of this target.

61. We have three main concerns about the Government’s treatment of these projected
carbon savings, which we explore in greater detail throughout the rest of this section. In
brief, our main concerns are that: (i) the savings in practice might not be as large as
announced; (i) that they might not take place within the UK; and (iii) that the
Government might be failing to make these points adequately clear — with risks to public
perception of the need for further domestic actions to reduce CO, emissions within the
UK.

Setting cutbacks from Business As Usual projections

62. The first issue to discuss is the Government’s use of Business As Usual projections to
generate savings cutbacks, and its treatment of these as though they will translate, in full,
into reductions in actual emission levels. Giving evidence to us, WWF and RSPB were very
critical of the way in which the Government had constructed the 8MtC figure:

80 Latest figures published by Defra have revised the emissions total for 2004 downwards, equating to a 6.3%
reduction from 1990 levels. However, the accompanying Defra press release projects that CO; emissions will still be
11.2% down on 1990 levels in 2010 in the absence of the EU ETS, and 16.2% down when the EU ETS is included. “UK
Emissions of Greenhouse Gases”, Defra, 31 January 2007,
http://www.defra.gov.uk/environment/statistics/globatmos/gagccukem.htm; “Greenhouse gas statistics show UK on
track to double Kyoto target”, Defra press release, 25/01, 31 January 2007
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Mr Caton: Can we look at UK emissions targets now. The Government says that
Phase II of the EU ETS will save eight million tonnes of carbon a year from the UK,
but that is calculated on the basis of business as usual projections if we did not have
an emissions trading scheme. What are your views on using those sorts of
projections rather than looking for absolute cuts?

Mr Lanchberry: We should not. It is a bizarre way of reaching a target to do a
business as usual projection, lop a little bit off it and then say you are trying to meet a
target. If you are going to meet an emission reduction target, you need an absolute
budget of emissions which decreases over time so that your budget in the end is
exactly the same as the target you are trying to get to. It is absolutely bizarre to use a
projection, except to inform you of how much you would have to do (what is the
difference between what you might do and what you need to do), but you need to set
allocations to the EU ETS on the basis of an ever reducing absolute budget for
carbon. There is not another way to do it. Projections do not take you to your
target.”!

Similar concerns about the Government’s use and public reference to reductions from
BAU projections were expressed by the Sustainable Development Commission (SDC),
when they gave evidence to us in July on the UK Climate Change Programme.*

63. One major concern with this reliance on BAU projections as the basis for the
quantification of future carbon reductions is that, as the SDC described it, it means
working “on the basis of shifting sands”. Given that the UK’s national cap in the EU ETS is
set as a specific cutback from UK BAU emissions, it means that if the Government revises
these BAU projections upwards (taking into account latest trends, not least on the actual
effectiveness of its other carbon saving policies), the cap rises with it.

64. This is, indeed, exactly what happened when the UK set its National Allocation Plan for
Phase II. When the Government launched its consultation on the size of the Phase II NAP
in March 2006, and the extent of the cut it would make from BAU projections, it consulted
on a range of cutbacks between 3MtC and 8MtC. When the Secretary of State announced
the Phase II NAP in June, the cutback was revealed to be 8MtC, the upper end of this
range. However, this still represented a smaller cut, in absolute terms, than the upper limit
the Government had consulted on only three months before. This is because, following the
consultation, the Government revised its projections of energy demand upwards, and with
them its assessment of BAU emissions. Thus even though the cutback was still 8MtC, this
was from a moving target; one which had moved upwards. The Secretary of State
explained the matter thus, in his statement to the House on 29 June:

In March, in our consultation on the draft National Allocation Plan, we set out a
range of UK reductions of emissions during Phase 2, from 3 million tonnes of carbon
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to 8 million tonnes. At the time of consultation this was equivalent to a cap of 234-
252 million allowances a year, representing 234 - 252 million tonnes of CO..

There have been important changes since we published the draft National Allocation
Plan. Our projections for emissions in 2010 have risen by 3 million tonnes of carbon
for the UK as a whole, and by 1.1 million tonnes of carbon for the installations
covered by the EU Emissions Trading Scheme.

In these circumstances, we believe it is essential to make the maximum effort
consistent with the range on which we consulted, in other words reductions of 8
million tonnes of Carbon per year below business as usual, equivalent to a reduction
of 29.3 Million tonnes CO,. This is now, since the change in projections, equivalent
to an annual total allocation of 238 million allowances to UK installations covered by
the Scheme in Phase 1.%°

65. WWF and RSPB argued that a better way for the Government to have calculated its
National Allocation Plan would have been to do so on the basis of a target budget of carbon
emissions for the UK in 2010, and the percentage contribution to it of those sectors
covered by the EU ETS. In other words, given that the UK’s target emission level for 2010
is 129MtC (a 20% reduction from 1990 levels), and given that the sectors covered by the
EU ETS accounted for approximately 46% of UK carbon emissions at the start of the
Scheme, a cutback in Phase II allowances in line with the 2010 target would give a cap of
around 59.5MtC (roughly 46% of 129MtC). Converting this into carbon dioxide (1 tonne
of carbon being equal to 3.67 tonnes of carbon dioxide) gives a total of 218.4 million tonnes
of carbon dioxide (MtCO,), or 218.4 million allowances. This would be a further reduction
of over 18 million allowances per annum on top of the UK’s announced Phase II NAP of
237 million per year, a lowering of the national cap by around another 8%.

66. Calculating cutbacks in emissions caps with reference to Business As Usual
projections lacks certainty and effectiveness. As the Government has implemented it, it
means making a specific cutback from a moving target; and if BAU projections are
revised upwards, so the cap—and the number of allowances to emit carbon—moves up
with it. In other words, if emissions are projected to be worse than expected, then
rather than the cap becoming tighter to redress this extra upward pressure on
emissions, in effect it is made looser to make it easier for participating firms to
accommodate it. Both within the UK and across the EU ETS, allocations ought to be set
with reference to a declining budget of absolute carbon emissions.

67. Whether calculated in this precise way or not, tightening the national cap in this
direction would have been in keeping with the Government’s stated objectives for Phase II.
As featured in the 2006 UK Climate Change Programme, the primary objective for the
Phase II NAP was that “the total quantity of allowances allocated for the second phase
should be consistent with ensuring that the trading sector makes an appropriate
contribution to the domestic goal to reduce carbon dioxide emissions by 20 per cent below

83 HC Deb, 29 June 2006, cols 396-7
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1990 levels by 2010”.** The usages “consistent with” and “appropriate contribution” were,
of course, ambiguous, and did not commit the Government to using the Phase II NAP to
make up whatever shortfall to the 20% target that was projected. But we might equally ask,
given that the projected “carbon gap” in 2010 was bigger than previously expected, whether
a tighter Phase II NAP might have been more appropriate.

68. In addition to this lack of certainty, the practice of setting cutbacks from the
moving target of BAU projections creates an obvious lack of transparency. When Defra
announced last June that the UK’s national cap for Phase II “is expected to deliver
additional savings of 8 million tonnes of carbon each year, roughly equivalent to the
emissions of 4 %2 million households”,* the likelihood is that most people—including
MPs, civil servants, and journalists—would have assumed that this meant it would
reduce the UK’s actual carbon emissions by 8 million tonnes a year. They would surely
not have imagined that this same 8MtC was in practice worth less, in terms of real
reductions in emissions, than only three months before! This underlines the need to set
reductions from an absolute level of emissions, rather than a baseline of BAU
projections which may vary significantly according to the differing assumptions that
are fed into them. Many people might equally not have realised that the emissions of some
sectors and installations under the EU ETS were expected, and being allowed, to rise: the
8MtC cutback has been made entirely from the power sector’s projected BAU emissions,
all other sectors being given allocations to match their projected BAU needs. Thus if their
BAU emissions are projected to rise over the period 2008-2012, they are being given extra
permits to allow them to emit this amount in full.

Phase Il will not reduce UK CO, emissions by the amount stated

69. A further concern about the Government’s announcement of the Phase II NAP is the
way in which it is incorporating the projected 8MtC savings into projections of progress
against the target of a 20% reduction in the UK’s carbon emissions by 2010. Because this is
an emissions trading scheme, it is impossible to be sure that reducing the allocation of
allowances given to UK installations will translate into emissions reductions within the
UK. If all those UK installations which exceed their allocations in Phase II buy surplus
ETS allowances on the market in order to make up their shortfall in allowances, it is
theoretically possible the EU ETS might not be responsible for any emissions
reductions within the UK at all. The Government freely admits this point (while still not
giving it great prominence; it did not feature in the Secretary of State’s statement on the
Phase II NAP, for instance, nor Defra’s accompanying press release). The UK Climate
Change Programme 2006, for example, stated:

For the purpose of assessing the contribution of the EU emissions trading scheme to
the Government’s 2010 domestic carbon dioxide goal, the key issue is the total
quantity of allowances to be allocated to UK installations. Installations in the EU
emissions trading scheme can meet their obligations by purchasing allowances,

84 Climate Change — The UK Programme 2006, Defra, March 2006, Cm 6764, p51
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which might come from installations in other EU countries, and credits from the
Kyoto Protocol project mechanisms, which will come from outside the UK and
might come from reducing emissions of greenhouse gases other than carbon dioxide.
This means that the emissions reductions expected from the second phase of the
scheme and included in this Programme (see below), will not necessarily take place
in the UK, nor will they necessarily be of carbon dioxide. Nevertheless, [...] the
Government will include allowances or project credits surrendered by installations in
its assessment of the UK’s progress towards the 2010 domestic carbon dioxide goal.®

At this point, we would simply observe on this that while we support the EU ETS, and look
forward to its becoming more stringent and effective in Phase II and beyond, it is vital that
this is not used as an excuse to reduce downward pressure on emissions within the UK, nor
to forestall the introduction of new or tightening of increased domestic carbon reduction
measures.

70. A natural concern which arises from this relates to the transparency of Government
reporting of progress against its 2010 target. The Government is, of course, perfectly free
to treat such international greenhouse gas reductions as counting towards its 2010 target: it
is, after all, a domestic target which the Government has set itself, along with the rules
applying to it. (In addition, when it comes to Kyoto targets, exactly this same use of
international emissions reductions is allowed for under the Kyoto Protocol.) However, by
automatically ascribing all the savings projected to be generated by the UK’s Phase 11
NAP as though they were being made within the UK, it is quite possible the
Government might help to give a falsely reassuring picture of progress against its
domestic CO, target within the UK.

71. Yet another concern here is that it is not just that the Government is prepared to
count CO; reductions that take place in other countries against its domestic target for
CO; reductions in the UK, but that it is prepared to count reductions of other
greenhouse gases (so-called “exotic gases”), the global warming potential of which can
be converted by mathematical formula into CO.-equivalent, against its target for
reducing emissions of carbon dioxide. Our concern here is not just regarding
transparency, but that many of the projects to reduce exotic gases may be more dubious
in terms of their transparency and impact on Business As Usual investment decisions
and industrial processes. (To clarify, we are certainly not questioning the contribution to
global warming made by exotic gases, nor the principle of expressing them in terms of
carbon dioxide-equivalent, but merely the credibility of some of the reduction projects
which involve these gases.) Again, the Government is acting in line with the Kyoto
Protocol, given that this is aimed at reducing GHG emissions in the round, not just CO;
and given that it specifically allows for countries in the developed world to make up any
shortfalls in their emissions targets by paying for emissions reduction projects in other
countries. There are two such mechanisms under Kyoto—the Clean Development
Mechanism (CDM), involving projects in the developing world, and the Joint
Implementation (JI) mechanism, involving projects in the developed world—and Phase II

86 Cm 6764, p 51
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of the EU ETS will allow installations to purchase a certain number of credits through
them, to be redeemed in place of a proportion of their ETS allowances. Despite this being
allowed both under Kyoto and under the ETS Directive, we have for some time heard
compelling evidence to suggest that the worth of some of the projects financed under these
Kyoto mechanisms should be subject to serious doubt.

72. Most of all, these concerns relate to those projects which are not aimed at reducing
CO,, but other “exotic gases” such as hydrofluorocarbons (HFCs). As RSPB and WWF
argued in this inquiry, investing in measures to abate HFCs is currently the most popular
form of CDM project, for the simple reason that it is cheap—given that not only is simple
technology required, but the global warming potential of, for example, HFC-23 is 12,000
times that of CO,, thus a small amount of money generates a very large payoff in terms of
CO;-equivalent credits. But not only does such investment not do anything to forestall the
growth of carbon-intensive energy infrastructure in the developing world, there are
suspicions that many of these HFC reduction projects are essentially bogus:

Dr Allott: The economics of this are such that if you were to build a new HCFC
refrigerant facility in a developing country and then fit a very cheap one million
dollar abatement incinerator to destroy the HFC by-products from the HCFC
production, the revenue from destroying the greenhouse gas pollution would be far
greater than what you get from selling the product from the factory. In other words,
you are building a carbon credit factory rather than a refrigerant factory, and you can
just pour the refrigerant down the drain, which is, to our way of thinking, slightly
perverse, to put it mildly.*”

73. In giving evidence to us, the Minister was keen to point out that the Government was
limiting the use of CDM and JI credits within the UK NAP.* Indeed, their use will be
limited, to 8% of the UK’s total cap. However, this is still a significant amount,
representing some 5.3MtC; and this figure has been worked out by the Government
specifically because it corresponds to two-thirds of what it describes as “the effort in
Phase II”, or in other words the cutback of 8MtC from BAU projections.* To be clear,
then, the Government is allowing for, and expecting, two-thirds of the headline carbon
savings it has announced as resulting from Phase II to take place, not just outside the
UK, but outside the EU—and probably in the form, not of carbon dioxide, but of
carbon-equivalent greenhouse gases.”” In fact, the effects of such credits on UK
installations will—indirectly—be even higher than this, because other Member States have
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90 In arguing here that these savings will probably take place outside the EU, we are, first, recognising that the Clean
Development Mechanism is designed for developing economies and does not therefore extend to projects within EU
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allowances rather than sell credits through the JI.
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set higher limits on the use of such credits within their National Allocation Plans. As the
use of such credits within the EU ETS effectively works as a supplement to the number of
allowances allocated within the Scheme, so the wider use of CDM and ]I credits in other
Member States will increase the availability, and decrease the price, of the ETS allowances
which UK installations may buy to make up any shortfall in their allocations.

74. 1t is essential, for transparency’s sake, that in all its communications the
Government from now on differentiates between reductions in emissions taking place
within the UK, and reductions in emissions funded by the UK. Moreover, where it is
referring specifically to reductions in carbon dioxide, it must differentiate between
reductions in CO, and reductions in CO,-equivalent. Where it refers to progress
towards UK carbon reduction targets, it ought to give two separate figures: one
referring to reductions solely of carbon dioxide and solely within the UK, and one
including also the estimated reductions of GHG emissions financed abroad. Above all,
it must ensure that whenever it publishes graphs depicting historic UK emissions and
plotting their projected progress in future years, this always shows historic and
projected emissions from the UK only, and never incorporates, in the same line,
estimated reductions funded abroad.

75. A final major concern must be that the cutback in emissions made by the UK’s Phase II
NAP will simply be less in reality than the 8MtC figure which the Government has widely
publicised, never mind however many countries this is spread across or which greenhouse
gases are taken to make it up. If UK-based firms, faced with a shortfall of allowances
against their actual emissions, decide to cover these emissions by buying surplus ETS
allowances from the market, then this is only likely to drive actual savings of carbon if there
is an overall shortage of allowances across the EU ETS as a whole. (Such a shortage would
be required to drive up the price of allowances high enough to incentivise fuel switching,
increased energy efficiency, or a simple cutback in output.) While the Commission’s
decisions on the first 10 NAPs give grounds for optimism that there will be a genuine
scarcity of allowances within Phase II, much will also depend on other factors, such as
changes to gas prices; for instance, if gas prices drop, the market is likely spontaneously to
shift from coal to gas, reducing emissions and with them the scarcity of allowances needed
to cover them. (To reiterate, while this would be good in itself, in terms of reducing
emissions in the short term, it would neither have much to do with the EU ETS, nor would
it be stimulating long term investment in low carbon infrastructure to reduce emissions on
a permanent basis—the ultimate aim of the Scheme.) Similarly, where UK installations
meet a shortfall by buying CDM or JI credits (or ETS allowances which have become
cheaper by the wide use of such credits within the Scheme), the extent to which this
actually reduces the growth of global greenhouse gases depends very much on the quality
of those individual CDM or ]I projects.

76. Phase I ought to be a cautionary example in this respect.” Here, too, the Government
announced that the UK’s National Allocation Plan was imposing a reduction on Business

91 The UK Emissions Trading Scheme, introduced domestically by the Government in April 2002 and running until end
2006, ought to function as a further cautionary example. In the original UK Climate Change Programme, published
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As Usual levels; for Phase I this was stated to be a cut of 8% or 4.6MtC. However, as we
have seen, there is little or no evidence that Phase I is leading to any cutbacks in actual
emissions at all, whether in the UK or elsewhere in the EU. Rather, it would seem that
where UK-based firms have exceeded their allocations and bought allowances on the
market, this has largely come from the general excess of allowances in Phase I; or in other
words, they are simply buying “hot air”. Certainly, as the Environment Agency told us,
there is little evidence so far of any reductions in actual emissions from UK installations
covered by the Scheme, and if anything the indications are of a retrograde movement.”
Indeed, they said it was “pretty much the case” that the earliest we could really hope to see
any actual reduction in emissions being driven by the scheme was Phase I1.*

77. Despite this, the Government continues to make high profile, quantified
announcements as to the UK carbon savings that are coming from Phase I. The recent Pre-
Budget Report, for instance, published on 6 December 2006, stated:

7.17 EU ETS sets a limit on carbon emissions for 12,000 installations in major
industrial sectors across the 25 EU Member States, including over 1,000 sites in the
UK. Phase One began in January 2005 and will reduce carbon dioxide emissions in
the UK by around 4.6 MtC (around 8 per cent) below the projected emissions of the
installations covered by the Scheme by 2007.**

Indeed, the Minister explicitly endorsed these figures in his session with us:

Chairman: So that I can be clear about the contribution that the first phase of the
ETS has made, are you saying that has cut emissions by 4.6 million tonnes?

Ian Pearson: Yes, we are.”

78. These 4.6MtC “savings” do not, however, appear anywhere in Government
publications which calculate the UK’s performance against the 2010 CO, target. The 2006
UK Climate Change Programme, published in March 2006, contains an eight paragraph
section on the EU ETS, but completely omits any estimate of the contribution of Phase I to
the 2010 target. Defra’s “Synthesis of Climate Change Policy Evaluations”, published a
month later, merely states: “The EU Emissions Trading Scheme (EU ETS) is not covered
because the effects in 2010 of Phase 1 are closely linked with current consideration of Phase
2.7% By the time the DTT published its “UK Energy and CO, Emissions Projections”, in July
2006, the Phase II NAP and projected cutback were known, but this document simply
states the 8MtC projected savings from Phase II, and does not list any savings from Phase I
at all. This would seem to suggest that the Government itself recognises that, while it did

in 2000, this was projected to save “At least 2MtC” by 2010; revised projections in the updated CCP 2006 now
forecast it will be responsible for savings of 0.3MtC.
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indeed impose a cap on UK installations at a level roughly 4.6MtC below BAU projections
in Phase I, this shortfall is essentially being made up by buying hot air—i.e., the overall
surplus of allowances allocated to industries in excess of need—and is not actually reducing
CO; emissions at all.

79. Another reason to treat the Government’s statements as to the carbon savings to
come from Phase II with caution is its record on reporting the savings to come from
Phase I. Despite the lack of evidence that Phase I is driving any actual reductions in
carbon emissions, the Government continues to make high profile statements that it is
reducing emissions in the UK by some 4.6MtC a year. Given his personal and explicit
endorsement of this figure before the Committee, the Minister must urgently tell us
why, if this is the case, these “savings” of 4.6MtC do not feature anywhere in
Government calculations of contributions to the 20% reduction target by 2010. If it is
indeed the case that these “savings” are entirely notional—in other words, that they
simply reflect a cutback from Business As Usual projections, and have not actually
made any impact on UK emissions in reality—the Minister must explain why he failed
to make this clear in his evidence to us; and the Government should immediately stop
using this figure, and issue corrections to all official uses of it.

Implications for the UK’s CO; targets

80. As the updated CCP 2006 and other documents have shown, progress against the 2010
target has drifted since the original Climate Change Programme was published in 2000
(CCP 2000), with many of the projected savings from individual measures being revised
downwards. Latest projections for carbon savings in 2010 depend for their respectability
on the addition of extra measures not previously included; and even with these additional
measures, reductions are projected to be 16.2%, just over three-quarters of the way to the
target. As an illustration of just how much projected progress has drifted, both CCP 2000
and the 2003 Energy White Paper projected that the UK was on track to meet its domestic
target for 2010 in full,”” yet neither lists any projected reductions to come from the EU ETS
by that date, despite this now being overwhelmingly the largest source of projected savings
by 2010. As a further sign of this slippage, the Government originally phrased its 2010
target as being to reduce CO, by 20%, whereas more recently the official wording of this
target, as reflected in the joint Public Service Agreement held by Defra, DTI, and DfT, has
become to “move towards” a 20% reduction by 2010.

81. Given how instrumental the Government’s projections of savings from the EU ETS
are to its target for reducing CO. emissions by 2010, and given the profound lack of
certainty surrounding these projections, the Government’s record in meeting—or even
getting close to—its 2010 target must surely be in severe doubt. The Government must
provide an updated assessment of progress towards the 2010 target at the earliest
opportunity, and look to revise its climate change policies in this light. This experience
also highlights the need for the forthcoming Climate Change Bill to set out statutory

97 The 2000 Climate Change Programme projects that UK CO, emissions will be reduced by 19% by 2010, and that
further unquantified measures may take this further so that the UK domestic target is reached.
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arrangements for the Government to report to Parliament at least annually on national
progress in reducing UK CO, emissions.

82. Furthermore, considering the political capital that the Government has made out of
its 2010 target, and the fact that it has featured as a repeated manifesto commitment,
the Government has a democratic duty to be more transparent in its reporting of
progress against this and future targets. As it stands, presentation of the UK’s progress
towards its carbon reduction targets is apt to mislead. Aside from the need to
differentiate between savings made within the UK and those financed abroad, the
Government should also look at differentiating between the estimated impacts of the
individual savings measures in the UK Climate Change Programme in themselves, and
their contribution to the net change in reduction in emissions from the UK. There is every
chance that repeated references to carbon savings of x million tonnes will lead to the
impression that the UK’s net emissions are currently going down by such amounts each
year; when, in fact, in some recent years net CO, emissions have risen (for instance, 2000-
2001 and 2002-2003).”® It might heighten awareness of the imperative to take greater action
if the Government were to make this clearer.

83. In answering a question on progress towards the 2010 target, the Minister vigorously
denied that the Government’s Climate Change Programme was failing, arguing that,
although CO, emissions had risen slightly since 1997, “the situation would be significantly
worse if it was not for the range of measures that we have introduced”. More specifically,
he argued that the UK has “substantially broken the link between growth and CO,
emissions”, given that while the economy has grown by 26% since 1997, carbon emissions
have only risen by 2.3%.”

84. While it is undoubtedly true that the carbon-intensity of economic growth in the
UK has declined markedly in recent years, this is not on its own a guarantee of the
success of the Government’s Climate Change Programme, nor should it be a cause for
complacency. It does not matter to atmospheric concentrations of carbon dioxide
whether there has been a reduction in the carbon-intensity of economic production,
but only whether absolute levels of carbon emissions are continuing to grow. The fact is
that carbon emissions in the UK are higher now than they were in 1997, and while they
are projected to be reduced by 2010, this reduction is set to fall some way short of the
UK target. The Government must acknowledge that the UK Climate Change
Programme is in some important respects failing to cut emissions in the UK as
originally planned, implement the lessons as soon as possible, and share them widely
with other governments.

85. The difficulties experienced in meeting the 2010 target, and the complications
caused by allowing equivalent reductions in other greenhouse gases in other parts of
the world to count against a domestic target for reducing CO,, raise further concerns

98 “UK Emissions of Greenhouse Gases"”, Defra, 31 January 2007,
http://www.defra.gov.uk/environment/statistics/globatmos/gagccukem.htm
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about the Government’s target for reducing UK CO; by 60% by 2050. In his evidence to
us, the Minister explicitly stated that the 2050 target might be partly met through financing
projects in other countries:

Chairman: [...] For the sake of clarity, in the longer term looking at the 60 per cent
target for 2050, do you envisage that a substantial proportion of that 60 per cent
target could be met by buying reductions outside the UK? Would a third, for
example, be acceptable?

Ian Pearson: Some of that 60 per cent target will be achieved through the EU ETS
and the EU ETS rules at the moment allow for trading. The 60 per cent target is not
based on 60 per cent all taking place in the United Kingdom at the moment. This is
something we will want to return to as part of the wider debate.'®

What concerns us about this is that, as the Government has clearly outlined,' the 2050
target is based on an assumption that emissions from all countries in the developed world
reduce their CO, emissions by 60%, with emissions from the developing world being
allowed to grow but being strictly constrained. If these targets are to be met, it will mean
developed economies making steep cuts in actual emissions, with developing economies
making challenging cuts from BAU levels; in both cases, as soon as these targets begin to
bite, it is unlikely that many countries will perform so much better than their targets that
they will have large surpluses of carbon credits to sell. In other words, it is vital that the
Government does not rely on buying emissions reductions abroad to make up anything
more than an insignificant amount of its 2050 target. In putting this target into statute
as part of the Climate Change Bill, the Government must specify the minimum
proportion of reductions that are to come in the form of CO, and take place within the
UK.

Recommendations for Phase Ill and the
European Commission review

86. There are currently no concrete plans for the third phase of the Scheme. However, as
Defra put it to us: “The EU ETS has no sunset clause, the existing legislation ensures that
the EU ETS will continue to operate post-2012 and its key future role in delivering
emissions reductions has been repeatedly confirmed in European Council Conclusions.”
Indeed, the Commission has recently announced a European Climate Change Programme
review aimed at improving the functioning and cost-effectiveness of the scheme post-2012.
According to its terms of reference, this review will focus on issues such as the scope of
the Scheme (including whether smaller emitters should be removed, and other sectors and

100 Q296
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gases included); increasing harmonisation (including whether there should be a single EU-
wide cap instead of 25 separate NAPs); and arrangements for linking the EU ETS to other
schemes (including measures for assessing and enhancing the effectiveness of CDM and JI
projects). The Commission has invited submissions from interested parties, and the review
is scheduled to report by 30 June 2007.

87. The UK Government is certainly playing a high profile role in seeking to drive forward
this debate on how the EU ETS should be shaped post-2012. Most recently, the
Environment Secretary has begun holding talks with stakeholders from business and
environmental NGOs, with a view towards shaping what he has referred to as a UK
manifesto for the EU ETS. This approach is spelt out in a document entitled “Emissions
Trading: UK Government Vision”, issued jointly by HM Treasury, Defra, and the DTI on
30 October 2006, which explicitly states that the Government “hopes to develop a widely
shared UK approach to the future development of the scheme and to use that consensus to
help take forward the debate with our EU partners.”’” To this end, the document
establishes a number of the Government’s preferred positions, and solicits the comments
of UK stakeholders. Overall, there are perhaps two themes which stand out in this
“Vision™: that there should be definite EU-wide emissions reductions targets to establish
long term certainty as to the levels of effort required; and that, in the interests of both
efficiency and effectiveness, the Scheme ought to be expanded in scope and geographical
coverage.

88. In this section, we set out recommendations to the Government in relation to Phase III,
in terms both of its approach to those firms and sectors covered by the EU ETS within the
UK, and its input into the ECCP review as to the shaping of Phase III overall. In doing so,
we also give our responses, where appropriate, to the Government’s call for comment on
the positions outlined in its “Emissions Trading Vision” document.

Increasing the effectiveness of emissions caps

89. The central feature in determining the environmental effectiveness of the EU ETS is the
aggregate cap it sets on emissions. There was near unanimity from the submissions we
received that, in the first two Phases of the Scheme, the effectiveness of the caps have been
undermined because Member States, in setting their own National Allocation Plans, have
tended to favour their own economies in a competitive “race to the bottom”. On this point,
RSPB argued to us that the ETS Directive ought to be amended to become far more
prescriptive in its requirements for Member States to draft National Allocation Plans so as
to meet their Kyoto targets.'™ Several memos, however, notably the Environment
Agency’s, went further in arguing explicitly for the introduction of an EU-wide cap to take
cap-setting out of the hands of individual governments.'*

103 “Emissions Trading: UK Government Vision”, Defra, DTI, & HM Treasury, 30 October 2006, http://www.hm-
treasury.gov.uk/media/98D/4B/environment_emissionstrading301006.pdf, p 2
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90. A number of submissions argued further that it is not just the size of the cap that is
crucial but also its duration. Several submissions, in particular from power companies,
argued that Phase III and other phases beyond that should be lengthened, to perhaps 15 to
20 years. This, it was argued, would incentivise investments in carbon abatement
technologies by providing assurance as to the payback potential from such investments.
The Commission itself, in its Communication setting out the terms of reference of the
ECCP review, seems certainly to endorse this assessment of a problem to be addressed:

Being in theory able to go back to the drawing board prior to each allocation period
means that certainty can only be given for up to five years ahead. This is considered
by many as too short to give sufficient predictability for investment decisions in
sectors which are capital intensive and result in installations intended to be operated
for decades. The Commission shares these views and regards further harmonisation
of the cap-setting and allocation process, as well as increased predictability, as key
strategic issues.'%

91. There is a significant potential problem with extending the duration of future phases,
however. As Climate Change Capital (CCC) outlined to us, “Investment likes certainty, yet
democracy requires that politicians can change laws.” Notably, if unforeseen factors meant
that a cap was proving much less challenging than expected, or if new science indicated
that steeper cuts were required than previously realised, then politicians would surely be
pressed to intervene and change the terms of the cap, rather than wait out a number of
years before the beginning of a new phase. Indeed, according to CCC, “Investors recognise
that trading regimes that are not delivering policy objectives will be changed,” meaning
that simply extending the duration of a phase would not necessarily generate the desired
long term certainty in carbon constraints and allowance prices. For this reason, “a
mechanism needs to be developed that allows, on the one hand, investors to be given a
framework for trading that could last into the long term, yet may also be altered if these
objectives are not being met.”"”” CCC have outlined such a mechanism, whereby Member
States might use variable carbon taxes to supplement the price of carbon within the EU
ETS if it dropped too low. Another such mechanism has been discussed by Ofgem, who
suggested that if the carbon cost “turns out to be lower than expected, governments or
other agencies can buy allowances from the market and retire them in order to cut
emissions even further.”'”® The Carbon Trust, however, have argued strongly against such
“ex-post government interference”, warning that this may increase uncertainty and thereby
undermine the incentive for companies to invest in carbon abatement; and also that such
actions might be challenged by legal action. The Carbon Trust’s preferred alternative is for
governments to auction a substantial proportion of allowances at a fixed, minimum price,
which would in effect help to set a predictable minimum price for allowances throughout a
phase.'”
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92. Several submissions argued that, in the absence of or opposed to very long running
phases, the most important thing would be the adoption of a series of clear EU-wide targets
indicating the carbon reductions pathway for Europe to follow over the long term, and to
which future ETS caps will need to conform. On this point, the UK Government is being
very active, suggesting in its “Emissions Trading Vision” that the EU ought to adopt targets
of reducing its greenhouse gases by 30% (from 1990 levels) by 2020, and by at least 60% by
2050, in both cases “including domestic action and contributions made by EU companies
and Member States to the efforts of developing countries, for example using the Clean
Development Mechanism”.

93. In the interests of making the EU ETS more effective post-2012, the Government
should argue for the introduction of a single EU-wide cap to replace the current system
of National Allocation Plans. To complement this, it is vital that the EU adopts a series
of future carbon-reduction targets. Future ETS caps should be reduced in line with
these targets, according to a robust and transparent formula which should be specified
in an amended ETS Directive. The Government should also evaluate a range of
proposed mechanisms for effectively modifying caps and allowance prices within
phases, in order to ensure that the Scheme is able to respond promptly to new
circumstances, and to give further certainty as to the long term level and trend of
carbon prices.

94. The Government should be commended for pressing the case for such EU-wide
emissions targets for 2020 and 2050. However, given that it has described these as
targets for “greenhouse gases” as a whole, and has explicitly referred to the use of Clean
Development Mechanism credits as a means of meeting them, we are unsure as to the
stringency and effectiveness of these proposals. In particular, we note that the proposed
target for 2050 would appear much weaker than the Government’s own target for the
UK, which refers solely to carbon dioxide. The Government should rephrase these
proposals, specifying the minimum amounts by which carbon dioxide should be
reduced from within the EU itself.

Improving the allocation of allowances

95. After the overall cap on allowances, the single most important feature to the
effectiveness of the Scheme is the process of allocating allowances to separate economic
sectors and the individual installations within them; this can affect both how many
allowances a firm receives, and the cost it has to incur to acquire them. There are essentially
three ways in which allowances can be allocated: grandfathering, by which a mixture of
historic and projected BAU emissions are used to calculate an allocation; benchmarking,
which calculates allocations according to an average or “best in class” installation; and
auctioning, in which firms are not allocated allowances but must buy them upfront. There
was a broad consensus in the evidence we received against grandfathering, the strongest
argument being that it could create perverse incentives for installations to overstate their
emissions or even actually emit more in order to benefit from higher free allocations in the
future. Those who made this argument tended to see benchmarking as a means of
eliminating this danger, although firms such as Shell and lobby groups such as EEF were
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quick to point out the practical difficulties in trying to calculate and apply benchmarks
across whole sectors containing varied individual installations.'"

96. Strong arguments in favour of auctioning were made by organisations such as the
Carbon Trust, Climate Change Capital, and environmental NGOs. Essentially, these
arguments were that auctioning would: i) raise revenue which could subsidise low carbon
research and development; ii) reduce the complications and administrative burden
associated with calculating grandfathered or benchmarked allocations; and iii) by forcing
companies to incur upfront costs for their allowances, gain the attention of company
boards, and lead them to build the price of carbon into all their business plans. The views
of firms subject to the Scheme were somewhat more reserved, however. While there was a
broad acceptance of the principle of auctioning among power companies (with Climate
Change Capital reporting to us that “the idea of full auctioning in Phase 3 is now gaining
acceptance among the large utility companies”), several argued that it should be extended
to all sectors. EEF, meanwhile, strongly argued that auctioning was unsuitable for industry,
as it would merely impose an additional cost burden without yielding any additional
environmental benefits.!"" Aside from this, concerns were expressed as to what the
Treasury would do with the revenue, with Shell also making the point that unless the
money were promptly recycled to contributing firms it would actually reduce the amount
of capital they had available for making low carbon investments.''*

97. For its part, as Defra’s memo outlined, “The Government’s long term goal is the full
auctioning of allowances so the cost of carbon will be fully taken into account when
making investment decisions.”"> On the point as to how the Treasury will use the revenue
raised from auctioning allowances (including the 7% of Phase II allowances which the UK
is auctioning), the Government continues to be somewhat reticent, however. While the
Environment Secretary announced the creation of an Environmental Transformation
Fund at the same time as announcing the UK’s Phase II NAP, he did not explicitly say that
it would be funded through auction revenue, nor what its actual objectives would be. The
Minister for Climate Change was not able to clarify these points in his session with us.'"*

98. The Government should be commended for auctioning a higher percentage of
allowances in Phase II than any other Member State. Moreover, it is right to press for
full auctioning of allowances throughout the Scheme in the future. In Phase III it
should auction 100% of the power sector’s allocation, as such firms should be able to
pass these costs through without fear of international competition; indeed, this will
stop them from making windfall profits. For exactly the same reasons, it should also
press hard for the aviation sector—whose sectoral allocation will be set at the EU rather
than Member State level—to be subject to a 100% auction across the EU from the time it
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enters the Scheme. For all other sectors, the Government should introduce at least a
significant proportion of auctioning, with a commitment to increasing this proportion
in successive phases; and with the remainder of their allocations being made on the
basis of best available benchmarks.

99. The Government should carry out and publish detailed reviews of the best uses of
auction revenue, based around the principle of speeding the development and take-up
of new low carbon technologies, but also around the benefits gained by recycling
revenues to businesses and individuals in the form of reductions in other taxes'” -
especially where this is with the explicit design of shifting consumption patterns to a
more sustainable basis, for instance by reducing VAT and VED on low carbon cars.
There are dangers in not hypothecating the use of auction revenues in these ways, notably
that it may be treated simply as a tax, both by contributing firms and the Treasury itself,
with a growing resistance to it from the one and dependency on it to meet general
spending commitments from the other. The latter would represent a serious missed
opportunity, given that, as we have previously observed, investment in low carbon
technologies is seriously inadequate.''® More specifically, with only a year to its scheduled
commencement, the Government should urgently clarify the funding and objectives of
the new Environmental Transformation Fund. Among other matters, this should
feature detailed evaluations both of where its funding will be most effective, and of
what the impacts of incurring these costs will be to contributing firms (including to
their potential investment in new low carbon technology) and how this might best be
mitigated.

Streamlining and harmonising the running of the Scheme

100. A number of further points, relating to the efficiency of the Scheme as well as its
effectiveness, concern the need for greater harmonisation. Clearly, the most significant case
for greater harmonisation is that, already discussed, of replacing the 25 separate nationally-
set caps with one EU-wide cap. However, there are several other aspects of the Scheme,
currently subject, to one degree or another, to control by individual Member States, which
can both affect the overall effectiveness of the Scheme and the relative competitiveness of
different economies. For example, the CBI argued that the use of auctioning in the UK
should not be out of step with other member states as this would increase competitive
distortions, and pointed to the fact that Sweden, Germany and Finland had already
declared that they would not be auctioning any allowances in Phase II. The CBI was also
far from alone in expressing its concern that “the UK’s 8% limit on the use of JI/CDM
credits [in Phase II] is one of the strictest amongst the member states (compared with 10%
in France/Italy, 12% in Germany, 20% in Sweden and 50% in Spain/Ireland)”.!"” Scottish

115 Purely on the economic benefits of revenue recycling, we note with interest the conclusions of an extensive
literature review by Professor Paul Ekins, in Economic Growth and Environmental Sustainability (London, 2000, pp
234-7), which found that recycling revenues in the form of reductions in other taxes had significant economic
benefits over returning them in the form of lump-sum rebates.
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Power drew out the implications of this discrepancy in CDM and ]I limits in assessing that
it will “encourage arbitrage of project credits by companies in other Member States where
caps are much less restrictive, which could potentially allow foreign-owned generators to
cross-subsidise their operations to the detriment of locally owned generators.”'®

101. It is imperative that the Government presses not only for a single EU-wide cap, but
for harmonisation of the way in which this is broken down into national and sectoral
allocations. Chief amongst these priorities should be harmonisation of: i) the
proportions of allocations to be auctioned; and ii) to be made up by CDM and ]I
credits. The Government should also engage stakeholders, within the UK and abroad,
as to the potential benefits and practicalities of introducing EU-wide sectoral caps,
which might automatically harmonise such aspects across the Scheme.

102. In addition, several submissions stressed the need for implementation of the Scheme
to be streamlined, for instance by omitting smaller emitters, for whom the administrative
costs of compliance are disproportionately large. Not the least of these calls came from the
Government itself. As Defra’s memo outlined, “In 2005 approximately 60% of the
installations in the UK emitted less than 5% of the UK’s total emissions covered by the EU
ETS. This raises questions about whether the associated regulatory burden is appropriate
for these installations.” In response, the Government has in the short term “scaled
administrative charges and established tiered monitoring and reporting requirements to
reduce the regulatory burden on these installations, and has suggested means to exclude
some of the smallest emitters from Phase II.” For the longer term, and to achieve more
wholesale changes to the classification which currently captures installations within the
Scheme, the Government has indicated that it is targeting changes to the ETS Directive
through the ECCP review.'”

103. This was not the only issue in which we received calls for implementation of the
Scheme in the UK to be streamlined, however. The CBI, for instance, complained of firms
being subject to the double regulation of multiple emissions reduction regimes. In
particular, they argued that where firms are currently subject to both the EU ETS and the
Climate Change Agreement (CCA) regime, they should be allowed to receive the 80%
discount from the Climate Change Levy without being required to comply with the CCA.
Similar concerns were also well expressed by Minesco who, looking forward to the likely
introduction of the Energy Performance Commitment (EPC),'* and to the potential
therefore for the same firms to be dealing with EU ETS allowances, EPC allowances, CDM
credits, and JI credits, concluded: “The net result is therefore that it is highly likely that they
will have to manage positions in at least 4 flavours of carbon [i.e., types of carbon credits or
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allowances], and could simultaneously be long and short [in] carbon under different
schemes. Apart from the risk management complexities this introduces, the potential
confusion cannot be helpful in ensuring that a simple cost of carbon emerges against which
to assess policies or in developing a clear [...] communications message.”"*'

104. We welcome the Government’s leadership on lessening the burdens faced by
smaller emitters, not least because the Government is consulting on introducing the
Energy Performance Commitment (EPC), a separate regime into which they will
presumably be transferred; this suggests to us that they will not fully escape an
emissions reduction regime, but that its administrative demands will be made
proportionate to their capacity and impact on emissions. In addition, we sympathise
with the concerns expressed as to the possible complications and administrative
burdens experienced by firms which may find themselves subject to both the EU ETS
and EPC, as well as the Climate Change Levy regime. Calls for such firms to be
exempted from all but one regime, however, must be treated with a great deal of
caution, considering the potential impact on both the finances and emissions not just
of those firms in question, but of their competitors. We will investigate these issues in
detail in a future consideration of the Climate Change Levy, and may also look in
further detail at some point at the EPC.

Protecting firms subject to the EU ETS from international competition

105. As discussed in a previous section, there was disagreement between industrial groups
and others as to whether UK industrial firms would suffer significant competitive
disadvantage from the first two phases of the Scheme. However, there was more consensus,
comprising not just the manufacturing lobby but observers such as the Carbon Trust, that
for at least certain sectors competitiveness would be a real concern in Phase III. The
Carbon Trust have outlined three possible mechanisms which could help to protect such
industries post-2012 from competition in other countries not subject to the same carbon
constraints. One option would be to bypass governments and negotiate international
sectoral agreements to incorporate the cost of carbon with firms themselves; such
agreements would cover all the major competitors in a particular sector (for example, steel
production) throughout the world. Another would be to use border-tax adjustments to
compensate industry producing in regions with high CO, costs for these costs when
exporting, with a symmetric tariff being applied to imports. A third option would be
periodically to make ex-post adjustments to firms’ allocations according to their relative
performance in carbon-efficiency per unit of output.

106. As the Carbon Trust themselves admitted, none of these options is without its
problems. Regarding the first option, Professor Grubb referred to the legal difficulties of
forming a binding agreement with a sector of the global economy: “who legally is the
private sector? Who can sign an agreement on behalf of the steel industry? Who can
enforce it on the steel industry?”'** As for the second option, while the Carbon Trust

121 Ev 148
122 Q234



57

appears confident it could be designed so as not to fall foul of World Trade Organisation
rules, others, such as EEF, have pointed to this as a potential problem. The third option is
less favoured by the Carbon Trust itself as it would complicate and weaken the system, and
also require amendment to the ETS Directive. For their part, the two business interest
groups we took evidence from had contrasting views on these proposals. The CBI
recommended that the first two options should be explored. EEF, meanwhile, appeared to
favour a proposal of their own by which sectors more vulnerable to international
competition would be withdrawn from the EU ETS, and subject instead to an ex-post
system financially to reward more and penalise less energy efficient firms.

107. The Government should consult widely in the UK and abroad as to the benefits
and practicality of the Carbon Trust’s three proposals for protecting vulnerable
industries against international competition from firms not subject to the EU ETS or
equivalent carbon constraints. In view of the potential difficulties of two of these
options, it appears that the use of a border tax adjustment might have the most
potential; however, the Government must urgently clarify whether this would indeed
pass WTO criteria. We would caution against a proposal made by EEF, as this would
appear to require the withdrawal of certain sectors from the Scheme. Moreover, in
appearing to be based merely on the relative energy efficiency of a number of firms, it
would seem to offer no guarantee of absolute reductions in carbon emissions, nor sufficient
incentive pressure to innovate in order to find some.

Expanding the Scheme and linking it with others

108. The Government has expressed a very strong and high profile commitment to
pushing for the EU ETS to be expanded. Expansion in this sense means covering more
economic sectors and greenhouse gases, and linking or merging with other emissions
trading mechanisms, including CDM/JI and other emissions trading schemes emerging in
other countries. Notably, the Government has been in the vanguard of moves to include
aviation within the Scheme; and has also taken the prominent step of calling, in a letter sent
jointly in February 2006 by the then Secretaries of State for Transport, Environment, and
Trade and Industry, for the Commission to consider the addition of “surface transport” (or
in other words, road transport) in the ECCP review. The Government sums up the case for
such expansion in its “Emissions Trading Vision™:

The more we can trade emissions reductions across international borders, and the
more emissions that are covered, the more cost effective for all it will be to achieve
challenging emissions reduction targets. [...] Making the carbon market deeper,
wider and more liquid will increase its effectiveness in delivering greater emission
reductions, and do so at least cost.'*

109. While we would broadly welcome the Government’s efforts to expand the EU ETS
towards forming a global carbon market, we do so with some caution given the
potential to weaken the Scheme by changing its terms. Our first concern is with the use

123 Emissions Trading: UK Government Vision, p 2
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within the Scheme of CDM and JI credits. As discussed in a previous section, there is
plenty of evidence that much CDM investment is currently going into projects of dubious
merit, concentrating on the abatement of exotic gases; not only will such investment do
nothing to forestall the growth of carbon-intensive infrastructure in developing prosperity,
but it will do little to improve their people’s prosperity and quality of life. For this reason,
WWE argued that the UK should only allow credits to be used within its Phase II NAP
where these meet the Gold Standard, an “internationally recognised benchmark which sets
important sustainable development criteria for emission reduction projects”. Limits on the
use of such credits should not just be harmonised across the EU ETS, but the
Government should also press for a qualitative limit to be imposed on the use of these
credits, to ensure that they are funding genuinely additional emissions reductions, and
that they make a contribution towards sustainable development.

110. A further point here concerns the impact, on the carbon price within the EU ETS, of
expanding its terms to take in credits from other schemes such as the CDM. There is a
potential contradiction here in the Government’s ambitions for emissions trading. This
was well expressed by the Environment Agency, when they told us that they wanted

to see greater clarity over the UK and EU objectives for the EU ETS. In the
Government’s recent Green Paper, The Energy Challenge, it reaffirmed its
commitment to using the EU ETS to provide UK industry with a long term price
signal to drive domestic investment in low carbon technology. At the same time, we
are likely to see greater integration of global markets to improve their efficiency and
bring down costs. It is difficult to see that both are possible without careful analysis
of the supply of CDM credits relative to the EU cap. A scheme that allows
unrestricted access to the CDM market will drive down allowance prices making it
more attractive to buy allowances rather than achieve domestic emission
reductions.'**

111. We are not sure about the Government’s argument that expanding the EU ETS will
necessarily “bring about emissions reductions at lower cost”,'* especially given that
Climate Change Capital told us that including the USA and Australia, for instance, would
by driving up demand for allowances be the best way of ensuring a robust carbon price for
the long term.'*® The Government should clarify its own understanding of the range of
carbon prices required to stimulate the necessary level of investments in carbon
abatement within the EU ETS, and seek to form a consensus on this across the EU.
Considerations of the terms on which other sectors, gases, and trading schemes could
be linked or encompassed by the EU ETS could then be made with reference to the

projected impacts on this model price.

112. The most significant expansion in the scope of the Scheme already scheduled to take
place in the short to medium term is the inclusion of aviation. In December 2006 the

124 Ev4
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European Commission issued a proposal to include CO, emissions from all intra-EU
flights in the Scheme from 1 January 2011, to be expanded to encompass all flights arriving
at or departing from EU airports from 1 January 2012. The Commission has announced
that the total number of allowances allocated to the aviation sector will be set at the EU
level (rather than by individual Member States), and capped at its average level of
emissions in the years 2004-2006. In the initial period of 2011-12, a small proportion of
airlines” allocations will be auctioned by Member States, but, as the Commission puts it,
“the overwhelming majority will be issued for free on the basis of a harmonised efficiency
benchmark reflecting each operator’s historical share of traffic.”'* As for the terms under
which aviation is included post-2012, including its allocations and the extent to which they
are auctioned, the Commission says that this will be reviewed in the light of the current
overall review of the Scheme. Regarding the non-CQO, effects of aviation to global warming,
the Commission has said it will put forward a proposal to address nitrogen oxide emissions
by the end of 2008, although it has not given a date by which a resulting mechanism would
take effect; nor has it proposed any measures to reflect the other non-CO, effects of
aviation.

113. The Commission’s proposal came too late in our inquiry for us to make a detailed
assessment of its strengths or weaknesses, and its impact on aviation emissions and the EU
ETS overall. However, we have extensively discussed aviation and its inclusion in the EU
ETS in previous reports, most recently our study into Reducing Carbon Emissions from
Transport, published in August 2006, and we draw on that work here.

114. In this inquiry we received only one memo from an airline, Virgin Atlantic. This
stated that Virgin was lobbying hard for the inclusion of aviation to be on the basis of all
flights arriving and leaving the EU, not just intra-EU flights. While on the hand this seems
impressively disinterested (given that it would pull Virgin, a transatlantic carrier, into the
Scheme), we note that the memo also talks of “the need to reach agreement with
international partners on this” which may mean that restricting the scope to intra-EU
flights in the interim “may present the most practicable solution.”?® The memo was bullish
as to the potential for aviation to make fuel efficiency improvements, drawing our
attention to Sir Richard Branson’s pledge to invest around $3 billion in schemes to develop
new renewable energy technologies, and stating in this context: “Whilst alternative aviation
fuels remain some way off, their potential should not be overlooked.”* We would
certainly warmly support such investment in R&D, and would be interested in any
breakthroughs. However, as we concluded in our recent report, we have profound doubts
over the ultimate scope for the aviation industry radically to improve its carbon efficiency
through technological advance, at the very least within the timescale meaningful in terms
of averting dangerous climate change.

127 “Climate change: Commission proposes bringing air transport into EU Emissions Trading Scheme”, European
Commission press release, IP/06/1862, 20 December 2006
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115. While we support the principle of including aviation in the EU ETS, this will only
be effective if the terms of its inclusion are such to constrain and ultimately reverse the
rise in aviation emissions. However, we have severe doubts as to its effectiveness under
current proposals. Notably, the impact on airfares, and hence demand for flying, is
projected to be relatively minor. WWFE, for instance, has pointed to reports which suggest
that under current proposals the Scheme would, by 2020, and depending on the distance
covered, raise ticket prices by only €4.6 (£3.10) for a return short haul flight, ranging to
only €39 (£26.25) for a long haul return.””” Meanwhile, a proportion of what increase in
prices there will be is expected to lead to windfall profits for airlines, given that their
initial allocation of allowances will be given to them almost entirely for free, and as
they, like power companies, will be able to pass on the market value of their allowances
to customers. The IPPR, for example, has estimated that giving airlines free allocations
could lead to their enjoying windfall profits of up to €4 billion (£2.7 billion), while WWF
estimates it at €3.5 billion (£2.4 billion)."”' Moreover, there are still no concrete proposals
for reflecting the total contributions of aviation to global warming, considered in most
estimates to be between two and four times that from CO; alone.

116. It is essential, therefore, that the terms of aviation’s inclusion are considerably
strengthened in Phase III. Notably, lessons should be learned from the way in which the
power sector has earned windfall profits in Phase I; as airlines similarly should be able
to pass these costs through without fear of international competition, so their
allocations should be 100% auctioned. Not only will this lead to a more efficient
allocation process and prevent them making windfall profits from the Scheme, it
should also focus their attention more on the costs of carbon, and raise valuable
revenue. The proportion of auction revenue corresponding to flights within the EU
could be earmarked for spending on rail alternatives to short haul flying within Europe.
As for the remaining revenues, relating to long haul journeys, the Government and the
Commission should make comparative studies of the benefits of the different ways in
which these can be used, including using them to fund reductions in other taxes.
Equally, the Commission must not waver in pressing for all arrivals and departures, not
just intra-EU flights, to be included in the Scheme. The Government must maintain its
voluble campaign in support of this principle.

117. Even if the terms on which aviation is included under the Scheme are toughened in
Phase III, we still have severe doubts that the Scheme itself will be responsible for any
significant improvements in the carbon efficiency of the overall fleets of aircraft
affected, given the costs and technological difficulties in doing so. Rather, the chief
potential contributions of the EU ETS regarding aviation would appear to lie more in
simply increasing the costs of emitting carbon within the Scheme. This could have a
direct effect on the aviation sector by increasing the costs to airlines and hence to

130 “Including aviation in the EU Emissions Trading Scheme — an estimate of the potential windfall profit”, WWF,
December 2006. Based on an exchange rate, as of 5 January 2007, of £0.673 to 1 Euro.
http:/lwww.sussex.ac.uk/Units/currency/

131 Trading Up: Reforming the European Union’s Emissions Trading Scheme, IPPR, December 2006;
http://www.wwf.org.uk/news/n_0000003311.asp. Based on an exchange rate, as of 5 January 2007, of £0.673 to 1
Euro. http://lwww.sussex.ac.uk/Units/currency/
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passengers and freight distributors, thereby helping to dampen demand for flights. It could
also have an effect on the rest of the Scheme through raising demand for and thus
increasing the scarcity of allowances, thereby helping to maintain a predictably strong
carbon price; this would help to incentivise long term low carbon investment in sectors
where abatement is more feasible. But this depends on there being a strong cap on
aviation emissions. If the cap is too weak, then its impacts—on airfares and demand for
flights, and on the wider price of allowances—may be equally undermined.

118. Under current proposals, the allocation given to the aviation sector will be capped
at its average level of emissions in 2004-06. In discussions regarding the level of the cap
set for aviation emissions in Phase III, it would not be a surprise if airlines argued
strongly that the initial allocation should be updated, and set at a baseline taken from
years closer to 2012. It is vital for the integrity of the cap on aviation, and with it the
integrity of the Scheme as a whole, that the Commission resists such calls.
Furthermore, the Commission should put in place a clear commitment to reducing—
even if gradually—the allocation set aside for aviation from its initial level. It would risk
fatally undermining the effectiveness of the EU ETS—both directly, and indirectly
through provoking opposition from other sectors—if the overall cap set by the Scheme
was reduced in each phase, but the sectoral cap given to aviation was allowed to rise or
even simply stay the same.

119. However the terms of aviation’s inclusion in the Scheme are reformed and
strengthened, complementary measures will be needed and must be introduced or
intensified, aimed at constraining the growth in air travel and reflecting its full external
costs, including all its non-CO, contributions to global warming. In addition to the
“upstream” focus of the EU ETS—that is, directly affecting the airlines—the
Government, and other Member States, should continue and increase their focus on
“downstream” measures, designed to affect private and business decisions as whether
or not to fly. Moreover, the Government must work to progress the development of an
EU-wide measure to tackle NOx emissions, and should also lead the way in developing
measures that reflect the remaining non-CO; effects.

120. Finally, now the Commission has published its proposal on aviation, there is no
excuse not to include the greenhouse gas emissions of EU flights within the proposed
targets for EU emissions reductions to 2020 and 2050. The Government must clarify
that its proposed EU targets include aviation emissions, and should also revisit its UK
target for 2050 to include the emissions of all flights arriving at and departing UK
airports.

121. Regarding surface transport, although the Government has taken a very high profile
stand within Europe on its inclusion, it has not revealed anything in the way of a concrete
proposal. Neither the letter sent by the three Secretaries of State to the European
Commission last February, nor the Minister for Climate Change when he appeared before
us in December, offered any details as to the proposed basis on which surface transport
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might be included."” From our considerations, however, and the evidence we received, it
would appear most likely that it would be included on an “upstream” basis, meaning that
the cap would be placed on fuel suppliers, rather than a “downstream” basis which, by
placing emissions caps on individual car owners, might simply prove impractical. The
consensus of evidence we considered was against such a move. One concern was over the
ownership of emissions in such a scenario, it being wholly unclear how upstream fuel
companies would be able to influence the behaviour of the downstream users. Another was
over the impact it would have on allowance prices, given the likelihood that, in the short
term at least, road transport would function as a large net buyer of emissions credits from
other sectors, possibly raising prices considerably. Not only might this have adverse
consequences for those industrial sectors within the Scheme and subject to international
competition but, as WWF suggested, the fear of such a prospect might lead to fuel
companies being given a weak cap.'” Third, we heard concerns that the inclusion of road
transport might lead to greater opposition from road transport industry and users against
all other existing and mooted measures, such as fuel duty rises.

122. As yet we have not been convinced by the case for the inclusion of surface transport
within future phases of the Scheme. The emissions from this sector can more effectively
be tackled through other measures, such as motoring taxes, road charging, and
mandatory fuel efficiency agreements with car manufacturers. Moreover, in view of the
practical difficulties involved, we believe that it is not just less preferable that surface
transport is covered by the EU ETS but conceivably quite unlikely that it ever would be.
There is a danger, then, in the Government’s mooting it as a possibility, that it may
function as a red herring, and confuse or retard debate on other means of reducing
emissions from road transport. At the very least, the Government must finally publish
some details of its proposal, and show how it might deal with these reservations.

123. The final area of transport to which the EU ETS could be extended is shipping. The
maritime sector is responsible for 4% of the EU’s CO, emissions."** Despite this, there is
little discussion regarding the inclusion of European shipping, in stark contrast to
other transport sectors. This is in keeping with the findings of our recent study on
transport emissions, which observed:

There is no international agreement on how these emissions should be allocated to
individual states. Thus they do not form part of any country's national inventories of
emissions, and no Kyoto targets exist for them. This means that sometimes very
significant sources of carbon emissions are being effectively ignored [.... Olur
impression is that there may be insufficient attention, from both governments and
NGOs, on this issue to generate the kind of pressure on the negotiating process

132 Qq 328-34
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overseen by the International Maritime Organization required to generate a timely
solution.'”

We have previously urged the Government to take the international lead in drawing
attention to the problem of international maritime emissions, and, in advance of global
agreements through the International Maritime Organization, to press the European
Union to pursue an effective EU-wide strategy to tackle emissions from shipping using
European ports. We now urge the Government to explore with European partners the
potential of including the maritime sector within a future phase of the EU ETS. As a
first step, the Government should press the European Commission to commission a
detailed study to quantify the emissions and assess the practicalities involved.

Increasing transparency and accountability of the Scheme

124. To date, public reporting on the operation of the Scheme and its effects has been
disjointed, and lacking in both parliamentary scrutiny and wider publicity. Notably, it is
down to individual Member States to publish details of the annual allocations and verified
emissions of their individual installations. While the European Commission does publish
aggregate figures of allocations and actual emissions for each country, this is in the form of
occasional press releases rather than an official and high-profile annual report. Regarding
the more detailed figures for individual installations, the Commission website merely
publishes 18 separate links to the national websites of 18 Member States, each of which
provides this information solely in respect of its own installations.”** Not only does this
make it cumbersome to obtain detailed information from each country, not all Member
States are included.

125. There are some mandatory requirements to produce annual reports under the
Scheme, both for individual Member States and for the Commission itself. Under Article
21 of the ETS Directive each Member State is required to submit an annual report to the
Commission on its “application of the Directive”, paying “particular attention to the
arrangements for the allocation of allowances, the operation of registries, the application of
the monitoring and reporting guidelines, verification and issues relating to compliance
with the Directive and on the fiscal treatment of allowances, if any.”*” Article 21 then
requires the Commission to publish a compendium report on the application of the
Directive, based on these national reports. The first of these was published in 2006 by the
European Environment Agency,"*® and contains some interesting information comparing
and summarising the approaches and challenges faced by different Member States on a
number of issues, for instance, methods of verifying emissions records, and public access to
monitoring reports. However, this report does not contain figures for allocations or

135 Environmental Audit Committee, Ninth Report of Session 2005-06, Reducing Carbon Emissions from Transport, HC
981-1, para 111

136 “National reports on verified emission and surrendered allowances”, European Commission,
http://ec.europa.eu/environment/climat/emission/citl_en.htm

137 Council Directive 2003/87/EC, Article 21.1

138 European Environment Agency, Application of the Emissions Trading Directive by EU Member States, 2006,
http://reports.eea.europa.eu/technical_report_2006_2/en/technicalreport_2_2006.pdf
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emissions; and might otherwise be described as being limited by its being based exclusively
on a questionnaire sent to Member States.

126. To aid public understanding of the workings and progress of the Scheme,
accountability of individual firms, and parliamentary scrutiny of the roles of national
governments and European institutions, there ought to be published a high-profile
annual report of the EU ETS. This report should set out the allocations and actual
verified emissions in that year, broken down both by Member States and by individual
installations. In addition, and in much the same way as a departmental or commercial
annual report, it should feature a commentary on important aspects of the Scheme’s
operation in that year. This might conceivably build on and be added to the more limited
annual report, required under Article 21 of the ETS Directive, and currently published by
the European Environment Agency. It would offer a much enhanced opportunity for
national parliaments, as well as the European Parliament, to scrutinise the performance of
the Scheme, and to identify areas of weakness to be addressed. Above all, however, the
most important thing is that detailed allocations and emissions figures for all participating
states and installations should be published in the same, transparent and accessible,
document.

Putting the EU ETS into perspective

127. The EU ETS is already a hugely significant development in the global effort to
tackle climate change. Although its record so far in actually driving carbon reductions
is unproven, it is far and away the largest and most sophisticated mechanism
potentially capable of capping international emissions; and, as the Commission’s
decisions on the Phase II NAPs show, it is moving slowly in the right direction. As such
it is providing the inspiration and template for the construction of emissions trading
schemes in other countries, and, as the Stern Review notes, has the potential to become
the nucleus of a single global carbon market. In this respect, it must aim to become the
“gold standard” for all other emissions trading schemes to emulate and be brought
through market forces to comply with.

128. From pioneering the early UK Emissions Trading Scheme, to setting tougher
National Allocation Plans than other Member States in the EU ETS, to leading the
debate on expansion of the Scheme to take in other sectors and countries, the
Government has consistently showed international leadership in helping to establish
the Scheme and see it fulfil its potential. In its commissioning of the Stern Review, we
also hope that it has played an ultimately significant role in persuading other countries,
notably the United States, Canada, and Australia, to link to or join the Scheme as soon
as practically possible.

129. At the same time, the contribution to be made by the EU ETS on its own ought to
be kept in perspective. A strong theme to emerge from our inquiry was of the need to
supplement the market mechanism of the EU ETS with other measures in order to
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ensure it delivers desired outcomes. Appeals for such extra measures came from a wide
variety of groups: investors, economists, power companies, industrial lobbies, trade
unions, and environmental NGOs. What united these appeals was the concern for
certainty and security—over the long term price of carbon, over the fit between the EU
ETS and energy policy, over protection from international competition not subject to
similar carbon constraints, and over the R&D required to deliver step changes in low
carbon technology. Uncertainty over all these issues is clearly impeding investment and
the transition to a low carbon economy. The Government must look again at what it
can do on its own, and what it can do to influence action at the EU level, to provide the
certainty, assistance, and protection required to complement the bare workings of the
Scheme itself.

130. Overall, there are perhaps two main and related weaknesses in the Government’s
statements on emissions trading which it needs to recognise and resolve. The first is the
contradiction between the Government’s reliance on the EU ETS all by itself to set a
price on carbon high enough to incentivise investment in low carbon infrastructure,
and its enthusiasm for expanding the Scheme in order to lower the price (and resulting
cost impacts on business and consumers), and thus make it more politically and
economically acceptable.

131. The second concerns the Government’s ambition for relatively tough carbon
reduction targets for the UK and EU, which themselves depend on global targets in
which the whole of the developed world makes steep cuts, while the whole of the
developing world has to meet challenging caps on its growth. The contradiction here
lies in the Government’s endorsement of and reliance on making up shortfalls in such
national targets by buying carbon credits from other countries: if everyone thinks like
this, then nobody will reduce any emissions, and nor will there be any surplus credits to
buy. Exactly the same applies between different economic sectors; emissions trading
cannot be thought of as an excuse for any one sector not to start reducing its actual level of
emissions, with the thought that it can simply buy spare allowances from another sector. In
order for there to be any spare allowances, all sectors are going to have to make strenuous
efforts to push the decarbonisation of their processes as far as possible. The Government
must face up to the fact—and start challenging the British population, other
governments, and global businesses to do likewise—that ultimately neither the UK, nor
any country, nor any industry, can simply buy its way out of meeting its carbon
commitments.

132. Above all, the Government must ensure that it is not investing a magical belief in
emissions trading as a miracle cure for global warming - something which will , all by
itself, necessarily reduce carbon emissions, necessarily lead to a step change in
technology, and necessarily achieve this at low cost and without harming productivity.
The most important role for emissions trading is to add a cost to carbon. Certainly, it
has the potential to do this more efficiently and ultimately at lower overall costs than
alternative mechanisms such as a tax on carbon, but still in terms of helping to achieve
emissions reductions its primary role is to put a price on carbon. This can help to
incentivise low carbon technological development and market transformation, but in
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doing so it is likely to raise costs and impinge on economic activities in some areas, even
if the trading element will help to constrain these costs. Moreover, it cannot guarantee
sufficient progress in the timescale required; and if new technologies cannot deliver
enough reductions in time, then ultimately we will have to reduce the volume of our
carbon-related activities. Emissions trading will not spare us from making difficult
decisions and personal or collective sacrifices on the road towards meeting our global
carbon reduction targets.
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Formal minutes

Tuesday 20 February 2007

Members present:

Mr Tim Yeo, in the Chair

Mr Colin Challen Mr Mark Lazarowicz
Mr David Chaytor Mr Graham Stuart
Mr Nick Hurd

The Committee deliberated.

Draft Report (The EU Emissions Trading Scheme: Lessons for the future), proposed by the
Chairman, brought up and read.

Ordered, That the draft Report be read a second time, paragraph by paragraph.
Paragraphs 1 to 132 read and agreed to.
Resolved, That the Report be the Second Report of the Committee to the House.

Ordered, That the Appendices to the Minutes of Evidence taken before the Committee be
reported to the House.

Ordered, That the Chairman do make the Report to the House.

Ordered, That the provisions of Standing Order No.134 (Select committees(reports)) be
applied to the Report.

The Committee deliberated.

[Adjourned till Tuesday 27 February 2007 at 9.45am
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V)

(vi)

Competitiveness

A number of studies have been published concerning the potential impact on competitiveness of
the EU ETS.

“In general this evaluation shows that it would be difficult for the cement and lime sector to pass
on the full opportunity cost of carbon. The ratio of the cost of carbon to the estimated profit is
greater than one. The cost of carbon therefore is equivalent to, or greater than, the current profit
margins on these products. Another way to express this is that if these sectors are unable to pass
on the cost of carbon in their products then they would make more money by selling their
allowances than from selling their products.”!?

One of the main issues is that carbon constrained economies are potentially under threat from non-
carbon constrained economies for commodity products such as cement. One method to alleviate
the potential impact of imported material is to use a Border Tax Adjustment or other initiatives;
these can be used as an interim transitional measure to help promote global ETS.

What should the border tax adjustment be?

To promote local production for local consumption the border adjustment could be set at either:
1 tonne CO»/t cement, or the worst COx/tonne for the EU plants. Either of these options would
promote the local production of cement and thus avoid CO: being generated from additional
transport.

A global ETS is the solution to most competitiveness problems concerning climate change policies.
A global scheme will take time to establish and will raise the debate between countries as to
whether targets should be relative or absolute and debate concerning the finer details of monitoring
and reporting. As a transitional arrangement to a global scheme sectoral agreements could be used.
There are a number of advantages to sectoral schemes that minimise competitiveness effects.

In order that the amount of effort is spread throughout society the burden share between industry,
domestic, commercial and transport needs to be addressed. At present most of the early action has
come from the industrial energy intensive sectors and in the design of a post 2012 scheme there
should be recognition of this early action. Greater action is needed from non-intensive energy
users, domestic consumers and the transport sector but in ways that do not impact further on
domestic manufacturing.

Timing

Industry often comments that certainty is required from legislation so that plans can be put in place
and business practice adjusted accordingly. In energy/CO: intensive industries the long term
certainty of climate change policies is very important.

The BCA view is that the length of the emissions trading scheme and the commitment periods
contained within the scheme should reflect the industries that are being targeting.

In the cement industry the investment cycle is around 25 years plus around seven years to design,
build and commission a kiln. The BCA believes that an ETS commitment period should be not
less than 15 years but ideally a 20 year period. The UK Mineral Planning Guidance (MPG10)
states that kiln development on existing sites should provide 15 years raw material supply. For new
kiln development MPG10 indicates that 25 year raw material reserves are needed before planning
should be granted for new kiln developments,'* Consequently there should be synergy between
environmental policies.

Allocation periods for say a 20 year commitment period should be in five year blocks reviewed
every fourth year and delivered annually into installation accounts.

In terms of lead time when designing a scheme for the post 2012 period the year 2010 is the latest
date when companies need to know the trading scheme architecture and allocations for the post
2012 period.

13 The Carbon Trust—Analysis of EU ETS, News Flow for an Investor Audience. Final Report June 2006 by Entec UK Limited.

14 MPG10 paragraph 58. The size of the cement industry’s landbank should be directly linked to the scale of capital investment
envisaged at a site, for an important feature of the industry is the high cost of investment and the long amortisation periods
this entails. Mineral planning authorities should normally aim to maintain cement plant with a stock of permitted reserves
of at least 15 years. Where significant new investment (such as a new kiln) is agreed with the mineral planning authority, the
plant should be provided with a stock of permitted reserves to provide for at least 25 years. New plant on a greenfield site
should be provided with a stock of permitted reserves lasting more than 25 years.
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(vil) Incumbent and New Entrant treatment

New entrants should be treated differently to incumbents. This is particularly relevant in terms of
benchmarking methodologies and their use for both new entrants and incumbents. Different
treatment of incumbents is especially needed in industries where investment cycles are long. This
is because incumbents need to be given sufficient time to switch to the benchmark technology.

New entrant reserves for each sector should be funded by the same sector to avoid sectors being
penalised for investments in other sectors, particularly competing sectors. New Entrant Reserves
should be subject to ex-post adjustment. In Phase I and Phase II EU ETS the cement sector cap
has been reduced to fund investment in other sectors such as CHP. The cement sector cannot use
CHP and thus the penalty of reducing the cement sector cap is unreasonable.

(viii) Promotion of resource conservation

Post 2012 climate change policies could, if designed properly, promote resource conservation and
contribute to UK waste management. Post 2012 climate change policies should encourage and
incentivise the use of waste alternative fuels. The benefits of this are two fold. Firstly the
replacement of traditional fossil fuels with waste derived fuels extends the life of finite natural
resources. Secondly, valuable outlets for UK domestic, commercial and industrial wastes could be
secured at a time when other routes, particularly landfill, are under significant pressure. The use
of waste alternative fuels in the cement sector has other advantages. The cement industry is subject
to extremely rigorous emission limits under the Waste Incineration Directive but more importantly
the combustion heat is recovered in the process and no further waste is produced because the ash
becomes integral to the cement product.
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Memorandum submitted by British Energy

KEY PoOINTS

Government needs to set meaningful targets at the national and sector levels for the Emissions
Trading Scheme (ETS); such targets should be developed through extensive consultation,
particularly with industry because it is companies that will be required to deliver the emissions
reductions sought.

Based on the first year of the Scheme, the Business-as-Usual growth projections have led to over-
allocation to nearly all sectors, the notable exception being the power sector. We need to ensure
that all participants in the traded sector make genuine savings in subsequent Phases.

Free allocation has led to criticism of the Scheme, particularly as it reduces the need for emissions
reductions. A move towards full auctioning of allowances, perhaps in stages, would ensure the ETS
incentivises the emissions reductions needed.

It is too early to say what the implications for competitiveness are for two reasons: (a) any effect
of the ETS during Phase 1 has been masked by high and volatile fossil fuel prices; and (b), the
Scheme has only been running for just under two years which is not long enough to establish how
companies are reacting.

Those working on Clean Development Mechanism projects suggest that the ongoing uncertainty
on the long-term role for the ETS and the associated carbon price, and limits on contribution by
CDM projects, affect investor confidence in this part of the carbon market.

Emissions from the aviation sector are growing markedly and there is a need, and desire, to address
this issue. However, there are major problems associated with including this sector in the ETS and
they will take time to resolve.

The EU ETS is the right instrument to ensure reductions in, for example, sectors with significant
point source greenhouse gas emissions—it is less effective at dealing with diffuse sources of
emissions.

It is crucially important that the ETS develops into one of the key EU “climate change” policy
instruments for the long-term but this may require removal of some redundancy in the “policy
space”; for example it is now appropriate that the Climate Change Levy in the UK be phased out
since it tackles much the same issue.

Confidence in the scheme will also grow if an international, post-Kyoto agreement is reached on
emission reductions that involve as many countries as possible. As a minimum it is important the
EU ETS remains not only as an effective vehicle for emissions reduction in the EU but also
provides a vehicle whereby other countries are engaged through JI/CDM projects, or by linking
to emerging trading schemes.



Ev 124 Environmental Audit Committee: Evidence

RESPONSE TO DETAILED QUESTIONS

Question 1: What are the key lessons to learn from Phase I of the Scheme

1. Government needs to set meaningful targets at the national and sector levels, developed through
extensive consultation, particularly with industry because it is companies that will be required to deliver the
emissions reductions sought.

2. The allocation methodology needs simplifying, and to better represent both prevailing operational
practice and to be better able to address future operational practice.

3. Need to harmonise practice wherever possible across the EU, but taking care of the markedly different
economic and energy industry structures of Members States (MSs).

4. The EC milestone dates for MS National Allocation Plans (NAPs) are negotiated at an early stage by
officials—some MSs adhere to the timetable while others do not. Whereas some latitude is important, the
EC response is not strong enough with those that ignore the deadlines set putting some countries at a
disadvantage.

5. The release of commercially sensitive information must be better managed than it was at the end of
the first year of Phase 1—the release of data once a year, as proposed, is the correct way to achieve this,
balancing the needs of the market with the needs of the individual companies involved.

Question 2: How likely is it that UK firms would successfully reduce emissions by at least 7MtC by 2012, in
line with the proposed Phase Il NAP?

6. We believe that UK firms will meet their obligations as set out by the Phase 2 NAP. They may do this
through their own actions, or by buying allowances on the carbon market, or through JI/CDM projects
which are underway (although there is an installation limit on these at this time).

7. Companies will take the least-cost option when deciding how to meet their obligations and this will
depend on a number of factors including:

— The carbon price in Phase 2 which will depend on the “scarcity” or otherwise of the market; the
Commission will have a big influence on this as it scrutinises MS NAPs to ensure the Scheme fulfils
its task of helping each MS meet its Kyoto target;

— Fossil fuel prices, and in particular the relative cost of coal to gas—a low gas price means a lower
coal use, and carbon emissions than the business-as-usual (BaU) projections; this in turn means a
lower demand for carbon and lower carbon prices;

— The degree to which BaU allocation to sectors other than the power sector lessens the pressure on
them to reduce emissions;

— The prevailing climate and temperature which is increasingly being factored into company
decision making.

Question 3: What have been the effects of the method chosen for allocating allowances in Phase I?

8. Based on the first year of the scheme, the BaU growth projections have led to over-allocation to nearly
all sectors, the notable exception being the power sector.

9. Use of “grandfathering” has disadvantaged some within sectors—this is because the years used to
establish the allocation tend not to be close to the more recent operational practice. A “benchmarking”
approach, as adopted for the power sector in Phase 2 of the Scheme in the UK, provides a more equitable
allocation method.

10. Free allocation has led to criticism of the scheme, particularly as it reduces the need for emission
reductions. A move towards full auctioning of allowances, perhaps in stages, would allow the mechanism
to function correctly ie to incentivise emissions reductions.

Question 4: Has the Government identified the correct proportion of allowances to be auctioned in Phase II?
Should these be drawn solely from the power sector’s allocation? What will the effect of this auctioning be on
industry and the price of carbon?

11. The proportion of allowances auctioned was constrained to 10% by the Directive for Phase 2. The
Government was right to identify auctioning as the long term-direction for the scheme and the 7% minimum
level of auctioning adopted for Phase 2 is a good first step and will provide much valuable experience.

12. Auctioning should be adopted by all sectors to create the focus for emission reductions. There will
be little management focus on emissions reductions when companies receive BaU allocations for free.

13. The price of carbon depends on the supply and demand for allowances in The European market.
Although timing of the auction is important, the long-term run of the cost of carbon will be determined by
the overall scarcity of carbon allowances in the market place.
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Question 5: What have been the effects of Phase I so far on the competitiveness of (1) business in the UK, and
(2) business across the EU?

14. Tt is too early to say for two reasons: (a) any effect of the ETS during Phase 1 has been masked by
high and volatile fossil fuel prices; and (b) the scheme has only been running for just under two years and
with the exception of the end of year carbon data, there is little transparency on how the scheme is affecting
companies and their activities.

15. It is hard to argue that competitiveness is harmed in the UK or the EU given the free allocation of
allowances, a surplus of allowances in the market through a generous allocation methodology, and the ready
availability of a measure of relatively cheap allowances through JI and, in particular, a large number of
CDM projects.

Question 6: What are the key issues for Phase Il in terms of ensuring that emissions reductions from EU states
are not cancelled out by the transferring of industry to developing economies?

16. There is little evidence to suggest that the level of caps being set in MS NAPs for Phase 2 will force
companies to locate outside of the EU. The UK has taken the precautionary step of allocating allowances
at BAU levels to nearly all industrial sectors, with the exception of the power sector, to maintain their
competitiveness.

Question 7: How well are the EU ETS and the Clean Development Mechanism working together? What needs
to be done to better integrate these markets? Is the CDM funding the right projects?

17. It is too early to comment. There were some initial difficulties with CDM Executive Board but this
has not stopped considerable interest in developing CDM projects in a number of countries. The percentage
contribution as set out in the Directive encourages CDM projects; in the UK this has been translated to an
8% limit on allowances from this source for installations during Phase 2.

18. Those working on CDM projects suggest that ongoing uncertainty on the long-term role for the ETS
and the associated implications for the carbon price, along with limits on contribution by CDM projects,
affects investor confidence in this part of the carbon market.

19. It is natural that the least-cost CDM projects will be carried out first and these may well involve
greenhouse gases of high Global Warming Potentials such as the hydrofluorocarbons and methane rather
than carbon. In time, and with the confidence of a well-functioning ETS, mainstream carbon reduction
projects should be developed.

Question 8: How should aviation be included within the ETS? What are the latest indications of when it will be
included?

20. Emissions from the aviation sector are growing markedly and there is a need, and desire, to address
this issue. However, there are major problems associated with including this sector in the ETS—these need
to be resolves but will take time.

21. Since it is unlikely this sector will enter the Scheme from the beginning of Phase 2—and in fact it may
not be until about 2010—it may be better to introduce this sector in Phase 3, thus avoiding the disruption
of, and uncertainty in the market it may cause.

Question 9: The Environment Secretary has said: “we will support the Commission in its efforts to enforce
tough caps”. What exactly should the Government be doing to influence this?

22. The Government must show that it is “leading by example” and we commend government for setting
a meaningful carbon reduction target beyond its Kyoto obligations, and by setting its ETS caps in Phase 1
and 2 consistent with this.

23. On the basis of a good record in this area, the Government needs to support the EC in its endeavours
to ensure other MS produce caps consistent with, at the least, their Kyoto targets.

24. UK should continue to take a lead role in this area and make a significant contribution to establishing
along-term framework for the Scheme with milestone carbon reduction targets beyond Kyoto an important
part of the process.
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Question 10: How well integrated are the ETS and other EU climate change policies?

25. The ETS is the latest and arguably the policy instrument best able to deliver emissions reductions on
the scale needed, at least in some of prominent sectors. This means that it is occupying another part of the
climate change “policy space” although there is some overlap with other policies.

26. The obvious overlap is in the renewables area. The EC accepts that this sector is heavily subsidised in
MS to help develop the industry. But fuel switching from high carbon intensity to low and near-zero carbon
intensive technologies is also the result of a well functioning ETS—there is a danger then of providing a
“double benefit” for renewables (which in the UK means equates to wind power at this time) and this
discriminates against other near-zero emission options.

27. Tt is crucially important that the ETS develops into one of the key EU “climate change” policy
instruments for the long-term but this may require removal of some redundancy in the policy space; for
example it is now appropriate that the Climate Change Levy in the UK be phased out since it tackles the
same issue.

Question 11: What work needs to be done now to help design a third phase of the EU ETS? How can the
experience of the EU ETS be used to help the design of a post-2012 Kyoto mechanism?

28. The most important first step towards a post-Kyoto, Phase 3 of the EU ETS is a concerted effort at
MS and EU level confirming the Scheme will continue for the long-term, thus providing industry with a
measure of certainty needed for its investments.

29. The EC’s Review of the Scheme will be extremely important in building confidence particularly if
some of the inequities in the Scheme are removed and the way forward is made clear to the traded sector.

30. Confidence in the scheme will also grow if an international, post-Kyoto agreement is reached on
emission reductions that involve as many countries as possible. As a minimum it is important the EU ETS
remains not only as an effective vehicle for emissions reduction in the EU but also provides a vehicle whereby
other countries are engaged through JI/CDM projects, or by linking to emerging trading schemes.
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The CBI continues to support emissions trading as a potentially flexible means of achieving emissions
reductions from the energy and industrial sectors in the future, and welcomes the opportunity to submit
evidence to the Environmental Audit Committee inquiry into the EU Emissions Trading Scheme (EU ETS).

Going forward, one of the key issues that needs to be addressed is the impact of the EU ETS on UK and
EU business competitiveness. Unless this is achieved, it is hard to see how the credibility of the scheme can
be built on the international stage to encourage uptake of similar trading mechanisms globally post-2012.

Our response focuses on the key aspect of business competitiveness, as well as other key design issues for
future phase of the EU ETS. This is followed by some specific insights into some of the key issues on which
the Committee has invited comment.

UK AND EU BUSINESS COMPETITIVENESS

The EU ETS impacts on the competitiveness of UK and EU business both directly, in terms of the costs
associated with implementing and complying with the scheme, and indirectly, through increases in electricity
prices. To reduce the impacts of the EU ETS on internationally-competitive sectors, Government should
work with key EU partners to secure agreement on the following areas:

— Harmonisation: To avoid competitive distortions in the EU single market, there is a need for
greater harmonisation of interpretation and implementation of the EU Emissions Trading
Directive in future phases. Key elements that could benefit from greater harmonisation include
setting of the overall cap, allocation methodologies/rules, the definition of combustion plant, rules
on new entrants and closures and treatment of small emitters.

—  Allocation methodology: Allocate to manufacturing sectors on a business-as-usual basis, including
full allocation for process CO2 emissions (all process emissions are irreducible and, therefore,
treating them as reducible will impose cost burdens on industry).

—  Avoid artificial limits on use of credits from flexible mechanisms: The approach by the Commission
to-date has been to restrict interaction between the EU ETS and the Kyoto flexible mechanisms,
by placing a requirement on member states to set limits on the use of Joint Implementation (JI)
and Clean Development Mechanism (CDM) credits in the EU ETS. We are concerned about this
approach and, in particular, the UK Government’s interpretation of the requirement—the UK’s
8% limit on the use of JI/CDM credits is one of the strictest amongst the member states (compared
with 10% in France/Italy, 12% in Germany, 20% in Sweden and 50% in Spain/Ireland). An artificial
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limit on the use of JI/CDM credits aims to steer the price of carbon within the scheme, arguably
acting against the purpose of the scheme—that is to allow the free market to function and for
companies to identify and develop the most cost-effective means to reduce emissions. This will
reduce the supply of credits available to European companies and artificially raise the price of
carbon and hence cost of compliance, while doing little to encourage technology transfer to and
emissions reductions in developing countries.

While these measures will assist to reduce the cost to internationally competitive industries and intra-EU
competitive distortions, without a global regime to tackle climate change, there is an impact on electricity
prices which will be borne disproportionately by the UK and EU manufacturing sector. Looking forward,
there are a range of possible approaches to minimise the competitiveness impacts on industrial sectors,
including:

—  Maximise interoperability with international carbon markets: The EU ETS needs to be kept flexible
so that it will be able to link to other trading schemes as they develop in order to encourage the
uptake of carbon trading internationally and to improve the liquidity of the market. This will help
to level out carbon prices internationally and optimise overall allocation of resources.

—  Explore the opportunity for EU-wide and international sectoral agreements: Aim to ensure that
major competing producers of specific internationally traded products embody a similar carbon
cost.

—  Explore border tax adjustments: For example, to reimburse companies for direct carbon costs
incurred on exported products and establish a directly equivalent charge on imports on a non-
discriminatory basis.

ROLE OF AUCTIONING

While there are differing views within the CBI on the role of auctioning in allocating allowances, the
weight of membership opinion is against auctioning of allowances because:

— it will add to the costs of UK (and EU) manufacturing, further reducing operators competitiveness
internationally—a move toward full auctioning on an EU-only basis will place UK operators
exposed to international competition at a competitive disadvantage relative to global competitors
(who are not required to internalise the cost of carbon);

— even if auctioning is limited to the power sector, this could serve to put upward pressure on already
high power prices; and

— implementation in the UK should not be out of step with other member states as this would serve
to increase competitive distortions—Sweden, Germany an Finland have already declared that they
will not be auctioning any allowances in Phase II.

For future phases, benchmarking has great favour amongst energy intensive industries because it is based
on efficiency and has a direct link to technology development. Furthermore, if linked to the investment cycle
it does not impede competitiveness.

LoNG TERM CERTAINTY

To encourage investment in low carbon technology/generation, business needs greater certainty that there
will be a market for carbon in the future. Setting NAPs for longer periods of say 15-20 years would help to
generate this certainty, but presupposes knowledge now of how the EU ETS and international climate
change negotiations will develop post-2012, while reducing UK flexibility to take account of these
international and European developments in its allocations.

On balance therefore, the CBI would be looking for Government to:

— confirm that carbon trading will exist post-2012 as the core measure for pricing carbon and
achieving emissions reductions in the power generation and industrial sectors;

— clarify as far as possible the scale of effort that will be required, including the balance between
trading and non-trading sectors and the rules or principles that will underpin future allocations so
that companies better understand what the system is driving towards in the longer term; and

— set out how it aims to work with EU partner countries (in particular, key economic partners and
emitters such as Germany, France, Poland) to build consensus of the rules and principles
underpinning the EU ETS beyond 2012.
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SCHEME SIMPLIFICATION

The administrative costs of the scheme can represent a significant burden to participating companies, in
particular for small emitters:

—  Small emitters: The monitoring, reporting and verification requirements of the EU ETS cause
significant financial and administrative burdens that are often disproportionate to the low level of
actual emissions caused by small emitters. Exclusion of small emitters on the basis of an EU-
defined de minimis threshold will reduce the costs of compliance for business, without significantly
reducing the environmental benefit of the scheme.

—  Larger emitters: The complex processes associated with verification and rule changes between
phases increases the costs of administration to all participants in the scheme. Stability of the rules
into the longer term will enable companies to develop automated systems to reduce these costs.

SPECIFIC QUESTIONS

1. How likely is it that UK firms would successfully reduce emissions by at least 7MtC by 2012, in line with
the proposed Phase Il NAP?

Under the Phase IT NAP, there is a requirement on the electricity generation sector to reduce its emissions
by 7MtC that is both mandatory and binding.

However, it is important to remember that the EU ETS is not designed to specifically achieve UK
emissions reductions, but rather to encourage the most cost-effective emissions reduction. UK generators
can achieve their targets through physical emissions reductions in the UK, purchasing of allowances in the
EU carbon market, or purchasing JI/CDM credits. Theoretically, the EU ETS should encourage them to
find the cheapest reductions.

The ETS should not be judged, therefore, in terms of whether emissions reductions are domestic or not.
Rather there is a need to reconcile the aims of the EU ETS with the objectives of the UK Climate Change
Programme.

2. What have been the effects of the method chosen for allocating allowances in Phase I?

The first year reconciliation results have raised concerns about surpluses of allowances (some 44 million
tonnes across the EU) in the scheme.

We agree that the results from the first year reconciliation of emissions against allocations are significant
in that they provide the first real data for the scheme. Furthermore, the results bear out CBI concerns that
while the UK has been rigorous in setting a tight allocation at the aggregate level, most other member states
have over-allocated allowances. As a consequence, we would like to see more effective scrutiny and revision
of member state NAPs by the Commission in Phase II to bring about more consistent implementation. The
UK government can play a key role in keeping pressure on the Commission by analysing member state
NAPs and identifying/questioning any weaknesses.

However, we would also caution against over-emphasising the first year results. The first year results
represent a snapshot of events to-date and there are many factors which may affect the position of individual
companies or sectors. For example, the iron and steel sector turned down production in 2005 in response
to a world-wide glut. Other UK manufacturers turned down production in response to high energy prices.
For example, manufacturers of chlorine and ammonia-based fertilizer reduced production over the winter,
while a number of glass and paper manufacturers have been cited as closing down plant in response to rising
gas and electricity prices.

3. How well integrated are the ETS and other EU climate change policies?

Over time, the CBI expect the ETS to become the central mechanism for incentivising investment in low
carbon technologies and activities. As a consequence, there is a need to keep under the review the
relationship between other EU climate change policies, such as renewables and energy tax policy, and
emissions trading.

This is already evident in the UK, where industrial emissions are targeted by a range of policy, regulatory
and tax measures (Integrated Pollution Prevention and Control regulations (IPPC), CCL and Climate
Change Agreements (CCA), EU ETS) leading to double regulation, environmental anomalies and
additional paperwork where verification procedures differ. The CBI has repeatedly called for streamlining
of the measures. We continue to favour a move over time toward using emissions trading as the main route
for delivery of industrial carbon reductions. However, to reduce overlaps, the 500 installations covered by
the EU ETS should, at a minimum, get access to the 80% discount from the CCL without a requirement of
compliance with both the CCAs and the EU ETS.

October 2006
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Memorandum submitted by Centrica plc

1. What are the key lessons to learn from Phase I of the Scheme?

Centrica views the EU ETS as a cornerstone policy in the UK Government’s climate change programme,
and believes that a cap-and-trade carbon trading mechanism has a major role to play in meeting UK
domestic and international targets in this regard. In the absence of any significant credible alternative
mechanisms for reducing emissions from intensive energy users, the EU ETS should also be viewed as a
cornerstone policy for other Member States. It is therefore significant to the credibility of the EU’s Kyoto
commitments (and beyond) on the broader international stage.

Whilst we consider that Phase I can be significantly improved to make the scheme work more effectively,
it is important to remember that the early years of the scheme were intended to be a learning process. We
view key lessons learnt from Phase I to include the importance of tight caps across all nation states, the
drawback of free allocation of allowances, the importance of harmonisation across EU member states, the
need for long-term visibility of the scheme post-2012, and the role played in linking the scheme to a global
network or emission reductions via project credits.

These issues are considered further in the following responses.

2. How likely is it that UK firms would successfully reduce emissions by at least 7MtC by 2012, in line with
the proposed Phase I NAP?

The UK projections for Phase Il are now 267mt carbon which represents a cut in emissions from a
business as usual scenario of around 8mt carbon, or 29mt CO2. Within this cut, however, different sectors
have been allocated a disproportionate burden, with the bulk of the cuts focusing on the power
generation sector.

There is a requirement to replace 12GW of opted-out coal stations by 2015 and increasing UK electricity
demand will lead to further requirements for new generation. In this relatively short-time scale, regardless
of other pros and cons, nuclear can not deliver. Replacing this lost capacity with clean modern CCGTs is
therefore a desirable step that will lead to reductions in carbon emissions.

In order for significant new CCGT capacity to be brought on stream within the required timescale,
however, investors need appropriate long-term signals for the value of carbon so that they can take account
of the value of carbon in investment decisions. There is currently no visibility of the scheme or clarity over
carbon prices beyond 2012. Investments in low-carbon technology have time horizons of many years and
defining the framework for EU ETS post 2012 is paramount to allow delivery of low-carbon investments.

3. What have been the effects of the method chosen for allocating allowances in Phase I?

We strongly support benchmarking allocation methodology for allocating allowances to the power
generation sector. As an allocation methodology grandfathering rewards high polluting installations,
particularly in the power generation sector where the cost of carbon is embedded into the wholesale power
price received by generators.

Moving away from the grandfathering approach used in Phase I to a benchmark allocation methodology
is important to ensure an equitable allocation across this sector based on future performance with respect
to best-in-class rather than historic emissions. We see this as an essential step in encouraging low carbon
behaviour in the sector.

In phase I, installation-level allocations were largely based upon emissions data from a historical baseline
period, ie 1998-2003 emissions. Without prior knowledge of the scheme and its allocation methodology, this
approach offered Government a comparatively simple and effective way of allocating the sector cap between
installations. However, if in Phase II the Government had chosen to update this baseline, for example to
2000-05, prior knowledge may have meant that installations increase their emissions now in order to lock
in a more favourable allocation for the forthcoming five year phase.

Whilst this would make economic sense, it is clearly a perverse incentive of a scheme designed to reduce
emissions. This is exacerbated by the fact that phase II allocation decisions will remain for the five-year
period and that prices are likely to be higher given that the shortfall placed on industry is expected to
increase. We therefore support the use of benchmarking for allocations in the power generation sector for
Phase II, and the use of a single benchmark for new entrants to this sector which reflects best in class
technology. Looking beyond Phase II, we believe there should be no free allowances allocated to the power
generation sector, with much greater use made of auctioning.
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4. Has the Government identified the correct proportion of allowances to be auctioned in Phase I1? Should these
be drawn solely from the power sector’s allocation? What will the effect of this auctioning be on industry and
the price of carbon?

Centrica strongly believes that the existing level of free allocation of allowances under the EU ETS scheme
is a fundamental flaw, particularly to those sectors which recover the full opportunity cost of these
allowances from their customers, due to the absence of competitors who are not subject to similar emissions
reduction measures. This is demonstrably the case in the UK power generation sector, where the cost of
carbon is fully factored into the wholesale power price. Centrica therefore would support full use of
auctioning to the maximum 10% allowed in Phase II, and going forwards believes the goal should be to
ultimately eliminate free allocation of allowances.

In the absence of international competition, and therefore unlike other sectors, generators will not operate
unless they can recoup the total value of the generating components which now includes the market value
of allowances, despite the allowances being given out for free. The value of carbon is therefore factored into
investment and operational decision-making, and the cost of generating electricity has risen to reflect the
EU ETS’ opportunity cost on the marginal fuel. All generators face this opportunity cost, and as such there
is limited competitive pressure to prevent this cost being passed-though to wholesale buyers.

We do however recognise that some other sectors may need some protection, particularly where their
competitors are not faced with similar emission reduction targets to those in the EU ETS.

There is an argument made by some, noticeably coal generators, that the level at which the price of carbon
is factored into the wholesale power price is not sufficient to cover their costs. This is on the basis that when
gas is the marginal generating fuel, power prices will only incorporate cost of carbon at the intensity
reflective of a gas plant, which is lower than that of a coal station. However, it should be noted that an
efficient EU ETS with a shortage of allowances across the EU would encourage fuel switching with the result
that coal would become the marginal generating fuel. In these circumstances we would expect the wholesale
power price to incorporate fully the cost of carbon to a coal generating plant.

Consequently we welcome recent steps to reduce the level of free allocation in the electricity supply
industry, by focusing the cut in allowances on this sector and by introducing some use of auctioning. We
are disappointed that full use is not being made of the scope to auction 10% of allowances in Phase IT and
have urged government to be bolder in its approach to Phase III in this regard. Centrica would ideally like
to see an increase in the proportion of auctioning in Phase II to the maximum 10% allowed, and for the UK
Government to press the EU to remove the restriction on the total level of auctioning allowed for
subsequent phases.

We are also supportive of the decision that auctioned allowances will be drawn from the allocation for
the power generation sector, for the reasons outlines above. Given that the cost of carbon is already
embedded into the wholesale power price, and the fact that industry will receive allowances for 100% of
projected emissions, the effect of auctioning on industry other than power generation will be negligible.
There will also be no effect on the cost of carbon due to some allowances being auctioned rather than
allocated for free. The value and therefore cost of carbon is determined by the wider supply/demand balance
of allowances across the EU ETS. Whether these allowances have been allocated for free, or paid for does
not change the total amount of allowances available, and as such the cost of allowances will be unaffected
by the allocation methodology.

5. What have been the effects of Phase I so far on the competitiveness of (1) business in the UK, and
(2) business across the EU?

The introduction of the EU ETS has resulted in giving a value to the emitting of carbon within the EU.
There is little evidence as to the direct effect on competitiveness of businesses from the EU ETS, though
it should be recognised that some sectors do face significant competition from outside the EU where their
competitors are not subject to similar emission constraints. These sectors however were allocated more free
allowances in 2005 than were required to cover their emission levels, and as such faced no direct effect on
their cost of operation or competitiveness. There have been suggestions that an indirect effect has arisen due
to the increase in power prices caused by the EU ETS, though it should be noted that:

(1) Not all Member States have seen an increase in power prices because of EU ETS due to the lack
of a fully functioning, deregulated electricity market;

(i) Even where the cost of carbon has fed through into the wholesale power price, the effect is much
smaller than that arising from increased gas prices.
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6. How well are the EU ETS and the Clean Development Mechanism working together? What needs to be done
to better integrate these markets? Is the CDM funding the right projects?

Directly linking the EU ETS with other emission schemes outside of the EU will help to deliver emission
reductions at the lowest cost to the global economy, and would aid development of a more liquid market.
However, in the absence of such direct linkage, this can be achieved by minimal restrictions on the use of
project credits from CDM and JI. Using project credits as linking mechanisms in this way will help to ensure
that the EU ETS is not operating in a vacuum from other schemes.

Centrica is therefore concerned about the tight restrictions which have been placed on the use of project
credits, which we believe are a vital step towards global engagement in reducing carbon emissions. Projects
developed under the Clean Development Mechanism deliver real and enduring carbon emission reductions
in developing countries which currently do not have any emission reduction targets and, in the absence of
legally binding targets, open a pathway to Kyoto for many developing countries.

There is also substantial potential for technology transfer from these projects to other countries whether
directly covered by the EU ETS or not. Allowing the use of credits for compliance under the EU ETS
supports these project streams, supports innovation in UK business, and allows reductions to be made at
lowest cost—the whole point of the scheme. Imposing low limits on the use of credits within the UK damages
the ability of UK companies to invest in emission-reducing projects in the developing world, and might
check the development of this important new market.

Centrica would like to see a relaxation on the proposed restrictions on the use of project credits from
CDM and JI of 19.5mt CO> under Phase II proposals, and certainly a significant relaxation under Phase III.

To protect the competitiveness of UK plc, if restrictions are to be put in place it is important that they
are set at levels that are no less than other member states. The UK limit of 8% is very much at the lower end
of the published range. Ireland and Spain, for example, have set a 50% limit, and we believe that the low
UK limit will harm the competitiveness of UK companies as it restricts their ability to participate in the
wider global carbon market.

Furthermore, use of project credits under a restricted scheme should be targeted on those sectors being
asked to make cuts, rather than spread across all participants in the scheme equally. We note that the
Flemish government in Belgium, for example, has allocated a different limit to power generators (24%) and
other industry (7%) due to the larger cut in allocations versus requirement in the power generation sector.

Centrica believes it is important that the CDM is funding projects that deliver real and enduring emission
reductions, and that the UN appointed CDM Executive Board ensuring this is the case with their detailed
analysis of submitted projects.

8. How should aviation be included within the ETS? What are the latest indications of when it will be included?

The current scheme only accounts for COz at present and covers approximately 45% of expected 2010
COz emissions; significant emitting sectors not currently covered by the Scheme include aviation, surface
transport and domestic emissions.

We believe that currently excluded sectors, especially surface transport and aviation, should face the same
or similar carbon reduction incentives to those applicable in energy-intensive industries. These sectors are
responsible for significant and growing levels of carbon emissions and any scheme whose aim is to introduce
real reductions needs to address whether these sectors can be incorporated into the scheme without
compromising its operation, or whether other policy instruments are appropriate for these sectors. It is
vitally important, however, that any decision to expand the scheme to other sectors or gases must ensure
that the level of allowances available as a result of this expansion is robustly determined such that the over-
allocation seen in the first year of Phase I is not repeated. One way of doing this would be to run a “shadow”
scheme for expansion sectors for a year, operating along similar lines to the main EU ETS before these
sectors are included in the wider scheme.

9. The Environment Secretary has said: “we will support the Commission in its efforts to enforce tough caps’.
What exactly should the Government be doing to influence this?

Tight caps across Member States in Phase IT and beyond are clearly vital to delivering the required carbon
emission reductions and to protect the integrity of the scheme. The need for this was demonstrated in May
2005 when it became clear many nations had allocated more allowances than were required and the price
of carbon dropped from €30/t to about €10/t.

It is worth emphasising that the EU ETS will have to play a large role in all Member States’ carbon
reduction programmes and meeting of Kyoto targets. The integrity of the scheme is synonymous with the
credibility of the EU on the international stage in this regard. This is particularly important as a successful
EU ETS can be a blueprint for wider global schemes which will be crucial in delivering the levels of
international emission reductions required to reduce the global effects of climate change.
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Early signals from many other countries on the basis of their proposed Phase II NAPs are worrying and
there is evidence that without amendment to individual country caps the EU ETS cannot be relied on to
meet EU Kyoto targets.

The Government needs to continue to press for tight caps across Europe as a matter of urgency.
Individual Member State’s caps must be consistent with achieving real carbon emission reductions at least
in line with Kyoto commitments where they exist. The EU Commission should be encouraged to carry out
robust assessments of National Allocation Plans to ensure EU Kyoto commitments are on target.

In the UK, the cap on allowances should be in line with the drive towards the current 2050 emissions
target, regardless of the caps set elsewhere. The UK has shown strong leadership in this area to date, and
should continue doing so whilst working with other Member States to encourage them to do the same.

We believe that a commitment to a low-carbon future, shown through tight NAPs and other emission-
reduction policies, can create significant economic opportunities for the UK and EU, by giving a first-mover
advantage in new global markets for low-carbon technology.

10. How well integrated are the ETS and other EU climate change policies?

For the UK, and indeed the EU, to maintain and progress its emissions strategy, there must be strong
political will to move towards global participation in the coming years. Phase I of the EU ETS has already
demonstrated to the EU the difficulties of going it alone, i.e. the need for free allocation in order to protect
internationally competitive industries. It goes without saying that it is entirely unrealistic to expect EU
industry to deliver the much-needed emissions savings, whilst countries such as the United States and
Australia ignore the climate change problem and continue to expand their economies at the expense of
the EU.

11. What work needs to be done now to help design a third phase of the EU ETS? How can the experience of
the EU ETS be used to help the design of a post-2012 Kyoto mechanism?

In our view, the most fundamental issue to be addressed is the future security of the scheme, something
which was borne out by Defra’s recent publication of the summary of responses by stakeholders to the EU
ETS review questionnaire.

EU ETS is now a significant consideration in any company’s decision to invest in new power generation.
By 2015 there will be a requirement to replace 12GW of opted-out coal stations and increasing UK electricity
demand will lead to further requirements for new generation. In this relatively short-time scale, regardless
of other pros and cons, nuclear can not deliver. Replacing this lost capacity with clean modern CCGTs is
therefore a desirable step that will lead to reductions in carbon emissions.

Whilst we believe that generators will seek a diversity of capacity technology at some level in order to
provide a balanced portfolio, in order for significant new CCGT capacity to be brought on stream within
the required timescale, investors need appropriate long-term signals for the value of carbon. There is
currently no visibility of the scheme or clarity over carbon prices beyond 2012. Investments in low-carbon
technology have time horizons of many years and defining EU ETS post 2012 is paramount to allow delivery
of low-carbon investments.

The UK Government should continue to strive for early EU agreement on the continuation of the scheme
post 2012. Should it prove impossible to reach the necessary international agreement on Phase I11 at an early
stage, however, then we would favour unilateral action by the UK government to replicate on an interim
basis the expected effect of ETS Phase III.

A number of ways have been suggested as to how this could be done. As a firm believer in market
mechanisms, Centrica’s strong preference is for an EU-style UK ETS. This would allow the government
to set a framework and ensure a structural shortfall via a NAP, whilst the market would decide the price
of carbon.

We are not in favour of the more interventionist tools, such as carbon contracts, believing these will be
far less efficient in providing carbon support without distortive effects. Carbon contracts would leave the
decision on the price of carbon to government which would be set at the beginning of the scheme with no
room for amendment as circumstances changed. We believe that this would mean the government making
judgements on risk that we think commercial participants are better placed to assess and manage.

Any UK scheme should be designed such that if international agreement were subsequently forthcoming,
the UK scheme would then be replaced by a wider EU or global ETS. A UK ETS scheme could easily do this.

We believe that it is worth giving some early consideration to how EU ETS post 2012 could interact in
an innovative way with other fiscal policies around carbon emission reductions, and where possible
harmonise their approach.

One example could be the Energy Efficiency Commitment, where allowing trading of “excess” measures
into the EU ETS as a wider carbon trading market, would provide commercial incentives for energy
suppliers to take full advantage of different carbon reduction opportunities across a range of sectors.
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It would also provide an incentive for energy suppliers to go beyond obligated targets inherent “stop-
start” cycle as one EEC programme ends and another one begins. This would help to provide sustained
growth within the UK energy efficiency sector, and offer longer-term benefits to all UK consumers.

October 2006

Memorandum submitted by The Confederation of UK Coal Producers (CoalPro)

The Confederation of UK Coal Producers (CoalPro) represents member companies who produce over
90% of UK coal output. CoalPro thanks the EAC for the opportunity to provide views on the prospects for
the remainder of Phase I and the lessons that should be applied to Phase II.

This response, first, addresses the specific issues on which the committee would welcome comment, where
appropriate, but then sets out certain other issues which CoalPro believes the Committee should consider,
particularly in relation to Phase II.

A. CoALPrRO’S COMMENTS ON THE SPECIFIC ISSUES ARE AS FOLLOWS

1. What are the key lessons to learn from Phase I of the Scheme?

A liberal supply of allowances will do nothing to reduce carbon emissions or stimulate investment in
higher efficiency plant. More particularly, a disproportionate distribution of allowances in individual
member states will merely result in business meeting their needs by purchasing allowances from companies
in other member states. Because the UK is one of very few member states where the issue of allowances has
been less than need, this has done nothing to reduce emissions in the UK or elsewhere but will result in a
transfer of resources in Phase [ amounting to several hundreds of millions of pounds out of the UK. This is
a perverse outcome and illustrates the pointlessness of the UK adopting a “hair shirt” approach on its own.

2. How likely is it that UK firms would successfully reduce emissions by at least 7MtC by 2012, in line with
the proposed Phase Il NAP?

UK firms may well reduce carbon emissions by 7MtC by 2012, but that does not mean to say that carbon
emissions will be lower than either the 245 million allowances for Phase I or the 238 million allowances for
Phase II. If there continues to be a liberal supply of allowances across Europe, they will merely purchase
what they need. Indeed, the electricity generation sector may have no alternative but to do so if the lights
are to stay on.

3. What have been the effects of the method chosen for allocating allowances in Phase I?

Because every sector other than the electricity generating sector has been given the allowances they need,
there has been no incentive to invest in lower carbon processes. The generating sector is short of allowances
and has purchased/is purchasing their needs from elsewhere. The only alternative to this is a massive switch
to gas, with all the other problems and issues that that raises, or to allow the lights to go out. At no time
was this more clearly demonstrated than last winter. Because of a shortage of gas, and because gas was very
much more expensive than coal, coal burn increased by 20% compared with the previous winter with the
coal-fired power stations providing 50% of electricity demand. The consequence will have been a significant
increase in carbon emission with the generators complying with the Scheme by means of a large-scale
purchase of allowances involving a huge transfer of resources to companies in other Member States. It is
no use moralising about this; the only alternative would have been to allow the lights to go out in every
morning and evening peak demand period on every cold day last winter.

4. Has the Government identified the correct proportion of allowances to be auctioned in Phase IT? Should these
be drawn solely from the power sector’s allocation? What will the effect of this auctioning be on industry and
the price of carbon?

Whilst the approach to be adopted by other Member States is not yet clear, it would appear that the
Government has set a relatively high percentage of allowances to be auctioned. UK industry generally will
be disadvantaged by this approach. It is quite wrong for the allowances to be auctioned to be drawn solely
from the power sector but this merely masks the much bigger question of the correct overall allocation of
allowances. Other sectors will be given what they need. Only the power sector will be short. Depending upon
the overall approach adopted by other Member States, this will lead to a continuation of the situation under
Phase I with a major transfer of resources from the UK to companies elsewhere in the EU and/or a large-
scale switch to gas with all the issues and problems that raises, including the potential for much higher gas
and electricity prices than would otherwise be the case. The effect on industry other than the power sector
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will be minimal because it has been allocated the allowances that it needs. Other things being equal, however,
the price of carbon will be higher than it would otherwise have been, leading in turn to higher gas and
electricity prices.

The issue the Committee needs to consider is not whether the allowances to be auctioned should be drawn
from the power sector, but the overall, tight, allowances allocated to that sector. The Government argues
that the power sector’s allowances can be restricted because it is largely immune from international
competition. However, the need for the power sector to make large-scale purchases of allowances will make
UK electricity costs higher than in Europe, as has been the case in Phase 1. There will be a knock-on effect
on gas prices to the extent that fuel-switching takes place. Both of these will have an effect on industry as
a whole.

5. What have been the effects of Phase I so far on the competitiveness of (1) business in the UK, and
(2) businesses across the EU?

Asexplained above, the Government’s tight restriction of carbon allowances in Phase I compared to other
Member States, and the fact that this was imposed wholly on the power sector, has led to higher energy prices
for UK businesses. Businesses in the rest of the EU will have been relatively unaffected.

6. What are the key issues for Phase Il in terms of ensuring that emissions reductions from EU states are not
cancelled out by the transferring of industry to developing economies?

Itis already apparent from Phase I that for the UK to try and “go it alone” within Europe is both pointless
and damaging for UK plc. It follows that for Europe to adopt a similar approach in Phase II will be similarly
pointless and damaging for the EU. Phase II therefore needs to be taken forward in conjunction with
international action which promotes a carbon reduction programme internationally. It does not follow that
the only route to this is via a global extension of an emissions trading regime. Indeed it is already obvious
that that will not succeed. Other approaches are possible, for example the “technology route”. Perhaps these
other approaches should also be given greater emphasis in Europe rather than relying wholly on
emissions trading.

7. How well are the EU ETS and the Clean Development Mechanism working together? What needs to be done
to better integrate these markets? Is the CDM funding the right project?

CoalPro is not competent to comment.

8. How should aviation be included within the ETS? What are the latest indications of when it will be included?

CoalPro cannot comment directly on these questions. However, CoalPro supports as wide an extension
of the ETS as possible at as early a date as possible to avoid the perverse and discriminatory effects observed
to date. It is apparent that this should include not only aviation by road transport as well.

9. The Environment Secretary has said: “we will support the Commission in its efforts to enforce tough caps’.
What exactly should the Government be doing to influence this?

The Government should insist both directly and through the Commission that each Member State meets
its legally-binding obligations under the Kyoto burden-sharing agreement, and insist that appropriate
enforcement action, or the imposition of appropriate penalties, is taken by the Commission to ensure these
obligations are met.

However, Member States have no obligation to go beyond this. If the Environment Secretary’s definition
of “tough caps” is intended to take the EU and individual Member States beyond this obligation, then this
is mere rhetoric. Enforcement would not be possible. Any attempt by the UK to enforce individual Member
States through the Commission to go beyond Kyoto is unlikely to be acceptable. It would be an exercise in
pure self-indulgence. It may make Ministers feel good but it would be utterly ineffective.

10. How well integrated are the ETS and other EU climate change policies?

This is a huge question. Complete across the board integration is probably unachievable. It is also early
days in the life of the ETS. It is difficult to comprehensively answer this question at this stage. However,
CoalPro believes that certain of the UK’s proposals in the draft NAP for Phase II will impede other climate
change policies. This is discussed further below.
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11. What work needs to be done now to help design a third phase of the EU ETS? How can the experience of
the EU ETS be used to help the design of a post-2012 Kyoto mechanism?

The most important requirement of the third phase is that it should afford certainty to investors if the
large-scale investment in abatement technology that is required is to be forthcoming. Certainty is required
both as to the longevity of Phase III, with a time horizon of at least 15 years being required, and as to the
volume of carbon allowances that will be made available.

It is apparent that deep cuts in carbon emissions will not be achieved in a reasonable time frame without
carbon capture and storage (CCS) from large point-sources of emissions from the consumption of fossil
fuels. The ETS rules must therefore be changed to accommodate CCS as an acceptable abatement
technology. Preferably, these changes should also apply in Phase II and agreement on them should be
reached as soon as possible.

The EU ETS experience to date indicates that it is not a perfect mechanism, nor will it ever be. It may be
a necessary, but is not a sufficient, tool in itself for Europe to achieve deep cuts in emissions. These can only
be achieved by the large-scale adoption of abatement technology globally. Both other advanced economies,
led by the United States, and the developing economies, led by China, have thus far not adopted Kyoto and
have chosen to follow the technology route as opposed to emissions trading. Any post-2012 Kyoto
mechanism that does not address the concerns of these two enormous constituencies is doomed to fail. If
they continue to eschew emissions trading, then alternatives must be pursued. Large-scale research and
development into abatement technology, and technology transfer, will be essential, with or without
emissions trading.

B. CoaLPRrO WouLD LIKE To EXPRESS VIEWS ON OTHER ASPECTS OF EU ETS AND, IN PARTICULAR, ON THE
APPROACH ADOPTED BY THE GOVERNMENT IN THE DRAFT NAP FOR PHASE II TowARDS NEW ENTRANTS

The Phase II allocations for incumbents in the draft NAP are based on need for sectors other than the
power sector, and on fuel and technology specific benchmarks for the latter, albeit with a severe overall cap.
No one fuel or technology is discriminated against.

The proposed new entrant regime for the power sector, however, is benchmarked to the parameters for
gas-fired power plant. A new entrant, higher-efficiency, lower emissions coal plant under this proposal will
need to purchase 60% or more of the carbon allowances that it will need to operate at an economic load
factor. By contract, an existing, lower-efficiency, higher emissions coal-fired plant will only need to purchase
some 30% of the allowances it requires.

There is a real risk that this proposal will result in all new power plant investment being gas-fired by
default.

This would not matter so much if all new fossil-fuel power plant encompassed CCS (provided the ETS
rules are changed—see above). However, adoption of CCS requires legal, regulatory and infrastructure
issues to be resolved, as well as major investment. Large-scale commercial deployment of CCS is unlikely
until 2020 onwards.

In the meantime, there will be a need for new, carbon capture ready fossil fuel plant to replace generating
capacity likely to close over the next 15 years in the UK. Under the proposed new entrant regime, it is likely
that this will all be gas-fired.

If the only objective of Government policy was a political imperative to maximise short-term reductions
in carbon emissions, this might be acceptable. However, such a development will compromise all of the
Government’s longer term energy policy objectives for clean, secure, competitive and affordable energy.
First, deep cuts in carbon emissions will require CCS at all fossil fuel plant, gas as well as coal. CCS from
coal-fired plant may well be cheaper than from gas-fired plant as the process is more efficient and the fuel
input cost is likely to be lower. The proposal will not therefore achieve deep cuts in emissions.

Second, it will lead to an over-reliance on gas in future leading to much greater security of supply risks.
Third, it will reduce competition and finally it will lead to more expensive electricity and compromise
affordability.

The proposed approach contrasts sharply with that adopted by Germany where long-term (up to 18 years)
carbon allowances have been awarded which are fuel and technology specific. This has brought forward
significant new investment in both new, higher efficiency, low emissions coal and gas-fired plant. It also
contrasts with the massive investment now taking place in new coal-fired plant in China, which is highly
efficient and relatively low emission. No such investment is taking place in the UK.

CoalPro urges the EAC to recommend to the Government that the proposed Phase Il new entrant regime
be changed to one in which the issue of allowances reflects fuel and technology factors, thus avoiding an
over-reliance on gas and other energy policy objectives being compromised.

David Brewer
Director General

October 2006
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Memorandum submitted by Drax Power Limited

INTRODUCTION

1. Drax Power Limited (“Drax Power”) is the owner of Drax Power Station, the largest, cleanest and
most efficient coal-fired power station in the UK. Drax Power trades its electricity in the wholesale electricity
market, and at current output levels it supplies some 7% of the UK’s electricity needs.

2. Drax Power is pleased to have the opportunity to participate in the Committee’s inquiry, as a major
player in the carbon market, indeed, the largest independent thermal generator with trading experience and
perhaps one of the largest “short” installations in the UK, we consider that we are well placed to comment
on lessons learned from Phase I of the EU ETS and the future of the Scheme.

GENERAL COMMENTS

The Electricity Industry and the EU ETS: An Unfair Burden?

3. Drax Power is a strong advocate of the need to price carbon in the market in order to deliver
environmental benefit and we are also mindful of the need to maintain the economic strength of the UK.
However, the problem of carbon is societal, it affects all sectors and to address it the effort of compliance
with targets must be distributed across all emitters.

4. Power stations contributed 29.8% of the total COz emissions in the UK in 2005 and from 1990 to 2004
single-handedly delivered 33.4 million tonnes of CO: savings while other sectors have increased their
emissions of COz by 2.2 million tonnes over the same time period. All emitters must be treated equitably if
we as a country are to deliver against our carbon reduction targets in the most economic and effective way.

5. All effort on COz reduction in Phase I and IT has been allocated to the power sector on the assumption
that fuel switching was fairly easy and possible. In reality, the sector did not respond in the manner that had
been assumed and little switching occurred from coal to gas. Indeed, over the last few years the sector has
seen an increase in coal burn. By setting a range of emissions reduction beyond what is technically and
economically feasible for the sector, operators have had to purchase additional allowances in the market,
leading to a considerably higher than anticipated cost of EU ETS compliance which in turn has fed through
to increased electricity prices for the UK consumer.

6. Other sectors have been allocated allowances on a “business as usual” basis and have, in fact, been
over-allocated with the result that these sectors have been provided with a windfall as well as being exempted
from the discipline of carbon reduction. There is a need to spread the compliance requirement over a wider
set of participants to avoid dependency on a single sector.

7. Allocating all the effort on a single sector makes it unlikely that the maximum possible reductions will
be made. Given the nature of the sector in terms of the scale of the investment and the long term investment
cycles, the actual extent of CO2 reduction in Phase I and IT (rather than the extent of reduction in allocations)
will depend principally on the extent of closure of coal-fired plant under the Large Combustion Plant
Directive and the extent of gas-fired plant construction. Neither of these factors are related to the
introduction of the EU ETS and indeed the current market conditions are still not favourable for new gas-
fired entry. As a result, the success of the Phase IT NAP will, as for Phase I, depend entirely on the ability
of the power sector to purchase sufficient allowances to accommodate the CO: cap.

8. Further, if the UK power sector takes a greater burden than its European competitors, it will diminish
the relative value of generating capacity in the UK and capital available for new build will be more likely
to go to continental Europe in an effort to capture allowance value. This is particularly important given the
need for new capacity post implementation of the Large Combustion Plant Directive.

Short Term Policies in a Long Term Industry

9. The electricity industry is characterised by major, long term, investment with typical payback periods
of 10 to 15 years. Through such investment generators can address the main environmental constraint of
carbon but only if there is a certain and stable long term energy policy framework. Clarity and long term
stability in the regulatory framework is needed to minimise the risk of future intervention, which would
simply serve to destabilise the regime, increase uncertainty and disrupt the associated traded commodity
markets.

10. The EU ETS is a policy with a short term outlook. Despite the Government’s CO» aspirations being
clear, the necessary long term regulatory and economic framework to deliver against these objectives is not
in place. The EU ETS should provide a clear framework for CO: reduction over the long term, well beyond
2012, such that the future value of carbon can be assessed to enable a more informed view on the significant
investment decisions needed within the sector.

11. Carbon targets need to be agreed into the long term, sufficiently far ahead to provide a degree of
confidence in investment. A 15 year time horizon should be sufficient to complement the investment cycles
typical of the electricity industry.
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EU ETS and other Climate Change Policies

12. The EU ETS and similar legislation cannot be considered as purely environmental in nature.
Currently the EU ETS is viewed as a stand-alone piece of legislation with its own sets of targets and
objectives which have a strong potential to conflict with other social and/or economic goals. It should be
recognised that, for the power sector, environmental and energy legislation are closely intertwined. Other
sectors are also impossible to manage by trying to separate out the environmental drivers from the rest.
Hence we should be viewing EU ETS as just one of the mechanisms to deliver a well thought out and
coherent policy delivering change throughout the economic spectrum.

PHASE 1

Lessons from Phase I

13. The UK submitted its NAP to the European Commission on 20 April 2004 and did so on a
provisional basis, making it clear that the figures were subject to change. Subsequently, on 10 November
2004, the Government submitted amendments to the Commission increasing the number of allowances from
736 to 756Mt CO2. Following the Commission’s refusal to accept amendments to the UK NAP, the UK
Government challenged the Commission’s Decision in the European Court of First Instance (CFI). The CFI
found in favour of the UK Government and annulled the Commission’s Decision. In February 2006, the
Commission took a new Decision in which it rejected the amendments proposed by the UK Government
on different grounds. In April 2006, the UK Government decided not to pursue further action, a decision
which left the power sector with a further shortfall of 20 million allowances.

14. This lack of an accurate estimate of emissions from which to develop an appropriate baseline cost the
power sector, and hence the electricity consumer, some €300 million (assuming a requirement to purchase
allowances at €15/tonne).

15. A key lesson to learn is that the Government needs to listen to industry and other stakeholders
regarding the probity of data and assumptions used for basing projections and allocations. The process has
improved somewhat for Phase II, but, the lesson for introducing other, less well characterised sectors, into
any future EU ETS is evident.

16. There needs to be a better assessment of what emissions reduction is technically and economically
feasible across the traded sector and the assessment of emissions reduction on the competitiveness of UK
industries. The rationale for targeting the power sector in Phase I was that the industry was somehow
protected from international market pressures due to limited physical links. This was not, and still is not,
justifiable. The power sector is primarily driven by the price and availability of fuel, by the time Phase II
arrives we will have significantly increased international fuel links—upgraded gas interconnectors, LNG
import terminals and enhanced coal import facilities—and the UK power sector will be a completely reliant
upon and subject to the operations of international fuel markets.

17. Installations/sectors should not be allocated more than their need. We are disappointed that, in Phase
I, Government has not set allocations below the “business as usual” case, particularly since many sectors’
allocations (apart from electricity) were more than their actual emissions in Phase 1.

PHASE 11

Auctions

18. The Government should allocate allowances in such a way that allows all sectors to contribute
equitably towards emissions reduction targets and provides more incentive to introduce less carbon
intensive processes. Drax Power does not believe that the power sector should bear the entire burden of
emissions reductions and, perhaps more importantly, accommodate all the uncertainties and inaccuracies
in the allocation plan.

19. Allowances for auctioning should not be taken solely from the power sector in Phase II. This simply
translates to a lower cap for the sector and a greater need for generators to make up shortfalls across the
market. The need for a wider base of effort is especially valid in view of the proposals towards greater
auctioning across all sectors and towards a reduction in allocation for industrial new entrants. The signal
needs to be sent to all incumbent installations in industry sectors so that they can develop the discipline of
accounting for carbon. It is even more important for UK industry (that is, non power sector) to pick up this
signal in Phase II since they have not been required to consider carbon and, indeed, have benefited from
large cash injections as a result of over-allocations during Phase I.

20. We have concerns about too rapid a movement towards high levels of auctioning and believe that an
inappropriate use of auctioning could distort the market. In addition, it would be risky to introduce any
radically new allocation process without having much more understanding of the implications. We should
not be using Phase II to test the auction philosophy whilst there are still so many other unknown factors
surrounding the implementation of the overall EU ETS.



Ev 138 Environmental Audit Committee: Evidence

21. Auctions are not an appropriate mechanism for the power sector. Auctions work best when the
marginal value of that commodity can be determined by market participants and in extremis they can decline
to bid and effectively cease supply. In the case of electricity supply that marginal value is very difficult to
determine and non supply is not acceptable, auction prices in a balanced/short market can therefore be
extreme. This produces instability which is a barrier to new entry.

Preserving the European Economy

22. The key issue for the EU as well as for the UK Government is to ensure that Phase II provides the
correct signals for moving towards a low carbon future at a rate which does not impair the European
economy but which stimulates new, and economically viable, low carbon technologies and techniques.

23. Such ajudgement needs to take into account the extent of progress in developing countries where CO2
emissions are currently increasing at a significant rate and where a low level of controls and constraints may
act to encourage high carbon emissions. This is clearly a long term issue which has to be addressed in the
post 2012 regulatory regime and hence the focus in Phase II should be about encouragement and
implementation of low carbon technologies rather than focusing on headline-grabbing CO: reduction
targets.

EU ETS and the Clean Development Mechanism

24. Phase I will provide data on how well the EU ETS and the Clean Development Mechanism interact.
Currently the aim is to assess how Project Credits (CERs and ERUs) can be procured and the risks
associated with them.

25. The UK Phase II NAP has capped the amount of project credits at a percentage of the “free”
allocation. This seems to counteract the actual effort that has been imposed on sites such as Drax to meet
its necessary level of purchase. To meet its target Drax will have to source and purchase an extra 5 million
tonnes of carbon each year in Phase II and its ability to source the carbon has further been hampered by
the imposition of a very restrictive cap on the level of credits that can be submitted for compliance.

26. We support the argument that the limit for use of project credits should be based on effort. Hence
our view is that companies in the power sector should be allowed to purchase their entire shortfall using
project credits. The current proposals disadvantage Drax whilst providing advantage to a number of others
outside the power sector who, having been allocated their complete “business as usual” allowances will be
able to obtain an additional windfall by substituting their ordinary allowances with CERs, which trade at
a discount.

PHASE 111

Looking Ahead

27. Drax believes that the EU ETS has the potential to move from a policy with a short term outlook to
a programme providing a clear framework for CO; reduction into the long term, well beyond 2012.
However, this will only happen if the Government regards it as a part of a much wider programme such that
the future value of carbon can be assessed to enable a more informed view on the significant investment
decisions needed within the power, and all other, sectors.

28. Carbon targets need to be agreed into the long term, sufficiently far ahead to provide a degree of
confidence in investment. A 15 year time horizon should be sufficient to complement the investment cycles
typical of the electricity industry.

29. Carbon reduction targets need to be stable, with wide political acceptability across the whole of the
EU to prevent subsequent modification. They also need to be realistic; we note that the outcome of the first
year of the EU ETS sent a price shock throughout the carbon market, discrediting the Scheme and casting
doubt on its future. Long term, stable basic rules for, inter alia, benchmarking for allocations, new entrant
reserve and auctions are essential if the objectives of the EU ETS are to be achieved.

30. Harmonisation of effort across the EU and across industry sectors is vital. A process to develop a
consensus around the structure of the Scheme is required to deliver a robust, transparent and effective
decision making process. Independent decision making by each of the 25 Member States is not conducive
to an efficient and effective market mechanism.

31. There should, if possible, be a relationship between emission reduction efforts in Europe and other
countries to encourage the development of low carbon technologies in the developing world.
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CONCLUSIONS

32. The following summarises the key conclusions of this submission:

(1) The problem of carbon is societal, it affects all sectors and to address it the effort of compliance
with targets must be distributed across all emitters.

(i) Carbon targets need to be agreed into the long term, sufficiently far ahead to provide a degree of
confidence in investment.

(iii) The EU ETS should be viewed as just one of the mechanisms to deliver a well thought out and
coherent policy delivering change throughout the economic spectrum.

(iv) Itisessential that accurate data and assumptions are used for establishing an appropriate baseline
from which to base allocations.

(v) Installations/sectors should not be allocated more than their need.
(vi) Allowances for auctioning should not be taken solely from the power sector in future Phases.

(vii) The focus in Phase II should be about encouragement and implementation of low carbon
technologies rather than focusing on headline-grabbing CO: reduction targets.

(vii) The limit for use of project credits should be based on effort and the power sector should be allowed
to purchase their entire shortfall using project credits.

(ix) Harmonisation of effort across the EU and across industry sectors is vital and a process is required
to develop a consensus around the structure of the Scheme to deliver a robust, transparent and
effective decision making process.

October 2006

Memorandum submitted by EDF Energy

1. WHAT ARE THE KEY LESSONS TO LEARN FROM PHASE I OF THE SCHEME?

EDF Energy is fully committed to tackling climate change and believes the EU Emissions Trading Scheme
(ETS) is an important mechanism in the management of emissions across Europe. The current scheme, in
its present stage of development and structure cannot drive the long term investments needed to make deep
cuts in carbon. The primary reason for this is that the policy timescales of the EU ETS do not match the
investment life cycles of the sector and investors are unwilling to accept the regulatory uncertainty
surrounding future carbon dioxide abatement targets.

In Phase I, Government set unrealistic targets for the electricity sector that could not be achieved through
abatement in the time available, requiring large scale purchasing of allowances. The results in 2005 show
that simply setting tight caps for the electricity sector has not produced a reduction in emissions but rather
the purchasing of 36.5MtCO: of allowances from other Member States at a cost to the UK of around
€730 million."S This is not delivering an environmental benefit as a result of other Member States having
set generous caps in Phase 1.

In addition, offering “business as usual” to other sectors in the UK does not provide sufficient incentive
for industry to effectively engage in the EU ETS and fully integrate the cost of carbon into operational and
investment decisions. This approach is inconsistent with “Government’s long term objective to move away
from free allocation of allowances so that the full cost of carbon is taken into account by business in making
investment decisions” and operational decisions. The EU ETS is currently being used by other sectors as a
compliance scheme.

2. How LIKELY 15 IT THAT UK FIRMS WOULD SUCCESSFULLY REDUCE EMISSIONS BY AT LEAST 7TMTC BY 2012,
IN LINE WITH THE PROPOSED PHASE II NAP?

The EU ETS is designed to provide organisations with flexibility. As such it allows the participants
flexibility to trade allowances and deliver the required overall emissions reductions in the most cost-effective
way possible. An efficiently functioning scheme will not necessarily reduce COz emissions in the UK or
deliver year-on-year CO> emission reductions in the UK.

EDF Energy believes the actual reduction Government is seeking in Phase II is closer to 40 Mt of CO:
(11 MtC) per annum compared to business as usual projections during this period. This includes the annual
reduction of 29.3 Mt COz (8 MtC) plus the 10 Mt COz (3 MtC) difference between EDF Energy’s business
as usual projections and the Government’s updated energy projections for Phase II.

15 Assuming a price of €20 per tonne COa.
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We do not believe this reduction is feasible by 2012. The EU ETS, as presently constituted, does not
provide investors with certainty around the structure of EU ETS beyond 2012 and future abatement targets,
and therefore is not capable of sending the signals required to deliver investment in lower carbon
technologies in the UK and EU. The five year timescale of Phase II does not match the investment life cycles
of the sector, hence investors are unwilling to accept the political and regulatory uncertainty surrounding
future CO> abatement targets.

We also consider that the present EU ETS market is too fragile and fragmented to provide long term price
signals or to sustain the necessary long term investment. In its current form, it will continue as a clearing
market and produce a reference price for COx.

The Government’s proposal that all other sectors will receive an allocation based on business as usual and
that the electricity sector will bear the burden of the total emissions reduction against business as usual does
not provide sufficient incentive for other sectors to reduce emissions.

Given the lack of long-term signals to deliver investment to fundamentally change the carbon footprint
of the electricity sector, emission reductions in the sector are likely to be limited to fuel switching from coal
to gas. EDF Energy forecasts that gas prices could remain particularly high for the rest of this decade
resulting in limited fuel switching and CO: reductions. Therefore, the only way the sector can meet the
shortfall in allowances is to purchase additional allowances in the market.

3. WHAT HAVE BEEN THE EFFECTS OF THE METHOD CHOSEN FOR ALLOCATING ALLOWANCES IN PHASE 1?

The allocation methodology adopted for Phase I to distribute allowances within the sectors has created
significant market distortions within the electricity industry. In particular, the use of a historic allocation
methodology has under-allocated to coal power stations fitted with FGD when compared with non-FGD
stations, because it failed to take into account the changing generation patterns driven by tighter sulphur
limits. These distortions have created a significant commercial impact.

However, in Phase II the allocation methodology selected for the electricity sector, ie standard
benchmarks based on plant category with the load factor adjusted for opted out of the LCPD coal plant,
will reduce these competitor distortions.

4. HaS THE GOVERNMENT IDENTIFIED THE CORRECT PROPORTION OF ALLOWANCES TO BE AUCTIONED IN PHASE
11? SHOULD THESE BE DRAWN SOLELY FROM THE POWER SECTOR’S ALLOCATION? WHAT WILL THE EFFECT OF
THIS AUCTIONING BE ON INDUSTRY AND THE PRICE OF CARBON?

The EU ETS Directive states that Member States shall allocate at least 90% of the allowances free in Phase
II, and therefore the maximum proportion of allowances the Government can auction is 10%. In principle,
EDF Energy agrees with up to 10% of allowances being auctioned. However, Government should recognise
the combination of a tight sector cap and a large contribution of allowances to be auctioned will force the
electricity sector to purchase around 40% of allowances from the market compared to business as usual
projections. This is far higher than the 10% identified in the Directive and places a heavy burden on the sector
and on its customers.

EDF Energy believes that revenue generated through the auctioning of allowances should be used to
provide long term certainty for participants within the sectors covered by EU ETS. The policy mechanisms
for providing certainty are discussed in more detail under Question 9 of our response, below.

Electricity Sector

EDF Energy strongly disagrees with the allowances to be auctioned being deducted solely from the
electricity sector. Allowances to be auctioned should be deducted from all sectors. Offering business as usual
to all other sectors does not provide them with the incentive to internalise the cost of carbon or reduce
emissions. This is also inconsistent with “Government’s long term objective to move away from free allocation
of allowances so that the full cost of carbon is taken into account by business in making investment decisions”
and operational decisions.

Price of Carbon

Auctioning is an alternative method for allocation or distributing allowances and forces operators to buy
allowances from the market, facilitating the internalisation of the cost of carbon. Auctioning of core
allowances will not change the overall supply and demand balance within the EU, hence does not affect the
actual price of carbon.
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5. WHAT HAVE BEEN THE EFFECTS OF PHASE I SO FAR ON THE COMPETITIVENESS OF:

1. business in the UK, and
2. business across the EU?

EDF Energy believes that business in UK and across the EU has been affected by the introduction of EU
ETS through the increase in electricity prices due the integration of carbon into wholesale electricity prices.
However we do not agree with statements by both industry and government that withdrawing free
allowances from industry sectors would expose them to more European and International competition. !¢
As outlined in Table 2 of the Phase II EU ETS “Overall Regulatory Impact Assessment (RIA)”!7 and a
recent Carbon Trust report,!® industrial sectors are exposed to different levels of international and EU
competition. The impact on competitiveness is dependent on the following three key variables for any given
sector or business:

— Energy intensity;

— The ability to pass cost increases through to consumers in an increased price of the sector’s final
product; and

— The opportunities for abatement.

The RIA analysis'® and a recent Carbon Trust report? acknowledge that the Aluminium sector would
find it difficult to pass through additional carbon costs. However, the reports support our view that steel
and cement are able to pass through some of the cost of carbon, with other sectors such as the brewing and
petroleum sectors, engineering and vehicles, being able to pass on the cost of carbon with little impact on
their profitability.

6. WHAT ARE THE KEY ISSUES FOR PHASE II IN TERMS OF ENSURING THAT EMIssIONS REDuUCTIONS FROM EU
STATES ARE NOT CANCELLED OUT BY THE TRANSFERRING OF INDUSTRY TO DEVELOPING ECONOMIES?

EDF Energy does not believe that Government can “safe-guard” against industry moving to other
countries. There are new, competitive markets emerging within these countries in which industry should and
will continue to invest in. The issuance of business as usual allowances and other incentive to these sectors
within the UK and EU will not:

— protect UK business from owners moving their operations aboard. There are numerous other
influences that contribute to this decision on moving operations; and

— provide signals to investment within the UK and Europe.

As outlined above, according to a recent Carbon Trust report and the International Energy Agency (IEA)
report on Industrial Competitiveness under EU ETS,?! most sectors are able to pass on the cost of carbon
with little impact on their profitability; hence the EU ETS would not be the driver for industry moving to
developing economies. The non-ferrous metal sector including aluminium is most vulnerable to increased
in electricity prices, has minimum opportunity for abatement and would find it difficult to pass through
additional carbon cost.

In Phase I, the Clean Development Mechanism (CDM) provides an effective mechanism for transferring
low carbon technologies to developing countries to reduce their potential carbon footprint.

7. How WELL ARE THE EU ETS AND THE CLEAN DEVELOPMENT MECHANISM WORKING TOGETHER? WHAT
NEEDS TO BE DONE TO BETTER INTEGRATE THESE MARKETS? Is THE CDM FUNDING THE RIGHT PROJECTS?

The EU ETS and CDM markets are currently working in parallel. Participants are awaiting the
finalisation of the independent transaction log (ITL) to allow them to use carbon credits generated from
CDM projects for compliance. The ITL is scheduled to be operational in mid-2007 hence CDM credits can
only be used for compliance in the final year of Phase I.

It should be recognised that both markets share considerable political uncertainty due to lack of
international and EU long term frameworks. As discussed previously, this is hindering potential investment
of low carbon technologies within the EU and is also hindering investment within developing countries.
CDM project developers are currently facing difficulties with gaining forward contracts beyond 2012 to
underwrite their investments.

16 Most sectors claim that the impact on profitability as a result of auctioning would make the process prohibitively expensive
(oil and gas £22 million, pulp and paper £8 million, Steel £46-£51 million). The cement sector considers that auctioning would
lead to a loss of 26% market share.

17 Table 1, page 36 of the Allocation Methodology RIA.

18 “The UK Climate Change Programme: Potential evolution for business and the public sector”—www.thecarbontrust.co.uk/
carbontrust/about/publications/CTC518_CCPR2.pdf

19 Table 1, page 36 of the Allocation Methodology RIA.

20 “The UK Climate Change Programme: Potential evolution for business and the public sector”—www.thecarbontrust.co.uk/
carbontrust/about/publications/CTC518_CCPR2.pdf

2! International Energy Agency (IEA) report on Industrial Competitiveness under EU ETS, February 2005.
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We believe the linkage between the two markets needs to be clearly managed going forward. CDM has
an important role to play in allowing developed countries to undertake emission reducing projects in
developing countries. It assists in the transfer of capital to developing countries and bridging any gap
between realistic abatement and the EU target reductions, particularly if targets are set at levels that cannot
be achieved through abatement. We believe that the limit on the use of project credits should be consistent
across Member States; however unlimited use of JI/CDM project credits for compliance has the ability to
create an oversupply of project credits impacting on the balance of supply and demand, resulting in the
destabilisation of the EU ETS market.

Is CDM Funding the Right projects?

EDF Energy does not support the exclusion of certain forms of low/carbon free technologies from CDM.
Certain large generation developments that are currently excluded have the potential to make a considerable
contribution in reducing emissions compared to business as usual. By excluding these technology options
we need to be careful that we are not burdening countries by developing projects with a carbon footprint
that is unsustainable in the long term.

8. How SHOULD AVIATION BE INCLUDED WITHIN THE ETS? WHAT ARE THE LATEST INDICATIONS OF WHEN
IT WILL BE INCLUDED?

In principle, EDF Energy supports the expansion of the sectors and types of greenhouse gases
incorporated within the EU ETS. We believe expansion criteria should be established to provide a structured
and methodical decision making process for the inclusion of additional sectors and greenhouse gas within
the EU ETS. These criteria should include:

— The sectors ability to influence and manage emissions profile including ability to abate emissions
at source through consumption and technology;

— Impact on market to ensure that inclusion does not destabilise the existing scheme or undermine
its effectiveness;

— Ability to accurately monitor and report emissions; and

— Emissions that are from the installation are above a de minimis emissions threshold, ie large
emitters.

EDF Energy supports the UK and the Commission’s desire to manage and reduce emissions from the
aviation industry. Emissions from aviation are rapidly growing and are not expected to fall in the short or
medium term. EDF Energy believes that a separate, dedicated emissions trading scheme should be
introduced for aviation industry. This scheme could be linked to the EU ETS via a gateway that allows the
aviation industry to purchase allowances from the EU ETS. The aviation industry does have the potential
to create a drain on the EU ETS allowance with little emissions reduction by the industry. Therefore we
believe that the amount of allowances the aviation industry could buy should be capped at a level that
ensures the aviation sector contributes to the overall objective of halting climate change. This cap would
also create supply demand balance certainty for the market.

We also believe the scheme should initially focus on CO2 emissions from the aviation industry. Further
work is required on the non-COz impacts of aviation and the development of a monitoring and reporting
standard for non-CO: gases emissions (specifically NOx).

This proposal could form the basis of international scheme for aviation industry which is currently not
subject to commitment to reduce emissions. This would demonstrate the EU’s leadership in tackling climate
change and engages one of the sectors with the largest growth in greenhouse gas emissions.

9. THE ENVIRONMENT SECRETARY HAS SAID: “WE WILL SUPPORT THE COMMISSION IN ITS EFFORTS TO ENFORCE
TouGH CAPS”. WHAT EXACTLY SHOULD THE GOVERNMENT BE DOING TO INFLUENCE THIS?

EDF Energy supports the Government’s efforts to work with the Commission and other Member States
in the development of the Phase II National Allocation Plan. The carbon market does require volume
constraints to stimulate trading and provide sufficient incentive for industry to effectively engage in the EU
ETS and therefore Member States and the sectors should not receive business as usual allocations. We
believe Government should continue to work with the Commission and other Member States in ensuring
that all Member States are contributing to emissions reductions across the EU.

However, establishing tough caps in UK and across the Europe is not going to drive investment in low
carbon technologies and abatement to commence the transition to a low carbon economy. The EU ETS, as
presently constituted, is not capable of sending the signals required to deliver investment in lower carbon
technologies in the UK and EU. Its current structure is not capable of underwriting the investment needed to
reduce CO; emissions in the electricity and other large industrial sector owing to the political and regulatory
uncertainty surrounding future carbon dioxide abatement targets beyond 2012. Although considerable
efforts are being made to agree long term abatement targets across the EU (Phase I1T and beyond), these are
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unlikely to be agreed in the near future. This creates a void in political certainty and a significant hurdle for
early investment in low carbon technologies. We believe the key priority for Government is providing
political certainty for investors on future carbon dioxide abatement targets.

EDF Energy believes that commercial market-based instruments can be used to underpin the significant
capital investment required to lower the carbon intensity of the electricity sector. This can be done without
exposing the UK Government to unacceptable financial risks by controlling the amount of CO:z reductions
the Government commits to in this way. These instruments can be designed to reinforce the integrity of the
EU ETS in the long term within the framework of competitive and liberalised energy markets, as advocated
by the UK Government. We have outlined how such a Carbon Hedge would work in practice in our
response to the Energy Review and we would be happy to provide further details on this.

10. How WELL INTEGRATED ARE THE ETS AND OTHER EU CLIMATE CHANGE POLICIES?

The nature of climate change and its importance places a huge responsibility on all areas of society to
address their impact. Current European polices are fragmented and do not fully address the continued
growth in emissions and energy consumption from households, business and government. One of the key
challenges for the EU is to develop a comprehensive climate change programme that engages all areas of
society. While the UK Government’s climate change programme is comprehensive, it introduces numerous
policy measures with different prices of carbon, for example UK ETS. CCL, LECs and CCA carbon price
and EU ETS carbon prices. In the UK, there is a need to streamline climate change policies to focus
specifically on carbon and a single price of carbon. It should be recognised that the EU ETS is one tool in
a suite of policy measures that need to address climate change.

In addition, we believe there needs to be greater consistency in the design and implementation of the
various policy instruments, regulations and Directives in Europe that seek to address climate change, such
as measures to encourage energy efficiency and renewable energy sources.

11. WHAT WOoRK NEEDS TO BE DONE Now TO HELP DESIGN A THIRD PHASE OF THE EU ETS? How CAN THE
ExPERIENCE OF THE EU ETS BE USED TO HELP THE DESIGN OF A PosT-2012 KYOTO MECHANISM?

EDF Energy sees the agreement of long term international targets for greenhouse gas reductions and
agreement on the design and use of flexibility mechanisms over the next 25-30 years as critical to mitigating
climate change. Once these parameters are established it is relatively straightforward to make the necessary
improvement in the administrative arrangements of the EU ETS. These would include:

— Expansion of the trading scheme to include other sectors and other greenhouse gases: the inclusion
of these sectors should proceed at a pace that does not compromise the existing scheme and allows
the market to adapt to changes.

— Length of future allocation periods: these should as far as possible match the investment life cycles
of assets that will be needed to deliver the necessary shift in the UK’s carbon footprint. A 15 year
allocation period post 2012 would be a minimum requirement, but other periods may be
appropriate, as long as sufficiently long term international targets have been agreed.

— Level of auctioning: it should be unavoidable that all business activities must be exposed to the
full costs of greenhouse gas emissions to encourage them to take appropriate action on climate
change. In our view this should happen sooner rather than later.

— Harmonisation of allocation methodologies: the importance of the allocation methodology
disappears as we move to full auctioning of allowances. However where the allocation of free
allowances remains it is important to harmonise methodologies to prevent market distortions and
establish parity with low carbon or carbon free technologies.

— JI/CDM mechanisms: these must be reviewed in the context of the international targets. They are
effective in transferring some capital to developing countries but we need to be careful that we are
not burdening countries that are developing these projects with a carbon footprint that is
unsustainable in the long term.

— International targets: these are fundamental, and different frameworks for developing targets
might be helpful in reducing the level of political risk. The level of risk being taken by either the
industrial investor or a national Government, in the drive to lower greenhouse gas emissions, is
largely determined by the targets an individual country is willing to sign up to in international
agreements. Government is unlikely to sign up to long term binding targets unilaterally and
industry will be guided by Government’s position.

We strongly support the EU ETS and believe it is an important policy measure in mitigating climate
change. Its current structure however is not capable of underwriting the investment needed to reduce CO»
emissions in the electricity sector. The primary reason for this is that the policy timescales of the EU ETS
do not match the investment life cycles of the sector and investors are unwilling to accept the regulatory
uncertainty surrounding future carbon dioxide abatement targets.

October 2006
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Memorandum submitted by E.ON UK

1. E.ON UK is the UK’s second largest retailer of electricity and gas, selling to residential and small
business customers as Powergen and to larger industrial and commercial customers as E.ON Energy. We are
also one of the UK’s largest electricity generators and operate Central Networks, the distribution business
covering the East and West Midlands. We are a leading developer of renewable plant, including biomass
generation. We welcome the opportunity to comment on the lessons from Phase I of the EU ETS.

(1) What are the key lessons to learn from Phase I of the Scheme?

2. A number of commentators are concerned that the scheme is not delivering the necessary CO2
reductions and point to over allocation by a number of EU Member States. However, we believe it is
necessary to draw a distinction between the overall emissions cap for phase 1 and the effectiveness of the
EU ETS as a tool for delivering the necessary reductions. Whilst the suitability of the original caps chosen
for Phase I may be debateable, there is no reason to suggest that the trading arrangements will fail to deliver
the determined reductions.

3. Alongside the experience of trading emissions prior to the first Kyoto commitment period of 2008—
2012, one of the primary objectives for Phase I was to ensure that the monitoring and verification aspects
of the scheme worked. At the macro level this has proved to be the case, and on this basis E.ON UK believe
that the scheme works and is fit for purpose. However, there are lessons to be learnt from Phase 1:

— Compliance. There are currently seven significant stages to ensure compliance. This bureaucracy
creates significant opportunity for error by either operator or verifier. Simplification of this process
would enhance the current arrangements.

— Consistency of National Allocation Plans. The wide variety of allocation methodologies used for
the formulation of NAPs by member states, together with the late submission of many allocation
plans, have added to uncertainty and damaged confidence in the scheme. This has been recognised
by the Commission who have emphasised the importance of meeting the deadlines for NAP
submission in future. We believe that these problems can only be addressed through increased
transparency and the harmonisation of allocation methodologies across the EU.

— Approval of UK National Allocation Plan. The Government’s failure to gain Commission approval
for allocation of its preferred level of allowances, which led to an under-allocation of 20MTeCO>
and an unnecessarily onerous burden placed on the power sector, was disappointing. In future, it
is vital that both the Government and industry have confidence that the final NAP submission to
the Commission accurately captures the UK’s requirements for second trading period in line with
the proposed allocation methodology.

— Longevity of the trading rules. Most importantly for the success of the emissions trading scheme
participants need to have confidence in the longevity of the trading rules. It is clear that a trading
period of just three years will be inadequate to encourage investment in low carbon technologies.
We therefore recommend that the scheme should adopt longer trading periods for Phase III. A
phase length of 15 years would not only increase the stability of the scheme, but would also
encourage significant investment in abatement measures. Ultimately there needs to be a clear
pathway achieved by international agreement which gives a long term commitment to emissions
reductions.

— Burden Sharing. Large electricity producers have borne the entire burden of the emissions
reductions in Phase 1. The majority of this cost has been passed through to electricity consumers.
Whilst this may have incentivised consumers to cut their electricity consumption, it has
unnecessarily limited the scope of the scheme. The result has been an extremely weak signal to
industry (other than the ESI) to reduce CO: emissions from industrial processes. In effect
industries have been protected from the need to investigate the opportunity for low carbon
investments.

— Disclosure of data. The circumstances in which year one data became available was clearly
unsatisfactory and this must not only be addressed for the remaining years of Phase I but also
Phase II and beyond.

(1) How likely is it that UK firms would successfully reduce emissions by at least 7MtC by 2012, in line with
the proposed Phase Il NAP?

4. In terms of the UK’s emissions reduction effort under the EU ETS, it will be the large electricity
producers rather than UK firms as a whole who will have to comply with this reduced allocation. This
requirement will be met either by reducing emissions or by buying and selling permits, given that trading is
intended to achieve emission reductions in the most efficient manner across the EU as a whole.
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(ii1) What have been the effects of the method chosen for allocating allowances in Phase I?

ALLOCATION METHODOLOGY

5. The 20MTeCO: under-allocation from Phase I has meant that the UK’s total allowance allocation,
which was already stretching, has resulted in an additional burden on the power sector, and through the
power sector, on the UK as a whole. The reason that the power sector has been disadvantaged in this respect
is a result of the sector allocation methodology chosen for Phase I.

6 E.ON UK believes that all sectors should have contributed to the overall emissions reduction. For those
sectors covered by the scheme which receive an allocation based on business as usual there is little incentive
to drive out emissions from inefficient industrial processes. Whilst the sector allocation methodology for
Phase II also places the entire burden on the large electricity producers we urge the adoption of a different
approach for Phase III. Burden sharing between industries would contribute significantly to the efficiency
of the market and help to deliver the full potential of the emissions trading scheme.

BENCHMARKING

7. Whilst we were happy to move from an allocation to the power sector based on grandfathering of
historic emissions based on a benchmarking methodology we are wholly dissatisfied with the large electricity
producer benchmarks suggested for Phase II.

8. The Phase IT benchmark for power plants penalises fossil-fired plants opted-out of the Emission Limit
Value (ELV)/National Emission Reduction Plan (NERP) provisions of the Large Combustion Plants
Directive (LCPD). These plants which will be closed by 2015 and operators who have opted out these plants
have done so on the basis that they will replace this capacity with new, more efficient, lower carbon
generating plants. The approach proposed penalises these operators compared to those who have decided
to opt in their plant to enable them to maintain these plants in operation beyond 2015.

9. Based on historic running, all coal-fired plant should be assigned an average load factor (which would
be 47.1%). However the load factor assigned to opted-out plants assumes that the allowable 20,000
operational hours for which these plants are able to operate up to and including 2015 will be spread equally
over 8 years and then applied to the Phase II period (2008-12). This gives an average load factor of 28.5%.
The LCPD does not require such averaging and only sets a limit on the total hours and the need to close
before 2016. An operator using up this 20,000 hours allowance in Phase II could have achieved an average
45.7% load factor. The Regulatory Framework for 2008-15 recently agreed with the Environment Agency
for these plants also allows higher load factors.

10. We also believe that the proposals are unfair since the difference between the allowances calculated
using the opted-out load factor and the average coal load factor is returned to other sub-sectors to their
advantage and the further disadvantage of opted-out plant. There is also no recognition that opted-in plant
may also be constrained by other LCPD requirements and they are therefore granted an over-allocation.
Such plant include:

— Plant that opted in to the ELV provisions at a late stage and that will be unable to fit emission
abatement systems before 1 January 2008. Such plant will be limited by the LCPD to 2,000 hours/
year until the abatement systems are operational;

— Plant operating under the NERP that will be constrained by the National Emission Reduction
Plan for NOx calculated under the LCPD;

— Plant granted the average historic load factor when their historic running has been much lower.
In one case the granted load factor is some 170 times that achieved in the past and this plant should
be treated as a peak load plant in the same fashion as oil-fired plant.

(iv) Has the Government identified the correct proportion of allowances to be auctioned in Phase II? Should
these be drawn solely from the power sector’s allocation? What will the effect of this auctioning be on industry
and the price of carbon?

11. In order for the full cost of carbon to be taken into account both by incumbents and new entrants it
is necessary to begin to move away from the free allocation of allowances. E.ON UK fully supports such a
move and recognises that auctioning represents one method of achieving this. It is important to note the
interaction between the maximum level of auctioning permitted under the Directive and the UK’s allocation
methodology. With this in mind the 7% auctioning figure seems appropriate given the potential for unused
new entrant allowances to push this figure towards the absolute maximum of 10%. It is vital that this
percentage is not breached as the unnecessary cancellation of allowances would not promote confidence in
the scheme.

12. E.ON UK believes that everybody should contribute to the auction pot. If other sectors are not
involved in the Phase IT auction process they are likely to lack the relevant experience which has the potential
to provide a competitive advantage in future phases. We concur with the government that it is important
to trial auctioning in order to understand how this methodology might work before potentially moving
towards full auctioning. This trial stage is of equal importance for all participants within all sectors. Without
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experience of auctioning at an early stage (eg Phase I1), sectors other than the electricity supply industry will
be at a significant disadvantage, especially given that auctioning is likely to be of a greater magnitude by the
time they do become involved.

13. Interms of the effect on industry and the price of carbon, the most important factor must be to ensure
that there is a harmonised approach to auctioning across the EU. Whilst a move towards a charged
allocation is clearly desirable for the success of the scheme, an appropriate transition period will be required
in order to minimise price volatility and to facilitate confidence in the auctioning arrangements. It should
also be noted that auctioning is not the only alternative to a free allocation.

(v) What have been the effects of Phase I so far on the competitiveness of (1) business in the UK, and
(2) business across the EU?

14 As discussed, the entire emissions reduction burden for Phase I of the EU ETS fell on the electricity
generating sector. The government has indicated that the rationale for this had been the assumption that
generators are relatively insulated from international competition. Whilst this may be true in terms of
competition for product, the industry is not insulated from international competition for capital. This
approach can reduce the attractiveness of the UK electricity sector as a market for investment.

15. E.ON UK believes that the future competitiveness of the UK will depend upon equitable burden
sharing across all sectors. By placing the entire burden on the ESI the Government has determined that an
increase in the price of electricity is an equitable way to distribute the cost of emission reductions. However,
this approach only encourages energy efficiency and does little if anything to drive out avoidable CO:
emissions inherent within industrial processes. The EU ETS will only operate at its most efficient if all
installations receive the correct signal to seek out abatement opportunities. In addition, the encouragement
and development of new clean technologies across all industrial sectors can only be of economic benefit to
the UK over the longer term.

(vi) What are the key issues for Phase II in terms of ensuring that emissions reductions from EU states are not
cancelled out by the transferring of industry to developing economies?

16. The most effective way of tackling this issue is not through protecting domestic industries but through
securing an international consensus on global action to reduce COz emissions which encompasses developed
and developing countries. For phase II this has been achieved through the Kyoto protocol although not all
countries are signatories. For phase III and beyond a new framework will be required which is already the
objective of UK and EU policy.

(vil) How well are the EU ETS and the Clean Development Mechanism working together? What needs to be
done to better integrate these markets? Is the CDM funding the right projects?

17. The EUETS/CDM link is working better than could be expected considering the uncertainties around
the process. This is evidenced by the number of transactions which have been reported and the evolution of
infrastructure (brokers, lawyers, asset fund managers) in Europe to enable the deals to happen. Now that
CERs (Certified Emissions Reductions) are being issued under the CDM the market still has risks associated
with when transfer will happen—an operating International Transaction Log is critical to the ability to use
CERs for compliance in Phase 1. There is strong evidence of price linkage between CERs and EUAs (EU
Allowances—the unit of trading under the EU ETS)—brokers are currently offering CERs at a percentage
discount to EUA price. For phase 2 the CER compliance limits currently being revealed in each NAP will
be a significant driver of CO» prices in the EU. As with most other aspects of governmental discretion in
this scheme, it is important for competition reasons that such limits are harmonised.

18. The UNFCCC (through the CDM Executive Board) has been mandated by the signatories to
implement Kyoto with strict guidelines and verification processes to ensure environmental rigour of
projects. To apply a further layer of selection is inappropriate, inefficient and results in a non-homogenous
market with different prices for each methodology or even country of origin.

(viil) How should aviation be included within the ETS? What are the latest indications of when it will be
included?

19. Aviation clearly contributes significantly to the emission of COx. It is therefore important that the
sector is included in the trading scheme. However, whilst we believe that it is in the long term interest of the
EU ETS to extend its scope and include new sectors, there is probably insufficient time remaining to
incorporate an aviation sector within Phase II. There are clearly a number of issues for aviation which need
to be addressed prior to inclusion. However, it may be appropriate for additional industries such as aviation
to trial a sector scheme running concurrently with Phase II. This would provide useful experience and enable
a number of problems to be resolved prior to aviation joining the EU ETS in Phase III. Given the size of
the aviation sector, a rushed entry in to the second phase could disturb market price signals and adversely
affect the scheme.
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(ix) The Environment Secretary has said: “we will support the Commission in its efforts to enforce tough caps”.
What exactly should the Government be doing to influence this?

20. The UK has taken a leadership position and this should be maintained. Government should now
continue to support the future of the EU ETS by working hard at an EU level to improve harmonisation
and transparency. The UK must also seek to encourage participation from all countries in the development
of a post Kyoto agreement. Whilst we understand that Phase III of the EU ETS can proceed in the absence
of a Kyoto type agreement, achievement of an international agreement for CO> reduction post 2012 will
provide solid foundations for a third phase of the EU ETS.

21. The European Commission should be encouraged to provide a greater level of detail concerning what
actually constitutes an acceptable National Allocation Plan. There also needs to be greater clarity about the
extent to which other climate change policies are being utilised to meet the emissions reduction targets of
other Member States as specified by the burden sharing agreement. In general there is a requirement for a
far greater level of transparency, which would in itself enable the Commission to take a firmer line when
determining and enforcing National Allocation Plans.

22. The UK Government should also continue to assist with the development of EU guidance to ensure
that the trading scheme delivers its stated objectives. One such example has been the recent hesitancy in the
EU to acknowledge the requirement for Monitoring and Reporting Guidelines for Carbon Capture and
Storage (CCS) plant. Investment in such projects is to a large extent driven by the EU ETS and yet the
regulatory uncertainty witnessed in recent months only serves to reduce the likelihood of these investments,
which is obviously to the detriment the scheme.

(x) How well integrated are the ETS and other EU climate change policies?

23. Whilst there are a range of EU climate change policies, it is clear that the EU ETS has received the
most emphasis and is being used as the primary climate change policy tool. It is imperative that climate
change policy affecting sectors not currently covered by the EU ETS is strengthened so that they can begin
to contribute proportionately to reduced carbon emissions.

(xi) What work needs to be done now to help design a third phase of the EU ETS? How can the experience of
the EU ETS be used to help the design of a post-2012 Kyoto mechanism?

24. There is significant international divergence regarding the best way to tackle climate change.
Predominantly this is characterised by two positions; a solution utilising a cap and trade system and one
which favours partnerships and technological investment. If an international agreement is to be reached it
is likely that a post Kyoto mechanism will require some aspects of each approach.

25. Ttis likely to be the post Kyoto mechanism which influences the design of Phase III rather than the
other way around. If international agreement is reached on a CO» reduction framework this will, to a great
extent, determine the structure of the future phases of the EU ETS. With this in mind we believe that the
EU ETS must have a strong flexible mechanism such that it can be harmonised with alternative emissions
reduction schemes which may develop post 2012.

October 2006

Memorandum submitted by the Manchester Airports Group

The Manchester Airports Group (MAG) responded to the Environmental Audit Committee’s inquiry,
Reducing carbon emissions from Transport, earlier this year. Representatives from MAG appeared before
the Committee in July to give further evidence.

The following comments build upon MAG’s previous evidence to the committee. In making these
comments, we have limited our response to part 1 of question 8: How should aviation be included within
the ETS?

MAG has lobbied the Government and EU institutions for the inclusion of aviation into the European
Emissions Trading Scheme (ETS). We believe that aviation should be included in the scheme at the earliest
opportunity.

MAG supports an ETS based on the inclusion of COz only, with appropriate flanking instruments to
tackle other pollutants. We favour open trading with other industries, so that aviation could buy and sell
allowances on the full open EU market. We believe that, in principle, it should not matter who causes the
emissions (and buys permits) as long as total emissions are kept within the cap. An open market is also likely
to deliver the most cost-effective emissions reductions. This is because other sectors are better placed than
aviation to cut their emissions.

We accept that the climate change impact of aviation emissions go beyond C02 and would support the
introduction of measures to deal with other gases at a later stage, subject to the strength of scientific evidence
and the inclusion of other industries too.
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Aviation is an international business, and a global scheme for trading emissions would be the ideal
mechanism for addressing carbon emissions. While international agreement is unlikely in the short term, we
believe that Europe could take a lead in tackling emissions from intra-EU flights.

October 2006

Memorandum submitted by MINESCO

We refer to the above enquiry and would like to submit the following comments from the Mineral Wool
Insulation sector for consideration. By way of background Minesco represents all the UK manufacturers
of Mineral Wool insulation for Climate Change Agreement (CCA) and EU Emissions Trading Scheme
(EUETS) purposes.

1. Mineral Wool insulation is central to many Government initiatives aimed at alleviating Climate
Change and combating Fuel Poverty, and, perhaps uniquely, contributes to three of the four Energy Review
goals. In terms of carbon emissions, Mineral Wool saves many times more emissions in use than are emitted
in manufacture.

We therefore suspect that there is an inevitable tension between implementing policies that are intended
to address Climate Change, and potentially constraining investment in the very industries that are part of
the solution by creating additional investment risk.

2. Our second observation relates to the emergence of an increasing variety of “flavours” of carbon, many
of which are not fungible or only partially so, and all of which have there own market fundamentals, and
hence prices. For example, UK ETS allowances currently trade at circa £2 per tonne, whilst Phase I EU
allowances are near €14 and Phase II €16. In the case of the various Kyoto and flexibility mechanism
credits, use for EUETS compliance is constrained, but different banking rules and political and technical
risk profiles mean that prices again differ.

For Phase II of the EUETS all members of the sector will be covered by both CCA’s and the EUETS,
and, assuming the proposed Energy Performance Commitment is adopted, will likely also have operations
within the scope of this scheme.

The net result is therefore that it is highly likely that they will have to manage positions in at least four
flavours of carbon, and could simultaneously be long and short carbon under different schemes. Apart from
the risk management complexities this introduces, the potential confusion cannot be helpful in ensuring that
a simple cost of carbon emerges against which to assess policies or in developing a clear CCP
communications message.

3. A further issue relates to the interaction between overlapping schemes, and mechanisms introduced to
avoid double benefit or jeopardy. In the case of Phase I of the EUETS, the complexity of disaggregating
existing CCA targets into that covered by the EUETS and that not resulted in development of a crude
Double Counting mechanism intended to avoid this by adjusting CCA targets for EUETS performance.

However this does introduce additional complexity and compliance risks, and logically the obvious
solution would be to allow EUETS participation to confer access to CCL rebate under the same terms as
the CCA’s, such that dual regulation was avoided entirely.

As the UK’s transposition of the Energy Products Directive the CCL package imposes minimum levels
of taxation on energy products. Relief of up to 100% is allowed for energy intensive industries, provided,
that they are covered by agreements such as the CCA’s, tradable permit schemes such as the EUETS or
equivalent measures. The legislative issues with this approach are therefore;

—  Whether CCL rebate could be provided on unconstrained indirect emissions (ie electricity).

—  Whether CCL rebate could be provided for part of the installation not covered by the EUETS
(ie 90/10 and Directly Associated Activities).

The solution to the second problem could be that the full 100% rebate be allowed on the EUETS
installation, rather than the current 80% on the whole. However, this leaves the problem of indirect
emissions, as even if the interpretation of the Directive was that as electricity generation is covered by the
EUETS so electricity use is constrained by cost pass through, our understanding is that Government policy
is not to allow unconstrained energy use. We do not therefore have a “silver bullet” solution, but we do
believe that this issues needs to be addressed.

4. Our final point relates to the treatment of small emitters. Whilst in order to address concerns raised in
Phase I a de-minimis limit is being contemplated for Phase II, this only applies to combustion activities.
Therefore small emitters carrying out other activities are subject to broadly the same Monitoring, Reporting
and Verification burdens as larger concerns.

Additionally, although recovery of administration costs by the Competent Authority (Environment
Agency & SEPA) is based on tiered charges, the cost of regulation per tonne of Carbon is significantly higher
for smaller emitters.
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We considered this question in relation to a Consultation on the subsistence charges and illustrated this
point with the example that the smallest emitters were burdened by charges 100 times higher per tonne of
Carbon that the largest emitters (assuming 20% opt out):

Charging Band Average tCO2 pa Proposed Charge Charge/t CO>

Band A 14,522 £1,900 £0.13

Band B 155,630 £2,530 £0.016

Band C 2,371,400 £3,170 £0.0013
October 2006

Memorandum submitted by the Office of Gas and Electricity Markets (Ofgem)

1. Ofgem is the regulator of gas and electricity industries in Britain. Ofgem’s principal objective is to
protect the interests of present and future gas and electricity consumers, where appropriate by promoting
effective competition. We also have important duties relating to the environment, sustainable development
and security of supply. Ofgem welcomes the opportunity to respond to this inquiry on lessons learned from
Phase 1 of the European Emissions Trading Scheme (EU ETS). The timing of the inquiry is particularly
appropriate as the European Commission starts its review of the EU ETS Directive.

2. Tackling climate change is one of the most challenging and important issues of the 21st century.
However, the costs associated with achieving cuts in greenhouse gas emissions are significant and it is
therefore important to find the most effective means. We support using broad-based economic instruments
as the most cost-effective way of meeting environmental challenges and the EU ETS should be the main
policy tool to reduce UK emissions. Our view is that the EU ETS has the advantage of focusing on the
desired outcome, in this case reducing greenhouse gas emissions, while allowing the market to find the most
cost-effective abatement options and technologies. Such schemes are preferable to environmental taxes
because the uncertainty about the effects of climate change and the costs of abatement makes it difficult to
decide at what level to set such a tax. Frequent adjustments to the level of the tax would create further
uncertainty and undermine long-term incentives. A trading scheme, however, reveals the cost of abatement
through the allowance price. If the cost turns out to be lower than expected, governments or other agencies
can buy allowances from the market and retire them in order to cut emissions even further.

LESSONS FROM PHASE 1

3. Asaflexible, market-based instrument, the EU ETS should lead to emissions reductions at lower costs
than alternative policy measures without distorting competition in the UK’s energy markets. Phase 1 was
intended to be a “learning by doing” phase so it is vital that the experience gained is used to establish an
effective scheme if the substantial cuts in greenhouse gas emissions envisaged by the government are to be
achieved.

4. A number of positive features have emerged from phase 1 of the ETS. Most importantly it has been
demonstrated that it is possible to establish a large scale emissions trading scheme across international
borders and covering a wide range of industrial sectors. This has been achieved in a relatively short period
of time and the regulatory frameworks and market infrastructure are now well established. Trading by many
of the parties covered by the scheme, particularly the electricity generation sector, has become part of the
day-to-day activity.

5. However, experience from the first phase also suggests that there are a number of features that could be
improved in order to make the scheme more efficient and effective. For the EU ETS to deliver its maximum
potential, the scheme should provide clear long-term signals, allocate allowances through an auctioning
system and be broadened in scope. In particular:

— greater harmonisation of targets and allocation methodologies is likely to result in a more robust
and efficient scheme;

— long-term targets should be set to provide the long-term certainty needed to secure investment in
low carbon technologies;

— accurate and timely information on actual emissions should be made available to market
participants to reduce price volatility in the allowance market; and

— the scheme should have the broadest possible coverage so that abatement occurs at the lowest
possible cost across the economy as whole.
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LoNG-TERM UNCERTAINTY

6. The most serious problem with EU ETS in its existing form is the lack of long-term certainty, which
may prevent investment in long-term carbon abatement technologies and means that the most cost-effective
abatement options may not be exploited. This uncertainty derives from:

— the five-year phases, with a new cap set only 18 months in advance of the start of each phase;

— the cap being set by the aggregate of the National Allocation Plans (NAPs) of 25 Member states
rather than centrally;

— the scheme being relatively new and a number of the features evolving, eg definitions, coverage,
market arrangements, and how it links with the flexible mechanisms under the Kyoto Protocol;
and

— the uncertain political environment, ie the Kyoto protocol and the lack of a successor agreement
from 2013.

7. The short-term nature of the targets creates uncertainty that may result in pursuing abatement options
which are more expensive than necessary. Long-term abatement options are likely to require substantial
capital investment which may only provide sufficient return if carbon dioxide emissions are valued over the
lifetime of the investment. In the absence of long-term abatement targets, investors may be unwilling to
commit the required capital as the return is too uncertain. As a result, the only abatement options which
are available are short-run options such as fuel switching or reducing production.

8. This could be addressed by providing greater certainty through long-term targets. For example, a ten
year phase, perhaps combined with earlier submission of National Allocation Plans (NAPs), so that targets
were known further in advance of the start of the phase, could provide up to 13 years of certainty compared
to the current maximum 6.5 years. Alternatively, the NAPs could include rolling caps covering two or more
phases. Another alternative would be for a political agreement to set out the future cap for the EU as a whole
with distribution of the cap among Member States left for more detailed future negotiation.

9. Increasing the certainty of the scheme will require co-ordinated action, preferably across all Member
States. Although the UK is a relatively large participant in the CO2 market, accounting for 11.2% of
allowances allocated during Phase 1, this is not a sufficient proportion of the market to provide certainty
about the overall supply of allowances.

ScHEME COVERAGE

10. The scheme currently covers major stationary sources of emissions but leaves out some other key
sectors which contribute significantly to emissions, including aviation and surface transport. The absence
of these and other sectors means that abatement may not be occurring at the lowest possible cost across the
economy as a whole. Member States are able unilaterally to opt in additional sectors and gases, subject to
approval by the Commission. However, it is likely that competitiveness concerns associated with including
additional sectors means that coordinated action would be required. We note that the UK government has
expanded the scope of the scheme to include emissions in some sectors for the first time and to expand the
coverage in others. Affected sectors are glass; mineral wool; gypsum; flaring from off shore oil and gas
production; petrochemicals (crackers); carbon black and integrated steel works. We welcome this
expansion. Proposals are also under discussion for the inclusion of aviation in the scheme in the future.
Further expansion of the scheme to cover other significant sectors would provide greater benefits to the
functioning of the scheme.

ALLOCATION OF ALLOWANCES

11. Although the free allocation of allowances, which was required by the EU ETS Directive in the first
two phases of the scheme should not affect the overall efficiency of the scheme, it can create substantial
distributional impacts. It potentially creates windfall profits in some sectors, notably electricity generation.
Only a small number of Member States opted to allocate a proportion of allowances through auctioning in
the first phase and only at a very low level. In the recently published NAP for phase 2, the UK government
announced that a minimum of 7% of allowances would be auctioned. We welcome this proposal to gain
experience of the use of auctioning as an allocation methodology and would urge the government to increase
use of auctioning in future phases. Full auctioning of allowances would be the most efficient mechanism for
allocation and would reduce the administrative burden of developing and implementing a methodology for
free allocation.

TREATMENT OF NEW ENTRANTS AND CLOSURES

12. The new entry and closure regimes that are currently in place in most Member States may further
distort the incentives of the scheme. Closure of old, inefficient installations should be recognised as a valid
way of reducing emissions and should not be discouraged. A requirement to forgo allocated allowances on
closure means that operators have an incentive to keep installations open, even if they are only operating
at very minimal levels, in order to retain access to a future allocation of allowances. The government has
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argued that this is beneficial for security of supply as it maintains generation capacity on the system.
However, the existence of surplus capacity may distort electricity prices and reduce the incentive for new
capacity to be brought on to the system. If the old capacity is unwilling or not actually capable of running
beyond minimal levels, this may actually increase the risk of supply interruptions at peak times.

13. The existing practice in most Member States provides an allocation of free allowances to new
installations which come within the boundaries of the scheme. This essentially acts as a subsidy to
investment in new sources of carbon dioxide emissions and may result in over-investment in carbon intensive
technologies and reduced investment in low-carbon technologies. This is exacerbated by the lack of long-
term targets discussed above. Facing uncertainty about whether or not a carbon price will exist in the future,
investors may opt to invest in lower cost fossil based technologies, knowing that in the short-term they will
receive a free allocation of allowances.

LINKING WITH OTHER SCHEMES, INCLUDING THE CLEAN DEVELOPMENT MECHANISM

14. The Directive currently requires Members States to specify a limit on the number of Clean
Development Mechanism (CDM) credits that installations can use to comply with their obligations under
the EU ETS. The UK has set this limit at 8% for most UK installations and 9.3% for the large electricity
producers.

15. Limiting the number of CDM credits that installations can use for compliance reduces the efficiency
of the scheme and raises the cost of meeting the targets. Greenhouse gases are a global pollutant and so the
location of emissions, and hence the location of emission reductions, does not change the impact. Our view
is that there should be no limit on the use of Certified Emissions Reductions (CER), or other types of credits.
However, we recognise that this is a decision for government taking into account all of the relevant factors,
including the issue of supplementarity.

COMPETITIVENESS ISSUES

16. The committee has raised a number of questions regarding the competitiveness of European industry.
This is not an issue for electricity generation because of the limited extent of competition from outside
Europe. However we recognise that it is an issue that may need to be addressed. However, in the longer term
the best way to address competitiveness issues to expand the coverage of emissions trading in terms of sectors
and geographically. This will require international action involving the EU and the UK government at the
highest level.

NEXT STEPS

17. Many of the lessons learned from Phase 1 of the scheme can be resolved with adjustments to the design
of the scheme. Some of the proposals may require changes to the Directive. The Commission’s current
review of the Directive provides an opportunity for adapting the scheme to improve its efficiency and
effectiveness. We urge the Government to make maximum use of this opportunity. Other elements could
be implemented by Member States on a unilateral basis, although this may raise other issues in relation to
competitiveness and consistency of the scheme across the EU. In our response to the government’s
consultation on energy policyl, we set out our views on alternative policies that the UK government could
implement alongside the EU ETS if the government decides that it is necessary to provide greater certainty
for investment in the UK.

October 2006

Memorandum submitted by SBAC

SBAC is the national trade association representing with its regional partners 2,600 companies operating
in the UK supplying the air transport, aerospace defence, homeland security and space markets. The
Emissions trading scheme applies to sites with thermal equipment with a capacity of greater than 20MW.
Four of SBAC’s members were affected by Phase 1 of the Emissions Trading scheme.

1. WHAT ARE THE KEY LESSONS TO LEARN FROM PHASE I OF THE SCHEME?

1.1 Aerospace members are not heavy consumers of energy in comparative terms and due to their
proactive environmental strategies many sites have seen highly efficient environmental systems introduced
ahead of the emissions trading scheme. The margin for achieving additional improvements is therefore
limited, although industry remains committed to finding savings where possible.

1.2 The Engineering and Vehicles sector comprises 0.1% of total emissions in the UK. In Phase 1,
aerospace and defence companies that were not part of the Climate Change Agreement scheme were placed
in the Non Climate Change Agreement Engineering and Vehicles sector.
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1.3 The overriding experience of members in Phase 1 has been negative. This is due to a miscalculation
in the allocation that the sector received, which left many of our members with an allocation 50% below their
2003 baseline emissions. This followed a provisional National Allocation Plan which identified aerospace
installations within a broader Vehicles and Engineering sector. The provisional plan indicated that
aerospace installations would receive carbon allocations around 85 to 95% of their 2003 baseline emissions.

1.4 SBAC contacted DEFRA officials in attempt to resolve the allocation shortfal DEFRA have
acknowledged that it was not their intention to so dramatically under allocate and regard the outcome as
an anomaly. They were however unable to change the allocation as the National Allocation Plan had been
approved by the European Commission.

1.5 With the first year of reporting already undertaken SBAC is aware that aerospace companies have
incurred significant additional costs in order to cover the shortfall in the allocations that they received. For
companies facing intense global competition this is unwelcome and could impact on future investment
decisions. In addition, a Combined Heat and Power unit has been, at least temporarily, shut down to achieve
a reduction in energy consumption and so meet with the shortfall in the allocation. This is an unfortunate
outcome of Phase 1, since it is government policy to encourage companies to invest in CHP sites.

1.6 SBAC believes that there was insufficient flexibility in the methodology developed by DEFRA to
enable officials to respond to this problem that arose once the final plan was published.

2. How LIKELY 15 IT THAT UK FIRMS WOULD SUCCESSFULLY REDUCE EMISSIONS BY AT LEAST 7TMTC BY 2012,
IN LINE WITH THE PROPOSED PHASE 11 NAP?

2.1 The main driver for reducing emissions is to mitigate the impact of high energy costs; this is likely to
be accentuated in the aerospace sector where increasing demand and more energy intensive processes are
set to increase energy costs. The EU ETS provides a marginal incentive to reduce emissions, due in part to
the arbitrary allocation process and less rigorous implementation in other EU member states.

3. WHAT HAVE BEEN THE EFFECTS OF THE METHOD CHOSEN FOR ALLOCATING ALLOWANCES IN PHASE I?

3.1 Allocations to aerospace and defence companies in Phase 1 were based on Climate Change
Agreement (CCA) targets for those who were part of the CCA initiative. A general growth factor derived
from ONS statistics (Office for National Statistics) was used to calculate an allocation for the Non CCA
Engineering and Vehicles sector.

3.2 The aerospace industry, as part of the larger vehicles & engineering sector, suffered because forecast
energy use did not reflect the specific circumstances of the industry. In addition, a decision to allocate
allowances to later entrants before incumbents had a significantly adverse impact on aerospace and
automotive sites as over half the allocation was apportioned to two sites. This resulted in other companies
receiving an allocation 50% below levels required.

3.3 The use of historic energy consumption does not take into account the changes in processes and
techniques that are occurring in manufacturing. For example, the introduction of composite materials in
the manufacture of air frames and wings. New composites are far lighter than conventional materials and
contribute to the production of more fuel efficient aircraft. The manufacture of composites requires greater
energy intensive processes in the manufacturing stage. The estimated value for the production of 1kg of
material for composite is 326MJ in contrast to aluminium which is 56MJ.

4. HAas THE GOVERNMENT IDENTIFIED THE CORRECT PROPORTION OF ALLOWANCES TO BE AUCTIONED IN
PHASE 11? SHOULD THESE BE DRAWN SOLELY FROM THE POWER SECTOR’S ALLOCATION? WHAT WILL THE
EFFECT OF THIS AUCTIONING BE ON INDUSTRY AND THE PRICE OF CARBON?

4.1 If UK proposals proceed the UK will be amongst the countries in Europe with the highest proportion
of auctioned credits. Germany, Italy and Spain have indicated that auctioning will not be used in Phase 2,
Poland has indicated that it may auction 1% of the total cap.?? The UK intends to auction 7% of credits
which will be sourced from the power generation sector.

4.2 Ttis reasonable to assume that removing credits from power generators will result in additional costs
that will be passed on to consumers including aerospace and defence manufacturers, placing them at a
competitive disadvantage. The greater quantity of credits to be auctioned in the UK may, depending on the
caps established in other EU states, encourage companies outside UK to bid for credits which will increase
costs. The UK should seek to act in greater harmony with other EU nations and work to achieve a closer
consensus on areas of the scheme that effect UK competitiveness, such as auctioning.

2 WWF analysis of NAPs for ETS Phase 2.
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5. WHAT HAVE BEEN THE EFFECTS OF PHASE I sO FAR ON THE COMPETITIVENESS OF (1) BUSINESS IN THE UK,
AND (2) BusiNgess Across THE EU?

5.1 (1) UK aerospace and defence companies have been placed at a competitive disadvantage as a result
of a 50% under allocation of emissions permits in Phase 1 of the emissions trading scheme.

6. WHAT ARE THE KEY ISSUES FOR PHASE II IN TERMS OF ENSURING THAT EMISSIONS REDUCTIONS FROM EU
STATES ARE NOT CANCELLED OUT BY THE TRANSFERRING OF INDUSTRY TO DEVELOPING ECONOMIES?

6.1 For aerospace, the key issues are to ensure that the allocation methodology better reflects the
potential to reduce emissions at each site and to achieve greater uniformity across the regimes operating
within the EU.

6.3 There are significant cost pressures on manufacturers and, in a global economy, increasing
opportunities to shift production across a number of potential locations. All policies that increase the cost
of operating within the EU encourage these opportunities to be more vigorously pursued.

8. How SHOULD AVIATION BE INCLUDED WITHIN THE ETS? WHAT ARE THE LATEST INDICATIONS OF WHEN
IT WILL BE INCLUDED?

8.1 SBAC supports the inclusion of aviation in the Emissions Trading Scheme. As part of “Sustainable
Aviation”, UK aerospace companies have committed to working with government to identify practical
solutions for advancing the inclusion of aviation in the EU emissions trading scheme. Furthermore, the UK
aviation industry is committed to the International Civil Aviation Organization (ICAO) and the United
National Framework Convention on Climate Change (UNFCC) processes to resolve practical issues at the
international level, including agreeing a unified allocation methodology for aircraft emissions that maintain
the global competitiveness of the industry by ensuring consistent treatment of aviation across States.

10. How WELL INTEGRATED ARE THE ETS AND OTHER EU CLIMATE CHANGE POLICIES?

10.1 ETS and other climate change policies form a small part of the aviation industry’s commitment and
resources that are focused on reducing its impact on the environment. Through a pioneering initiative
launched last year called, Sustainable Aviation, UK companies have committed to a joint strategy aimed at
delivering radical cuts in carbon dioxide emissions, nitrogen oxide emissions and aircraft noise over the next
15 years.

10.2 Sustainable Aviation is a comprehensive programme for achieving long-term reductions in the
impact of aviation on the environment and is a joint initiative between Britain’s leading airlines, airports,
aerospace manufacturer and air traffic controllers.

10.3 Amongst the 33 commitments set out in the document, the key priorities include:

10.3a Limiting climate change impact by improving fuel efficiency and CO- emissions by 50% per seat
kilometre by 2020 compared with 2000 levels;

10.3b Improving air quality by reducing nitrogen oxide emissions by 80% over the same period;

10.3c Lowering the perceived external noise of new aircraft by 50% by 2020 compared with their 2000
equivalents;

10.3d Establishing a common system for the reporting of total CO2 emissions and fleet fuel efficiency by
the end of 2005, and pressing for aviation’s inclusion in the EU emissions trading scheme at the earliest
possible date;

10.3e Airport plans for community-related noise limitations, including landing and take-off restrictions
where necessary.

10.4 Delivering these objectives requires the continued focus of the entire aviation industry. The
government has a supporting role to play by ensuring that the framework exists to enable a successful and
competitive industry is able to deliver on these commitments. Investment in research and technology is
crucial to delivering targeted funding support on new technologies that improve the environmental
performance of aviation.

10.5 Environmental and climate change policies are an important signal that demonstrates what society
and governments wish to achieve. It is through the innovation and research of successful industries that the
technology that actually delivers environmental improvements will be derived. One such project is already
underway, the Environmentally Friendly Engine project a joint research project lead by Rolls-Royce and
including Goodrich, Bombardier Aerospace, Smiths Aerospace and HS Marston and six universities
including Queens Belfast, Loughborough, Oxford, Cambridge, Sheffield and Birmingham), is a crucial
programme to reducing carbon and nitrogen oxide emissions. The EFE project is a critical part of the UK
National Aerospace Technology Strategy and will provide the validation route for future generations of
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improved gas turbines systems. It will enable the pull through of technology from the UK science and
engineering base and ensure that the integrated and optimised operation of a range of new technologies is
validated ahead of their introduction into production vehicles in the 201215 timescale.

11. WHAT WORK NEEDS TO BE DONE Now TO HELP DESIGN A THIRD PHASE OF THE EU ETS? How CAN THE
ExPERIENCE OF THE EU ETS BE USeD TO HELP THE DESIGN OF A PosT-2012 KYOTO MECHANISM?

11.1 In taking forward a third phase of the EU ETS it is essential that there is greater consistency across
EU member states on both targets and methodologies used to apportion credits. There will also need to be
recognition of specific sectoral changes and challenges. The increased use of composite material will make
a significant contribution to improving the fuel efficiency of aircraft and minimising carbon emissions from
aviation. The use of composites will also increase the energy intensity of manufacture. In phase IIT it will
be essential to derive an approach that properly reflects this trade-offs and ensures that credits are allocated
appropriately.

12. CONCLUDING REMARKS

12.1 Aerospace companies remain committed to improving the environmental performance of their
products and processes. Working with airlines, airports and air traffic services the sector has produced
“Sustainable Aviation”, a long-term strategy that balances the needs of the environment, with economic
growth and social responsibilities. The strategy is a world first for the aviation industry and signals the UK
aviation industry’s determination to address public concerns.

12.2 UK aerospace companies were unfairly penalised in Phase 1 of the emissions trading scheme, by
receiving an allocation 50% below levels required. This occurred as a result of the methodology used by
DEFRA to allocate permits. In addition, once the national allocation plan had been approved by the
Commission there appeared to be no mechanism by which DEFRA could correct this situation. Aerospace
is a highly successful and global industry in which competitiveness is key. Additional costs imposed upon
one of the UK’s most successful areas of manufacturing without a remedy to rectify the situation is
concerning.

September 2006

Memorandum submitted by ScottishPower

BACKGROUND ON SCOTTISHPOWER

ScottishPower welcomes the opportunity to contribute to the Environmental Audit Committee’s inquiry.
As one of the UK’s largest energy companies, we are pleased to offer our views on the issues identified by
the Committee.

These views are based on our practical commercial experience across the energy supply chain, including
generation, transmission and distribution, and supply. In the UK, ScottishPower:

— operates some 6,200 MW of generating capacity, from a diverse portfolio of thermal electric,
hydroelectric, renewables and CHP sources;

— is the 3rd-largest distribution company, owning, maintaining and developing large power
transmission and distribution networks;

— supplies energy and energy services to more than five million domestic customers; and

— 1is one of the leading developers of wind power, with 344MW of onshore wind currently
operational with a further 434MW under construction or consented. We recently completed the
extension to our Black Law windfarm, which makes it the largest in the UK. We have also received
consent for our Whitelee windfarm, which will be the largest in Western Europe.

Meeting the Government’s 1997 manifesto commitment of 20% reduction in CO: from 1990 levels by 2020
will require significant investment in lower carbon plant. In meeting this challenge ScottishPower plans to
invest in a further 1,000 MW of renewable energy. We are also investing more than £170 million in Flue Gas
Desulphurisation (FGD) at our 2,400MW coal-fired plant to reduce the level of sulphur dioxide emissions.
With substantial coal-fired and gas-fired generation assets, we believe there may be opportunities to develop
and apply carbon capture and storage technologies in the UK.

Our industry and commercial experience gives us a valuable perspective on the impact of the EU ETS on
the energy sector, and we hope this perspective and our views on the key questions identified for the inquiry
are of interest to the Committee.
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1. What are the key lessons to learn from Phase I of the Scheme?

Although electricity producers expect to contribute significantly towards meeting greenhouse gas targets,
they are expected to bear a disproportionate share of the burden of CO- reductions in Phases 1 and 2. The
Government’s aspirations and targets cannot be achieved without other industrial sectors, transport and the
heat market, making a significant contribution. Figure 1 in the Annex illustrates that if generators are to
bear all of the CO» reductions to meet the trajectory set out in the 2003 Energy White Paper, then the
industry would have to be carbon-free by 2020. Other sectors must contribute to reductions.

2. How likely is it that UK firms would successfully reduce emissions by at least 7MtC by 2012, in line with
the proposed Phase I NAP?

It is commonly believed that replacing coal-fired generation with gas-fired generation (fuel switching) has
the greatest potential to deliver carbon savings. Coal-fired generation produces circa 1tCO2 per MWh of
electricity whereas gas-fired generation only produces circa 0.4tCO>; per MWh of electricity.

Assuming that all the 7MtC reduction comes from fuel switching in the power generation sector, we would
need 8GW of new CCGT capacity. This 8GW of new CCGT capacity would have to be built by the start
of Phase II and fully operational for the whole of Phase II to deliver this level of CO2 reduction—this is
clearly not possible. To meet the Phase II cap, other industries will have to reduce emissions and generators
will continue to purchase allowances from other EU ETS participants and from CDM/JI projects in order
to comply.

3. What have been the effects of the method chosen for allocating allowances in Phase I?

In Phase I, allocations to each sector were based on business-as-usual projections, with the exception of
the Power Sector, which was charged with delivering the Government’s chosen reduction target and
therefore received less than business-as-usual.

Following the deadline for 2005 verified emissions, DEFRA published a table (see Figure 2 in the Annex)
showing the breakdown by sector of the UK’s emissions. As can be seen, “Power Stations” had a shortfall
of 21.2%. All other sectors had a surplus, as high as 59.7%. On the basis of this evidence, allocations to other
sectors should also have been reduced as the actual allocations to these sectors resulted in surpluses. Without
a reduction in the allocations to other UK sectors in Phase II, the UK is very likely to see a repetition of the
surpluses seen in 2005.

4. Has the Government identified the correct proportion of allowances to be auctioned in Phase I1? Should these
be drawn solely from the power sector’s allocation? What will the effect of this auctioning be on industry and
the price of carbon?

The UK Government has set a very ambitious level of auctioning in Phase II of the EU ETS but has yet
to indicate in detail how the revenues from this will be used. We welcomed the UK Government’s formation
of the Environmental Transformation Fund (ETF), which will be funded from the auction revenues and be
used to support investment in renewable or low carbon projects. We have concerns that some of the auction
revenues may not be directed to the fund and there is potential for some of the revenues may be retained by
Treasury for other purposes.

As the Large Electricity Producers will contribute all the allowances for auctioning in Phase II, the ETF
should fund renewable or low carbon power generation projects only and act as the necessary stimulus to
move from a COz intensive UK generation fleet to a less COz intensive fleet.

The ambitious level of auctioning should not be drawn solely from the Large Electricity Producer sector
as it fails to stimulate action from other industries where savings could be made more economically. If all
participants are faced with a reduction target, this will ensure that maximum attention is given to delivering
COz savings. Competitiveness issues which have heavily influenced the choice of allocation in phases 1&2
need to be fully understood and quantified at an EU level, as firm evidence is lacking at present.

The higher carbon costs associated with the UK’s ambitious auctioning targets, which were levied on the
Large Electricity Producer sector, will ultimately be borne through the wholesale power pricing mechanism,
thus directly affecting other sectors of the economy.
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5. What have been the effects of Phase I so far on the competitiveness of (1) business in the UK, and
(2) business across the EU?

The UK Government has an ambition to set the scene for the rest of Europe in terms of combating climate
change. However the UK contributes only circa 2% of global greenhouse gas emissions and the UK needs
to consider the impact of unilateral action on British industry, especially if the rest of Europe fails to follow.

In Phase I the UK set an ambitious reduction target and the rest of Europe did not follow suit, resulting
in UK industry (in particular the UK power sector) facing higher shortfalls than the rest of Europe. Based
on the Phase IT NAPs to date, it again appears that the UK has gone out on a limb and it remains to be seen
if other Member States will follow. The higher cost of carbon associated with the UK’s ambitious targets
(which have been levied on the Large Electricity Producers) will ultimately be borne through the wholesale
power pricing mechanism, thus directly affecting other sectors of the economy.

The UK Government should ensure that it is not acting unilaterally to deliver an ambitious shortfall, as
all UK industry will suffer as a consequence compared to the rest of Europe. The burden of reduction targets
should be split equitably across the EU Member States.

6. What are the key issues for Phase Il in terms of ensuring that emissions reductions from EU states are not
cancelled out by the transferring of industry to developing economies?

Global warming is a global trans-boundary problem and action taken in any part of the globe to reduce
emissions will help combat this. Emissions reductions on a domestic basis can contribute towards the
reduction of global greenhouse gas emissions but it may be more economically beneficial to reduce emissions
elsewhere. If the UK or other Member States continue to focus on domestic action without considering the
wider economic picture, emissions reduction will cost more than is necessary and this may lead to the
transfer of industry to developing economies.

There needs to be flexibility through the use of JI/CDM credits and an acceptance that achieving the
UK domestic target may not be the most economically efficient way to deliver reductions in global
greenhouse gases.

There is undoubtedly a strong demand from other parts of the world to reduce reliance on fossil forms
of energy and at the same time efforts to establish JI/CDM combat poverty and allow common but
differentiated responsibilities to be recognised globally.

7. How well are the EU ETS and the Clean Development Mechanism working together? What needs to be done
to better integrate these markets? Is the CDM funding the right projects?

A recent UNFCCC Secretariat press release reported that there could be up to 1 billion credits from CDM
projects in the pipeline by 2012. There are therefore significant project credits available for delivering the
most economically efficient compliance with the targets in the EU ETS.

In Phase I there was no requirement for a limit on the use of JI/CDM credits, unlike Phase II. In Phase
IT Member States have adopted different caps for CDM/JI and Figure 3 in the Annex demonstrates that
other Member States have indicated caps as high as 50% but the UK’s cap is significantly lower at 9.3% for
the Large Electricity Producers (8% for other sectors), compared to an EU average of 19% (more than
double).

The limited UK caps on CDM/J1 leads to an increase in the average cost of compliance for UK industries,
compared to similar industries in other Member States. In addition, the limited caps will encourage arbitrage
of project credits by companies in other Member States where caps are much less restrictive, which could
potentially allow foreign-owned generators to cross-subsidise their operations to the detriment of locally
owned generators. This will inevitably lead to increases in the effective cost of CDM/JI credits for UK
participants. It will weaken the efficient functioning of the Scheme and will increase the overall compliance
cost to UK installations.

8. How should aviation be included within the ETS? What are the latest indications of when it will be included?

Additional gases/sectors should be included where their inclusion results in a material increase in
emissions coverage. For example, aviation and transport should be included as major contributors of CO2
emissions in the EU. Forestry (deforestation) should also be included in a global market as the second largest
contributor of global CO2 emissions.

Additional gases should only be included after monitoring and reporting methodologies are established.
The integrity of the scheme is paramount and the inclusion of other greenhouse gases with high global
warming potentials (many times higher than CO») requires rigorous monitoring and reporting
methodologies.

Expansion to other sectors/gases should not undermine the existing scheme as a basis for investment.
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9. The Environment Secretary has said: “we will support the Commission in its efforts to enforce tough caps’.
What exactly should the Government be doing to influence this?

After the end of 2005 the Commission provided analysis of EU-wide 2005 verified emissions compared
to Phase I average allocation in each Member State (see Figure 4 in Annex). The data shows that only five
Member States had a deficit of allowances (compared to actual emissions) and of these, the UK had the
highest deficit. All other States had a surplus of allocations and the key reason for this was the combination
of high projected emissions and targets that lacked ambition.

In Phase II, allocations in all Member States must be closely related to the respective 2005 verified
emissions to ensure integrity of the scheme in Phase I1. The 2005 verified data is the only data set we have that
exactly mirrors the scope of the EU ETS and is the best yard-stick we have for business-as-usual emissions.

It is also important to note the integrity that comes with the 2005 verified data, as it is not subject to
industry lobbying in the same manner that projections can be. Projections are highly subjective and most
industries tend to have an optimistic view of future production levels and growth in their sector, which does
not often transpire in reality.

The Commission must enforce its guidance for Phase II and ensure adherence to the requirement for
allocation in Phase II to reflect 2005 emissions. The UK Government should maintain their scrutiny of the
other Member State NAPs but could benefit from sharing these NAPs with UK industry to get their expert
input on specific sectors.

10. How well integrated are the ETS and other EU climate change policies?

Within the UK, there is a reasonably good integration between the EU ETS and other climate change
policies. This has occurred via the development of the Climate Change Programme, most recently revised
during 2005.

This integration must be strengthened especially if the Government propose the inclusion of aviation and
surface transport within the EU ETS. This process can be helped with improved transparency/disclosure of
emission forecasts, a better understanding of the supply/demand side policy outcomes and an avoidance of
potential double counting of emissions.

For all EU Member States, care must also be taken to ensure that there is a proper integration and scrutiny
of climate policy and that the realistic and achievable policy reductions from the EU ETS are based upon
similar assumptions as the expected reductions from the non-traded sectors. It is not feasible for the EU
ETS element of climate programmes to be set to develop a surplus of allowances for any sector, at the same
time as developing policy in the non-traded sector to have unrealisable policy targets. A proper balance must
be struck.

11. What work needs to be done now to help design a third phase of the EU ETS? How can the experience of
the EU ETS be used to help the design of a post-2012 Kyoto mechanism?

If our industry is to maintain security of electricity supply, promote the development of a diverse
generating portfolio and move towards the installation of lower carbon technologies we require a stable and
transparent long-term framework for new investment. It is vital for investment decisions in low/zero carbon
technologies with long development lead-times and long life cycles that a robust carbon pricing mechanism
is in place to compliment these long timescales.

We see the following themes as being the priorities for the design of the scheme post-2012:
Expand the EU ETS to include additional greenhouse gases and new sectors:

— Additional gases should be included after monitoring and reporting methodologies are established
and additional gases/sectors should be included where inclusion results in a material increase in
emissions coverage. For example, the Transport and Forestry (deforestation) sectors should be
included as major contributors of worldwide greenhouse gas emissions. Expansion to other
sectors/gases should not undermine the existing scheme as a basis for investment.

Clear, long-term emission reduction targets should be established to build investor confidence:

— EU-wide (and global) targets should be clearly established to at least 2030, to compliment long
investment life cycles. A clear framework and reduction trajectory should also be determined
which enables the targets to be met. Transparency of these elements will enable an efficient market
where investment can be made.

All emissions sectors should contribute to delivering the reduction targets:

— Ifall participants are faced with a reduction target this will ensure that maximum attention is given
to delivering CO» savings. Competitiveness issues which have heavily influenced allocation in
phases 1&2 need to be fully understood and evidenced at an EU level. Harmonisation of reduction
targets at the EU level can then be applied across all EU emissions sectors to ensure a level
playing field.
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Harmonisation of key rules of the scheme across the EU will minimise anti-competitive issues:

— In particular harmonisation of the rules relating to; benchmarks for allocation, the percentage of
auctioning, the rules for plant closure and new entry and the caps on the use of CDM/JI credits,
to ensure market distortions across the EU can be avoided.

Longer allocation periods to support new investment:

— Allocation periods should reflect the life-time of new investments in each sector. Allocation periods
for new entry should be least half the relevant investment life cycle for that sector. In the Large
Electricity Producers sector, allocation periods should be at least 15 years to reflect typical power
plant investment life cycles of around 30 to 35 years.

Allocation methodology for free allowances based on benchmarks:

— Benchmarks for free allocation should encourage diversity of fuel sources and encourage the best
available technologies by fuel source. An allocation methodology based on benchmarks has
greater potential for harmonisation across the EU sectors, reducing market distortions.

CONCLUSION

ScottishPower believes that market mechanisms have the ability to deliver economically efficient solutions
to problems such as climate change, provided they are allowed to operate efficiently and are not subject to
political inconsistencies and changes.

If it is to be effective, the ETS cannot continue to operate as 25 separate EU ETS schemes in Phase IT and
beyond. Unless there is greater harmonisation of key aspects of the scheme, the approach adopted by the
UK could set its industry at a competitive disadvantage. We would support further work towards delivery
of equivalent effort across the EU in order to counter the prospect of the UK continuing to go it alone at
the expense of its industry.

The evolution of a transparent and effective EU-wide market will be critical in shaping a global emissions
trading scheme where all countries are focussed on delivering the same goal.

Annex
Figure 1
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Figure 2

2005 UK SECTOR LEVEL DEFICIT/SURPLUS ALLOWANCES

Table of 2005 sector emissions and allocations in millions of tonnes of carbon dioxide, including late and new entrants™

% of sector
No. of Total allocations | Allocation to| Allocation to | Verified emmissions  Difference % Difference
installations | allocation included in incumbent | incumbents between between
Sector? phase 1 (i.e. %| installations| and new and 1s and ions and
that did not opt late entrants total allocation | allocations
out)
Power Stations 127 130.6 100% 130.6 135.7 172.2 -36.5 -21.2%
Refineries 12 19.4 100% 19.4 19.6 18.1 1.5 +8.3%
Offshore 112 17.5 67% 1.7 12.1 10.8 1.3 +12.3%
Iron & Steel 13 20 100% 19.9 213 18.8 25 +13.3%
Cement 14 9.6 48% 4.7 5.2 4.5 0.7 +16.6%
Chemicals 70 9.4 82% 7.7 8.2 6.7 1.6 +23.4%
Pulp & Paper 10 4.9 21% 1.0 1.0 0.8 0.2 +28.8%
Food, Drink & Tobacco 63 3.8 39% 1.5 1.5 1.3 0.2 +15.5%
Non-Ferrous 2 3 100% 3.0 3.0 2.7 0.3 +9.5%
Lime 5 2.6 41% 1.1 1.7 14 0.3 +23.3%
Glass 1" 2 20% 0.4 0.5 0.4 0.1 +26.4%
Services 219 2 95% 1.9 1.9 1.9 0.0 +0.2%
Other Oil & Gas 36 1.59 100% 1.6 1.7 1.6 0.1 +9.2%
Ceramics 20 1.8 10% 0.2 0.2 0.1 0.1 +39.4%
Engineering & Vehicles 39 1.3 79% 1.0 1.1 0.7 0.4 +59.7%
Other 10 0.4 61% 0.2 0.3 0.2 0.1 +43.4%
Total 229.9 89.6% 205.8 215.2 242.2 -27.0 -11.2%
Source: DEFRA
Figure 3

PHASE II CDM/JI CAPS FOR MEMBER STATES (WHERE KNOWN)

% Cap for

CER/ERUs
United Kingdom 8% /9.3%
Netherlands 8%
Belgium 8%
Slovakia 8%
Italy 10%
Portugal 10%
Luxembourg 10%
Finland 12%
Slovenia 17.8%
Austria 20%
Sweden 20%
Spain 50%
Ireland 50%
Average (excl. UK) 19%




Ev 160 Environmental Audit Committee: Evidence

Figure 4
2005 deficit / surplus of EU ETS allowances
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Memorandum submitted by Shell

Shell strongly supported the creation of the European Emissions Trading Scheme before its passage in
the EU Parliament and has confidence that the scheme is the right first step in pursuing stable, market-based
policies that help energy users and suppliers pursue innovative energy solutions. We have nearly 50
installations in the trading system, covering some 30 million tonnes of CO2 emissions.

Shell has built a trading team to manage its position in this important market and we executed the first
ever trade in EU allowances (in February 2003) and the first ever trade in 2008—12 EU allowances.

What are the key lessons to learn from Phase I of the Scheme?

— Thefirst 18 months of operation of the EU ETS should be considered a success for such a complex
and important undertaking. This is despite the concerns over allocation in the first year and the
recent price volatility.

— The market is liquid, responsive to supply demand information and is sending a clear carbon price
signal to industry that is being responded to.

— Mitigation projects will take time to develop but operational changes (eg fuel switching where
possible, process optimization etc) are happening.

There are some areas for enhancement as outlined in our comments to some of the questions below.

How likely is it that UK firms would successfully reduce emissions by at least 7MtC by 2012, in line with the
proposed Phase I NAP?

The UK reduction target for Phase II is an ambitious one, as it is set at the higher end of the range
originally proposed. Since the EU ETS is a market-based mechanism companies must weigh the cost of
abatement against energy costs and the (forward) market price of allowances. If the marginal cost of
abatement for UK companies is perceived to be higher than the market price, then companies will choose
to buy allowances. The price of allowances in Phase 11 will be driven by the perceived supply and demand
balance, which is very dependent on the toughness or otherwise of the caps set by other Member States.
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The legal obligation on installations in the UK and elsewhere in the EU is to hold allowances equal to or
greater than their verified emissions for each compliance year. There is not a legal obligation to reduce
emissions per se. Legal compliance with the EU ETS was 99.999% across the EU in 2005. It is profoundly
unlikely that Shell and other UK companies will be non-compliant in Phase II.

There are 9,106 installations participating under the EU ETS with 4.64 billion allowances allocated
(source: EC).

With daily traded volumes of 300,000—1 million and more than 100 active participants so far, it is clear
that trading is a reality now. The Phase 1 NAPs are reasonably consistent with the types of reductions that
industry can make in the relatively short (three years) first commitment period of the EU ETS. An emissions
reduction strategy for an industrial facility will typically consist of three tranches:

1.  Operational changes as a result of a renewed focus on energy efficiency—such changes can be
implemented over a one year time frame but may only lead to improvements of 3—-5%.

2. Small to medium projects which will deliver results in two to four years after inception.

3. Large projects which may take three to five years to fully develop and bring on line. Some of these
projects could bring considerable reductions (eg 10% + at unit level).

The NAPS for the first period can therefore only be based on the delivery of Tranche 1 type reductions.
Nevertheless, industry needs a driver to incentivise the development of Tranche 2 and especially Tranche 3
type reductions. Ideally this would come from a clear future price signal that indicated a demand for such
reductions in the period 2008-12. The current market structure and NAPs do not fill this role and hence
present industry with a dilemma regarding the emissions reduction strategy to undertake. Once trading in
the first period is fully established and a good number of the 7,000 + facilities in the EU are involved in such
trade, we may see a second period price develop, which in turn will help guide a reduction strategy.

What have been the effects of the method chosen for allocating allowances in Phase I?

At the start of the emissions trading scheme, grandfathering offered a smooth and relatively easy
transition from business as usual to carbon managed businesses. Grandfathering is an allocation
methodology that is free of charge based on historical emissions. However in Phase I there was an issue of
over allocation, which occurred partly because historical emissions data in some Member States was not
robust and there was a lack of understanding what the application of specific allocation rules might result
in. This has changed for the second period because we now have a better understanding of the allocation
rules and also robust verified data on which to base future allocations.

Has the Government identified the correct proportion of allowances to be auctioned in Phase II1? Should these
be drawn solely from the power sector’s allocation? What will the effect of this auctioning be on industry and
the price of carbon?

Shell would support the auctioning of allowances provided this is designed to avoid perverse effects.
However we do not support the type of auctioning that is currently being proposed for Phase II because
there are no provisions in the Directive for dealing with the process and addressing the following issues:

— The political hurdle of making companies pay for any percentage of their allowance requirements.
This may often be seen as a tax.

— The recycle or use of the funds in general. We propose recycling to avoid this being another tax,
but this will add complexity and a secondary allocation debate with the associated issues of
harmonisation.

— The negative impact on market functioning. Auctioning reduces overall liquidity and hence
efficiency. Furthermore the conduct of multiple auctions in the course of a continuous and free
market has the potential to lead to price spikes and collapses.

— The actual administration of auctions. Auctioning would be a serious undertaking because
participation must be open to the international public but must also involve financial checks so
that auction participants can guarantee to be able to pay for the allowances they bid for. This is
a costly and resource heavy process that has no current precedent in any Government.

— Even auctioning a small amount of allowances incurs nearly all the costs of a full blown auction.

Please see Annex A for a discussion on the issues around allocation and auctioning.
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What have been the effects of Phase I so far on the competitiveness of (1) business in the UK, and (2) business
across the EU?

The current level of reductions asked for in Europe by 2012 is unlikely to impact adversely on EU
company competitiveness. The reductions amount to good housekeeping and enhanced energy efficiency
and there is still much that can be achieved through projects with a positive payback. Many US companies
also operate within the EU and vice versa.

A renewed focus on energy efficiency across the EU, being the principal toolkit for emissions reductions,
could well enhance industry competitiveness in the medium term.

What are the key issues for Phase II in terms of ensuring that emissions reductions from EU states are not
cancelled out by the transferring of industry to developing economies?

It is essential that the caps are chosen so that they do not drive investment away from the EU. Whilst this
might not drive industry away from the EU in the short-term, eg during Phase 11, it will affect its long-term
prospects when industry is looking at portfolio rationalisation and long-term investment decisions. We
therefore believe it is essential to ensure a more global approach in future. This will also avoid the CO2
emissions simply being moved to another part of the world.

How well are the EU ETS and the Clean Development Mechanism working together? What needs to be done
to better integrate these markets? Is the CDM funding the right projects?

The evidence is that CDM is a strong success. Based on the data published by the UNFCCC we can
calculate that approximately 200m CERs will be issued by the CDM Executive Board through Phase 1 of
the EU ETS, ie before the end of 2007. This means that 200 million tons of CO»e will have been reduced
beyond Business as Usual. At an average of USD 15 per CER this results in a capital flow of USD 3 billion
from Annex 1 to developing countries and is accompanied by significant technology transfer. The
implementation of the underlying projects generates local employment and improves local environmental
conditions and the result is a lower cost of compliance for European companies under the EU ETS.

The CDM is already a strong impact on the EU ETS with CER supply factored into EU Allowance
pricing. It is important to note that the CDM process has successfully issued CERs to the CDM registry
account. In effect we know that the CDM works. However, in order for CERs to physically flow into the
EU ETS it is essential that the International Transaction Log project is completed by the UNFCCC. This
is scheduled for Q2 2007 and the UNFCCC states that the project is on schedule, but EU Governments
should ensure that this timeframe is adhered to in order to ensure efficient and timely linkage between the
CDM and the EU ETS.

The CDM rationally flows capital to those projects that reduce emissions at lowest cost. So long as the
underlying project methodology is approved through the CDM process then the project can be implemented
and generate CERs. It is certainly not appropriate for any government to unilaterally apply constraints to
CDM projects beyond the already onerous restrictions of the CDM process itself and the EU Linking
Directive.

JI remains far less developed than the CDM and cannot issue ERUs before 2008.

How should aviation be included within the ETS? What are the latest indications of when it will be included?

— An emissions trading system should be widely inclusive for reasons of lowest cost reductions to
the economy, environmental benefit and scale and liquidity of the market. However, a certain
minimum size for an individual participant is sensible so as not to introduce high transaction and
participation costs into such a system (currently the EU ETS is set at 20 MW thermal rating or
equivalent, which appears appropriate).

— Emitting participants in an emissions trading market must be driven by the basic model of “make
or buy”—ie an emitter has the necessary control over such emissions to manage compliance both
through trade in allowances and the implementation of a range of abatement projects.

— The aviation business fits these criteria and should therefore be included within the EU ETS
(vs passenger road transport which does not fit these criteria).

— We do not support the expansion of aviation emissions to include the radiative forcing factor
(emission impacts at various levels in the atmosphere)—this issue is entirely separate from the aims
of the UNFCC and the Kyoto Protocol and the specific mandate of the EU ETS.

— Wedo not have a specific position on the details of inclusion of aviation—such as the applicability
of different allocation models, the types of flights to be included, measurement and verification
of emissions etc. as yet on how any system would work from 2008, as the rules have not been set
or agreed.
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The Environment Secretary has said: “we will support the Commission in its efforts to enforce tough caps”.
What exactly should the Government be doing to influence this?

“Tough” is an entirely subjective term. We see the UK wanting to go further than Kyoto with its CO»
emissions reduction programme but the aim must be to ensure that a well functioning ETS market operates
through to 2012 and that it has sufficient bite to encourage trading activity and to encourage CDM and JI
project investment. A weak oversupplied market will see those systems stalling, which nobody wants. Good
investment in CDM and JI will see a substantive flow of CERs and ERUs flow into the EU ETS to meet
the demand and hence keep prices in check.

How well integrated are the ETS and other EU climate change policies?

So far the EU ETS is not well integrated with other EU climate change policies and there is still a lot of
work to be done on:

— the ETS and renewable power generation objectives;
— the ETS and possible biofuel manufacture;

— the ETS and transport; and

— the ETS and carbon capture and storage objectives.

We would also like to see the EU ETS linked with other trading systems.

What work needs to be done now to help design a third phase of the EU ETS? How can the experience of the
EU ETS be used to help the design of a post-2012 Kyoto mechanism?

Shell supports the general approach being taken on the structure of Phase III of the EU ETS. In our view
itis not necessary to make significant changes in the structure of the EU ETS. The following are the elements
that we consider important for Phase III and subsequent phases:

— To ensure long-term investment decisions can be made, there is a need for confirming that carbon
trading is here to stay. This does not mean that there must be allocation for tens of years ahead,
but that there will be a market in tens of years ahead.

— Itisimportant that there are no artificial limits (eg on the carbon price, use of CERs/ER Us) placed
in the system, which in the longer term can lead to market distortions or even market failure and
thus counteract any incentivising effect.

— Theinfrastructure needs to be fully functioning, ie all relevant registries as well as the International
Transaction Log (ITL) are in place.

— As the EU ETS links to more diverse international carbon markets in the coming years, the
infrastructure (eg registries etc) will need to be delivered in a timely manner and then well
maintained in the future.

— Even if companies do not have a specific individual allocation, it is important to know what the
system is driving towards in the longer term.

— Inorder to avoid competitive distortion, further harmonisation is required, inter alia on allocation
methodologies/rules, the definition of (combustion) installations, the treatment of small emitters.

— The EU ETS needs to be linked to other trading schemes as they develop in order to encourage
the use of such market mechanisms and improve the liquidity of the market. This will further level
out COz prices and optimise overall allocation of resources.

—  Shell believes that emissions trading is an important mechanism to incentivise the deployment of
clean technologies such as carbon capture and storage (CCS). Recognition of COz stored as part
of a CCS operation from installations included in the EU ETS, via approval of appropriate
monitoring and reporting guidelines for CCS, is a critical part of Shell utilising market mechanisms
to cost-effectively reduce emissions. Our Principal Scientist for CO2 Mitigation has been involved
in the European ad hoc Group of CCS experts established to develop draft interim monitoring and
reporting guidelines for the inclusion of CCS within the EU ETS. These were subsequently
presented by the DTI to the European Commission and are endorsed by us.

Annex A

ALLOCATION AND AUCTIONING

The objective of an emissions trading system is to direct capital within the covered sector to the point at
which it can be most effectively used to mitigate emissions. Conversely, the objective is not to withdraw
capital from the economy and redistribute it to projects according to some subjective or non-market based
set of criteria. This means that allowances should be distributed without cost to the emitters.
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But an essential requirement of an emissions trading system remains the allocation of allowances to the
participating installations. Once the total number of allowances in the system has been determined and fixed
(which then sets the overall environmental objective of the system), there are broadly three ways to do this:

1. Grandfathering: Free ex ante allocation of allowances based on some percentage of the historical
emissions of the facility.

2. Benchmarking: Free ex ante allocation of allowances against a projected emissions rate (based on
a technology standard or benchmark) and projected (or historical) production level of the facility.

3. Auctioning: The available allowances are sold to the participants by the government.

Grandfathering is a useful and simple tool to start an emissions trading system, in that with free allocation
based on historical emissions, there is minimal disruption to the economy and the likelihood of shocks is
diminished. However, most see that grandfathering is not sustainable, as a fixed base year (eg 2006)
eventually becomes distant and irrelevant to future emissions from an installation and a moving base year
does not encourage emissions reductions (ie higher current emissions could give more future allowances).
Grandfathering also poses problems for new entrant allocation, since the new entrant faces a considerable
barrier to entry unless a new entrant reserve is created.

The other free alternative, benchmarking, is worthy of consideration, but it too has difficulties. The
benchmark system requires that an industrial process can be described in relatively simple mathematical
terms, eg xx tonnes of COz per unit of output, such that the allocation can be calculated based on readily
available and transparent operating data. However, simple benchmarks for complex industrial processes
such as refining are very difficult, if not impossible, to achieve. That means a single installation might have
its allowances calculated on the basis of multiple benchmarks, markedly increasing the complexity of the
approach and the data collection requirement. Some industrial sectors say that benchmarking is ideally
suited to their particular sector.

If grandfathering and benchmarking become problematic, only auctioning remains. From an allocation
outcome perspective, auctioning has the benefit of simplicity, transparency and equitable treatment of new
entrants and incumbents and automatically answers the question of how to harmonize allocation. However,
auctioning also raises significant concerns:

— Payment for allowances withdraws capital from the economy that might otherwise be used to
invest in emissions reduction projects.

— If the revenues from auctioning are to be recycled then there is the immediate issue of an
(secondary) allocation process to support the recycling. It is unlikely that such a process would be
as efficient as a market-based approach in directing the capital to the best projects.

— The conduct of multiple auctions in the course of a continuous and free market has the potential
to lead to price spikes and collapses.

— The administration of auctions is a serious undertaking because participation must be open to the
international public but must also involve financial checks so that auction participants can
guarantee to be able to pay for the allowances they bid for. This is a costly and resource heavy
process that has no current precedent in any government.

Putting aside the last two bullets (but still recognizing they remain significant hurdles), this raises the
question of how the transparency of an auction can be utilized, without the capital distribution problems
presenting themselves. Two key elements would need to be in place:

— The funds generated from the auction need to be 100% recycled to the emitting participants within
the trading system, with little or no lag between payment and receipt so as to avoid working
capital issues.

— The mechanisms for recycle need to be contained within the trading system auction structure and
not left to the later discretion of Government.

Such an approach is possible and is described in the example given below.
Example: “Cap and Trade” Structure with 100% Auctioning and Recycling of Funds

1. The auction takes place at the start of each year for 100% of that year’s allowances. The market knows
the total number of allowances available from the government some years before. The government runs the
auction with the aim of 100% clearance—eg the reverse process can deliver this—the price is dropped each
day and participants take what they need at a price of their choice until no more allowances are left.

2. Payment does not immediately take place even though the allowances are immediately distributed.
However, the government calculates its revenue from the auction process for that year. Say in this example
the government sells 1 billion tonnes of allowances at $10 each, ie $10 billion. Company A has one facility
in this MS, emitting 950,000 tpa. They buy 800,000 tonnes in the auction.

3. In April of the same year the Government collects allowances for emissions in the previous year. This
becomes the mechanism for redistribution of the auction funds, with the government in effect buying back
the allowances from the previous year. Say the emissions in the previous year are 1.04 billion tonnes and this
number of allowances are deposited on the national registry. Therefore, each allowance is worth 10 billion/
1.04 billion, or $9.62 each.
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4. The Government then bills or pays for any differences as necessary. In the case of Company A, it
emitted 961,000 tonnes in the previous year. The government would pay Company A 961,000%9.62—
800,000%10 = §$1.24 million. Had Company A bought 1 million allowances it would have paid the
government $755,000.

5. Rules for new entrants and shutdowns can also be simplified and eliminate the need for structures such
as a “new entrants reserve”:

For a new entrant: New entrants also have to buy all their allowances, either in the government
auctions or from the market. However a new entrant is granted the equivalent of
one year’s emissions (eg as per their planning application) of “recycle allowances”
upon start-up of the facility. These allowances cannot be used against emissions and
cannot be traded. They simply allow the new entrant to obtain (additional) recycle
funds from the first auction they participate in.

Facility shutdown:  Once a facility is shutdown, recycle funds cannot be received.

Although further detail and rules for special cases would still need to be developed, this outline illustrates
that an auctioning approach could be put into practice. In this approach, the key financial concerns of the
auction process are effectively addressed, ie:

1. Much less financial exposure for individual parties and less financial exposure for the government to
individual participants.

2. No complex reallocation process.
3. No drain on funds from the private sector.
New entrants are also effectively catered for.

October 2006

Memorandum submitted by RWE npower

ABouT RWE NPOWER

1. RWE npower, part of the RWE Group, is one of the UK’s largest energy suppliers, with around six
million customers and a diverse portfolio of over 9,000MW of generation capacity in the UK including coal,
oil and gas-fired power stations. We are also one of the UK’s leading renewable energy developers and
operators in the wind, hydro and biofuel generating sectors and one of the foremost developers and
operators of industrial combined heat and power (CHP) in the UK.

2. We have participated in the European Union Emissions Trading Scheme (EUETS) since it entered into
force in January 2005 and we welcome the opportunity to contribute to the Environmental Audit
Committee’s inquiry into the lessons learned from Phase I.

INTRODUCTION

3. The EUETS is a key element of the policy framework for achieving the UK’s and Europe’s climate
change policy objectives and it is important that the development of Phases IT and I1I strengthen the scheme
such that it is capable of underpinning long-term investment by industry in low carbon technologies.
However, given that the UK Phase II National Allocation Plan (NAP) has already been submitted to the
European Commission, we would recommend that the inquiry should be focused primarily on what is
required to put the EUETS on a sound footing post-2012.

ExPERIENCE OF EUETS PHASE 1

4. We fully support market mechanisms and believe that an efficiently functioning EUETS is the most
effective means of delivering cost-effective reductions in greenhouse gas emissions. Despite the many
inconsistencies and deficiencies in Member State Phase | NAPs and the delays in getting appropriate systems
and registries in place, the carbon market is up and running and functioning well for those who are
participating in it. This is a significant achievement in itself. While it is important that the Phase IT NAPs
make progress on harmonising the approach to allocation and are seen to deliver emission reductions
consistent with Member States’ Kyoto commitments, we need to recognise that it will only be possible to
address some of the key deficiencies through the forthcoming revision of the Directive. It will be important
that the UK Government is proactive in working with other Member State Governments and the European
Institutions over the next 12 months to ensure that the resultant legislative proposal addresses the issues
discussed below.
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5. Phase I of the EUETS was always intended as an initial learning phase and it is important that the
lessons learned during this period are taken into account, both in the development of NAPs for Phase II
and in the review of the scheme post-2012. Although 2005 may not be fully representative of the whole of
the first compliance period, it is clear that the majority of Member States (including the UK) allocated more
allowances than were needed to sectors other than the electricity sector. In the UK and elsewhere,
Governments took the view that because of national competitiveness issues all sectors other than the
electricity sector should be allocated allowances in line with business as usual (BAU). The difficulty in
assessing what represents business as usual emissions resulted in the apparent widespread over allocation
of allowances to other sectors. This has resulted in the failure of the majority of sectors to actively participate
in the market and as a consequence the allowance price has primarily been determined by the balance
between supply and demand for those willing to participate in the market, rather than being related to real
market fundamentals.

EUETS PnHasE II anD 111

6. The proposed UK NAP for Phase II continues the approach of protecting the non-electricity sectors
on competitiveness grounds. Even though there may have been improvements in the projections of likely
emissions from the other sectors covered by the trading scheme (which we would hope will result in
allocation closer to BAU) there is no real incentive for many of these sectors to actively participate in the
market. It is important that Phase III addresses this fundamental market failure.

7. Allsectors in the EUETS must share the burden of reducing emissions and competitiveness issues must
be fully understood and addressed at an EU level in Phase 3. This will be fundamental to establishing an
efficient and transparent market capable of underpinning a robust carbon price to support investment. If
competitiveness issues are considered to be of such significance for any one sector, the appropriateness of
their continued participation in the EUETS should be reviewed.

8. Government needs to strengthen the resolve of the European Commission in its review of the Phase
IT National Allocation Plans to ensure that these are sufficiently stretching to deliver the EU’s Kyoto
commitments and go as far as possible (within the limitations of Annex 3 of the EUETS Directive) to
developing an efficient and transparent market which engages all participants. Without this it is unlikely that
it will be possible put the scheme on a sound footing in Phase III.

9. More effort is needed to ensure the market operates efficiently especially in the area of transparency
around release of emissions data. Whilst it is important that there is data in the market around emissions
from participants this must be balanced against avoiding increased bureaucracy and costs to participants.

10. Following on from agreement on Phase II NAPs, we believe the Government should focus on
ensuring that agreement is reached on the changes needed to the Directive to ensure a long-term future for
the EUETS. Securing international agreement on climate change policy post-2012 is fundamental to putting
the EUETS on a sound long-term footing. The Government needs to define a trajectory for UK COz
emissions reductions within a wider EU and international context for at least a 15-20-year period. This clear
indication of the path for future emissions reductions will provide the long-term price signals required to
incentivise investment in low carbon energy technologies.

11. We support the Government in its endeavours to play a leadership role both within the EU and in
international negotiations. However, it may take some time for international negotiations to get to a
position where the extent of the EU’s long-term climate change commitments are clear. Consequently,
Member States need to start working now on the burden sharing arrangements post-2012, as these will be
critical in underpinning the EUETS. Failure to achieve agreement on these could thwart any efforts to secure
an early move to longer-term commitment periods within the scheme, which are seen by Government and
industry as critical in underpinning large-scale investment by industry. Alternative approaches to burden
sharing, for example setting sector level rather than Member State level targets should be considered.

RECOMMENDATIONS FOR KEY PRIORITIES GOING FORWARD

12. There are a number of key priorities for the future design of the scheme.

— The efficiency and transparency of the scheme is fundamental to the delivery of a robust CO2
allowance price that can support large-scale investment in low carbon technologies.

— To build investor confidence, future commitment periods need to be aligned to the timeframe
associated with large-scale investments by industry. Ideally, a minimum period of 15 years is
required.

— Harmonisation to the greatest possible extent of rules relating to allocation, the treatment of new
entrants and closure is essential to limit market distortions and minimise competition impacts
within the EU. One way of achieving this would be through adopting a sectoral approach at EU
level. There may be a need for a regional level approach in the interim, dependent on progress
towards securing full market liberalisation.
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— The threat of EUETS to EU competitiveness has resulted in Phase I and II NAPs which fail to
engage many sectors in the market. A number of studies have shown that the competitiveness
argument has been overplayed and, while some element of differential allocation may be justified,
all sectors should share the burden of delivering emission reductions. It is essential that
competitiveness issues are properly understood and addressed in the design of Phase 3, as this will
be fundamental to securing an efficient and transparent market which delivers emission reductions
at least cost.

— Activity in Joint Implementation (JI) and Clean Development Mechanism (CDM) projects is
expected to fall off steeply within the next few years due to the absence of any agreement on the
use of these mechanisms post-2012. An early commitment by the EU to the continued use of these
or similar mechanisms is critical to maintaining company activity at current levels and also to
securing international agreement on climate change policy. Any decision must also inform
companies of the extent to which JI and CDM credits can be used within the EUETS in the
longer term.

— Expansion of the scheme to include new sectors or gases should not put at risk the early
establishment of an efficient and transparent scheme that provides the necessary confidence for
current participants in EUETS to invest at scale in low carbon technologies. Emissions trading
may not necessarily be the most appropriate instrument for delivering emissions reductions in
potential new sectors and it will be important to establish that other measures are not more
appropriate.

October 2006

Memorandum submitted by Virgin Atlantic

INTRODUCTION

1. Virgin Atlantic welcomes the opportunity to submit evidence to the Environmental Audit Committee’s
inquiry into lessons to be learnt from Phase 1 of the EU Emissions Trading Scheme (EU ETS). As the UK’s
second largest airline, we are highly conscious of the impact of aviation on climate change and are
committed to making every effort to address our own carbon footprint.

2. Virgin Atlantic operates long-haul services to destinations including the United States, the Caribbean,
India, China and South Africa. Currently, the UK’s Emissions Trading Scheme is limited to airlines
operating domestic flights and we have, therefore, had no direct experience of emissions trading. However,
we do have views on the substantive policy issues and practical matters which need to be addressed if
aviation is to be included in the EU ETS and have provided our thoughts in this memorandum.

THE CHALLENGE OF CLIMATE CHANGE

3. Climate change is one of the most significant challenges facing the European Union at present and
emissions trading has a significant role to play as part of a balanced package of measures.

4. Virgin Atlantic is well aware of the impact of the aviation industry on climate change. If the UK is to
retain its position as a leading player in the international aviation industry, and boost the employment and
income that derives from this, aviation capacity must expand. However, such expansion must take place in
a way that takes the impact the industry has on carbon emissions into account, whilst being sensitive to the
need to maintain the economic competitiveness of the EU aviation industry vis-a-vis that of third countries.

THE EUROPEAN EMISSIONS TRADING SCHEME

5. The EU ETS is the world’s first supranational Emissions Trading Scheme; this is an achievement in
itself and should be applauded. The setting up of the scheme by the EU member states is recognition of the
attractions of emissions trading as a carbon abatement measure, offering an economically efficient and
environmentally effective way of reducing the carbon impact of industry. The EU scheme has served to
incentivise emissions reductions and has, therefore, started to serve its purpose.

6. However, Virgin Atlantic acknowledges that the progress made so far should be seen as only the start
of what will be a long journey and the committee is right to have concerns about the operation of the system
to date. Some of the targets set by member states in their National Allocation Plans have been unchallenging
and have failed to address the fundamental nature of the climate change challenge and the need to make
urgent progress. Carbon is currently trading at a low price and the target caps set by member states have in
some cases resulted in an unedifying “race to the bottom.”

7. Nevertheless, evidence shows that the existing EU ETS has had a positive impact on participating
industries and has delivered benefits. We would also note that the true impact of emissions trading should
be measured in terms of the influence it has on medium to long-term investment decisions. This will be
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particularly true of aviation’s eventual inclusion in the scheme, where the real carbon savings will result from
investment in new, more fuel-efficient aircraft. In our view, emissions trading continues to present the best
option for addressing climate change in the long-term.

8. Virgin Atlantic has to date not participated in the EU Emissions Trading Scheme or the UK Emissions
Trading Scheme. This is because only domestic aviation services are currently covered by the Kyoto
Protocol and by extension the UK ETS, so as a purely long-haul airline, we have been unable to participate.
We have, however, strongly supported the UK Government’s efforts to extend the scope of the EU ETS to
include air travel more generally, although we realise this may initially have to be limited to intra-EU routes.

9. Given our limited experience of Phase 1, we do not have specific comments on the lessons to be learnt
to date. However, we do note the European Commission’s calls for greater consistency in national
approaches, fuller harmonisation and a simplification of the allocation rules. Virgin Atlantic agrees with all
of this, and believes greater harmonisation and simplification are particularly important if aviation is to be
integrated into the EU ETS.

AVIATION’S INCLUSION IN THE EU EMISSIONS TRADING SCHEME

10. Virgin Atlantic believes that the EU ETS will be the best way to motivate meaningful behavioural
change in the aviation industry. Emissions trading encourages companies to invest in more fuel efficient and
environmentally friendly technologies to reduce fuel consumption (although it should be acknowledged that
given the proportion of total costs taken up by fuel costs, the aviation industry already has a massive
motivation to reduce fuel consumption—for example, Virgin Atlantic’s own fuel bill has risen by two or
three times as a result of recent increases in the price of oil).

11. The committee has asked two specific questions relating to the inclusion of aviation in the EU ETS:
12. How should aviation be included within the ETS?

13. What are the latest indications of when it will be included?

How?

14. Virgin Atlantic’s position has consistently been that aviation should be included in the EU ETS as
soon as is practically possible. This would allow airlines to meet the environmental challenge in a way that
will not damage the economic competitiveness of the industry and will create incentives for operators to
change their behaviour.

15. The UK Government adopted this position in the Aviation White Paper in December 2003 with the
full support of industry. Some progress has been made since then, and the Department for Transport and
DEFRA have both been undertaking considerable work, feeding into the European Commission’s own
efforts. We have urged DEFRA to push for an international scheme to be established as soon as possible,
although we realise that this may initially have to be limited to intra-EU flights. We eagerly await the
European Commission’s legislative proposal for inclusion of aviation in the EU ETS, expected by the end
of this year.

16. Airlines can undoubtedly make a contribution to reducing carbon emissions through participation
in the EU ETS. Currently, only domestic aviation services are covered by the Kyoto Protocol. Virgin
Atlantic would argue for all aviation to be included within the EU ETS, capturing both intra-EU flights as
well as those between EU member states and third countries. An international ETS represents the most
effective way for industry to tackle climate change, limiting total emissions whilst encouraging companies
to invest in more fuel efficient and environmentally friendly technologies. As the Commission stated in its
September 2005 communication on reducing the climate change impact of aviation, “narrowing the scope
only to flights within the EU would cover less than 40% of the emissions from flights departing from the EU. It
would also favour long-haul over short-haul flights, thus contradicting the strategy’s environmental objectives.”

17. There are nevertheless a number of practical and public policy problems that need to be resolved
before aviation can be included in the EU ETS:

18. Level playing field: The EU ETS should operate a level playing field, not unfairly discriminating
between one industry and another. The aviation industry should, therefore, be permitted to enter the Scheme
on the same conditions as other industries. Unfair discrimination would skew the market. The cap should
also continue to be shared out on the basis of grandfathering, as with participants from other industries.
This would ensure that aviation is on an equal footing with other ETS participants. Grandfathering has also
been the dominant distribution mechanism between 2005 and 2007. In the first instance, the scheme should
also be limited to carbon dioxide; to expand beyond this would add to the complexity of the decision-making
process, delaying aviation’s inclusion in the scheme further.

19. Scientific certainty: The scientific evidence for climate change is overwhelming and few now doubt
that decisive action needs to be taken. Virgin Atlantic is committed to taking action to combat climate
change. However, there continues to be considerable scientific uncertainty at the margins on a number of
matters. One such issue is the impact of radiative forcing and the impact of emissions released at altitude.
A number of different estimates have been made of the effect of emissions at altitude and as the Committee
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has previously acknowledged, the scientific uncertainties involved mean the effect could be substantially
smaller or larger than the 2.7 multiplier used by the IPCC. This in no way provides an excuse for inaction,
but does emphasise the need to proceed on the basis of certainty. The European Commission is funding
research into this as part of 7th Research Framework Programme and we look forward keenly to the outputs
of this process.

20. Cross-border emissions: We do not underestimate the scale of the challenge in reaching agreement on
an ETS, especially in light of the debates that are already taking place on how to allocate emissions that
cross borders. Whilst the most effective ETS would be one that was international in scope, we recognise the
difficulties of reaching agreement within ICAO given the current position of the US. ICAO has nevertheless
expressed the view that emissions trading is a sensible approach and is working towards a solution. Virgin
Atlantic continues to engage with ICAO to this end. It may be that an intra-EU ETS is easier to agree in
the short term, although Virgin Atlantic’s preferred option would be an international scheme.

21. The earliest date at which additional sectors can be included in the EU ETS is 2008. However, the
Commission has indicated that it may not be possible to include aviation before 2012—13 because of
problems with attributing emissions across national boundaries. There is the additional requirement for
legislation to be subject to the EU co-decision procedure, in which the European institutions could take two
to three years to reach agreement.

22. Virgin Atlantic remains committed to pushing for progress to be made on this important issue at the
earliest possible opportunity and is in regular dialogue with officials at both UK and EU levels to this end.

23. In conclusion, Virgin Atlantic remains convinced that the inclusion of aviation in an EU ETS with
international scope continues to present the best vehicle for tackling the climate change impact of aviation.
However, we acknowledge that the need to reach agreement with international partners on this—including
both other EU Member States and even maybe the US—render this a very challenging objective. Inclusion
of aviation in an intra-EU basis in the interim period may present the most practicable solution. We will
continue to lobby strongly for agreement in both the EU and ICAO.

24. In the meantime, Virgin Atlantic remains committed to tackling climate change unilaterally through
a series of initiatives. Sir Richard Branson recently announced that, for the next 10 years, all his earnings
from Virgin Group companies (estimated to be in the region of $3 billion USD) will be invested in schemes
to develop new renewable energy technologies. Whilst alternative aviation fuels remain some way off, their
potential should not be overlooked.

25. Virgin Atlantic has also invested considerable funds in its fleet, which is young and fuel efficient. We
are also in discussions with BAA about more fuel-efficient taxiing before take-off and with NATS about air
traffic management improvements to landing approaches which could result in significant carbon savings.
The European Commission also recognises the potential offered by Air Traffic Management improvements
and is taking this workstream forward through the Single European Sky initiative.

INTEGRATION OF ETS AND OTHER EU CLIMATE CHANGE POLICIES

26. As we indicated above, climate change is one of the major challenges facing the European Union.
Climate change policies need to generate behavioural change if they are to reduce carbon emissions
effectively. Emissions Trading is attractive because it does motivate such behavioural change and would
result in real reductions in carbon. Taxes or charges represent blunt instruments that penalise passengers
rather than motivate change on the part of airlines, whilst impacting on the overall economic
competitiveness of industry.

27. Research into technological change should continue, and all interested parties should participate.
Airlines have a strong incentive to engage in such research given the proportion of total costs taken up by
expenditure on fuel. The Virgin Group is already investing considerable moneys into research into biofuels
which offer considerable long-term potential for tackling climate change. The European Commission has
made research into ways to reduce impact of aircraft on the environment a key theme of the 7th Research
Framework Programme.

CONCLUSION

28. Key conclusions are as follows:

— Virgin Atlantic believes that challenging targets should be set for Phase II of the EU ETS, based
on a simplified and harmonised approach across the EU.

— Securing the participation of aviation in the EU ETS would be the best way to motivate genuine
behavioural change and carbon savings in the long term. The scheme should cover all flights—
both intra-EU flights and those to third countries—to avoid undue market disruption and have
the optimal environmental impact.

— A level playing field should be maintained between aviation and other sectors, with aviation
entering on the same conditions as other industries and the cap being set on the basis of
grandfathering.
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— Decisions should be taken on the basis of scientific certainties. Further research should be
conducted by both government and industry to ascertain the impact of radiative forcing.

— The UK should push within the EU for aviation to be included in the EU ETS as soon as is
practicably possible. In the meantime, Virgin Atlantic remains committed to taking action through
research and investment to reduce its own carbon footprint as much as possible.

October 2006

Supplementary memorandum submitted by Ian Pearson MP, Minister of State for Climate Change and the
Environment, Department for Environment, Food and Rural Affairs

When I gave evidence to the Committee on 12 December as part of your inquiry into the EU Emissions
Trading Scheme, I undertook to send you further information on a number of points.

One of the issues that the committee was particularly interested in was the exact level of emissions
abatement that has taken place since the Scheme began. During the session I mentioned a study by the
Massachusetts Institute of Technology which suggests that the EU ETS may have resulted in emissions
savings of between 50 and 200 MtCOa.. Officials have since given a copy of this to the committee clerk
[not printed].

The Committee were also interested in the level of emissions savings observed in the UK due to the
Scheme. As I said in my written evidence it is difficult to draw firm conclusions with just one year’s data.
However comparing 20032 and 2005 emissions in the UK from incumbent installations in the EU ETS
shows a reduction of around 10MtCO: (4%). A number of new installations commenced operation and
entered the Scheme in 2004 and 2005, emitting a total of around SMtCOz in 2005. Therefore, the net total
reduction in emissions from UK installations (incumbent and new) in the EU ETS was approximately
SMtCO» between 2003 and 2005.

My officials have carried out a series of analyses of the first year results of the EU ETS examining the
results by the sector and as a whole. The first of these was published shortly after the Committee’s hearing
and may be of interest. The analysis can be found on the Defra website:

http://www.defra.gov.uk/environment/climatechange/trading/eu/results/index.htm

You were also interested in actions by individual companies. For confidentiality reasons we cannot
identify companies, however, the Carbon Trust is working with 92 organisations with installations covered
by the EU ETS to reduce their emissions. This work includes reducing energy use in plants and in depth
energy efficiency measures.

Kyoto Project CreDITS IN EU ETS

We discussed at some length during the evidence session in the interaction between the EU ETS and
Kyoto project credits and I undertook to set out the detail for the Committee’s benefit.

The UK has welcomed the Commission’s announcement in its decision on the first batch of Member State
National Allocation Plans to limit the amount of Kyoto project credits that can be used in meeting the EU
ETS requirements. This announcement ensures that the EU ETS will deliver reductions in CO> emissions
within the EU rather than just through the purchase of Kyoto credits. The Commission considers that as a
general rule installations in the EU ETS should be allowed to supplement their EU allowance allocation by
up to 10%. In assessing Member States’ proposed limits that are greater than 10% the Commission takes
into account the effort a member state has to undertake to respect of its Kyoto target. This reflects that some
Member States may have a variety of mechanisms to meet their Kyoto targets (ie not just the EU ETS). This
is taken into account using a formula set out in the Commission communication. The Commission formulae
aims to ensure that each Member State does include at least come CO> reduction within the EU and is not
wholly reliant on purchasing Kyoto project credits.

For the UK’s phase II National Allocation Plan the Government decided to allow operators in the EU
ETS to use Kyoto project credits, derived from reductions of emissions of any of the basket of six greenhouse
gases, to provide them with further cost-effective and flexible compliance options.

By setting a limit on the use of project credits of 8% we are signalling the need to create a market for
investment Clean Development Mechanism & Joint Implementation projects balanced against domestic
action. This 8% limit represents around two-thirds of UK effort level—the level of effort is the distance
between the emissions projections for the period and the UK emissions cap. Therefore at least one third of
the reductions delivered by UK installations, compared to projected emissions, must be made within the
Scheme—either through making reductions themselves or buying allowances from other installations. And
no more than two-thirds can be delivered from outside the EU using the Kyoto flexible mechanisms. The
8% is arrived at using the following calculations:

2 Lack of verified emissions data for 2004 means we must compare with 2003 data.
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The UK’s yearly effort level (distance between projections and cap) is 8 MtC, or 29.3 MtCOx.
2/3 0f29.3 = 19 MtCO2 = 8% of yearly cap of 246 mtCO-
19MtCO2 = 8% of the annual cap of 246 MtCO»

TRANSPORT VOLUNTARY AGREEMENTS

The current voluntary agreements on new car fuel efficiency were agreed between the European
Commission and the automotive industry and aim to reduce the CO: emissions of an average car sold to
140 g/km by 2008-09. This represents an improvement of 25% in the average fuel efficiency of new cars sold
across the EU. The European Commission are currently considering what should replace the current
voluntary agreements beyond 2008.

METEOROLOGICAL OFFICE FUNDING

Joan Walley raised funding for the Meteorological Office which is a Trading Fund Agency owned by the
Ministry of Defence. It is one of the world’s leading National Met Services with key responsibility—through
its Public Weather Service—for providing National Severe Weather Warnings and a range of other forecast
services to the public.

The Public Weather Service is funded by MoD, on behalf of a number of government departments.
Funding currently amounts to some £65 million per annum. MoD has already identified efficiencies in this
budget totalling £6.5 million in real terms over four years. As part of the MoD’s regular two-yearly planning
rounds, further reductions of £9.5 million over four years are being considered—but no decisions has been
taken yet. Ministers will be making decisions o the forward Defence programme, including the Met Office,
in the first quarter of this year.

None of these cuts will affect overall funding for climate change research. In fact, we are increasing our
overall funding in this area from £17.4 million in 2006-07 to £18.4 million in 2007-08.

Separately, Defra and the MoD are currently funding an independent review of the Hadley Centre, but
there are no plans to cut its funding. The review is a normal give yearly examination of the science and
activities of the Hadley Centre, and how it meets the needs of its MoD and Defra clients in delivering climate
change research. It is not concerned with wider Met Office Public Weather Service activities or budgets.

I hope these answer the outstanding questions and inform your report. I look forward to receiving your
recommendations which will be timely for contribution to the Review of the EU ETS.

January 2007
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