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European Union Emissions Trading Scheme (ETS)

FACT SHEET

The European Union-Emissions Trading System (CEU ETSQ is currently the largest cap and trade
scheme of its kind in the world and thefirst to limit greenhouse gas (GGHGQ carbon or CO,)
emissions through a cap and trade mechanism. It is modelled on an earlier US market based system to
tackle acid rain, which proved highly successful in reducing and limiting SO, emissions. The EU ETS
covers 10,500 installations comprising CO, emissions from the largest electricity generators, oil
refineries and factories in the 27 Member States of the European Union.

The cost of carbon emissions is no longer free in Europe: it has a price. An equally important
development is that the carbon price signal in Europe Gsucceeded in stimulating emissions abatement
both within Europe and especially in developing countriesOas stated by the World Bank report State
and Trends of the Carbon Market 2007. The value of global emissions trading tripled last year (2006)
to $30.1 billion, 81 percent of which was in the European Union, according to 2007 World Bank
figures.

The EU ETS is the EU's primary means of assuring that Europe meets its Kyoto obligation. Thereis
overwhelming support for the EU ETS as a key means to achieve those obligations amongst the 27
participating nations. In fact, the grestest challenge the EU faces in meeting its Kyoto obligations do
not arise from the sectors that are covered under the EU ETS, but from the transport, household and
commercial sectors, which are not covered under the EU ETS.

The European Union and other EU ETS participants have agreed that the EU ETS will continue
beyond 2012, regardless of the shape that a post-2012 internationa agreement under the United Nations
Framework Convention on Climate Change (QUNFCCCQ may take. Thereis in fact no sunset clause
in the EU legislation and the EU has already indicated carbon emission reduction targets to 2020.

Also, under current proposals the EU ETS is due to be expanded by January 2011 to include the
aviation sector, one of thefastest growing carbon emitters.

The current pre-Kyoto QrialOor QalibrationO phase of the EU ETS, extending from 2005 through
2007, is intended to provide the experience and to establish the institutions (mainly, alowance
registries, monitoring, reporting, verification and compliance procedures) to ensure that the next period
coinciding with the first Kyoto Protocol commitment period of 2008-2012 will be a success.
Accordingly, there is no way that it can be said that any member state or country has Gailed to live up
to its Kyoto pledgeQor that it is GailingQ

The key reason for the near-zero price of CO; as the tria period draws to a close is the self-imposed
limit on banking from the trial period to the "real" 2008-12 period. Although that limit may be
judged by some as a technical mistake, there were good political reasonsfor making that decision B
essentially to contain any teething problems within the trial period and not to complicate achievement
of the EUG attainment of its Kyoto obligations.

Thefact that the price has declined as it has indicates that the market mechanism is working perfectly:
sending the appropriate price signa in light of the over allocation of allowancesin EU-ETS Phasel.
Since allowances cannot be ChankedOor carried over from EU-ETS Phase | to Phase Il (which



Carbon

Association’

viii.

Xi.

Xii.

Xiii.

Xiv.

XV.

XVi.

commences on January 1, 2008), the dfects of the over-alocation of allowancesfor Phase | will not be
caried into Phase Il and the system will get afresh start.

There are already strong indications that Phase Il of the EU ETS from 2008-2012 will be robust and
dfective. The aggregate EU cap for Phase Il ETS 2008-2012 is about 9% lower than the Phase | cap
and some 6% lower than 2005 emissions. With continuing economic growth, no one doubts that this
cap will be binding and that it will encourage emission reductions and other forms of green behaviour.

The second period priceis unlikely to fall to zero: EUAS can be banked from the 2008-12 period into
the post-2012 period and the cap for the post-2012 period will be even lower. The argument that the
EU ETS will beflooded with CDM credits (CERs and ERUs B Emission Reduction Units under the
Joint Implementation programme of Kyoto) and the price taken to zero at the end of the 2nd period, is
not matched by the Phase Il price, nor by the price of CERs.

Some countries are complaining that their Phase Il alocations aretoo low. This is particularly the case
in new Member States of from Central and Eastern Europe, who have launched legal proceedings
against the Commission. These challenges concern technicalities of how the European Commission
reviewed and revised the caps proposed by these member states. These legal proceedings in the
European Court of Justice do not challenge the EU ETS itself and these member states will continue to
participate in the EU ETS. Similar challenges were brought in thefirst period and they were resolved
in a manner that did not bring the EU ETS to a halt.

Markets have done arelatively good job of predicting the Phase Il constraint as evidenced by the prices
for Phase Il EUASs (European Union Allowances), which havefluctuated around 20 Euros (+ or - 5
Euros) since those futures werefirst introduced in late 2005. This priceis sufficient to have an
abatement effect on emissions and it has provided the lead times needed for capital investment in
carbon reducing technology.

Although EUA pricesfor the 2005-07 and 2008-12 periods have exhibited considerable volatility, that
volatility is no greater than that readily seen in the price of other commaodities such as power, gas, oil
and freight. Furthermore the emissions market has already developed a range of trading instruments b
futures, forwards and derivative instruments- to manage price volatility.

Penaltiesfor EU ETS Phase Il are due to increasefrom ! 40 to ! 100. Any shortfall of credits must still
be purchased in addition to incurring the fine.

The only compliance-grade carbon credits allowed in the EU ETS are those from the Clean
Development Mechanism (CDM) and the Joint Implementation (JI). There are strict imposed limits
(GupplementarityQ) on the amount of CDM credits (OCERsQ and JI credits (CERUsQ) which can be
used to meet EU ETS targets.

The CDM Executive Board ((EBQ of the UNFCCC governs the most transparent, robust credit
market in the world. Every project is subjected to two or more stages of public review and scrutiny, to
review by the world@ top auditing and validation agencies (who are accredited by international experts
through a transparent accreditation process), review by the world@ top international scientists and
climate change specialists.

The documentation and case for every CDM project can be easily found on the UNFCCCG web site
(http://cdm.unfcce.int) as can al key documentation relating to that project@ progress from
conceptualisation to registration with the UN. No other commodity or derivatives market, and no other
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emission reduction market is as open to public scrutiny, as robustly reviewed, and as transparently
certified as the CDM. (Note: see separate CDM/JI fact sheet prepared by the CMA).

XVil. The UK Government has recently stated that the CDM represents the most robust and transparent
processfor offsets available. The UK Government is a strong supporter of clean development
mechanism and believes it is an important tool in delivering investment in emissions reductions in
developing countries.
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For further information please contact: Adam Nathan, Director of Communications and Public Policy,
Carbon Markets Association on +44 (0) 7970 342 576 or by email at
adam.nathan@carbonmarketsassociation.net.



